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HEARING ON S. 1487-TO ELIMINATE RACKETEERING
IN THE SALE AND DISTRIBUTION OF CIGARETTES

FRIDAY, OCTOBER 21, 1977

U.S. SENATE,
SUBCOMMITTEE ON CRIMINAL LAWS AND PROCEDURES

OF THE COMMITTEE ON THE JUDICIARY,
-W asking ton, D.0 .

The subcommittee met, pursuant to notice, at 10:35 a.m., in room
2228, Dirksen Senate Office Building, Senator Edward M. Kennedy
(acting chairman) presiding.

Staff present: Paul C. Summitt, chief counsel; Russell M. Coombs,
deputy chief counsel; Robert M. McNamara Jr., assistant counsel; and
Mabel A. Downey, chief clerk.
Senator KENNEDY (acting chairman). The subcommittee will come

to order.
Today the Subcommittee on Criminal Laws and Procedures begins

hearings into an area of criminal activity which, in the past decade,
has grown to alarming proportions. This activity is subtle in nature,
sometimes violent and brutal in its methods, and certainly devastat-
ing in its results. I am speaking, of course, of the serious problem of
cigarette bootlegging.
The cause of the problem is amazingly simple: Over the past 10 to

12 years the increasing disparity of cigarette tax rates of various
States has made it very profitable to transport large quantities of
cigarettes from low-tax States to high-tax States, where they are then
sold at prevailing rates. By avoiding the taxes in high-tax States,
illegal profits of $1.50 to $2.50 per carton can be realized. When this
figure is translated into large quantities, a bootlegger can realize a
profit of $93,000 to $180,000 per tractor trailer load.
It is important to understand at this juncture that our immediate

concern is not with the person who purchases two or three cartons
for himself in a low-tax State. While this type of casual smuggling
is certainly illegal under State law since it deprives the State of
needed tax revenue, such bootlegging is a small part of a much greater
problem.
The problem with which we are immediately and seriously con-

cerned is the organized smuggling of large quantities of bootlegged
cigarettes by major crime groups. What we are witnessing is a classic
example of organized crime abhorring a profitable vacuum. Recent
studies and intelligence reports have clearly documented the fact that
organized crime now controls a lion's share of this illegal activity.
The end result of this activity is frightening not only in its scope

but also in its potential for even more widespread growth. Not only

(1)
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have States lost literally hundreds of millions of dollars of needed
State tax revenue which has ultimately found its way into the coffers
of organized crime, but also thousands of legitimate wholesalers, re-
tailers, drivers, packers, and salesmen have lost their livelihood and
businesses as a direct result of organized crime's takeover. With the
infiltration of organized crime into this area, there has been evidence
of increasing, violent crime: Extortion and bribery, truck hijackings,
armed robberies, serious assaults, and even murder.
In 1972, when Congress first addressed the problem of cigarette

bootlegging, the consensus apparently was that the problem was one
for the States to deal with and that their efforts up to that point had
been inadequate. In the past 5 years the complexion of this same prob-
lem has changed dramatically. Because of the infiltration and take-
over by organized crime, the problem is no longer isolated to individ-
ual States but rather is a major Federal concern. In spite of the efforts
many States have made over the years, it is clear that these efforts are
hopelessly inadequate to deal with the highly sophisticated and fre-
quently ruthless methods employed on an interstate level. The time
is certainly ripe, if not long overdue, for Congress to take a fresh look
at the problem of cigarette smuggling and determine the nature and
extent of the Federal response.
We are pleased to have with us today a number of witnesses whose

efforts, research and experience will hopefully give us a better under-
standing and appreciation of the scope of the problem as well as as-
sistance in arriving at a possible solution.
We are delighted to welcome our colleague and good friend, the

Senator from Florida, Senator Chiles, who has long been interested in
this problem. His State is one of the States that has been most directly
affected. We are interested in hearing his views about this problem
and ways that we can best deal with the issues.
Senator Chiles?

STATEMENT OF SENATOR LAWTON CHILES, A SENATOR FROM THE
STATE OF FLORIDA

Senator CHmEs. Mr. Chairman, I want to congratulate you on hold-
ing these hearings and the work that you are doing in trying to
combat organized crime. I certainly want to add my voice to support
this legislation. This bill would give law enforcement officials a new
tool to fight organized crime and its operatives who have found still
another way to rob State and local governments of needed tax dollars.
My State of Florida has a big stake in this fight.
A package of cigarettes in Florida carries a State tax of 21 cents.

Add 2 more cents per pack for the State's sales tax and a pack of
cigarettes costs almost as much in Florida as it does in New York City.
In fact, New York City is No. 1 and Florida is No. 2 in the cost of

cigarettes.
Take the State's high cigarette tax, add the number of interstate

highways entering Florida and the State's close proximity to those
tobacco-producing States which levy almost no cigarette tax and
you've got the perfect market for cigarette smugglers.
One man took advantage of the situation earlier this year when he

outfitted his camper-van with hollow walls, and false floors and drove
to North Carolina.

4
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Florida officials were tipped off on his return to the State and whilethe van's interior looked perfectly normal, a close examination re-vealed about 6,000 cartons of cigarettes.
This smuggler probably paid about $3.25 for each carton. He wouldhave sold them for $4.50 to $4.75 per carton, making a quick profitof $7,500 on a quick trip in his camper trailer. People that are justin an automobile could make $2,500. You have cited what happenswhen we go up from the automobile to the van, to the four-wheeler.They are coming in in that way, too.
Cigarette smuggling is not new to Florida. Indeed, State revenueofficials estimate Florida lost $35 million last year in uncollected ciga-rette tax revenue.
Cigarette smuggling is so incredibly easy that officials tell storyafter story of people stuffing their car with 2,000 cartons and turn-ing profits of $2,500, as they resell the cigarettes to friends and co-workers. Not a small profit for a weekend's work.
Smugglers in Florida have also used the U.S. Postal Service. In acase now before a Federal grand jury in Tampa, a North Carolinaman is charged with offering a regular mail order subscription serviceto residents of the Tampa Bay area.
Officials estimate the North Carolina businessman grossed morethan $700,000 in the 7-to-9 month period he was under surveillance.
The grand jury looks to return indictments under the catchall Fed-eral mail fraud charge to stop mail-order operations.
Cigarette smuggling, according to a series on the subject by a St.Petersburg television station last month, is so widespread that a shop

in downtown Tampa was selling contraband cigarettes in plain viewin two vending machines located right inside his front door.
But while those cigarettes were easily spotted by agents making a

routine inspection of vending machines, untold hundreds of thousands
of other packs of cigarettes sport a forged cigarette tax stamp.
The stamps are so good that the untrained eye cannot detect the

fraud.
In a warehouse raid in Broward County last year, just under a half-

million packs of cigarettes were seized, many with counterfeit revenue
stamps.

Police said a burglary had been staged at the same warehouse a year
earlier and a cigarette stamp machine had been reported stolen.
The subsequent raid turned up the old machine, doctored so its

stamps could not be traced. The distributors were putting fraudulent
stamps on cigarettes and selling them to unsuspecting retailers.
The cigarette distributor was convicted of counterfeiting cigarette

tax revenue stamps.
Cigarette bootlegging is not the victimless crime some would like

to believe and witnesses who follow me will tell of the profits reaped
by those in organized crime who have entered the business of smuggling
cigarettes.

Florida, like many other States, returns a portion of the money
collected through the cigarette tax to the municipality or county in
which the cigarettes were purchased.
In Florida's case, it is 70 percent which goes back to the local gov-

ernment. Many of our State's smaller municipalities operate on and
provide services solely on the revenue generated by the tobacco tax.
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Many others operate various government departments, such as their
police departments, on the revenues.
The Florida Legislature recently budgeted for eight new inspectors

in the State's beverage department to do nothing but fight cigarette
smuggling. But their efforts will mean little if we do not get a penalty
to back them up.
I am not usually an advocate for an increased Federal role, but I do

not believe we can continue to sit back and allow organized crime to
continue to rob our State and local treasuries because it can operate
across the same State boundaries which stop State and local law
enforcement officials.

Section 1289 of the bill explicitly acknowledges the concurrent juris-
diction of State law enforcement officials in fighting cigarette boot-
legging. This is a balanced approach that strikes me as the kind of
partnership arrangement that will be welcomed by State and local
law enforcement officials.

While we are examining the bill I think we should look at raising
the maximum sentences and fines. A maximum fine of $10,000 and
a maximum jail sentence of 2 years may not be enough. With the
profits involved in bootlegging, some might view these penalties as
merely the cost of doing business, especially if they could have some
fall guy to take the penalty.
One other section of the bill might be examined with an eye toward

making it tougher for bootleggers.
The legislation under consideration defines contraband cigarettes

as a quantity in excess of 20,000 individual cigarettes. That's 1,000
packs or 100 cartons and perhaps consideration should be given to
lowering that figure to 50 cartons. I know we're not trying to catch
the person that is going to another State and brings back several car-
tons of cigarettes. But it seems to me that if you are taking back 100
cartons or even 50 cartons you are certainly in the business of trying
to smuggle and reap a profit.

Since it would take a three-pack-a-day smoker almost a full year
to smoke 100 cartons of cigarettes it is evident that anyone who has
100 cartons in their possession is in the cigarette selling business.
I commend you, Mr. Chairman, for your interest in focusing atten-

tion on this issue. I hope this bill can become law well before the end
of the 95th Congress and I want you to know that I will help in any
way I can toward that end.
I know that you are familiar with this but I think the pamphlet

that was done by the Advisory Commission on Intergovernmental
Relations, Cigarette Bootlegging: A State and Federal Responsibility,
was most helpful to me and I am sure that will be a part of your
record.

Senator KENNEDY. It will be made a part of the record and inserted
after the testimony of the representatives of the Advisory Commission
on Intergovernmental Relations. 1See p. 161
I want to thank you, Senator Chiles. for your excellent statement.
In the ACIR report which you referred to, there are charts which

show the States which have been the large revenue losers. Florida is
one of them. As I understand it. the cigarette traffic moves in corridors
through several States. It funnels down to Florida and comes up to the
Northeast and to Massachusetts and even up north of us into Maine.
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We will hear later on in the day about how these corridors are struc-
tured and how they are set up. I would think that it would be exceed-
ingly difficult for well-intentioned law enforcement officials, even in
Florida, to be able to track this as it goes into other States because of
the way the State laws are established at the present time. Isn't that
what we are talking about—the fact that cigarette smuggling is well
organized and that it can be demonstrated quite clearly the corridors
exist in the East and up to the Northeast and down into the Southeast-
ern part of our country? The ability of the States to deal with this is
extremely limited, as I understand it.
Senator CHILES. It certainly is. We had many instances but there is

one specific case in south Florida where a raid was made and cigarettes
were found in large quantities. Also found there was definite evidence
at that time showing where the cigarettes were coming from and how
they were being stored in other places prior to coming there. These
came from tobacco-producing States.
We do not get very good cooperation from some of the tobacco-pro-

ducing States and there was no way the local Florida officials could go
into what was a conspiracy, and to try to trace this contraband that
was coming into the warehouses and from the States it was being orga-
nized in and coming out. If it was a Federal crime, which of course it
should be, then the Alcohol and Tobacco control people could come in
and on the basis of a conspiracy they could bring charges. They could
also hit those locations and stop some of the staging points. That would
be tremendously helpful in trying to break this up.
Senator KENNEDY. The proposed legislation which we are consider-

ing is rather limited. It would require that certain recordkeeping pro-
cedures be observed and various records maintained. There is a legiti-
mate question, which I have heard you speak eloquently about, which
is the additional burden that would be placed upon retailers and outlets
in terms of such recordkeeping requirements. However, the provisions
of this legislation really only require the kinds of invoices that any
responsible outlet would maintain as a normal business practice. These
records would be kept and would be available to the law enforcement
officials.

Finally, I think you would agree with me that cigarette bootlegging
is a major source of revenue for organized crime. It is my understand.-
ing that organized smuggling is one of the major sources of revenue
for organized crime. I don't believe most people understand that.
Senator CHILES. I think you are absolutely right.
Senator KENNEDY. We are talking about hundreds of millions of

dollars of lost tax revenue being diverted into the coffers of organized
crime. We are talking about tens of millions of dollars over a period
of a few years, and hundreds of millions of dollars of lost revenue. We
are trying to reach both of these issues—lost State tax revenues and
organized crime activity.

Senator CHTLES. That is exactly correct. So not only am I talking
about a $35 million a year that is coming out of the local governments'
pockets. This is revenue that they are not receiving.
Senator KENNEDY. They have to make it up some way.
Senator CHILES. Yes; that means higher property taxes. That is the

only other source of revenue of local- government, so that is higher
real property taxes on people.
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But not only that, as we are funneling that money into organized
crime, which in many instances is coming back to compete by being
put into restaurants and other legitimate operations which are fronted
by the organized crime people, so it is coming, back in to compete with
the businessman. That is about the most unfair thing that you could
have.
To show the extent of our inability to deal with this, the Florida

Legislature recently raised the tax on cigarettes. The legislature does
that once in awhile when they are looking for revenue. They were
criticized by a number of the newspapers and a number of people in
Florida. By raising revenue all they were going to do was add to the
bootlegging traffic and by virtue of the fact that Florida that has such
a high tax now, then we would just be raising the bootleg traffic. That
State action is simply going to cause a reduction, perhaps, in the legiti-
mate sales and an increase in the illegitimate sales because there is no
way that the State officials can really police this unless we can recognize
that it is an interstate crime and they would have to bring Federal au-
thorities into it.

Senator KENNEDY. I think you are absolutely right. We will hear
during the course of the morning the difficulties that the States have
had in trying to deal with this serious problem. Cigarette bootlegging
has increased dramatically over the past 3 or 4 years. I think it will
even grow larger unless we are prepared to deal with it. One method of
dealing with the problem is the legislation we have proposed.
So, we have a legislative remedy.
We will ask you to join with us to do some things administratively

within the Justice Department and the interagency task force which
could begin to coordinate this action at the present time in administra-
tive ways.

Senator CHILES. I look forward to working with this. My subcom-
mittee has the budget of the Alcohol and Tobacco people. As soon as
we have a basis for bringing them in, I want to see that they have
the adequate resources and the direction that they are going to move in
this area.

Senator KENNEDY. Thank you very much.
We want to first of all mention that Senator Bellmon, who intro-

duced this bill, planned to be with us. He is the prime sponsor of the
bill. We will include his statement in its entirety in the record. Sen-
ator Anderson, who also is a cosponsor, intended to be here.

STATEMENT BY SENATOR HENRY BELLMON, SENATE JUDICIARY SUBCOMMITTEE ON
CRIMINAL LAWS AND PROCEDURES

Re S. 1487, Federal Cigarette Contraband Bill.

Mr. Chairman: Let me begin by expressing my appreciation to you and the
subcommittee for the timely manner in which you have scheduled these hearings.
The rapid growth of cigarette bootlegging throughout the country gives rise to
the need for today's hearing and to passage of this legislation. I feel certain the
testimony you are to receive will be most beneficial in your consideration of S.
1487.
As you know, Mr. Chairman, S. 1487 would sharply expand the Federal role in

the fight against cigarette bootlegging which has become a major source of
income to organized crime. The tax rate differential between Tobacco producing
states and Tobacco consuming states makes cigarette bootlegging a highly profit-
able illegal enterprise. It is so profitable Mr. Chairman, that a great number of
states are being deprived of much-needed revenue which would otherwise be
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collected through the various cigarette tax laws applicable to each state. This

high profit, coupled with varying state revenue and enforcement laws throughout

the United States, provides the inducement to organized crime to engage in the

sale of contraband cigarettes. It has been estimated that the sale of contraband

cigarettes nationwide costs state governments $330 million a year in lost tax

revenue.
Mr. Chairman, if there is to be an effective law enforcement effort against

cigarette bootlegging, the role of the Federal government must be expanded,

particularly in view of the interstate nature of the crime. S. 1987 is addressed

to that need. I am convinced that when enacted, this bill will provide a timely

solution to this element of our nation's serious organized crime problem as well

as providing needed income to many cities and states. For this reason, the Fed-

eral Contraband Cigarette Bill must be given serious and positive consideration

by this Congress.
Once again Mr. Chairman, let me commend you on your interest in this legisla-

tion as exhibited by this hearing today. Like yourself, I am anxious to learn of
the opinions and suggestions that will be offered by the witnesses today so that
all concerned will have a greater understanding of the problem faced, and the
solutions which will help alleviate this particular crime.
Thank you.

Senator KENNEDY. We will ask Wayne Anderson, who is the Exec-
utive Director of the Advisory Commission on Intergovernmental
Relations to come forward. He is accompanied by F. John Shannon
and Robert Kleine.
I was chairman of the Subcommittee on Administrative Practice

and Procedure of the Judiciary Committee for a number of years, and
one of the things that we looked at were reports that were being done
by Government agencies that had disappeared and gathered dust in the
pigeonholes. I am so glad to see that we have one here which is hope-
fully going to be the basis for constructive action and which we can
rely on for its thoroughness. It will be very valuable to us.
We welcome you this morning.

STATEMENT Of WAYNE F. ANDERSON, EXECUTIVE DIRECTOR,
ADVISORY COMMISSION ON INTERGOVERNMENTAL RELATIONS,
ACCOMPANIED BY ROBERT KLEINE

Mr. ANDERSON. Thank you very much.
I am Wayne Anderson, Executive Director of the Advisory Com-

mission on Intergovernmental Relations. I am not accompanied by
John Shannon but by Robert Kleine, the principal author of the report.
We appreciate the opportunity to appear in support of Senate bill

1487 which we are confident would reduce racketeering in the sale
and distribution of cigarettes and also the opportunity to summarize
our Commission's report.
Our study was designed to answer three questions:
What is the extent and nature of cigarette tax evasion in general

and cigarette bootlegging by organized crime in particular?
Is it reasonable to conclude that the states can handle the organized

crime problem without additional Federal help?
If the answer is no, then what should be the appropriate Federal

action?
As to the extent of the problem, the major findings of our study are

as follows:
Tax evasion activities, which cost the high-tax States and localities

almost $400 million in 1975, are primarily due to State tax differentials
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and are a serious problem in 14 States and a moderate problem in
another 8 States.
There are four distinct types of cigarette smuggling or tax evasion

activities that account for this revenue loss:
Casual cigarette smuggling—in its most common form, a resident

of a high-tax State who lives near the border of or is on vacation in a
low-tax State will buy cigarettes for personal use or for friends.
Organized cigarette smuggling—this activity involves the trans-

portation of cigarettes between States for profit and can range from
a small, part-time operation to a large-scale business run by organized
crime figures.

Mail order purchases of cigarettes—this type of smuggling involves
the transportation of cigarettes through the mails from low-tax States
to high-tax States for the purpose of avoiding the tax.
The purchase of cigarettes through tax free outlets—unS axed ciga-

rettes can be obtained from three primary sources—international
points of entry, military post exchanges, and Indian reservations.
While it is difficult to determine the relative importance of these

factors in each State, there is sufficient evidence to conclude that the
cigarette tax loss in the States of the Northeast corridor can be at-
tributed either predominantly or heavily to the network of organized
crime.
In sharp contrast, several of the southern and western States char-

acterized as major revenue losers—Alabama, Texas, and the State of
Washington—trace their problems to abuses in the purchase of cigar-
ettes from military post exchanges and Indian reservations and to
casual cigarette smuggling.
Contrary to popular belief, cigarette bootlegging is not a minor,

victimless crime in many States. Cigarette smuggling is a major source
of revenue for organized crime groups.
The States have devoted some effort to curtailing cigarette smug-

gling, but these efforts have not been very effective because of the inter-
state aspect of the problem and the lack of adequate resources.
Senator KENNEDY. Can you give us a breakdown of the various

categories of smuggling as to what is casual and what is not?
Mr. ANDERSON. There is not a method available to determine what

part of the $400 million revenue loss would be attributed,, for example,
to organized crime, to mail order purchases, and so forth. We have in-
formed opinions that the organized crime portion may well be in the
$150 million to $200 million area. We know the total losses to the states
from military bases is about $130 million but, of course, we cannot
isolate how much of that is related to smuggling. So the breakdown is
not determinable.
Regarding the Commission's study methodology—in estimating

State revenue gains and losses resulting from cigarette tax evasion,
the Commission staff used regression analysis. The analysis isolated
the effect of cigarette tax rates on per capita cigarette sales and enabled
us to estimate revenue losses due to cigarette tax evasion tactics in each
individual state. The staff's analysis revealed that approximately 40
percent of the revenue loss on cigarette sales was due to reduced con-
sumption associated with a high tax rate, while the remaining 60 per-
cent represents that portion of the total tax impact attributable to
cigarette tax evasion.

IMF
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A full explanation of the study methodology is appended to this
statement.

Cigarette tax evasion, whether it is by organized racketeering or
casual smuggling, has four undesirable consequences. The most ob-
vious consequence and the one most publicized is the lost in State cigar-
ette tax revenue. This loss affects some States minimally but others
significantly. Where the loss amounts to millions of dollars it is also
likely to be significant in terms of public services. States that suffer a
major financial loss from cigarette tax evasion have a Hobson's choice.
They either reduce services commensurate with revenue loss or increase
other taxes to make up for the cigarette tax shortfall.

Cigarette tax evasion has equally baneful effects on business and
particularly the tobacco industry. The Commission heard testimony to
the effect that cigarette manufacturers have lost trucks to hijackers
and that cigarette wholesalers and retailers are losing business as
racketeering diverts cigarettes from normal trade channels.
One witness told the Commission that in New York City 50 per-

cent of the employees of wholesalers and vendors have been thrown
out of work and that retail candy stores and office building news
stands are being put out of business—presumably because an estimated
one of every two packs of cigarettes consumed by smokers in the city
is bootlegged.
A special task force studying the New York State problem pointed

out that:
The State has discovered that these untaxed cigarettes are being increasingly

sold in legitimate retail outlets. In other words, more and more businessmen
and women, who are law abiding in other respects, have become law violators by
evading the cigarette tax. Moreover, they are assisting in robbing the State of
much needed revenue at the same time that they are becoming accomplices of
big-time racketeers and small-time hoodlums. Perhaps most tragic, the legitimate
retailers who have become tax evaders by selling contraband are subjecting
themselves to arrest and criminal prosecution with resultant disgrace to their
families as well as themselves.

The conversion of legitimate retailers into tax evaders and criminals
makes the point that cigarette tax evasion is not a victimless crime—
the fourth aspect of the cigarette tax evasion problem. Edward Lorch,
a detective in the intelligence division of the New York City Police
Department, told the Commission about several murders that resulted
from competition among organized criminal elements for turf in
which to distribute their bootlegged cigarettes. Detective Lorch went
on to note that there have been other instances of violence against
persons simply trying to make a living in the legitimate cigarette
business. He stated that many dealerships in the New York area are
secured like fortresses and trucks making deliveries are more like
armored cars than delivery vans.
Two factors can be cited as prime causes of the cigarette tax loss

problem: .
1. Tax rate di fferentials—( a) high rates in the Northeastern States

caused by their fiscal plight; (b) low rates in tobacco growing States,
a self-interest situation.

2. The 1964 Surgeon General's report.
There is little disagreement that interstate bootlegging is caused by

the wide difference in the price of cigarettes brought about by the wide
difference in tax rates in various states. The cigarette tax rate ranges
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from 2 cents per pack in North Carolina to 21 cents per pack in Con-
necticut and Massachusetts. This variation makes it very profitable to
purchase cigarettes in a low-tax State such as North Carolina and sell
them illegally in Connecticut and Massachusetts. Because it is gen-
erally agreed that it becomes profitable to bootleg cigarettes when the
price differential is 10 cents per pack, a $1.90 difference per carton of

- cigarettes provides a substantial profit opportunity for those willing to
engage in the illegal transportation of cigarettes.

Cigarette bootlegging did not become a serious problem for state
and local governments until the late sixties. Prior to that time, the
price and tax differentials were not wide enough to encourage such
activities. In 1960, the largest difference in cigarette taxes between
any two States was 8 cents and the widest variation in the retail price
of cigarettes was about 10 cents. The price differential between North
Carolina and New York was only 5.2 cents per pack.
In 1976, the retail price of cigarettes, including taxes, varied from

57.6 cents per pack in Connecticut to 35.8 cents per pack in North
Carolina—a 21.8 cent difference. The price differential between New
York and North Carolina was 18.4 cents.
The large differentials in cigarette taxes are mainly among the low-

tax, tobacco-producing States and the high-tax Northeastern States.
There is pretty much a high-tax belt from Pennsylvania on up through
Massachusetts. The tax rates in 39 States fall between 8 and 17.75 cents.
It is the States at the extremes, however, that create the serious boot-
legging problem.

Cigarette bootlegging has caused a significant shift in per capita
cigarette sales among the States. In 1955, cigarette sales in the North-
eastern States were well above the national average, while sales in the
Southern States were consistently far below the national average. This
large divergence was due largely to economic and cultural factors be-
cause there was little evidence of cigarette smuggling in 1955. By 1965,
the cigarette sales pattern had begun to change in favor of the South-
ern States, although sales were still significantly higher in the North-
eastern States. Ten years later, widespread cigarette smuggling had
reduced cigarette sales in the Northeastern States to well below the
national average, while sales in several Southern States had risen
substantially above the national average.
In sum, the cigarette tax differentials among the States established

the environment for tax evasion and bootlegging. A healthy market for
contraband cigarettes now exists. A strong incentive for cigarette boot-
legging is created by the profit potential and the procedures for ciga-
rette transportation and sale are in place. This activity can only grow if
forthright enforcement program is not established.
There is no question but that the 1964 Surgeon General's report

stands out as a primary factor in causing growing disparity in State
cigarette tax rates. State legislators, particularly in the hard pressed
Northeast region, justified their decision to sharply increase cigarette
tax rates on the grounds that it would both provide urgently needed
revenue for the State and would also reinforce Federal policy--that
of discouraging the personal consumption of a product that is dan-
gerous to health.
We come then to the question of what is the desirable intergovern-

mental action.
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In speaking first about the role of the States, we ask: Is it reason-
able to conclude that the States will be able to eliminate cigarette
smuggling by organized crime without Federal assistance?
The Commission believes this is not a reasonable conclusion. Two

considerations underpin this judgment:
First, the prospects for significant equalization of State tax rates

are very poor. The tobacco-producing States, which have low cigarette
taxes, are in relatively good fiscal condition. They can be expected to
resist any attempt to raise their cigarette taxes significantly. Even
when they were not in such good fiscal condition, the significance of the
tobacco industry in these States prevented the increase of their cigar-
ette taxes.
In contrast, the high-tax States can be expected to resist with equal

vigor all efforts to reduce their cigarette tax rates because of their cri-
tical or near critical financial status. Beyond this element of fiscal pres-
sure, the stance of the high cigarette tax States can be traced also to
their firm belief that the cigarette bootlegging problem is a Federal as
well as State level responsibility. In support of this attitude, officials
in these States point to organized criminal involvement, the inter-
state nature of the problem and the impact of the 1964 Surgeon Gen-
eral's report upon their cigarette tax policy.
Second, without Federal assistance States will be severely hobbled

in their efforts to contain the growth in cigarette racketeering. Testi-
mony given before our Commission clearly highlighted this problem.
Enforcement officials from northeastern States for example, have
frequently trailed vehicles loaded with contraband cigarettes through
North Carolina and Virginia, only to be given the slip by the time they
reach Pennsylvania, New Jersey, or New York—jurisdiction in
which they had the authority to make the arrest.
Senator KENNEDY. Are the States able to coordinate their law en-

forcement efforts? What has been the record here?
Mr. ANDERSON. I will call on Mr. Kleine. There have been several

very noteworthy coalitions working in the field as well as some very
impressive efforts by single States. But as to the coalitions, I will ask
Mr. Kleine to speak.
Mr. KLEINE. There is a coalition in the Midwest that is being

financed by an LEAA grant. I think there are about seven Midwestern
States that are cooperating to try to do that in the Midwest.
There is also an informal—
Senator KENNEDY. HOW SlICCeSSfill is it?
Mr. KLEINE. They have not been that successful. They have made

some impact but not to a great degree.
There is also an informal coalition of Eastern States, I believe

seven or eight Eastern States that are also dealing with cigarette
bootlegging. They have had some success but by no means have been
able to deal effectively with the problem.
Senator KENNEDY. Why is that?
Mr. KLEINE. I think basically it is because of the interstate nature

of the problem. It is very difficult for the States to locate the boot-
leggers. They are somewhat underfunded. They have limited resources.
The eastern group has people on loan from all the different States and
they have requested Federal funding but not received it. The nature of
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cigarette bootlegging makes it easy to smuggle them. It is very difficult
for the States to deal with them in terms of the resources they have.
The law is also quite weak in most of the States. Some of the States
like New York have quite stringent laws but normally States have
weak laws.
Even if they catch bootleggers they receive minor penalties and

they go back into it in a very short time.
Mr. ANDERSON. Perhaps one of the best ways to indicate the weakness

of the present law enforcement setup is to indicate what a Federal
law would do to change it.
At the moment if a truck now leaves North Carolina and is being

trailed by New York policemen, they do not have the basis of jurisdic-
tion for an arrest until it reaches New York. Whereas with the Federal
contraband law, the arrest could be made as soon as the truck crossed
the Virginia border. The arrest could be made by a cooperating Federal
law enforcement official.
The other thing is that a Federal law would make penalties stiffer.
Senator KENNEDY. Why would that make it so much better? Does

it make much difference in terms of apprehending smugglers or dealing
with the problem? Why does it make such a difference?
Mr. ANDERSON. As I remember the testimony from Detective Lorch

of the New York City Department, I believe that, he said that 9 out
of 10 trucks give them the slip between North Carolina and New York
City.
Senator KENNEDY. You mean they can't trail the trucks?
Mr. ANDERSON. They often do trail them but often are given the

slip. Of course, the truck drivei-s probably are expert in trying to
achieve that objective.
Whereas, presumably they would get a 50-percent success ratio or

much greater than they now enjoy if such a truck could be appre-
hended going across the first State line.
Second, the State penalties are uneven. In many cases they are

not high enough. We call upon them to make them stiffer.
Senator KENNEDY. What is the range of State penalties? Could you

provide that for the record?
Mr. ANDERSON. We have a full table in our report, Mr. Chairman.

It shows what they are.
Mr. KLEINE. In some States they can be as low as $100 fine and

usually they do not get, jail sentences. There may be a provision for
90 clays in jail in some of those States.
New York, I think, can go—and Michigan and some of the other

States—can go up to 2 to 5 years in prison and stiff fines of $1,000
or more.
On very rare occasions would someone receive such a penalty. In

a recent case in New York State that you might hear about later, we
had a penalty in that range. That is unusual.
Mr. ANDERSON. This is then, Mr. Chairman

' 
one of the two correc-

tive approaches that our Commission considered involving the Federal
contraband law that, is the subject of the bill before you.
Some persons have suggested the Federal "buy out" approach. In

effect, the Congress would raise the present Federal tax rate from
8 cents to say 23 cents per pack. Congress would then distribute this
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additional tax revenue back to the States provided they, in turn, either
vacated the cigarette tax field or imposed very low rates.
In theory, this "buy out" approach has great appeal. At one fell

swoop it would eliminate all four types of cigarette tax evasion—
organized crime and casual smuggling, as well as mail and tax-free
sales abuses.
In the Commission's judgment, however, to push for the Federal

buy out approach at this time would be an exercise in political futil-
ity—tantamount to a do-nothing policy. Why Because most Members
of Congress would probably take a dim view of tripling the Federal
tax rate on cigarettes in order to provide extraordinary financial as-
sistance to a few high-tax-rate States.
This leaves as the only practical option—at this time—the much

more limited form of Federal assistance that would be provided by
the enactment of S. 1487. Our Commission, therefore, recommended
that the Congress "give early and favorable consideration to legis-
lation prohibiting the transportation of contraband cigarettes in inter-
state commerce."

Admittedly, the passage of the bill will be responsive to only 1 of
the 4 forms of tax evasion—the smuggling of cigarettes by organized
crime. It is this form of tax evasion, however, that is of greatest con-
cern to the States because unless we can develop more effective enforce-
ment strategies cigarette bootlegging by organized crime will surely
become a far more serious problem than it is at the present time. The
four major factors conducive to racketeering on a grand scale are
now in place:
One, the market is there to be tapped;
Two, high profits provide the financial incentive;
Three, the racketeering process is now established—pick-up areas,

drivers, trucks, distribution points; and
Four, the lack of serious risk—cigarette racketeering is not a Fed-

eral crime.
The Commission recognizes clearly that the passage of Federal con-

traband legislation should not give States a license to relax their own
cigarette tax enforcement effoits. When the Commission learned that
some States lack the statutory basis to conduct a meaningful enforce-
ment program at the present time, it recommended:

That officials in those states affected by cigarette smuggling examine their

statutes and, where appropriate, broaden these laws to make a felony any act
involving the shipment, sale, and possession of a substantial number of contra-
band cigarettes and to increase the penalty provisions. The Commission further
recommends that state and local officials consider the transfer of criminal pen-
alty provisions from tax law to penal law.

The Commission's recommendations are designed to develop those
joint Federal-State cooperative actions that hopefully will result in
a significantly reduced level of cigarette tax evasion.
Again, we appreciate the opportunity to testify.
Senator KENNEDY. Mr. Kleine, is there anything you would like to

add?
Mr. KLEINE. No, Mr. Chairman, I think it has been covered.
Senator KENNEDY. What is your impression of the organized crime

infiltration in this activity?
Mr. ANDERSON. Our study, of course, included no criminal investiga-

tive activity. But we had a wealth of evidence on the organized crime

21-437 0- 78 - 2
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involvement from the official law enforcement agencies, some of whom
I know are testifying this morning, principally officials from New
York State.
Also Newsday, a Long Island publication, had undertaken a 4-

month investigation into cigarette smuggling and principally the
organized crime component.
And we had reports from some official agencies.
I suppose the most important facts are that all of the Mafia families

in New York State are said to be invloved. We had statements to the
effect that half the legitimate industry has been crowded and pushed
out. We had statements to the effect that virtually every major apart-
ment building and industrial plant in the New York area is a part,
of the retail network. We had graphic pictorial and other kinds of evi-
dence of the murders involved. It goes on and on.
Senator KENNEDY. Do you feel that the two different approaches

of equalizing the taxes and then having a Federal law enforcement
approach would be the way to deal with the problem, or are there
other ways?
Mr. ANDERSON. Either would have to be supplemented, in our view,

and we call for a stronger State enforcement effort. But these are
essentially the only two methods that we could place before the com-
mittee. It is important to recognize that only the buy out approach
could be the 100-percent solution and improved enforcement might be
a 30-percent solution. Our Commission was not willing to settle for a
'30-percent solution permanently and so it calls for and recommends the
contraband law approach and improved enforcement initially. But if
improved enforcement has not achieved substantial results within 4
years, the Commission indicated that it would want to go back to the
drawingboard.
Senator KENNEDY. What impression do you form as to what the

States would do if we pass this legislation? Will they gradually phase
out their activities?
Mr. ANDERSON. We do not believe so. We believe your question is a

legitimate Federal concern. But the States build-up of enforcement
activities in recent years and their self-interest, their development of
coalition approaches, and the fact that their activities ought to be a
good deal more effective with Federal cooperation causes us to believe
that they will continue to improve and certainly not sit on their hands.
Senator KENNEDY. What kind of additional burden do you think this

places in terms of the legitimate outlets for cigarettes? We're dealing
in an atmosphere and climate in the Congress where it is reluctant to
add more regulation and more paperwork, particularly on small out-
lets and on small businesses.
From your own analysis, what kind of burden is this going to place

on legitimate businesses?
Mr. ANDERSON. Mr. Kleine may see some other aspects that I do not

see. The testimony that we had in the main with reference to legitimate
outlets is that they at the moment, particularly in certain areas of the
country, are under great pressure from the illegal elements. I have
every reason to fear that they must incur a good deal of expense to pro-
tect their operations, their trucks and employees.
Any improvement in enforcement would seem to lessen that and

lessen their burdens.



15

I don't think of any respect in which it increases their clerical or
administrative burdens.
Mr. KLEINE. I would point out that the National Association of To-

bacco Dealers does support this type of legislation. I think they feel
that it would be very helpful to them. They are concerned about the
losses of sales because of bootlegging. I do not feel that they think it
would create an administrative burden.
Senator KENNEDY. We have heard comment about the 20,000 ciga-

rette limit cutoff. Is that a fair figure? Should it be higher or lower?
Mr. ANDERSON. We talked about that within the staff yesterday, as

we have many times in the past. I think, like every line that is drawn,
it is subjective. I cannot defend the 20,000 figure any better than I can
a 10,000 figure or 25,000 figure. But one of the principles involved is
trying to determine an amount of revenue loss, as you often do in law-
making, that is significant enough to make illegal. This revenue loss
here equates to a couple of hundred dollars. So it seemed a reasonable
line.

Senator KENNEDY. If we pass this legislation, what is your assess-
ment as to the impact it would have both immediately and in the
future?
Mr. ANDERSON. I think the consensus judgment from the knowledge-

able law enforcement officials to whom we talked might be captured in
the 30-percent figure, that is, that 30 percent of the smuggling could
be dampened by quite effective Federal-State cooperative law enforce-
ment. It is a significant cut but far from totally satisfying.
Senator KENNEDY. What about its growth potential? Would ciga-

rette bootlegging continue to grow regardless of a Federal-State effort?
Does your 30 percent estimate also encompass any possible expansion of
this activity?
Mr. ANDERSON. Well, it might be 30 percent of the present plus 30

percent of the growth but whether it would slacken the growth some-
what, we have no way of knowing. It might only offset the growth.
Senator KENNEDY. Thank you very much. The ACIR report and

other attachments to your testimony will be inserted in the record at
this point.
[The material follows:]
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Preface
It may come as a surprise to some individuals that a matter as prosaic as

State and local cigarette taxes could represent a real test of intergovern-
mental relations. In this report, the Advisory Commission on Intergovern-
mental Relations describes the pattern of cigarette bootlegging that has been
building for a decade and recommends Federal, State, and local policies to
mitigate its effects. The Commission identifies a Federal interest in the
field that stems from the link between bootlegging and organized criminal
elements. The Commission notes the disparities in State tax policies with
respect to cigarette taxation that have given rise to tax differentials that
make both casual and organized smuggling of cigarettes a potentially prof-
itable undertaking. The Commission perceives a high degree of citizen
indifference to the existence of smuggling—an indifference that results in
some citizens paying higher taxes than they might otherwise experience or
receiving a lower level of services because States and localities are de-
prived of essential revenue.
True to its legislative mandate, the Commission in this report is seeking

to encourage debate on a public problem that requires intergovernmental
cooperation.

Robert E. Merriam
Chairman
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Chapter 1

Findings and
Recommendations

Cigarette bootlegging is a tax administration
problem that has developed since 1965. Tax
evasion, resulting from the transportation of
cigarettes from low-tax States for sale in high-
tax States, has been described by the Federa-
tion of Tax Administrators, "to be among the
most troublesome in the entire State tax field."
There are six basic reasons why the States

have had difficulty in controlling cigarette
bootlegging:

1. Cigarettes are relatively easy to handle
and transport and smuggling them across
open borders is difficult to detect.

2. Penalties for cigarette bootlegging are
generally light and are not an effective
deterrent to bootleggers.

3. Cigarette bootlegging is not a Federal of-
fense and the interstate nature of the
problem hampers State and local law en-
forcement efforts.

4. Potential profits in cigarette bootlegging
are so great that a wide variety of peo-
ple are attracted to this illegal activity.

5. Because of the high profit potential, or-
ganized crime has become heavily in-
volved in bootlegging.

6. Cigarette smuggling is a law enforce-
ment problem and most tax administra-
tors are not equipped to handle this
type of problem.

The basic cause of cigarette smuggling is the
disparity in State tax rates. (See Map 1.) Tax
rates range from 2 cents in North Carolina to
21 cents in Massachusetts and Connecticut, and
23 cents in New York City. The tax rate dispar-
ity between New York City and North Carolina
translates to a difference in price of $2.10 per
carton, which provides a highly attractive prof-
it opportunity and invites criminal activity.
In 1965, the range in tax rates was from zero

to 11 cents and the profit incentive for smug-
gling was much less. Today, after a decade of
fiscal pressures and the cigarette-smoking
health scare, many States have very high ciga-
rette tax rates compared with tobacco-produc-
ing States, where rates have been kept relative-

ly low. The resulting tax disparities have
spurred bootlegging activity, particularly or-
ganized smuggling. Casual smuggling has exist-
ed for years, and although of concern to State

tax officials, its financial and other conse-
quences pose less of a problem to society than
does organized smuggling.
The most visible consequence of cigarette

smuggling is the revenue loss to State and local
governments in high-tax States—about $391 mil-

1
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lion each year. This revenue loss is the main
reason State tax administrators have become
so concerned about the problem in recent
years. The consequences of cigarette smuggling,
however, extend beyond the loss of government
revenues: taxpayers pay higher taxes or re-
ceive fewer services, cigarette wholesalers and
retailers are driven out of business and jobs are
lost, political and law enforcement officials are
corrupted, trucks are hijacked and warehouses
raided, and people are injured and even killed.
On the surface, the solution to this problem

appears simple: reduce or eliminate State tax
differentials and bootlegging will disappear.
Although true, achieving this solution is far
from simple. Many States are relatively unaf-
fected by smuggling and nine States (Indiana,
Kentucky, New Hampshire, North Carolina,
Oregon, South Carolina, Vermont, Virginia, and
Wyoming) receive substantial benefits from
cigarette smuggling. Some officials in these low-
tax States contend that high-tax States have
created the problem by levying unreasonably
high cigarette taxes, and they can solve the
problem by reducing their tax rates.
Many high-tax States have fiscal problems

and are not in a position, fiscally or politically,
to reduce cigarette tax rates. The response of
these States has been to urge the Federal Gov-
ernment to enact legislation prohibiting the
transportation of contraband cigarettes in in-
terstate commerce, a position supported by
most States.
A number of cigarette tax experts believe

that a uniform tax rate is the only solution.
However, there are massive political barriers
to the enactment of uniform rates by the States.
In the absence of uniform rates, law enforce-

ment approaches to deal with this problem
should be undertaken. A continued lack of
strong action could result in a number of seri-
ous consequences:

1. Cigarette bootlegging will continue un-
abated and will increase if tax differen-
tials increase further.

2. State and local government use of the
cigarette tax as a revenue raising option
will be limited. The reduction in the
number of tax increases in the past 2 or 3
years indicates that this outcome may
already be happening.

3. Organized crime will continue to reap
large profits, which can be used to fi-
nance other illegal activities.

4. Tobacco wholesalers and retailers in
many States will continue to suffer re-
duced sales and profits.

5. Taxpayers in States suffering revenue
losses due to bootlegging will continue to
pay higher taxes (cigarette or others)
or receive a lower level of services.

6. Failure of State and Federal officials
to take strong action to solve this prob-
lem could encourage bootleggers and
discourage law enforcement officials.

It must be conceded, however, that some ex-
perts question whether increased law enforce-
ment activity on the part of the States or the
Federal Government can reduce cigarette smug-
gling to an acceptable level.

SUMMARY OF FINDINGS

The major findings of this study follow:

• Tax evasion activities, which cost the
high-tax States and localities an estimated
$391 million in revenue losses each year,
are primarily due to State tax differen-
tials and are a serious problem in 14
States' and a moderate problem in anoth-
er eight States.

• Contrary to popular belief, cigarette boot-
legging is not a minor, victimless crime in
many States. Cigarette smuggling is a ma-
jor source of revenue for organized crime
groups, and this revenue is used to fi-
nance other illegal operations.

• The States have devoted some effort to
curtailing cigarette smuggling, but these
efforts have not been very effective be-
cause of the interstate aspect of the
problem and the lack of adequate re-
sources.

• The States are not likely to devote the
resources needed to adequately control

3
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cigarette bootlegging because of budget
considerations, lack of support for strong
enforcement of cigarette tax laws in most
States, and practical limits on the effort
expended to collect a relatively minor
State revenue source.

• Cigarette smuggling is largely a law en-
forcement problem, and State tax admin-
istrators cannot effectively deal with this
situation—particularly organized crime
involvement—without increased reli-
ance on law enforcement personnel.

• The States have cooperated, to some
extent, in their efforts to curtail bootleg-
ging, but outside assistance (Federal) is
needed to encourage greater cooperation
and more coordinated law enforcement
efforts.

• Strict enforcement of proposed Federal
contraband legislation and heavier State
penalties for smuggling could reduce cig-
arette bootlegging, but the amount of
this reduction cannot be predicted with a
high degree of accuracy. However, com-
plete elimination of cigarette smuggling
clearly will require virtual elimination of
State tax differentials.

• The States are unlikely to adopt more
uniform tax rates without strong Federal
incentives. The high-tax States have
pressing revenue needs and, thus, are un-
likely to lower their cigarette tax rates,
while the tobacco-producing States gener-
ally do not have pressing revenue needs
and are not favorably disposed to in-
creasing the tax on their major product.

• Cigarette bootlegging has dealt a dam-
aging blow to the legitimate tobacco in-
dustry. Many jobs have been lost at the
wholesale and retail level. In addition,
some dealers have been forced into ille-
gal activities in order to compete with
bootleggers.

• The collection costs of the cigarette tax
are higher than for most taxes because of
the discounts given to distributors for af-

4

fixing indicia. The reduction of collection
costs could possibly provide a source of
funds to finance increased enforcement
efforts.

• The empirical analysis in this report
tends to support results of earlier studies
that found that tax-related variables
significantly affect per capita sales varia-
tions among the States. In particular,
high cigarette tax rates are highly asso-
ciated with low per capita sales, and vice
versa. This study finds that many States
are only minimally affected by smug-
gling. This result is explained partially
by the fact that the gains and losses from
casual smuggling in many States offset
each other and interstate bootlegging
activity is concentrated in the highest
and lowest taxing States. It is also noted
that much of the variation in per capita
sales is not due to cigarette bootlegging
but to social and demographic factors.
For example, Utah has the lowest per
capita consumption in the Nation because
the Mormon religion discourages smok-
ing.

• The majority of the States lose cigarette
tax revenues because of bootlegging ac-
tivities and revenue losses are larger
than revenue gains (13 States lose as
much as 10 percent of total cigarette tax
revenue). The end result is that the Na-
tion's net revenue loss due to bootlegging
was an estimated $337 million in fiscal
year 1975. This result is explained par-
tially by the interstate bootlegging fac-
tors, which reduce sales in a large num-
ber of high-tax States and increase sales
in the few low-tax States, and high-tax
States lose more per pack in taxes than
low-tax States gain per pack.

POLICY RECOMMENDATIONS

Despite some recent improvement on the en-
forcement front, State and local officials have
not been able to materially reduce the flow of
illicit cigarettes across State lines. State and
local law enforcement agencies are hampered
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by a lack of resources, weak State laws, lack
of jurisdiction in other States, and public in-
difference to victimless crime. The States can
and should take action to strengthen their laws,
work for greater cooperative efforts, and in-
crease the resources devoted to cigarette tax
law enforcement. However, only the Federal
Government has the authority and resources
required to operate in a coordinated manner
in all States affected by cigarette bootlegging.
Cigarette smuggling is an interstate problem
because organized crime and other bootleggers
take advantage of the States' limited jurisdic-
tion, and an effective solution requires Fed-
eral legislation making interstate transportation
of illicit cigarettes a Federal offense.
The Commission believes that the States can

make a greater effort to enforce cigarette tax
laws, but that the problem of cigarette bootleg-
ging cannot be effectively resolved without
Federal assistance. The recommendations that
follow are designed to encourage joint Federal-
State cooperative actions that hopefully will re-
sult in a significantly reduced level of cigarette
bootlegging.

Recommendation 1

Federal Contraband Legislation and
Cooperative State Enforcement Efforts

The Commission concludes that large State
cigarette tax differentials and the difficulty in
controlling the interstate flow of contraband
cigarettes have created an environment condu-
cive to the large-scale involvement of orga-
nized crime in cigarette bootlegging. As a re-
sult, many States have incurred substantial
revenue losses and the legitimate tobacco in-
dustry in the high-tax States also has suffered
substantial losses. The Commission therefore
recommends four remedial actions:

1. The States, especially those that have
serious bootlegging problems, should ex-
amine carefully the adequacy of their
enforcement efforts and, to the extent
necessary, should take strong action
both to strengthen their law enforcement
efforts and to increase the penalties for

the illegal sale or possession of ciga-
rettes. In addition, States should recog-
nize that increases in tax rates that
widen cigarette tax rate disparities
create profitable opportunities for or-
ganized crime involvement in cigarette
bootlegging and, therefore, should exer-
cise restraint in formulating cigarette tax
rate policy.

2. The high-tax States should enter into
cooperative agreements with low-tax
States for detecting and reporting un-
usually large cigarette purchases that
appear to be intended for illegal sale in
high-tax States.

3. In order to enhance the effectiveness of
cooperative efforts, the Congress should
give early and favorable consideration
to legislation prohibiting the transporta-
tion of contraband cigarettes in interstate
commerce. (A proposed bill is included
in Appendix C.)

4. The Congress should monitor the effec-
tiveness of State and Federal enforce-
ment efforts and State actions to reduce
the disparity in cigarette tax rates.

This policy represents a middle-of-the-road
approach and also stands as the next logical
step that the Federal Government should take
in helping the States with this "most trouble-
some State tax problem."
Any action that reduces organized crime in-

volvement in cigarette bootlegging should be
viewed as a positive step by both high- and
low-tax States. There is some evidence that
organized crime has bought tobacco wholesale
businesses in North Carolina, and once orga-
nized crime infiltrates one business, there is
reason to believe that it will attempt to expand
into other areas. This could create a highly un-
desirable situation in the low-tax States.
This approach is supported strongly by the

Federation of Tax Administrators as the Feder-
al instrument of choice in combatting organized
crime in this tax field.
Some question remains as to how effective•

Federal legislation and increased State enforce-
ment efforts will be in curtailing cigarette

5



28

bootlegging activity. As a result, the Congress
should closely monitor the situation in the
event that stronger Federal action, such as a
Federal tax credit designed to promote uniform
State tax rates, might be required in the future.

Recommendation 2

Encourage Cooperation Between State
Tax Officials and Indian Leaders to

Facilitate Collection of State
Cigarette Taxes

The Commission concludes that the bootleg-
ging of cigarettes from Indian reservations is a
problem in several western States. The Com-
mission therefore recommends that State tax
officials attempt to reach an agreement with
Indian leaders for precollection of the ciga-
rette tax on cigarettes sold on Indian reserva-
tions. The State should agree to refund the tax
paid by residents of the reservation, based on a
mutually agreeable formula.

Five western States have listed the purchase
of tax-free cigarettes on reservations by non-
Indians as their major tax evasion problem. In
Washington State, where the largest revenue
problem exists, this revenue loss was estimated
at over $10 million in 1975.
The courts have restricted the States' taxing

powers on Indian reservations but have recent-
ly ruled that the cigarette tax should be im-
posed on sales to non-Indians. This problem
has bean solved in Minnesota by precollection
of the tax and refunding of the cigarette tax
to the Indians on the basis of average State per
capita consumption times the population of the
Indian reservation.

In South Dakota, the Indian tribes passed leg-
islation enabling the State Department of Rev-
enue to precollect the tax on cigarettes sold to
Indians on the reservation. The Indian tribes
have also imposed a tax on cigarettes at the
same rate as the State tax and have authorized
the State Commissioner of Revenue to collect
their taxes on reservation sales. The major
barrier to State-Indian cooperative effort is the
loss of cigarette sales by Indian smoke shops
if their cigarette price includes the State ciga-
rette tax.

6

Recommendation 3

Strengthen State Cigarette Tax Laws

The Commission concludes that most State
cigarette tax laws do not adequately cover boot-
legging activity and have weak penalty provi-
sions. The result is that law enforcement efforts
are hampered and bootlegging activity is not de-
terred. The Commission therefore recommends
that officials in those States affected by ciga-
rette smuggling examine their statutes and,
where appropriate, broaden these laws to make
a felony any act involving the shipment, sale,
and possession of a substantial number of con-
traband cigarettes and to increase the penalty
provisions. The Commission further recom-
mends that State and local officials consider
the transfer of criminal penalty provisions from
tax law to penal law.

The penalties for cigarette smuggling are not
very heavy. Most States classify violations as
misdemeanors—only nine States classify viola-
tions as a felony. Very few States impose a
punishment that could be considered a real
deterrent to violators. As might be expected,
the penalties in low-tax States are exceptionally
light, but even the high-tax States with serious
bootlegging problems do not, in most cases, levy
substantial penalties on violators, such as heavy
fines and long prison terms. For example, en-
forcement officials in many States lack the
authority to confiscate vehicles used to trans-
port illegal cigarettes. The lack of strong, uni-
form laws against cigarette smuggling is a
serious handicap to law enforcement officials.
The transfer of criminal penalty provisions

from tax law to penal law has been urged by
some enforcement agents and prosecutors who
believe such a change would result in a sub-
stantial improvement in cigarette tax compli-
ance and judicial enforcement of the laws.
Underpinning this recommendation is the be-
lief that judges might be inclined to impose
more severe penalties if cigarette tax violations
were covered by the penal code. It should be
noted, however, that some people argue that
cigarette smuggling is not a serious crime and
violators should not be subject to heavy penal-
ties.
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Recommendation 4

Establish Education Programs to Increase
Public Awareness of the Consequences

of Cigarette Smuggling Activities

The Commission concludes that the public
has little knowledge about the nature and con-
sequences of cigarette smuggling and that many
judges, legislators, and enforcement officials
view this act as a victimless crime. This atti-
tude, in turn, has opened the way for the large-

scale involvement of organized crime in ciga-

rette smuggling. The Commission therefore
recommends that State and local governments

develop public information programs to aid in

the enforcement of cigarette tax laws.

The public is not aware of the serious nature
of cigarette bootlegging and the type of crimi-

nal engaged in these activities. Surprisingly
many judges, legislators, and even law enforce-
ment officials view cigarette smuggling as a
minor, victimless crime and do not provide
sufficient support to the tax administrators and

law enforcement officials who are attempting

to enforce cigarette tax laws. Some knowledge-
able experts have suggested that intensive pub-
lic education campaigns should be launched to
inform the public about the serious nature of
bootlegging and enlist their support in enforc-

ing cigarette tax laws. The end result could be
less casual smuggling and the imposition of
stricter penalties for organized smuggling.
The following quote from a 1973 New York

report on cigarette smuggling testifies to the
importance of public cooperation.

It must be pointed out that the suc-

cess and profit of cigarette bootlegging
depend to a large extent upon the pub-
lic's indifference and, indeed, its
shameful cooperation. While it may be
true that a majority of the people who
purchase untaxed cigarettes may not
realize that organized crime is a major
mover of bootleg cigarettes, they cer-
tainly have some idea that these ciga-
rettes are sold in violation of the law.

The people who smoke cigarettes

should be informed by the Public Rela-

tions Bureau of the New York State
Department of Taxation and Finance
that vast sums of public tax revenue
are lost through the purchase of un-
taxed cigarettes. The people should
be requested to remove their blindfolds
when purchasing cigarettes and to look
carefully for the proper markings on
the package of cigarettes purchased to
see that the State and city cigarette
taxes have been paid. After all, these
tax revenues should be serving their
public needs and not the racketeers.2

Recommendation 5

Extend State and Local Cigarette Taxes to
Military Bases

In a recent report, State Taxation of Military
Income and Store Sales, this Commission con-
cluded that the current exemption from State
and local taxation of on-base sales to military
personnel should be removed. The Commission
reconwnended that Congress give early consid-
eration to legislation amending the Buck Act
to allow the levying of State and local sales and
excise taxes on all military store sales in the
United States. Pending the complete removal of
the State and local sales tax exemption for
military sales, the Commission urges, as a first
step, that the Congress enact legislation allow-
ing State and local governments to extend the
cigarette tax and the sales tax on cigarettes to
sales of cigarettes on military installations.

The revenue loss to State governments from
the military sales exemption was estimated by
the Commission at $266.2 million in fiscal year
1973, of which $130.2 million was due to the
exemption of cigarette sales from State and
local taxes. This exemption is a fringe benefit
provided to military personnel that is financed
by State and local governments. It is a fringe
benefit that is available only to those personnel
who smoke. Cigarettes, however, cannot be
viewed as a necessity nor as a major budget
item, and the imposition of State and local
taxes will not create a significant hardship on
military personnel. The Federal Government
imposes the Federal cigarette tax on military

7
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sales and State and local governments should
be extended the same authority.
The extension of the cigarette tax to military

bases will remove a source of bootleg cigarettes
and will increase revenues in several States by
an amount sufficient to allow a 1 or 2 cent re-
duction in the State cigarette tax or, alternative-
ly, to fund greater enforcement efforts to com-
bat other cigarette bootlegging activities.

8

FOOTNOTES

'Arkansas, Connecticut, Florida, Illinois, Massachusetts,
Minnesota, New Jersey, New York, Ohio, Pennsylvania,
Tennessee, Texas. Washington, and Wisconsin. (These
States contain about one-half of the U.S. population.)

.Fifteenth Annual Report of the Temporary Commission of
Investigation of the State of New York (Albany, N.Y.:
April 1973) p.134.
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Chapter 2

The Nature and Causes
of Cigarette Bootlegging

In the past decade, the bootlegging of illicit

cigarettes has become the most difficult rev-

enue enforcement problem facing many States.

The estimated revenue losses to State and local

governments run into the hundreds of millions

of dollars annually. (ACIR estimates are shown

in Chapter 7, Table 19.) This problem has be-

come of increasing concern as tax differentials

have widened and the cigarette tax has become

a more important State revenue source. As

Table 1 indicates, State cigarette tax collections

did not exceed Federal collections until about

1970. Between 1960 and 1975, Federal collec-

tions increased only 21.4 percent, while State

collections increased 253.2 percent.

Most State revenue departments are ill-

equipped to combat this type of criminal activ-

ity and a number of States have appealed to the

Federal Government for assistance in the form

of legislation prohibiting the interstate trans-

portation of contraband cigarettes. The States,

with some exceptions (notably the tobacco-pro-

ducing States), view cigarette bootlegging as an

intergovernmental problem that cannot be

solved without full cooperation among the

States themselves and the Federal Government.

Those opposed to Federal intervention general-

ly contend that enforcement of a State tax is

not a matter of Federal concern, and along with

the power to levy excise taxes, the States must

accept responsibility for their enforcement.

There is little disagreement that bootlegging

is caused by the wide disparity in the price of

cigarettes in various States. This disparity is

largely due to the wide differences in tax rates

imposed on cigarettes by State and local gov-

ernments. The cigarette tax rate ranges from 2

cents per pack in North Carolina to 21 cents

per pack in Connecticut and Massachusetts.'

(See Table 2.) This wide variation makes it very

profitable to purchase cigarettes in a low-tax

State such as North Carolina and sell them

illegally in Connecticut or Massachusetts—this

19 cent variation in the cigarette tax results in a

$1.90 difference per carton of cigarettes. Be-

cause it is generally agreed that it becomes

profitable to bootleg cigarettes when the price

differential is 10 cents per pack ($1 per carton),

this large difference provides a substantial

profit opportunity for those willing to engage

in the illegal transportation of cigarettes.2

TYPES OF TAX EVASION ACTIVITIES

There are four distinct types of cigarette

smuggling or tax evasion activities that the

States must deal with.
Casual Cigarette Smuggling. This type of

smuggling usually takes place across the bor-

ders of neighboring States. In its most common

form, a resident of a high-tax State who lives

near the border of or is on vacation in a low-tax

9



32

State will buy cigarettes for personal use or for
friends. A person remains a casual smuggler
until he or she starts selling cigarettes for prof-
it, in which case this activity is considered an
organized criminal enterprise.
A survey conducted by the Battelle Law and

Justice Study Center in 1975 for the Law En-
forcement Assistance Administration (hereafter
referred to as the Battelle-LEAA survey) in-
dicated that in four States, casual cigarette
smuggling is the primary smuggling problem,
while it is the second greatest smuggling prob-
lem in seven States.°
Organized Cigarette Smuggling. This activity

involves the transportation of cigarettes be-
tween States foi• profit. This type of smuggling
can range from a small, part-time operation to
a large-scale business run by organized crime
figures. This type of smuggling is of greatest
concern to the States. According to the Battelle-
LEAA survey, organized cigarette smuggling is
a major problem for 10 States.
A related problem is the counterfeiting of

State cigarette stamps, which has become more
prevalent in recent years. Of the States re-
sponding to the Battelle-LEAA survey, eight
indicated that there was evidence or they
suspected that stamps were being counterfeited
or forged in their State. 4 In addition, the State
of Washington indicated that cigarettes were
being sold without tax stamps.
Counterfeiters illegally purchase unstamped

cigarettes in low-tax States by paying the State
taxes on the cigarettes and then giving the

wholesale agent a premium of up to $10 per
case to purchase the cigarettes without stamps
The cigarettes are then transported to high-tax
States, stamped with counterfeit stamps, and
distributed through legitimate channels in
collusion with reputed legitimate retailers
vending machine operators, and wholesalers.
Mail-Order Purchase of Cigarettes. This type

of smuggling involves the transportation of ciga-
rettes through the mails from low-tax States
to high-tax States for the purpose of avoiding
the tax in high-tax States. The Jenkins Act was
passed by the Congress in 1949 to prevent this
form of tax evasion, and because of increased
Federal enforcement of this act and the mail
fraud statutes, mail-order smuggling is on the
decline, although not eliminated. In recent
years, the use of the mail fraud statutes has
been the major reason for the decline of mail-
order smuggling. One State reported in the
Battelle-LEAA survey that this is their main
cigarette smuggling problem and eight States
reported that it is their second ranking smug-
gling problem. (See Table 3.)
Purchase of Cigarettes Through Tax-Free

Outlets. Untaxed cigarettes can be obtained
from three primary sources: international
points of entry, military post exchanges (PXs),
and Indian reservations. The first source has
created few problems for the States, although
one State reported in the Battelle-LEAA sur-
vey significant smuggling from Mexico.
The purchase of tax-free cigarettes from mili-

tary installations results in significant revenue

Table 1

Comparison of Federal and State Cigarette Tax Collections, Selected Years 1950-75

Year Ending

June 30

Federal Cigarette
Tax Collections

($1,000)

State Cigarette
Tax Collections

($1,000)

State Collections
as Percent of Total

Collections
1950 $1,242,845 $ 413,691 25.0%
1955 1,504,196 470,225 23.8
1960 1,863,561 929,936 33.3
1965 2,069,695 1,327,081 39.1
1970 2,036,101 2,368,077 53.8
1975 2,261,116 3,284,660 59.2

Source: ACIR staff compilation from data in, Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 10,Table 3, p. 6; Table 5, p. 8.
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Table 2

Cigarette Tax Rates and Per Capita Sales by State, 1975-76

Cigarette

Tax Rate

Per Packi

S;iles

Per Zck2

Per Capita

Sales FY 1975

State (In cents) On cents) (in packs)

Alabama 12 2 111.7

Alaska 8 150.4

Arizona 13 2 121.8

Arkansas 17.75 114.8

California 10 3 127.1

Colorado 10 131.0

Connecticut 21 110.2

Delaware 14 147.6

District of Columbia 13 3 176.5

Florida 17 3 131.9

Georgia 12 1 122.9

Hawaii 11 2 92.4

Idaho 9.1 1 123.3

Illinois 12 2 131.8

Indiana 6 1 162.4

Iowa 13 2 120.5

Kansas 11 2 123.4

Kentucky 3 2 223.0

Louisiana 11 2 133.6

Maine 16 140.7

Maryland 10 2 146.1

Massachusetts 21 126.1

Michigan 11 2 136.8

Minnesota 18 111.5

Mississippi 11 2 116.8

Missouri 9 1 135.6

Montana 12 123.7

Nebraska 13 114.1

Nevada 10 205.2

New Hampshire 12 269.1

New Jersey 19 122.3

New Mexico 12 2 103.1

New York 15 2 123.9

North Carolina 2 2 226.0

North Dakota 11 2 117.9

Ohio 15 122.5

Oklahoma 13 132.9

Oregon 9 154.4

Pennsylvania 18 114.6

Rhode Island 18 154.7

South Carolina 6 2 130.5

South Dakota 12 113.5

Tennessee 13 2 117.4

Texas 18.5 116.0

Utah 8 2 75.8

Vermont 12 155.5

Virginia 2.5 2 152.7

Washington 16 3 99.5

West Virginia 12 2 123.2

Wisconsin 16 2 113.5

Wyoming 8 160.7

I As of July 1.1976

2As of November 1, 1975. Refers to single package sales only, tax per pack on carton lot sales is lower 
Inmost States.

Source: ACIR staff compilation from data in. Tobacco Tax Council. Inc., Tax Burden on Tobacco (Ri
chmond. Va.: 1975) Vol. 10, Table 7, p. IS; Table 11,

p. 22; Table 15, p. 91.
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Table 3
Types of Smuggling Problems in the States

Question I-C: Are cigarettes being smuggled into your State?

Source

(If yes, please rank the sources, 1 = highest)
(N = 27)

Number of States Ranking

1 2 3 4
Other States 18 3 2
Military PXs' 3 5 7 6
Indian Reservation 4 1
Hijacking 2 4 5 6
Mail Order 1 8 4 3
Other 2 1
'Two States did not complete question but indicated a small problem with purchases from military PXs.
Note: Ranking totals do not equal total respondents because some States did not rank all sources.

Source: ACIR staff compilation from questionnaire used in the Battelle-LEAA survey, 1976.

losses in many States. (See Appendix Table A-
6.) The Battelle-LEAA survey found that eight
States ranked sales from PXs as their first or
second most serious problem. (See Table 3.)
The tax-free purchase and subsequent illegal

sale of cigarettes from Indian reservations is
a major problem in western States. The
Battelle-LEAA survey indicated that five States
considered this a major cigarette tax evasion
problem.

STATE TAX DIFFERENTIALS

Cigarette bootlegging did not become a seri-
ous problem for State and local governments
until the late 1960s, because prior to that time,
the price differential was not wide enough to
encourage such activities. In 1960, the largest
difference in cigarette taxes between any two
States was 8 cents and the widest variation in
the retail price of cigarettes was about 10
cents. The price differential between North
Carolina and New York was only 5.2 cents per
pack. (See Appendix Table A-3.)
By 1965, the largest variation in cigarette tax

rates had increased to 11 cents per pack and the
variation in retail price to 12.9 cents. The larg-
est variation in retail price was between North
Carolina and New York. In only 5 years, the
price differential between these two States had
increased by 7.7 cents; 5 cents of the difference

12

was due to an increase in the New. York ciga-
rette excise tax.
A combination of the Surgeon General's

1964 report on smoking and health and the
fiscal problems in many northeastern and mid-
western States led to large rate increases in
many States. The tobacco-producing States,
however, maintained their tax rates at a low
level. (See Table 4.) As a result, by 1970 the
high and low cigarette tax States were sepa-
rated by 16 cents-2 cents in North Carolina
and 18 cents in Pennsylvania. The largest retail
price differential in 1970 was 16.5 cents.

Cigarette tax rates in 1976 ranged from 21
cents in Connecticut and Massachusetts to 2
cents in North Carolina. The retail price of
cigarettes, including taxes, varied from 57.6
cents in Connecticut to 35.8 cents in North
Carolina —a 21.8 cent difference. The price
differential between New York and North
Carolina was 18.4 cents.
The large differentials in cigarette taxes are

mainly among the low-tax, tobacco-producing
States and the high-tax northeastern States.
The tax rates in 39 States fall between 8 and
17.75 cents. It is the States at the extremes,
however, that create the serious bootlegging
problem. (See Table 5.)
Between 1973 and 1975, only five States in-

creased their cigarette tax rates compared with
an increase in 26 States between 1970 and
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1973. Four increases since 1973 were in States

with below-average tax rates. (See Table 6.)

The experience of the past few years in-

dicates that cigarette tax rates may be beginning

to stabilize after rising sharply and frequently

during the past 10 years. It is not completely

clear whether this stabilization can be attribut-

ed to the States' greater concern with the boot-

legging situation. The New York State Special

Task Force on Cigarette Bootlegging has recom-

mended that the State tax be reduced 2 cents

and the New York City tax be eliminated for the

purpose of curtailing bootlegging activity. These

developments provide some hope that the

Table 4

The Growing Disparity In State Cigarette Tax Rates

(January 4, 1965—July 1, 1976)

Cents per

Standard

Pack of 20

January 1

1965

Number of States as of

January 1 January 1

1966 1970

July 1

1976

No tax 2 2 0

2 2' 1' 1

2.5 1 1 2

3 3 2

3.5 1

3.9 1

4 4 2 2'

4.5 1

5 5 3 1

6 9 3 3 2

7 7 7 4

15 2 9 3

9 1 1 2 3

10 3 5 4

11 2 3 6

12
8 9

12.25
1

13
5 6'

14
2 1

15
1 2

15.5
1

16
1 3

17

17.75
1

18
3

18.5
1

19
1

21
2

Median Tax Rate
6 8 10 12

'Includes the District of Columbia.

Note: Rates stated as a percentage of the wholesale or retail price, as i
n the case of New Hampshire and Hawaii, are translated into the

equivalent cents per pack.

Source: Commerce Clearing House, State Tax Reporter (Chicago, II
I • 1976).
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Table 5
Distribution of Cigarette Tax Rates

(as of July 1, 1 976)

0 - 6 cents— 5 States
7 -10 cents-10 States
11-14 cents-22 States
15-18 cents-10 States
19 + cents— 4 States

Source ACIR staff compilation from Table 4.

bootlegging problem will not be exacerbated
by an ever-widening gap in cigarette tax rates.

Cigarette Sales in the Northeast

The most serious bootlegging problem ap-
pears to be in the Northeast and to have devel-
oped in the past decade. Per capita sales figures
for this area are compared with per capita
sales figures for the low-tax, southern States in
Table 7. The southern States are generally re-
garded as the source of bootleg cigarettes sold
in the Northeast.
During the relatively stable tax period of the

1960s, per capita consumption in the Northeast
did not decline as fast as the average for all
taxing States. The large increase in Kentucky
between 1960 and 1965 is probably attributable
more to casual smuggling into higher tax, bor-
der States than to organized bootlegging.
During the 1965-70 period, an analysis of the

per capita sales figures points to the beginning
of an organized bootlegging problem in the
Northeast. It is not coincidental that this was

also the period in which cigarette tax rates in
the Northeast began to rise sharply.
Because of the health scare, most States suf-

fered a decline in per capita sales between
1965 and 1970. The declines in per capita sales
are significantly greater in the northeastern
States than in the United States as a whole.
The two southern States in Table 7, for which
data is available, countered the downward
trend. The 21 percent increase in Kentucky sug-
gests a substantial outflow of bootleg cigarettes.
Between 1970 and 1975, cigarette consumption

exhibited an upward trend—U.S. per capita
consumption increased 10.6 percent. None of
the five northeastern States included in Table 7
came close to matching the increase in the U.S.
average. The three low-tax, tobacco-producing
States, however, recorded sales gains well in
excess of the U.S. average. The 43.1 percent
gain in Kentucky, the 31 percent gain in North
Carolina, and the 22.8 percent increase in
Virginia are well above the historical growth
trends of these States.

It is interesting to note that the smallest per
capita gains or largest losses in sales occurred
in those States that raised their cigarette tax
by the largest amount. Only one of the north-
eastern States failed to raise the cigarette tax
during the 1970-75 period, and that State—
Pennsylvania —recorded the largest increase
in per capita sales of the five northeastern
States shown in Table 7. (The increase in
Pennsylvania can also be attributed to in-
creased law enforcement efforts and the fact
that the bordering State of New Jersey in-
creased its tax rate.)
This data appears to support the conclusion

Table 6
Changes in State Cigarette Tax Rates, 1955-75

Fiscal Year
ended June 30 Total Actions

Number of Tax
Increases

Number of Tax
Decreases

New
Enactments

1955-1960 47 42 1 4
1960-1965 46 42 2 2
1965-1970 58 55 1 21970-1975 34 34 0 01973-1975 5 5 0 0
Source: ACIR staff compilation from data in, Tobacco

Table 6, p. 9; Table 7, p. 10.
Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 10,
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that the organized bootlegging activities that
began to surface in the mid-1960s has continued
unabated in recent years. The data also offer
strong evidence that there is a high correlation
between a State's tax rate and the level of
bootleg activity in that State.
Using Ohio as an example, Chart 1 illus-

trates the impact of cigarette tax increases on
per capita cigarette sales. In September 1967,
Ohio increased its cigarette tax rate from 5 to
7 cents. Per capita sales fell 4.8 percent in
fiscal year 1968 - exactly double the decline in
U.S. sales during the same period.
In August 1969, Ohio raised its cigarette tax

rate from 7 to 10 cents. In fiscal year 1970, per
capita sales declined 5.6 percent compared with
a 2.2 percent drop in U.S. per capita sales.
In December 1971, Ohio raised the cigarette

tax rate from 10 to 15 cents. Again, per capita
sales dropped-3.3 percent between fiscal years
1971 and 1973 compared with a 3.6 percent
increase in U.S. per capita sales.
Ohio per capita sales were higher than the

U.S. average until shortly after Ohio increased
the tax rate to 15 cents. In 1966, when the Ohio
tax rate was 5 cents (almost 2 cents below the

U.S. average), Ohio per capita sales were 8.8
percent above the U.S. average. In 1975, when
the Ohio tax rate was almost 3 cents above the
U.S. average, per capita sales in Ohio were 6.4
percent below the U.S. average. Cigarette sales
in Ohio may be particularly sensitive to rate
increases because the bordering States of
Indiana and Kentucky have a tax rate of 6 cents
and 3 cents, respectively.
A portion of the decline or the small gains in

sales in the northeastern States can be explain-
ed by the impact of price increases on the
quantity of cigarettes demanded. However,
most studies have found that cigarettes are
price inelastics- a 1 percent increase in price
will result in a less than 1 percent decline in
sales. Although it is difficult to separate the
income effects from the price effects, it appears
that the weakness in sales in the Northeast is
greater than can be explained by price in-
creases.

Cigarette Tax Rates and Per

Capita Sales

A State's per capita cigarette sales and its
cigarette tax rate are highly correlated. (See

Table 7

Per Capita Cigarette Sales in Packs for Selected States
(State Tax Rate in Cents in Brackets)

Percent Percent Percent

State 1960 1965 Change 1970 Change 1975 Change

Connecticut 153.7(3) 147.0(6) -4.4% 24.8 (16) -15.2% 110.2 (21) -17.8%

Massachusetts 131.1(6) 136.5(8) +4.1 124.3 (12) -9.0 126.1 (16) +1.4

New Jersey 141.1(5) 138.0(8) -2.2 120.7(14) -12.6 122.3 (19) +1.3

New York 145.0(5) 138.5(10) -4.5 119.0 (12) -14.1 123.9 (15) +4.1

Pennsylvania 119.2(6) 120.4(8) +1.0 107.3 (18) -10.9 114.6 (18) +6.8

Kentucky 113.6(3) 128.7(2.5) +13.2 155.8 (2.5) +21.0 223.0(3) +43.1

North Carolina - - - 172.4(2) 226.0(2) +31.0

Virginia - 123.3(3) - 124.3 (2.5) +0.8 152.7(2.5) +22.8

U.S. Average 37.1 126.8 -7.6 118.3 -R8 130.9 +10.6

(All taxing States)

Source: ACIR staff compilation from data in, Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 10.

Table 11, p. 22.
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Table 8.) All but three of the high-tax States

have per capita consumption well below the

U.S. average. The exceptions are Florida,

Maine, and Rhode Island. Florida's per capita

cigarette sales are slightly above the U.S. aver-

age, but because of Florida's tourist trade, per

capita sales should be well above the U.S.

average. Tourism tends to inflate per capita

sales figures. This is also the probable cause of

the higher than average sales in Maine. In 1972,

Maine hotel and motel receipts per capita (a

proxy for tourism) were 37.6 percent above the

national average. Rhode Island's per capita
sales are well above the U.S. average despite a
high tax rate. This situation can probably be
explained by the fact that Rhode Island, a small
State, is bordered by two populous States with
higher cigarette tax rates.

In all but three cases, per capita sales in the
low-tax States are well above the U.S. aver-
age. Two of the exceptions—Idaho and Utah—
can be explained by their large Mormon popu-
lation, because most disciples of the Mormon
religion do not smoke. The South Carolina ex-

Table 8

Comparison of Per Capita Sales in High and Low Cigarette Tax States, FY 1975

High-Tax States

(15 cents or more)

Per Capita Sales as

Percent of U.S. Average

Arkansas 87.7

Connecticut 84.2

Florida 100.8

Maine 107.5

Massachusetts 96.3

Minnesota 85.2

New Jersey 93.4

New York 94.6

Ohio 93.6

Pennsylvania 87.5

Rhode island 118.2

Texas 88.6

Washington 76.0

Wisconsin 86.7

Unweighted Average 92.9

Low-Tax States

(9 cents or less)

Alaska 117.6

Idaho 94.2

Indiana 124.1

Kentucky 170.3

Missouri 103.6

North Carolina 172.6

Oregon 117.9

South Carolina 99.7

Utah 57.9

Virginia 116.6

Wyoming 122.8

Unweighted Average 117.9

Source: ACIR staff compilation from data in Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 1
0

Table 11, p.22.
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ception, where sales are slightly below the
U.S. average, is explained by its bordering on
North Carolina, which has the lowest tax rate
in the Nation.

Cigarette bootlegging has caused a significant
shift in per capita cigarette sales among the
States. (See Table 9.) In 1955, cigarette sales
in the northeastern States were well above the
national average, while sales in the southern
States were consistently far below the national
average. This large divergence was due largely
to economic and cultural factors because there
was little evidence of cigarette smuggling in
1955. By 1965, the cigarette sales pattern had

begun to change in favor of the southern
States, although sales were still significantly
higher in the northeastern States. Ten years
later, widespread cigarette smuggling had re-
duced cigarette sales in the northeastern States
to well below the national average, while
sales in several southern States had risen
substantially above the national average. To
illustrate, per capita cigarette sales in Kentucky
were 15.4 packs below the U.S. average in 1955,
1..9 packs above the U.S. average in 1965, and
92.1 packs above the U.S. average in 1975. Dur-
ing the same period, per capita sales in New
York dropped from 21.4 packs above the U.S.

Table 9

Variance in State Cigarette Per Capita Sales From U.S. Average, FY 1955, 1965, 1975
[Below U.S. Average (-)]

1955 1965 1975
State (In packs) (in packs) (in packs)

Alabama -31 0 -28.3 -19.2
Alaska -22.6 19.5
Arizona 3.7 - 3.6 - 9.1
Arkansas -43 1 -26.5 -16.1
California 13.2 - 3.8

Colorado - 4.7 0.1
Connecticut 27.1 20.2 -20.7
Delaware 29.1 44.0 16.7
District of Columbia 30.8 99.7 45.6
Florida 16.5 4.3 1.0

Georgia -16.3 -23.0 - 8.0
Hawaii -43.4 -38.5
Idaho -13.9 -31.6 - 7.6
Illinois 9.6 18.7 0.9
Indiana 3.4 8.5 31.5

Iowa -15.5 .10.8 -10.4
Kansas -12.5 -19.0 - 7.5
Kentucky -15.4 1.9 92.1
Louisiana -22.0 - 9.3 2.7
Maine 25.0 12.3 9.8

Maryland - - 5.8 15.2
Massachusetts 8.7 9.7 - 4.8
Michigan 12.2 5.0 5.9
Minnesota -13.9 -17.6 -19.4
Mississippi -34.6 -43.2 -14.1

Missouri - 3.4 4.6
Montana 10.3 - 8.8 - 7.1
Nebraska - 7.3 -16.3 -16.8
Nevada 76.4 65.9 74.3
New Hampshire 54.4 107.0 138.2
New Jersey 22.4 11.2 - 8.6
(Continued)
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average to 7 packs below the U.S. average.
The coefficient of dispersion for per capita

cigarette sales, included in Table 9, is used to
test whether or not cigarette sales have di-
verged further from the mean because of ciga-
rette bootlegging. The coefficient is obtained by
dividing the sum of the variances from the
mean by the mean. The coefficient of disper-
sion has increased since 1955, but not as much
as might be expected. This finding indicates
that although cigarette smuggling has increased
the divergence in cigarette sales, economic and
social factors, such as religion, income, and
tourism, are still responsible for a large share

of the difference in per capita cigarette sales
among the States.

UNFAIR CIGARETTE SALES LAWS

Although tax differentials are responsible
for most variances in the price of cigarettes,
unfair sales laws also can affect the variances.
For example, cigarettes in a State without an
unfair sales law often sell at a lower price than
cigarettes in a State with an unfair sales law,
even though the tax rate may be higher in the
former State. As of January 1, 1975, 18 States
had laws of this type; an additional 21 States

Table 9 (continued)

Variance in State Cigarette Per Capita Sales From U.S. Average, FY 1955, 1965, 1975

[Below U.S. Average (-)]

1955 1965 1975

(State continued) (In packs) (In packs) (In packs)

New Mexico -16.0 -30.5 -27.8

New York 21.4 11.7 - 7.0

North Carolina - 7.0

North Dakota -28.9 -23.6 -13.0

Ohio 9.2 8.0 -84

Oklahoma -13.9 -11.2 2.0

Oregon 23.5

Pennsylvania - 4.5 - 6.4 -16.3

Rhode island 33.7 6.4 23.8

South Carolina -27.0 -36.7 -04

South Dakota -17.1 -28.1 -17.4

Tennessee -26.8 -18.7 -13.5

Texas 1.0 - 6.3 -14.9

Utah -46.4 -61.8 -55.1

Vermont 13.9 3.9 -24.6

Virginia 3.5 21.8

Washington - 1.4 -28.5 -31.4

West Virginia -27.5 -16.3 - 7.7

Wisconsin - 7.2 -17.4 -17.4

Wyoming 25.5 10.8 29.8

Coefficient of

Dispersion' 8.09 8.43 8.56

Range of Tax

Rates 0-8 cents 0-11 cents 2-21 cents

'The coefficient of dispersion is calculated by dividing the sum of the variances by the mean. It is used to measure the degree of variance from the mean.

The higher the number. the greater the degree of variance.

Source. ACIR staff compilation from data in, Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richrnond, Va.: 1975) Vol. 10, Table 7, p. 10, Table 11.

p. 22.
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had unfair sales or practice laws. (See Appen-
dix Table A-7.)

Unfair cigarette sales laws prohibit cigarette
sales below cost and establish minimum mark-
ups which are presumed to reflect business
costs. The specified markups are 2 to 5 percent
and 6 to 12.4 percent of the basic cost of ciga-
rettes for wholesalers and retailers, respective-
ly. Violators may be subject to injunctions by
the State tax commissioner, fines up to $1,000,
imprisonment, and private injunctions and
damage suits.

Unfair sales or practice laws apply to ciga-
rettes as well as other goods and, except for
their broader scope, are very similar to unfair
cigarette sales laws. These laws have no effect
on cigarette prices in States with an unfair

cigarette sales law because the latter sets
higher markups and is applied more directly.
The general laws may have some effect on
cigarette prices in States that do not have un-
fair cigarette sales laws.

In a 1973 doctoral dissertation, Paul Man-
chester attempted to measure the effect of un-
fair cigarette sales laws on cigarette prices.6 He
found that the dummy variable used to repre-
sent these laws consistently had the wrong
sign—the variable contributed to a lower
price rather than to a higher price. He conclud-
ed that the customary markups probably exceed
the minimum specified in these laws and thus
unfair sales laws have no effect on retail
prices, which would indicate that these laws do
not contribute to the bootlegging problem.

FOOTNOTES

'Massachusetts' cigarette tax rate for 1975 was 16 cents. The
21 cent figure is that State's 1976 tax rate.
"Elimination of Cigarette Racketeering," Hearing before
Subcommittee 1 of the Committee on the Judiciary. House
of Representatives, Sept 28, 1972, 92nd Congress, pp. 72
and 77.
'Law Enforcement Assistance Administration, U.S. Depart-

20

ment of Justice, Combatting Cigarette Smuggling (Wash-
ington, D.C.: Jan. 31, 1976) p. 10.
'Florida, Louisiana, Massachusetts, Connecticut, New York,
Pennsylvania, Texas, and Wisconsin.
Paul B. Manchester, "An Econometric Analysis of State
Cigarette Taxes, Prices, and Demand, With Estimates of
Tax-Induced Interstate Bootlegging," a thesis submitted
to the University of Minnesota. August 1973, p. 37.

'Ibid. p. 18-19.
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Chapter 3

Cigarette Smuggling
and Organized Crime

All too often, cigarette smuggling is viewed
as a victimless crime in which a law-abiding
citizen smuggles a few cartons of cigarettes
across the border for personal use or for
friends. This rather benign view of cigarette
smuggling is an accurate picture of the situa-
tion in many States, but in about a dozen States
(mainly in the East and Midwest), this is a
grossly distorted view. In these States, cigarette
smuggling is a multi-million dollar business,
organized crime syndicates are heavily in-
volved, and there are many victims. State and
local governments lose millions of dollars; tax-
payers pay higher taxes or receive fewer ser-
vices; cigarette wholesalers and retailers are
driven out of business and jobs are lost; politi-
cal and law enforcement officials are cor-
rupted; trucks are hijacked and warehouses
raided; and people are injured and even killed.
Newsday, a Long Island, N.Y., newspaper,

conducted a 4-month investigation of cigarette
smuggling and concluded, in a series of articles
appearing in February 1975, that La Cosa
Nostra had become New York State's biggest
wholesaler of cigarettes. The Newsday investi-
gation also uncovered a number of other im-
portant aspects of cigarette smuggling:

• Four New York crime families employing
more than 500 enforcers, peddlers, and
distributors smuggle an estimated 480

million packs into the State each year.
The estimated tax loss from just nine
identifiable mob groups in La Cosa
Nostra exceeds $62 million.

• In a nine-State area in the Northeast, the
mob, including crime families from New
England, Illinois, and Pennsylvania,
bootlegs more than a billion packs annu-
ally, which creates profits for the mob of
more than $105 million and losses to
wholesalers and State tax bureaus of
more than $500 million.

• Because of the huge inroads made by La
Cosa Nostra smugglers, more than 2,500
drivers, packers, and salesmen in New
York State have lost their jobs and nearly
half of New York's legitimate whole-
salers have folded. The remaining whole-
salers are forced to pay $600,000 annual-
ly for skyrocketing insurance premiums
and guards.

• Against an army of mob smugglers, New
York City police and tax agents have less
than 90 investigators. Of these, a cloud of
suspicion has been drawn over the 67-
man State tax unit because of reports
(under investigation at the time of the
article by the State's special prosecutor)

21
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that agents were taking more than
$100,000 a year in mob payoffs.

• Cigarette smuggling provides La Cosa
Nostra with millions of dollars for its
rackets. Because of the high profits, it
also provides motives for armed rob-
bery and murder. Since 1972, four mob
smugglers have disappeared and pre-
sumably were murdered because they hi-
jacked smugglers' incoming loads or
cheated their bosses.

Organized crime involvement is most prev-
alent in New York State, but there is evidence
that this criminal element is involved in ciga-
rette smuggling in about a dozen States., (See
Appendix D, Statement of Edward Lorch, for
further discussion of New York City's problem
of organized crime involvement in cigarette
smuggling.)
The profits from organized smuggling of ciga-

rettes are enormous. The Council Against
Cigarette Bootlegging' estimates that the illegal
profits in eight eastern States were about $97.9
million in fiscal year 1975-76. The profits from
cigarette smuggling are used by organized
crime to finance other illegal operations, such
as drugs, loan sharking, and gambling. These
profits are earned at the expense of State and
local governments, which, according to the
Council, lost an estimated $170.7 million in rev-
enues in the eight eastern States (Connecticut,
Delaware, Maryland, Massachusetts, New
York, New jersey, Pennsylvania, and Rhode
Island), and the tobacco industry (wholesalers
and retailers), which lost an estimated $470
million in sales. (ACIR estimates of State rev-
enue losses (Chapter 7, Table 19) are somewhat
lower.)

Despite these losses and the strong evidence
of organized crime involvement, the public and
many public officials remain largely uncon-
cerned. In Illinois, the State revenue commis-
sioner and several of his agents were held in
contempt of court after they failed to comply
with a judge's order to stop "harassing" people
who were smuggling a few cartons of cigarettes
into Illinois from Indiana. The Illinois Supreme
Court recently overruled the lower court and
allowed revenue agents to continue their en-
forcement activities.
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In Washington, D.C., two bills were recently
proposed that would prevent surveillance by
Maryland and Virginia enforcement agents
within 150 yards of any establishment selling
alcoholic beverages and tobacco or tobacco
products and would limit such surveillance to
15 minutes. The bills also limit surveillance of
any business establishment to once a year and
require that personnel engaged in surveillance
must first register with the Washington, D.C.,
chief of police. This legislation is aimed largely
at out-of-State alcohol beverage agents, but it
could hurt cigarette tax law enforcement efforts
if enacted in any State.

Cigarette smuggling is considerably more
than a minor victimless crime—the economic
losses, the revenues lost to local government,
and law enforcement costs run into hundreds
of millions of dollars annually. Cigarette smug-
gling attracts hard core criminals, and their
activities spread beyond transporting cigarettes
across State lines. Some law enforcement
officials consider the strengthening of orga-
nized crime by cigarette smuggling profits and
the demoralization of law-abiding people are
more important than the economic losses.
A December 15, 1975 editorial from the Phil-

adelphia Inquirer puts this issue in perspective:

In its widening zeal to control ciga-
rette smuggling, the Shapp administra-
tion seems to have lost sight of both
the real problem and the real cause.
As the State Revenue Department
views it, the problem is that the State
is losing $30 million a year in taxes.
But $30 million is a relative snowflake
on the alps of State spending.
The real problem is that cigarette

smuggling is corrupting Pennsylvania's
political establishment. The most glar-
ing manifestation of this being—to
date—the case of Philadelphia Judge
Vito Pisciotta. Pisciotta was convicted
last month of using the profits from a
cigarette smuggling scheme to "buy" a
judgeship.
Three State cigarette agents have

been indicted and are awaiting trial
in the same case. Federal authorities
say hijacking and murder in connection
with "bootlegging" have become stan-
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dard fare on the interstate highways
leading to the South.
As the Shapp administration views

it, the cause of all this illicit activity
is that organized crime has gotten into
the cigarette smuggling business in a
big way. The real cause is that the
commonwealth of Pennsylvania im-
poses an 18-cent tax on each pack of
cigarettes while North Carolina —less
than a day's drive away—taxes at the
rate of only two cents per pack.
The difference on a tractor trailer

load of 10,000 cartons bought in North
Carolina and sold in Pennsylvania is
$16,000. It is hard to imagine a situa-
tion more likely to attract organized
crime.
There is another essential ingredient

for mob influence —public indiffer-
ence. The average Pennsylvanian is not
duly upset by the tax leakage, and
hardly any group seems to care.

Certainly not the North Carolina
wholesalers, who are not about to of-
fend Northern customers who buy
10,000 cartons at a time and pay cash.
And certainly not the ultimate pur-
chasers of the contraband cigarettes
who save about 15 cents a pack.
Who, then, is upset? For one, the

legitimate Pennsylvania retailers who
are losing business. For another the
State Bureau of Cigarette and Bever-
age Taxes, whose job it is to collect the
revenue.
There is a simple way to end boot-

legging. Lower the Pennsylvania tax
to a point where smuggling is no longer
profitable. Such a step would cost the
State Treasury some money, but it
would also remove corrupting in-
fluences from Pennsylvania's body
politic. (Emphasis added.)

In the light of the demonstrated public indif-
ference to cigarette bootlegging, the recent re-
port of the New York State Special Task Force
on Cigarette Bootlegging recommended, "an
intensive public education campaign utilizing
all media be initiated by the Department of
Taxation and Finance to aid in the enforcement

of all aspects of the cigarette tax law." 3 Every
State that has a cigarette smuggling problem,
particularly those where organized crime is
involved, should consider initiating a public

education campaign. Greater public awareness

and concern would be helpful to State and local
government efforts to control cigarette smug-

gling.

CASE STUDY

This case study is taken from the Fifteenth
Annual Report of the Temporary Commission
of Investigation of the State of New York, which
was issued in April 1973.
In the course of its investigation, the New

York Commission undertook an indepth study
of one well-known, major cigarette bootlegging
ring to illustrate organized crime involvement
in the cigarette bootlegging problem. Anthony
Granata—the central figure of this case study—
was convicted of violating New York cigarette
tax laws and sentenced to 4 years in prison in
the fall of 1976.
As early as 1966, Anthony Granata was

known to be involved on a large scale in trans-
porting and selling untaxed cigarettes in the
City and State of New York. Originally his
operation was located in the Bath Beach section
of Brooklyn, N.Y. Granata is listed by law en-
forcement officials as a member of the orga-
nized crime family headed by Joseph Colombo.
His criminal record reflects 12 arrests, four of
which were connected with cigarette boot-
legging. He has been convicted of criminally
receiving stolen property as well as use of a
forged driver's license.

Initially, Granata's operation consisted of
small-scale bootlegging. As the years went on,
it developed into a full-sized operation. In the
period from September 1966 to April 1967,
Granata, based upon his own records seized
by law enforcement authorities, was responsi-
ble for smuggling 1,109,920 cartons of cigarettes
into New York State. Tax assessments against
him totaling $2,422,510 were levied by New
York State and City authorities for this period,
as provided by law. These assessments remain
uncollected.
Granata operated his business on a profes-

sional level with over 30 employees. He was

known to have dispatched drivers on a 6-days-

23
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a-week schedule to North Carolina. Orders
were placed and all necessary arrangements
were handled by clerical employees in New
York City. He also employed an expediter or
traffic manager, stationed in North Carolina,
to manage that end of his operation. Typically,
drivers were paid $100 per trip and an addition-
al $95 expense money if they were long-haul
drivers (all the way to North Carolina). Short-
haul drivers (to Pennsylvania) received $60
per trip, plus expenses. A short-haul driver
would be used when arrangements had been
made with the North Carolina supplier to
transport the cigarette loads to selected points
in Pennsylvania. The short-haul driver would
meet the shipment, transfer it to his vehicle,
and bring it into New York.

All legal costs arising from the arrests of
drivers, such as lawyers fees, bail, and fines,
were also handled, wherever the jurisdiction,
from Granata's headquarters. Fraudulent driv-
er's licenses and other false identification were
supplied. Among other devices used to avoid
detection, Granata constructed a truck dis-
guised as a lumber transporter. Dummy cor-
porations also were formed to further conceal
his cigarette bootlegging business.

Intensive police surveillance of Granata, as
part of an organized crime investigation, led
to the discovery that two leading members of
the Genovese crime family—Mario Gigante
and Vincent Gigante —were involved as finan-
ciers in this operation. Meetings of these three
were held at which the profits of the business
and territorial rights were discussed.
An associate of Granata's, one Robert Li

Sante, was called as a witness at the New York
Commission's public hearing. In June 1971, Li
Sante had been arrested in New Jersey in pos-
session of 4,560 cartons of cigarettes. The
records show that he was convicted, received a
suspended jail sentence, and paid a $250
fine. Also arrested at that time was Rocco
Granata, father of Anthony. In September 1971,
Li Sante was arrested by detectives of the New
Jersey State Police. At that time, 15,000 cartons
of untaxed cigarettes, as well as a tractor and
trailer truck, were seized. Anthony Granata
was also arrested on that occasion. Li Sante is
known to be an important associate of Granata
and was responsible for coordinating orders
for cigarettes and their financing and delivery
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arrangements. When questioned at both private
and public hearings with regard to the above
transactions, Li Sante invoked his constitutional
privilege against self-incrimination and refused
to answer all questions.
Another associate of Granata in the bootleg-

ging operation was Joseph (Sam) Pontillo, also
subpoenaed as a witness at the New York
Commission's public hearing. When, as a result
of law enforcement pressure, Granata was
forced to move his operation to New Jersey,
Pontillo became his man-to-see in Brooklyn. In
October 1968, Pontillo was apprehended in New
Jersey in possession of 2,200 cartons of untaxed
cigarettes. In April 1969, after leaving Granata's
"drop" or warehouse in New York in posses-
sion of 3,600 cartons of untaxed cigarettes, he
was again arrested. Available criminal records
show that this case was dismissed on the
grounds of illegal search and seizure.
At the time of the New York Commission's

public hearing, it was believed that Pontillo,
on his own, had become the head of a group
that was bootlegging cigarettes. His connection
with Granata (as was the case with many major
bootleggers) was that they shared loads of boot-
leg cigarettes. This enabled each bootlegger to
minimize his financial risk. For example, in-
stead of one man having to raise the capital and
take the risk for 15,000 cartons of cigarettes,
three operators would pool their interests, each
underwriting 5,000 cartons. At both the New
York Commission's private and public hearings,
Pontillo availed himself of his constitutional
privilege against self-incrimination and refused
to answer any questions.
On October 15, 1971, an employee of Gran-

ata's operation was seized in New Jersey in the
possession of 11,010 cartons of untaxed ciga-
rettes.
By means of a chart prepared by the New

York Commission and introduced at the hear-
ing, it was shown that there were at least 30
individuals involved in the Granata cigarette
bootlegging operation. It is interesting to note
that the criminal records of these 30 individuals
showed that they had a total of 189 separate
arrests for various criminal acts. Of this num-
ber, 41 arrests were for cigarette tax violations.
The other crimes ran the gamut of criminal
activity. With regard to dispositions, the fol-
lowing is of interest:
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THE CHAIRMAN: Are there any con-
victions, Mr. Kelly, on the cigarette
charges, on the 41 cigarette arrests?
Have there been any convictions?

MR. KELLY: There have been a few,
sir, of lower echelon people. In this
particular operation, as in most opera-

tions connected with organized crime,
the people at the higher levels manage
to insulate themselves sufficiently so
they are never —or very rarely, at
least—on the scene when anything is
taking place, almost invariably the
charge is dismissed based upon illegal
search and seizure.4

FOOTNOTES

'Additional information concerning organized crime involve-
ment in cigarette bootlegging and the level of violence
associated with this illegal activity can be found in an un-
published paper prepared by Edward Lorch and Jack Win-
ters of the Intelligence Division of the New York City
Police Department—An Analysis of Untaxed Cigarette
Smuggling," Jan. 10, 1975.

,The Council is one person—Morris Weintraub, publisher of
Vending Times and former Managing Director of the
Wholesale Tobacco Distributors of New York, Inc. Mr.
Weintraub is closely associated with the tobacco industry.
3Report of the New York State Special Task Force on Ciga-
rette Bootlegging (Albany, N.Y.: Dept. of Taxation and
Finance, May 1976) p. 18.
'Fifteenth Annual Report of the Temporary Commission of
Investigation of the State of New York (Albany, N.Y.:
April 1973) p. 31.
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Chapter 4

Federal and State Policies
FEDERAL POLICIES AND ASSISTANCE

The smuggling of cigarettes across State lines

is not a Federal offense. The only Federal law

applicable to cigarette smuggling is the Jenkins

Act (15 USC 375-378), enacted in 1949.

Jenkins Act

This act requires persons who ship cigarettes

into other States to notify the tobacco tax ad-

ministrators in these States of the names and

addresses of the recipients and of the quanti-

ties, brands, and dates of mailing. The act also

requires a business to provide tobacco adminis-

trators with its name, principal place of busi-

ness, and the names of the officers of the

business. Any person who violates these filing

and reporting requirements faces punishment

by a fine of not more than $1,000 and/or im-

prisonment for not more than 6 months. The

act has limited usefulness for attacking the

over-the-road smuggling problems that are of

greatest concern to the States.
The Jenkins Act together with the U.S. mail

fraud law (18 USC 1341) has been successful in

curtailing mail-order cigarette smuggling. The

Battelle-LEAA study of cigarette smuggling,

discussed in Chapter 2, found that only one

State considered the mail-order purchase of

cigarettes as its major problem, although a

number of States listed mail-order sales as

their second most serious smuggling problem.

Proposed Federal Contraband
Legislation

In the past several years, attempts have been

made to enact strict Federal legislation aimed

at curtailing organized smuggling activities. The

most recent legislation was H.R. 701, which was

introduced in 1975. The stated purpose of the

bill was "to eliminate racketeering in the sale

and distribution of cigarettes and to assist

State and local governments in the enforcement

of cigarette taxes." The bill provided for a fine

of up to $10,000 and 2 years imprisonment for

the transportation of contraband cigarettes in

interstate commerce. "Contraband cigarettes"

are defined as more than 100 cartons in the

possession of anyone other than a person legal-

ly permitted to possess them. (A bill proposed

by ACIR is presented in Appendix C.)
The U.S. Department of Justice, as do of-

ficials in the Department of the Treasury and
the Congress, has been opposed to this type

of legislation in the past. In 1974, the Depart-

ment went on record in opposition to H.R. 3805,
which was almost identical to the 1975 bill. The
Department position was outlined in an April

1974 memo to Rep. Peter W. Rodino, Chairman
of the House Committee on the Judiciary. The
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Justice Department acknowledged the severi-
ty of the problem and the involvement of
organized crime, but advanced the view that
consideration of the bill was premature. The
testimony said:

The Department of Justice would like
to await the results of these renewed
State efforts (refers to New York
State Investigative Committee recom-
mendation for greater enforcement ef-
fort by the State and City of New
York] before introducing the Federal
government into what has heretofore
been a State area of responsibility.
The Department, and indeed the Con-
gress, has always viewed an extension
of Federal criminal jurisdiction as a
serious step, not to be taken without a
convincing showing that a law enforce-
ment problem is beyond the States'
capability to control. We feel that
enactment of Federal legislation, short-
ly after a State's [New York] admis-
sion of failure to give this problem law
enforcement priority, would be un-
wise.,

There is no indication that the Justice Depart-
ment has changed its opinion on this legislation
over the past 21/2 years. Cigarette bootlegging
has increased in magnitude despite increased
enforcement efforts on the part of the States.
Federal officials apparently remain uncon-
vinced of the need for Federal contraband leg-
islation. The general view is that the enforce-
ment of cigarette tax laws is a State responsibil-
ity, and until there is incontrovertible evidence
that the States cannot adequately enforce these
laws, the Federal Government will continue to
follow a hands-off policy.

Supporters of Federal contraband legislation
argue that when an individual State's inability
or unwillingness to deal with a problem affects
the States' collective welfare, the Federal Gov-
ernment is obligated to provide assistance to
the States. As precedent, advocates cite the
enactment of Federal air and water quality
standards when it became apparent that the
States could not deal with environmental prob-
lems on an individual basis. Until the Federal
administration and the Congress are convinced
that, like environmental pollution, cigarette
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bootlegging is causing widespread and serious
social and economic problems, they are likely
to continue to be reluctant to take action.
Federal contraband legislation, however,

would provide substantial assistance to the
States in their efforts to curtail cigarette boot-
legging operations. The enforcement of this
legislation most logically would be assigned to
the Bureau of Alcohol, Tobacco, and Firearms
in the U.S. Department of Treasury. This or-
ganization has the type of law enforcement
expertise required to deal with the complex
nature of cigarette bootlegging. The Bureau has
dealt with similar types of problems in their
enforcement of the Federal liquor laws and
with a considerable degree of success. There
are some officials in the Bureau of Alcohol,
Tobacco, and Firearms who believe that they
could make significant inroads against cigarette
bootlegging activities.

Law Enforcement Assistance
Administration

The Federal Government has assisted the
States with grants from the Law Enforcement
Assistance Administration (LEAA). A partial
listing of these grants follow:

▪ $182,436 to North Carolina's Bureau of In-
telligence to develop organized crime
intelligence (1972).
• $268,197 to New York State's Department

of Taxation and Finance for the purpose
of creating an anti-bootlegging cigarette
task force (1972).
• $285,552 to the State of New York's Divi-
sion of Criminal justice Services for the
purpose of establishing within the New
York City Police Department a special
investigative unit exclusively devoted to
the elimination of organized criminal
activities associated with cigarette boot-
legging (1972).
• $787,500 to Indiana to promote cigarette

tax law enforcement cooperation among
five midwestern States (1975).

Interstate Revenue Research Center

The last LEAA grant listed above was used
to establish the Interstate Revenue Research
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Center (IRRC), which initially included the
States of Michigan, Minnesota, Indiana, Illi-
nois, and Ohio. The membership now also in-
cludes Florida and Missouri.
The main objective of IRRC is to curtail

organized cigarette bootlegging activities in
the member States. The bootlegging problem is
quite serious in the Midwest, with revenue
losses estimated at more than $100 million in
the seven member States. Recent estimates
indicate the revenue losses are greatest in Ohio
($32.5 million), Illinois ($25 million), Minnesota
($21 million), and Michigan ($13.5 million).2
(ACIR estimates of bootlegging losses in these
States are shown in Chapter 7, Table 19.) Indi-
ana, which has the lowest tax rate in the
Midwest, appears to be a net beneficiary of
cigarette smuggling activity.

IRRC has achieved modest success in curtail-
ing bootlegging activity in the Midwest. About
$300,000 has been returned to member States in
the form of tax revenue and monies from the
sale of contraband material. The director of
IRRC estimates the potential gain to the States
at $4 million per year when the Center is
fully effective.
A recent evaluation of the IRRC conducted

by the Indiana Criminal Justice Planning Agen-
cy reached the following conclusions:

The results presented in the preced-
ing section indicate that to date the In-
terstate Revenue Research Center has
successfully accomplished its inter-
mediate goals. However, there is no
indication to any significant degree
that its major goal, the overall reduc-
tion of the organized smuggling of
cigarettes, has been achieved. This
assessment is based on project perfor-
mance data which clearly indicates
that the trafficking of untaxed ciga-
rettes is more complex and sophisti-
cated than originally envisioned by
the Interstate Revenue Research Cen-
ter Advisory Board and the subgrantee.

... the very nature of this problem,
which arises from differences in State
tax rates, makes interstate intelligence
gathering and dissemination an essen-
tial commodity, which is necessary
to counter cigarette smuggling.3

The evaluation went on to suggest that an
expanded membership and a multi-State in-
telligence gathering capability would improve
the effectiveness of IRRC. The final recommen-
dation of the evaluation was that because of the
long-term nature of the problem and the need
to develop long-range strategic measures, the
grant period should be extended.
This evaluation points up the difficulties the

States face in dealing with organized cigarette
smuggling and suggests that without Federal
contraband legislation, the States cannot ex-
pect to significantly reduce the level of boot-
legging activity.

STATE POLICIES

Half of the States with a smuggling problem
are located in the Northeast or Midwest, ac-
cording to the Battelle-LEAA survey. Of the
45 responses, 24 acknowledged a smuggling
problem, 16 indicated no problem, and five
were uncertain. Washington was the only
State outside the Northeast or Midwest that
indicated substantial revenue losses from ciga-
rette smuggling. Several other States indicated
moderate revenue losses.

State Enforcement Efforts

The pattern of cigarette tax law enforcement
is very uneven across the country. Major efforts
are made in the Northeast and Midwest, where
cigarette smuggling activities are concentrated.
Many public officials in the southern States
are generally not concerned about bootlegging
activities and expend little effort on enforce-
ment. The western States, with the exception of
Washington, do not have serious cigarette smug-
gling problems and, therefore, do not devote
much effort to enforcement. (Table 10 presents
a classification of States by degree of smuggling
problem.)
A number of States have organized formal

efforts to combat cigarette bootlegging. One
example is IRRC, referred to earlier. Another
enforcement group similar to IRRC is the East-
ern Seabord Interstate Cigarette Tax Enforce-
ment Group (ESICTEG), which was created in
August 1974 and consists of nine members —
Connecticut, Delaware, Maryland, Massachu-
setts, New Jersey, New York State, New York
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City, the Northern Virginia Tax Commission,
and Pennsylvania.
This group is engaged in joint surveillance

operations, using manpower and equipment
provided by its members. Operations are con-
ducted with the cooperation of local authorities
in producer States and in the States into which
the cigarettes are smuggled. The ESICTEG has

achieved some success —since February 1974,
about one million cartons of bootleg cigarettes
have been seized —but its efforts have been
hampered by its multi-State character. For ex-
ample, each State has its own radio frequencies
and cannot communicate with investigators or
enforcement officials from other States.
Although cigarette smugglers are not violating

Table 10

Classification of States by Degree of Cigarette Tax Evasion Problem in 1975

Serious Smuggling Problem - 14

Arkansas

Connecticut

Florida

Estimated Revenue Gain or (Loss)
as Percent of Total Cigarette Collections'

(15.8)

(20.0)

(17.5)
Illinois ( 9.8)
Massachusetts ( 9.9)
Minnesota (14.9)
New Jersey (15.3)
New York (17.4)
Ohio ( 8.2)
Pennsylvania (13.6)
Tennessee (10.1)
Texas (17.3)
Washington (18.8)
Wisconsin (14.2)

Moderate Problem - 9

Alabama (10.8)
Arizona ( 9.4)
Georgia ( 3.4)
Maine (10.3)
Michigan ( 4.3)
Missouri ( 6.1)
Nebraska ( 6.4)
New Mexico ( 6.0)
West Virginia ( 5.8)

Minor or No Problem - 19

Alaska ( 4.9)
California ( 4.4)
Colorado 0.9
Delaware ( 1.7)
District of Columbia' 1.8
Kansas 4.2
Hawaii NA
Idaho 2.9

(Continued)
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the law by purchasing cigarettes in low-tax
States, officials in these States often cooperate
with high-tax States in combatting cigarette
bootlegging. For example, the Rocky Mount,
N.C., Police Department has called northern
State officials and given them license numbers
and descriptions of vehicles that frequent ciga-
rette wholesale firms suspected of selling to

cigarette smugglers. On one occasion, Salisbury,
N.C., policemen followed a truckload of ciga-
rettes to New Jersey, enabling New Jersey
State Police to arrest the driver and confiscate
10,000 cartons of cigarettes. The reason given
for these actions by law enforcement officials
in these two cities is that they do not want these
"undersirables" in their city. However, law en-

Table 10 (continued)

Classification of States by Degree of Cigarette Tax Evasion Problem in 1975'

Minor or No Problem (continued)

Estimated Revenue Gain or (Loss)

as Percent of Total Cigarette Collections'

Iowa ( 7.1)

Louisiana ( 3.4)

Maryland 0.3

Mississippi ( 3.6)

Montana ( 2.7)

Nevada 3.0

North Dakota ( 1.9)

Oklahoma ( 2.7)

Rhode Island ( 1.7)

South Dakota ( 1.0)

Utah 3.2

Beneficiaries of Tax

Evasion in Other States - 9

Indiana 6.8

Kentucky 34.9

New Hampshire 46.7

North Carolina 33.9

Oregon 5.1

South Carolina 4.3

Vermont 11.0

Virginia 5.1

Wyoming 4.5

'States are classified on percentage gain or loss of revenue and the following factors:

1. Battelle-LEAA survey of State perceptions of magnitude and type of bootlegging problems.

2. Per capita cigarette sales relative to the U.S. average.

3. State tax rate relative to tax rates in bordering States.

4. State tax rate relative to tax rates in low-tax States.

5. Analysis of variables affecting cigarette sales in the States.

'Dollar gain or loss shown in Table 19 (Chapter 7).

3Recent tax rate increases have resulted in large sales losses. Based on current data and rates in Maryland and Virginia, Washington.

D.C., probably could be classified in the serious category.

Source: ACIR staff compilation; see Appendix B.
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forcement officials in some southern cities do
not make any attempt to cooperate with north-
ern State officials. One North Carolina police
chief indicated that he did not interfere be-
cause he would be committing a disservice to
legal businessmen—interference would damage
their business.'
Auditing is an important aspect of cigarette

tax law enforcement that is sometimes over-
looked. The National Tobacco Tax Associa-
tion's (NTTA) Committee on Tax Evasion re-
port identified the important role of the audi-
tor:

A vigorous audit program leads to the
downfall of the crooked dealer and is a
certain deterrent to the dealer who is
toying with the idea of cheating. The
manufacturer's print out of sales to
stamping agents and others authorized
to receive unstamped cigarettes is one
of the most useful tools in the auditor's
briefcase. While audit procedures vary
greatly within NTTA States, the time-
tested sales audits of stampers who
stamp for foreign States, and the in-
ventory check of stamps and meter
units paid for by the dealer against his
sales, is the rock on which strong
audit programs are built.

Returns from responding States show
continued rises in revenue from States
which rely solely on audit programs.
This certainly does not proclaim that
auditing is the only way to run a tax
collection program any more than the
utilization of investigators only is
ideal . . . but it does indicate that au-
diting, conducted on a sophisticated
and vigorous basis, works.'

These enforcement efforts have achieved
some success. The NTTA's Committee on Tax
Evasion conducted a State survey on cigarette
smuggling for the period from July 1, 1975 to
June 30, 1976. Some findings from that survey
are summarized:

• There were 1,545 criminal cases and 499
civil cases involving cigarette smuggling
during the period surveyed.
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• The total number of persons arrested in
the 12 States that reported such arrests
was 1,696.

• Twenty-one States reported seizing
286,422 cartons, eight States reported
seizing 70 vehicles, and five States re-
ported seizing 181 vending machines. In
addition, one counterfeiting device was
seized.

*Total fines levied were $201,200 and total
days of jail terms imposed was 7,555.

The available information indicates that al-
though cigarette smuggling exists to some de-
gree in about half of the 50 States, only about a
dozen States are concerned enough to allocate
more than a token amount to cigarette tax law
enforcement activities. There is little reliable
data on the amount of money States spend on
enforcing cigarette tax laws, but the available
data indicate that even those States acknowl-
edging serious smuggling problems are not
willing to spend large amounts of money on this
type of law enforcement. The reason is that
some State officials and legislators do not
place a high priority on this problem, often
because the problem is not recognized. How-
ever, even where a problem is documented, it
is difficult to convince decisionmakers that
additional expenditures for law enforcement
are a wise investment. State governments have
pressing needs in many areas, and tax adminis-
tration has tough competition for limited State
resources. A case can be made that State legis-
latures are not devoting sufficient resources to
enforcement of cigarette tax laws, but given
political and budgetary realities, it is unlikely
that the States will be willing to allocate the
resources needed to reduce cigarette smuggling
to a tolerable level.
This statement does not mean that tax admin-

istrators and law enforcement officials respon-
sible for enforcing the cigarette tax laws are not
making a substantial effort to stop bootlegging.
However, given the limited resources they have
to work with and the difficult nature of the
problem, it is questionable whether they can be
much more effective without greater support
from all branches of State government and
additional Federal assistance.
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State Cigarette Tax Laws

State laws prohibiting cigarette smuggling
bears little similarity in the jurisdictions and
powers of the agencies charged with enforcing
these prohibitions. Despite this variance, there
are some common statutory patterns that can
be seen in most State cigarette tax legislation.
Smuggling cigarettes is illegal in almost every

State. In most States, it is a crime, punishable
by fine and/or imprisonment, to possess, trans-
port, deliver, or sell improperly stamped ciga-
rettes.
The penalties range from a fine of a few

hundred dollars in Massachusetts, Idaho, and
New Mexico to fines of several thousand dol-
lars and imprisonment for several years in
Texas, Pennsylvania, and New York. States that
place cigarette tax violations at the misdemean-
or level tend to punish possession, sale, and
delivery of unstamped cigarettes in a similar
manner. Jurisdictions that place cigarette smug-
gling at the felony level usually attach misde-
meanor penalties for possession or sale of un-
stamped cigarettes where intent to defraud
cannot be proved and felony penalties where
intent can be proved.
Many States that treat cigarette smuggling as

a felony also differentiate between first and
repeat offenders. For example, in Nevada, the
first offense is a misdemeanor, but subsequent
offenses are felonies punishable by a fine of
up to $5,000 and/or imprisonment of up to 10
years.
Although States are not uniform in their

treatment of sellers, transporters, and posses-
sors of unstamped 3r unlawfully taxed ciga-
rettes, a great degree of uniformity exists in the
treatment of persons who counterfeit or alter
tax stamps. Such offenders are often punished
as felons and almost always punished more se-
verely than other cigarette tax violators. For
example, in Texas, counterfeitors can receive a
prison sentence of up to 20 years. In Pennsyl-
vania, Arizona, Kentucky, and Wisconsin, the
maximum penalty is 10 years imprisonment;
in most States, the maximum penalty for this
crime is 5 years imprisonment. In several
States—for example, South Carolina, New
Mexico, and Nevada—the penalty for counter-
feiting is relatively minor.
The penalties for cigarette smuggling activi-

ties are not very heavy. (See Table 11.) Most
States classify violations as misdemeanors.
Only nine States classify any violation as a
felony. Very few States impose punishment
that could be considered a real deterrent to
violators. The responses to the Battelle-LEAA
survey indicated that only six States imposed
jail penalties for cigarette smuggling in the
1-year period covered by the questionnaire and
that the sentences were generally light.
In addition to criminal penalties, a number

of States have statutory provisions for the
confiscation of illegal cigarettes and motor
vehicles used to smuggle cigarettes.
As might be expected, the penalties in low-

tax States generally are unusually light. For
example, in South Carolina, the only violation
is possession of untaxed cigarettes and the only
penalty is a $20 to $100 fine. In Indiana, pos-
session is also the only violation and the penal-
ty is imprisonment of 10 to 90 days and a fine
of $100 to $1,000. These States have no need for
heavy penalties because they do not have boot-
legging problems. However, even the high-tax
States with serious bootlegging problems do not
levy, in most cases, substantial penalties on
violators of cigarette tax laws.
The lack of strong, uniform State laws against

cigarette smuggling is a serious handicap to law
enforcement officials. IRRC has recognized
this problem and is attempting to encourage
member States to strengthen their State stat-
utes. In recent years, several States have
strengthened their laws and increased the
penalties for cigarette smuggling.
NTTA supported tougher State laws in the

Report of the Committee on Tax Evasion:

... conviction with a jail sentence is
the best deterrent to curtail the illegal
operations. Violators can "live with"
probation and a small fine, but cannot
afford a heavy fine and confinement.
In rendering sentences in cases,

judges have been somewhat lenient
and, as a result, it gives the opportunity
to these violators to be "back on the
street" operating as they did in the past
as it is the only type of work they know
and it is easy money. It should be
strongly recommended by the Attorney
General's office to seek heavier sen-
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tences (fines and custodials) against
violators as it is the only means of cur-
tailing their illicit operations. The
violator must be hurt in his "pocket
book" if it is to have any impact. Major
violators are not prone to rehire driv-
ers or peddlers who are "Iossers," (sic)
i.e., having been arrested.,

The New York State Special Task Force on
Cigarette Bootlegging has recommended that
criminal penalty provisions be transferred from
tax law to penal law. Enforcement agents and
prosecutors have stated that this change would
result in a substantive improvement in cigarette
tax compliance and judicial enforcement of
cigarette tax laws.
A more concerted effort in this area will be

helpful in the States' effort to combat cigarette
smuggling activities. However, the general view
among State law enforcement officials is that
the States will never be able to enforce effec-
tively cigarette tax laws without Federal assis-
tance. But until the States strengthen their
own laws, they will be open to criticism that
they have not made sufficient effort to stop
cigarette smuggling and the case for Federal
contraband legislation will be weakened.

Tax-Free Purchase of Cigarettes

Based on a comparison of Federal and State
cigarette tax collections between fiscal years
1970 and 1975, an average of 1.74 billion packs
of cigarettes or 6.2 percent of total U.S. ciga-
rette sales were exempt from State and local
taxation. Of this amount, nearly two-thirds was
due to the exemption of sales at military bases
and the majority of the remainder to sales at
Indian reservations.

Indian Reservations

Five western States consider the purchase of
tax-free cigarettes on reservations by non-Indi-
ans as a major tax evasion problem.' The prob-
lem appears to be particularly severe in
Washington State. The Washington Department
of Revenue estimated the revenue loss at $0.7
million in 1969 and at over $10 million in 1975.
A case was cited of one Indian smoke shop
owner who sold 932,283 cartons of cigarettes in
a 1-year period, realizing a gross income of over
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$1,000,000. The State of Washington's loss on
these cigarettes was $1,687,000.
Court decisions have limited State taxing

on Indian reservations. The decisions are
based largely on Article I, Section 8, Clause 3 of
the U.S. Constitution, which authorizes Con-
gress to "regulate commerce with foreign na-
tions, and among the several States, and with
the Indian Tribes,..."
In recent years, the U.S. Supreme Court has

rendered several decisions on the States' pow-
ers to tax reservation Indians. In 1973, the
Court, in McClanahan vs. Arizona Tax Com-
mission, held that the Arizona income tax does
not apply to Indians employed on a reserva-
tion.
In Mescalero Apache Tribe vs. Jones, the

Supreme Court in 1973 upheld the New Mexico
sales tax on ski lift tickets at a resort operated
by reservation Indians but not located on reser-
vation land. In this decision, the Court applied
the principle that unless Federal law expressly
prohibits the taxation of Indians beyond reser-
vation boundaries, they are subject to all
nondiscriminatory laws applicable to citizens
of the State.

Several recent cases are more directly rele-
vant to the State cigarette tax evasion problem
In Moe vs. Confederated Salish and Kootenai
Tribes, decided by the Supreme Court in 1976,
the major issue was the right of Montana to im-
pose a tax on cigarettes sold to Indian residents
of the reservation. Ths Court held that the ciga-
rette tax could not be imposed on reservation
purchases by an Indian resident, but because
the cigarette tax is paid by the consumer or
user, the tax could be imposed on the sales to
non-Indians. More recently, the U.S. Supreme
Court, in Bryon vs. Itasca County, Minnesota,
overturned a Minnesota Supreme. Court ruling
that extended all nonrestricted tax laws of the
State to Indian reservations.
The State of Minnesota has handled its prob-

lem with Indian cigarette sales by precollecting
the tax on cigarettes sold on Indian reservations
and refunding the tax to the Indians on the
basis of average State per capita consumption
times the population of the reservation.
In South Dakota, the problem was solved by

the State and the Indian tribes passing legis-
lation to enable the State Department of Rev-
enue to precollect the tax on cigarettes sold to
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Indians on the reservation. The Indian tribes
in South Dakota impose a tax on cigarettes at
the same rate as the State and have authorized
the State Commissioner of Revenue to collect
these taxes on reservation sales. In turn, South
Dakota passed enabling legislation to permit the
Commissioner of Revenue to collect the ciga-
rette taxes on behalf of the Indians.
As it is unlikely that State taxing powers will •

be extended to the Indian reservations, the
solution to this cigarette tax evasion problem
appears to be a cooperative effort between the
Indians and the State, as has occurred in
Minnesota and South Dakota. The major barrier
to a cooperative effort is the loss of cigarette
sales by Indian smoke shops if they levied the
State cigarette tax. To overcome this problem,
States could provide the Indians a certain por-
tion of the cigarette tax as compensation for lost
sales in addition to the refund for the tax paid
by reservation Indians.

Military Sales

The purchase of tax-free cigarettes from
military commissaries and exchanges for non-
military persons generally is not done on an
organized basis but can represent a significant
revenue loss to the States. This Commission
concluded in a recent report:

The higher per capita sales figures
for military store patrons ... suggest
either that military people consume
more cigarettes on the average than do

civilians (and this mainly in high-tax
States), or that some military persons
are buying tax-free cigarettes for the
consumption of persons other than
themselves and their dependents. In
the absence of any reasons to assume
that the military are heavier smokers
than civilians or that high taxes pro-
mote heavy smoking, it is reasonable to
conclude that cigarette bootlegging is a
significant problem in some States.,

On the basis of the evidence of tax evasion
resulting from military store sales, the Commis-
sion recommended that "the current exemption
of on-base sales to military personnel from
State and local taxation should be removed.",
The implementation of this recommendation
will end this particular problem.
The revenue losses attributable to military

store sales exceed 10 percent of total cigarette
tax collections in five States—Alaska, Hawaii,
New Mexico, South Carolina, and Washington.
The largest percentage losses are 27.4 percent
in Alaska and 28 percent in Hawaii—States
with a large military population relative to
total population. (See Appendix Table A-6.)
The extension of State and local sales taxes

to all military sales will probably not be
achieved in the near future. Meanwhile, a
strong case can be made that, at a minimum,
State and local cigarette taxes and sales taxes
on cigarettes should be extended to military
sales.

FOOTNOTES

'Memorandum to Rep. Peter W. Rodino from W. Vincent
Rakestraw, U.S. Assistant Attorney General, dated April
1974.
'Indiana Criminal Justice Planning Agency, Evaluation of
the Interstate Revenue Research Center (Indianapolis,
Ind.: undated) conducted by Donald E. Balner, pp. 6-10.

'Ibid., pp. 16-17.
'The News and Observer, Raleigh, N.C., July 14, 1974.

'National Tobacco Tax Association, Report of the Committee
on Cigarette Tax Evasion (Chicago, Ill.: September 1976)
p.5.

'National Tobacco Tax Association, Report of the Committee
on Cigarette Tax Evasion (Chicago, III.: September 1975)
P. 3.
'Idaho, Montana, Nevada, New Mexico, and Washington.
'ACIR, State Taxation of Military Income and State Sales
(Washington, D.C.: Government Printing Office, July 1976)
p. 18.
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Chapter 5

The Quest for
More Uniform Rates

Cigarette tax differentials have been recog-
nized as the major cause of cigarette bootleg-
ging. Likewise, uniformity of tax rates is
recognized as the most effective treatment of
this problem. However, Federal incentive pro-
grams would be needed to encourage the pur-
suit of uniform tax rates. For example, the
need for more uniform rates to offset tax
differentials has been recognized in a recent
report by the New York State Special Task
Force on Cigarette Bootlegging, which recom-
mended.that New York City repeal its 8 cent
cigarette tax rate and New York State lower its
rate from 15 to 13 cents.' The State and city
would lose revenue, but a large part of the
loss would be offset by a reduced level of boot-
legging. There is optimism in the tobacco indus-
try that this recommendation can be imple-
mented, but it is questionable whether the
State and City of New York will lower their
rates without Federal reimbursement.
This chapter discusses several optional

approaches for Federal action to create in-
centives for the States to reduce their tax
differentials.

HISTORY OF FEDERAL INCENTIVE
PROPOSALS

In the past, several proposals have been
advanced to encourage the States or the Federal

Government to withdraw from the cigarette tax
field. Few proposals have been advanced to en-
courage uniform State cigarette tax rates.
The first withdrawal proposal to receive

attention was the Edmonds-Graves plan, which
was advanced in the early 1930s. This plan
would have distributed one-sixth of Federal
cigarette tax revenues among the States in
proportion to their population on the condition
that the States withdraw from the cigarette tax
field. About the same time, Congressman
Doughton of North Carolina, Chairman of the
House Committee on Ways and Means, intro-
duced a resolution calling for the sharing of
Federal cigarette tax revenues with the States
along the lines of the Edmonds-Graves plan.
These early proposals were motivated by the

belief that State taxation of cigarettes would
reduce consumption and impair Federal rev-
enues. The Interstate Commission on Conflict-
ing Taxes analyzed the Doughton resolution
and concluded that no additional tobacco taxes
should be imposed by the States for revenue
gathering purposes.
The next proposal on this subject was ad-

vanced in the early 1940s by a special com-
mittee appointed by the Secretary of the
Treasury to conduct a study on intergovern-
mental relations. This special committee
endorsed the Edmonds-Graves and Doughton
proposals and recommended exclusive Federal
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taxation of cigarettes with the States sharing
in the revenue.
The Treasury study recommended that the

Federal tax on cigarettes be increased by 2
cents per pack and that this revenue be distri-
buted to the States on a per capita basis. The
distribution would be conditional upon State
and municipal withdrawal from the field. The
recommendations were never considered by
Congress.

In 1947, a Joint Committee of the American
Bar Association, The National Tax Association,
and the National Association of Tax Adminis-
trators issued a report expressing support of
the States abandoning tobacco taxes for exclu-
sive Federal use. The report concluded:

Tobacco taxation was developed by
the Federal government for substantial
revenues before the State came into the
field. The Federal government has ad-
ministrative advantages and can ex-
ploit this revenue more effectively, as
a rule, than the States. As evidence of
the earnest desire of the States to
promote tax coordination, it is recom-
mended by the Joint Committee that
the States forego this revenue for the
benefit of the Federal government.
However, if this arrangement is not
found to be feasible, the States should
be free to tax tobacco in order to raise
independent revenue. In this event it
will be desirable to increase the coop-
eration of the governments taxing to-
bacco for their mutual advantage and
the benefit of the taxpayers who desire
more convenient and equitable taxa-
tion.2

In the late 1940s, the pendulum began to
swing away from proposals for State abandon-
ment of cigarette taxes and toward Federal
abandonment. In 1947, an informal group made
up of Governors and members of Congress is-
sued a statement proposing that the Federal
Government limit its use of certain taxes
adapted to State and local use and that State
and local governments reciprocate. Tobacco
taxes were not mentioned specifically. In
1948, the Council of State Governments recom-
mended that the Federal Government limit its
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taxes on liquor and tobacco so that these
sources could be used for the support of State
governments.

In 1953, the House Ways and Means Commit-
tee's Subcommittee on Federal, State, and Lo-
cal Taxes issued a report that commented on
the 1942 recommendation that States withdraw
from the cigarette tax field as follows:

Since the formulation of this latter
recommendation, State taxation of to-
bacco has become more widespread
and varied and the problems of coordi-
nation more difficult. In 1942, State
sharing in Federal revenues would
have left most of the States at least as
well off as they were on the basis of
their own imposed tax. That situation
no longer prevails since many States
have taxes in excess of 2 cents. The
wide variations in the level of State
rates adds to the complexity of the
problem.3

In 1954, the National Tax Association's Com-
mittee on Intergovernmental Fiscal Relations
rejected State withdrawal from the cigarette
tax field, and in 1956 the president of the
Association voiced acceptance of State-Federal
overlapping in cigarette taxation and stated that
this overlapping was probably permanent. From
that point on, attempts to encourage State or
Federal withdrawal from the field appear to
have been abandoned.

Attention began to focus in the late 1950s on
another approach to coordination, one that

would leave the States free to set their own tax

rates but would strengthen their administration
by providing for the collection of the State taxes
from the manufacturer rather than from the
distributor. Despite a 1964 ACIR recommenda-
tion supporting this approach, the collection of
taxes by the manufacturer has generated little

support among tobacco administrators or to-
bacco manufacturers. (For further discussion
of this issue, see Chapter 6 of this report.)
To encourage Federal-State coordination of

cigarette taxes and more uniform cigarette tax
rates, Senator Smathers of Florida introduced
a resolution several years ago calling for the
sharing of Federal liquor and tobacco tax reve-
nues. This proposal imposed no specific re-
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quirements on the Federal or State govern-
ments in respect to tax rates.
In a report at a 1972 meeting of the National

Tobacco Tax Association, Rep. Ralph Turlington
of Florida presented a plan for achieving more
uniform cigarette tax rates. Under his proposal,
the Federal cigarette tax would be increased
from 8 cents to 18 cents per pack and the addi-
tional revenue would be returned to the States
provided the total Federal and State tax did not
exceed 27 cents per pack; the States would
receive the 11 cent rebate as long their tax rate
did not exceed 8 cents. The State collection
agency would issue a receipt to the whole-
saler for the 11 cents per pack, which in turn
would be given to the manufacturer, who would
use it as a credit toward the amount due to the
Federal Government.
Had the States been encouraged to withdraw

from the cigarette tax field before the cigarette
tax became an important State revenue source,
cigarette smuggling would not be the problem
it is today. Now, it is probably unrealistic to
expect the States to abandon the field complete-
ly nor is it clear that this step is desirable.
Nonetheless, there does appear to be sufficient
justification to encourage the States to reduce
the differential in cigarette tax rates. Although
cigarette smuggling activities can be curtailed
by improved Federal and State law enforce-
ment efforts, it is unlikely that full resolution
of the problem can be achieved without a re-
duction in the variance of State cigarette tax
rates.

UNIFORM TAX OPTIONS

There are a number of different options that
could be used to achieve uniform State tax
rates. The most extreme method would be to
repeal the State's authority to levy cigarette
taxes. The Federal Government would levy a
uniform rate, collect all taxes, and return rev-
enues to the States on a formula basis. A modi-
fication of this approach would raise the Fed-
eral excise tax to, for example, 20 cents and
rebate 12 cents to all States who repealed their
cigarette tax or kept it at a low level.
These options have the major disadvantage

of interfering with the States' taxing authority.
Although they would completely eliminate all
major cigarette bootlegging, they would result

in a loss of State autonomy, which could be too
great a price to pay, particularly for the vast
majority of States not subject to substantial
cigarette smuggling activities.

Despite its coercive nature, a plan whereby
the Federal Government raises Federal ciga-
rette tax rates to 20 cents and rebates 12 cents
to each State that sets its tax rate (including
local taxes) at no higher than 3 cents for exam-
ple, does have some merit. Such a plan would
virtually end organized cigarette smuggl-
ing by largely eliminating State tax differen-
tials.

This plan is so coercive that every State
would almost certainly be forced to participate.
The States that might be reluctant are the high-
tax States because of a concern about the loss
of revenue. However, the 12 cent rebate plus
the 3 cent State tax option and the increase in
sales due to reduced bootlegging would offset
the repeal of the State tax in every State but
Connecticut, Florida, Maine, New Jersey, New
Hampshire, and Texas, which would lose rev-
enue because of their high consumption and
relatively high tax rates.
The low-tax and high-sales States would, of

course, receive a windfall from this plan. One
way to reduce the windfall to some States and
to compensate the losers would be to put a
percentage cap on how much a State could re-
ceive in excess of its actual collections, with
the excess revenue used to compensate States
that lose revenue. For example, North Carolina
would gain about $67 million from the plan
(without the 3 cent option). If a 50 percent cap
were placed on distribution, they would gain
only about $10 million and $57 million would
be available for distribution to other States or
for some other purpose. This windfall could
also be limited by reimbursing only as many
cents as the State tax rate up to a maximum
of 12 cents.
Estimates of the revenue effect of this plan

on the States and the District of Columbia are
shown in Table 12. The calculations are based
on the assumption that every State would levy
the 3 cent optional tax, although that might not
be the case in States that receive a large rev-
enue gain from this plan, such as California,
North Carolina, and Virginia. The sales figures
used to calculate the revenue from the 3 cent
tax are ACIR estimates of States' sales assum-
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ing uniform tax rates. (See Appendix B.) The
estimates would, of course, change with
changes in tax rates and per capita sales.
The distribution of revenue to the States

would be based on population. This formula
would be the easiest to administer, although it
would discriminate against States with high
per capita sales and favor States with low per
capita sales. The most equitable formula would
be one based on cigarette sales without boot-
legging. If this plan worked as expected, these
sales figures would be available in all States
except those that chose not to levy a State ciga-

rette tax. Developing sales figures for these
States would create some administrative dif-
ficulties. If current consumption figures were
used, the high-sales States would receive an
even larger windfall. Population may not be the
best basis for revenue distribution, but it does
serve for illustrative purposes.
The tobacco industry should not find this

plan objectionable, because the average nation-
wide tax rate would be almost unchanged from
the current 21 cent level and total U.S. con-
sumption would not be adversely affected.
An approach that would be more feasible

Table 12

Estimated Revenue Disbursements to the
States Under Federal Tax Credit Proposal

(Based on 1975 Data)

State

Current Net
Collection

(In millions)

2

Proposed
Shared
Revenue

(In millions)

3

Optional

3 Cent
State Tax

Revenue 

(In millions)

4

Total
Revenue
(2 + 3)
in millions,

5

Net Gain
or (Loss)
(4 - 1 )

(In millions)
Alabama $ 44 7 $ 58.2 $1 4 2 $ 72.4 $ 27.7
Alaska 4.0 5.7 1 .4 7.1 3.1
Arizona 33.7 31.9 8.1 40.0 6.3
Arkansas 40.4 34.2 8.4 42.6 2.2
California 263.4 339.9 86.6 426.5 163.1

Colorado 31.4 40.7 9.9 50.6 19.2
Connecticut 70.7 49.9 14.0 63.9 (6.8)
Delaware 11.6 9.6 2.5 12.1 0.5
District of Columbia 7.3 11.6 3.6 15.2 7.9
Florida 178.0 134.4 38.4 172.8 (5.2)

Georgia 69.9 79.3 19.7 99.0 29.1
Hawaii 7.8 14.0 2.32 16.3 8.5
Idaho 8.5 13.3 2.9 16.2 7.7
Illinois 172.8 179.2 49.2 228.4 55.6
Indiana 49.9 85.5 21.9 107.4 57.5

Iowa 43.5 46.2 12.2 58.4 14.9
Kansas 29.9 36.6 9.1 45.7 15.8
Kentucky 21.2 54.7 13.6 68.3 47.1
Louisiana 52.0 61.2 14.5 75.7 23.7
Maine 23.0 17.1 4.3 21.4 (1.6)

Maryland 36.5 66.0 17.8 83.8 47.3
Massachusetts 115.1 93.7 25.8 119.5 4.4
Michigan 135.6 147.4 38.4 185.8 50.2
Minnesota 76.6 63.2 16.5 79.7 3.1
Mississippi 27.5 38.0 8.6 46.6 19.1

Missouri 56.5 76.6 20.3 96.9 40.4
Montana 10.6 12.3 2.8 15.1 4.5
Nebraska 21.7 25.0 6.1 31.1 9.4
Nevada 11.2 9.6 3.5 13.1 1.9
New Hampshire 23.0 13.3 3.4 16.7 (6.3)
(Continued)
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would be to encourage the States to agree on a
narrower range of cigarette tax rates than cur-
rently exists, which would eliminate a sub-
stantial portion of organized bootlegging ac-
tivity. Because it is unlikely that the States will
agree on such a range voluntarily, the most
reasonable alternative might be the adoption
of a Federal tax credit program that encourages
low-tax States to raise their rates and high-tax
States to lower their rates.
The vast majority of States levy a rate be-

tween 8 and 15 cents. If all States could be
encouraged to set their rates within this range,

the incentive for bootlegging would be sub-
stantially reduced. The problem of casual smug-
gling across borders would still exist in a few
States, but organized criminal activities would
be largely eliminated and revenue losses of
high-tax States would be sharply cut. (Casual
bootlegging on a large scale would probably
exist only where rates in bordering States
differed by more than 2 or 3 cents.)
The major stumbling blocks to more uniform

tax rates are twofold. First, the high-tax States
are not willing to lower their rates because of
expected revenue loss. Second, the low-tax

Table 12 (continued)

Estimated Revenue Disbursements to the

States Under Federal Tax Credit Proposal

(Based on 1975 Data)

(State continued)

Current Net
Collection

(in millions)

Proposed
Shared
Revenue

(In millions)

Optional
3 Cent

State Tax
Revenue 

(in millions)

Total
Revenue
(2 + 3)

(In millions)

Net Gain
or (Loss)
(4-1)

(In millions)

New Jersey 167.8 117.6 32.7 150.3 (17.5)

New Mexico 13.4 18.5 3.8 22.3 8.9

New York 332.5 291.4 82.1 373.5 41.0

North Carolina 20.7 87.9 22.1 110.0 89.3

North Dakota 8.0 10.3 2.4 12.7 4.7

Ohio 191.2 173.1 45.4 218.5 27.3

Oklahoma 44.9 43.8 10.3 54.1 9.2

Oregon 30.9 36.9 9.0 45.9 15.0

Pennsylvania 239.6 190.2 52.1 242.3 2.7

Rhode island 19.0 15.1 4.1 19.2 0.2

South Carolina 20.7 45.5 10.9 56.4 35.7

South Dakota 8.9 11.3 2.5 13.8 4.9

Tennessee 61.6 67.4 17.2 84.6 23.0

Texas 249.9 197.0 49.9 246.9 (3.0)

Utah 6.8 19.5 2.6 22.1 15.3

Vermont 8.5 7.9 2.0 9.9 1.4

Virginia 16.8 80.8 21.2 101.2 84.4

Washington 54.7 57.1 14.0 71.1 16.4

West Virginia 24.4 29.1 7.5 36.6 12.2

Wisconsin 81.0 74.2 19.2 93.4 12.4

Wyoming 4.3 6.2 1.5 7.7 3.4

TOTAL $3.283.6 $3,428.3 $892.5 $4.320.1. $1,037.2

'The 3 cent tax was applied to hypothetical sales figures assuming that a uniform tax is imposed.

'Hypothetical sales estimates were Oct cornputed; actual sales figures were employed.

Source: Computed by the ACIR staff: see Appendix B.

43



66

States are reluctant to raise their rates because
of the tobacco industry's opposition to higher
cigarettes taxes. The low-tax States could also
be concerned about a possible reduction in rev-
enue if they lose their tax advantage.
These obstacles can be overcome if the Fed-

eral Government provides payments to those
States that move their rates closer to or within
a specified range. The payments would be fi-
nanced by an increase in the Federal cigarette
tax. For example, a high-tax State that lowers
its rate 1 cent per pack might receive reim-
bursement equal to 1 cent times the State's
cigarette sales. A low-tax State that raises its
rate 1 cent might also receive reimbursement
equal to 1 cent times sales. In the case of the
high-tax State, the reimbursement would off-
set the revenue loss resulting from a lower rate;
the loss could be more than offset if sales in the
State increased because of a decline in smug-
gling activities. The low-tax States could use
the Federal reimbursement to offset revenue
lost because of decreased bootlegging activities
and/or to reduce other taxes in the State.
States in the desired tax range could also be
provided tax rebates to offset the higher Fed-
eral levy.

Criteria for Federal Tax Credit Proposal

No matter what type of approach is adopted,
there are several criteria that must be con-
sidered in the design of a Federal incentive
program. These are:
Parity. The incentive system should provide

relatively equal treatment for all States. The
high- and low-tax States, whose taxing policies
have helped create the bootlegging problem,
should not receive greater Federal aid than
the moderate-tax States, who have largely
avoided s'erious bootlegging problems. Thirty-
one States currently have a tax rate between
8 and 13 cents. Of these States, only three or
four have what could be classified as a signifi-
cant cigarette smuggling problem and, in each
case, the State borders a low-tax State.

Flexibility. A Federal incentive system must
be strong enough to provide the States "an offer
they cannot refuse," but it should not be so
coercive as to seriously limit State tax preroga-
tives. The system should allow the States a fair-
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ly broad range in which to make their tax deci-
sions. However, if the range is too great, the
goal of achieving the uniformity needed to cur-
tail smuggling activities will be compromised.

Transition. The incentive system should be
implemented in a manner that will allow the
States time to adjust to the new rules and to
minimize the shock of a large tax increase.
A problem that has existed for a decade can-
not be eliminated overnight. If the program is
phased in over a few years, the States will have
time to respond to the incentives in an orderly
fashion and the cigarette consumer will not be
subjected to a large, sudden increase in ciga-
rette taxes.

THE CIGARETTE TAX AS A
REVENUE SOURCE

Although the concept of State autonomy is
hard to argue with in principle, one may make
a convincing case for establishing the cigarette
tax as an exception to the principle on practical
grounds. First, the high value, low breakage,
and small size of the product make it highly
conducive to smuggling when tax differentials
exist. Thus, a State may create a profit incen-
tive for organized crime that is costly to
other States by raising or lowering its tax only
a few cents. Second, the high concentration of
the tobacco industry in three States provides
these States with a good reason for keeping
their cigarette taxes at a minimum. During per-
iods of inflation, the stable rates in these States
result in a reduction of the "real" tax rate.
This accentuates rate differentials with other
States that may be raising their cigarette tax
rate to ease fiscal difficulties.
Whenever a State is in fiscal difficulty, ciga-

rette tax increases are attractive because of the
marginal additions to revenue they can pro-
vide. The result of a succession of such mar-
ginal tax increases is, of course, a high cigarette
tax. Meanwhile the low-tax State has a strong
incentive to keep the tax constant. Because the
costs of the resulting bootlegging are, to a large
extent, born by the Nation as a whole in the
form of increased organized criminal activity,
there is little reason for a given State to unilat-
erally reduce (a high-tax State) or increase (a
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low-tax State) its tax. Unless some Federal
incentive is supplied for more uniform rates,
all States will be forced to pay for the excesses
of the high- or low-tax States.
A further reason for the Federal Government

to establish limits to State cigarette taxing
authority (as an exceptional case) concerns
Federal interest in health and income distribu-
tion as they relate to the cigarette tax in partic-
ular. The high tax on cigarettes, similar to the
liquor tax, has been justified by the value
judgement that people should be penalized for
consuming a product that is dangerous to their
health. It can be argued, however, that such a
judgement should be made on a national level
and uniformity should be the rule regarding the
level of such a tax.
The Federal Government has offered little

leadership in this respect and has allowed the
States individually to make the decision. The
States appear to have ignored this role, because
the present pattern of cigarette taxes reflects,
to a greater extent, revenue conditions rather
than health-conscious value judgements. High
taxes are found in the Northeast and the Mid-
west and lower taxes are found in the South
and West. This pattern is in direct conflict with
the expected disapproval of smoking, which
if reflected in consumption patterns, should be
highest in the West and South and lower in the
Northeast and Midwest. (See Chapter 7, Table
18.)
The Federal Government also has interests

in the distributional effects of taxes, and the
extremely high regressivity of the cigarette tax
makes it subject to Federal concern. A 1970
study indicated that the Federal cigarette tax
(8 cents a pack) was the most regressive of all
Federal excise taxes.4 The tax rate in most
States has far surpassed the Federal levy, with
the result that the combined State and Federal
cigarette tax has a highly regressive impact on
income distribution.

It has been argued further that the regres-
sivity issue should be considered along with
the health effect of cigarettes at the Federal
level in order to achieve a consistent policy.
The solution to bootlegging need not be incon-
sistent with the normative value judgement on
health and income distribution. If the Federal
Government decides that the health impact is
most important, then a uniformly high tax

credit scheme would be indicated. If it is de-
cided that the tax has little effect on cigarette
consumption and, thus, on health, then a uni-
formly low tax may be agreed upon. In any
event, the cigarette tax does appear unique in
its impact on Federal matters, and Federal
intervention may be required, even with the
enactment of Federal contraband legislation.

A PROPOSED FEDERAL INCENTIVE

PLAN

A tax incentive proposal that would meet all
criteria listed above and provide a strong in-
centive for uniform tax rates is outlined below.
• This incentive program would be financed by
a phased increase in the Federal excise tax on
cigarettes (currently 8 cents). In the first year,
the tax would be increased 2 cents, and in each
subsequent year, a 1 cent increase would be
imposed until a cumulative increase of 6 cents
is reached in Year 5. These funds would be
used to provide Federal rebates to the States
based on cigarette consumption. The program
would take the form indicated in Figure 1.
This plan is intended to encourage all States

to adopt a cigarette tax in the range of 8 to 15
cents by the end of 5 years. One possible prob-
lem is that States would wait until the last
year to take action, particularly in the case of
low-tax States. High-tax States would be under
pressure to lower their rate to offset the higher
Federal tax rate. Low-tax States would be suli--
jected to a higher Federal tax and might be
reluctant to raise their own rate, even though
they would lose Federal money each year they
delayed.
The maximum rebate of 6 cents is intended

to encourage the lowest taxing State—North
Carolina at 2 cents—to raise its rate to 8 cents
and the highest taxing States—Massachusetts
and Connecticut at 21 cents—to lower their
rates to 15 cents. The 5-year time period could
be shortened or lengthened depending on the
actions taken by the States.
A maximum rebate is also used to limit the

cost in any one year and to prevent low- and
high-tax States from receiving larger rebates
than moderate-tax States. The maximum rate is
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not cumulative and in no case could the total
rebate exceed 6 cents in any one year.
The rebate allowed for low-tax States is less

generous than for high-tax States because low-
tax States will be receiving double benefits
from the increase in their tax rate and the Fed-
eral rebate. The only losses the low-tax States
might incur would be due to a reduction in the
purchase of bootleg cigarettes as the tax dif-
ferentials are reduced. The high-tax States will,
of course, suffer revenue losses as they lower

their tax rates and must be compensated for
these losses. However, a one-for-one rebate
may not be required because as bootlegging
is reduced, consumption will rise in the high-
tax States.
The rebates granted to the States would be

permanent under this proposal, but an alter-
native would be to phase the rebates down
gradually or out completely. This would, of
course, allow the increase in the Federal excise
tax to be phased out as well. However, some in-

Year 1

(10 cent Federal tax)

Year 2

Year 3

Year 4

Year 5

(14 cent Federal tax)

Figure 1

Schedule for Federal Incentive Plan

State Cigarette
Tax Rate

2-7 cents

8-15 cents
16 cents +

Maximum rebate - 2 cents
2-7 cents

8-15 cents

16 cents +

Maximum rebate - 3 cents

2-7 cents

8-15 cents
16 cents +

Maximum rebate - 4 cents
2-7 cents

8-15 cents
16 cents +

Maximum rebate - 5 cents

2-7 cents

8-15 cents
16 cents +

Maximum credit - 6 cents

Federal Rebate

1 cent rebate for each
2 cent increase in State
tax rate

2 cent rebate
1 cent rebate for each

1 cent decrease in State
tax rate

1 cent rebate for each
2 cent increase in State
tax rate

3 cent rebate
1 cent rebate for each

1 cent decrease in State
tax rate

1 cent rebate for each
2 cents increase in State
tax rate

4 cent rebate
1 cent rebate for each

1 cent decrease in State
tax rate

1 cent rebate for each
2 cents increase in State
tax rate

5 cent rebate
1 cent rebate for each

1 cent decrease in State

tax rate

1 cent rebate for each
3 cents increase in State
tax rate

6 cent rebate
1 cent credit for each

1 cent decrease in State
tax rate
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centive for the States to remain in the 8 to 15
cent range would have to be provided or the
differential probably would begin to widen
again—unless the States' unpleasant experience
with bootlegging was enough to convince them
to maintain uniform rates without Federal
encouragement.

Under this proposal any State that moved
outside the 8 to 15 cent range would lose a
1 cent rebate for each 1 cent increase or de-
crease. The States might find the 15 cent maxi-
mum too limiting as their need for revenue
increases. One approach would be to allow a
0.1 cent increase for every 4 percent increase in
the consumer price index (CPI) with an adjust-
ment to be made every 2 years. Assuming an
inflation rate of 6 percent per year, this method
would allow the range to rise 0.3 percentage
points every 2 years. This formula is very
arbitrary; others could be developed that would
allow faster or slower increases. The formula
could also be tied to some other measure, such
as personal income, real gross national prod-
uct, or cigarette sales.

A final feature of this proposal is that any
money generated by the Federal excise tax and
not rebated to the States would be allocated to
the States to finance their enforcement efforts
and/or used to finance Federal enforcement
efforts in the event Federal contraband legisla-
tion is enacted.
To illustrate how this program would work,

assume that North Carolina increased their rate
2 cents in the first year and 1 cent in each of
the next 4 years. In the first year, they would
receive a 1 cent Federal rebate and in each of
the next 4 years an additional 0.5 cent rebate
per year. At the end of 5 years, their State tax
rate would be 8 cents and they would be re-
ceiving a 4 cent Federal rebate. Any increase in
the rate beyond 8 cents would not earn a Fed-
eral rebate. The revenues that would have been
raised by increasing the Federal excise tax and
the dollar amounts of the rebates to the various
States had the plan been administered in 1974
are shown in Table 13.

Several general objections can be raised
against this approach. Although the States are
allowed some flexibility, they almost are being
forced to take an action that they would not
take if they were not being bribed. States in the

upper end of the 15 cent range would have
little room to raise their cigarette tax rate,
while States at the lower end would have sub-
stantial latitude —a perverse effect. However,
the 6 cent Federal tax increase would probably
eliminate the desire of these States to raise the
tax rate. Cigarette smokers nationwide would
be subjected to a 6 cent increase in the cigarette
tax—a regressive tax—in order to help solve
a cigarette smuggling problem that exists to a
substantial degree in only about a dozen States.
(The total tax increase would be higher than 6
cents in low-tax States and less than 6 cents in
high-tax States if the program achieved its
intended result.) No assurance exists that the
States would take the desired action, particular-
ly in the case of the low-tax States. The 1 cent
rebate for a 2 cent increase might not be at-
tractive enough to encourage the tobacco-
producing States to raise their cigarette tax
rate. Even a one-for-one rebate might not over-
come the traditional resistance to higher
cigarette taxes. If the low-tax States failed to
act, the plan would be largely ineffective.
A related problem is that the 8 to 15 cent

range might still provide encouragement for
substantial bootlegging. The following quote
from the report of the New York State Special
Task Force on Cigarette Bootlegging explains
why this may be a problem:

Moreover, the differential in taxes
which supplies the bootleggers profit
unfortunately need not be as great now
that the bootlegging importation and
distribution cystems and personnel
have been established, as was required
in order for bootlegging to have the
incentive to increase to the extent it
has in recent years, simply because
now that such systems and personnel
are 'in place' it requires less profit to
continue to run it than it did to estab-
lish it. Consequently, a reduction of
taxes back to the level just below the
tax at which cigarette bootlegging flour-
ished would not be sufficient to elimi-
nate the profit differential; the reduc-
tion in taxes would have to be
reasonably below the critical level
above which bootlegging began to
flourish.5
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Table 13

Estimated Payments to States Under Federal Incentive Plan

First Year

2 cent Rebate
All States

Fifth Year

6 cent Rebate

All States

State (In millions) (In millions)

Alabama $ 7.99 $ 23.97

Alaska 1.01 3.03

Arizona 5.24 15.72

Arkansas 4.73 14.19

California 53.14 159.42

Colorado 6.54 19.62

Connecticut 6.80 20.40

Delaware 1.69 5.07

District of Columbia 2.55 7.65

Florida 21.34 64.02

Georgia 12.00 36.00

Hawaii 1.56 4.68

Idaho 1.97 5.91

Illinois 29.35 88.05

Indiana 17.31 51.93

Iowa 6.88 20.64

Kansas 5.60 16.80

Kentucky 14.97 44.91

Louisiana 10.05 30.15

Maine 2.94 8.82

Maryland 11.96 35.88

Massachusetts 14.62 43.86

Michigan 24.89 74.67

Minnesota 8.75 26.25

Mississippi 5.43 16.29

Missouri 12.95 38.85

Montana 1.81 5.43

Nebraska 3.52 10.56

Nevada 2.35 7.05

New Hampshire 4.34 13.02

New Jersey 17.92 53.76

New Mexico 2.31 6.93

New York 44.87 134.61

North Carolina 24.23 72.69

North Dakota 1.50 4.50

Ohio 26.31 78.93

Oklahoma 7.20 21.60

Oregon 6.99 20.97

Pennsylvania 27.13 81.39

Rhode Island 2.90 8.70

South Carolina 7.26 21.78

South Dakota 1.54 4.62

Tennessee 9.69 29.07

Texas 27.94 83.83

Utah 1.77 5.31

Vermont 1.46 4.38

Virginia 14.98 44.94

Washington 6.91 20.73

West Virginia 4.41 13.23

Wisconsin 10.36 31.08

Wyoming 1.15 3.45

2 Cent Federal Tax

1st Year and 6 cents

5th Year $533.30 51.659.90

Note: The figures in this table are only illustrative. To the extent that this proposal reduced cigarette smuggling, rebates in the fifth year, in most cases, would

be significantly higher in high-tax States and lower in low-tax States

Source,- Computed by the ACIR staff.
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This problem could be largely eliminated
by narrowing the range, but this step would
reduce the States' flexibility and further in-
fringe on State taxing prerogatives as well as
increase the program costs.

Recognizing that there are disadvantages to
the Federal incentive approach, some advocates
defend it on the grounds that the only way ciga-
rette bootlegging can be eliminated or reduced
to a low level is to reduce the tax differential.
Morris Weintraub, director of the Council
Against Cigarette Bootlegging, made the follow-
ing statement to the House Committee on the
Judiciary in 1972:

Enforcement alone, unless coupled
with a reasonable rate of cigarette
taxation, has never been and never
will be an effective solution to the
bootlegging problem.

States will not take action on their own, ac-
cording to the New York Commission of Investi-
gation:

The record is clear that cigarette
bootlegging could be ended totally and
instantly in the city and State of New
York by the elimination, or at least

sharp reduction, of the price disparity
which is caused solely by the substan-
tial differences in State excise taxes.
Obviously, such a step would end all
profits for the bootleggers and thereby
end all bootlegging. This conclusion is
clear and inescapable. But it is also
clear and inescapable that this simply
stated solution may be far from simple
to achieve.,

The Federal incentive proposal might help
to achieve this "simply stated solution," but
until all other efforts are exhausted, it may be
too radical an approach.
The enactment of Federal contraband legis-

lation and greater enforcement efforts by the
States can reduce bootlegging activity. The
size of the reduction that can be achieved is
difficult to estimate. Some experts have placed
it as high as one-third. However, even if this
great a reduction is achieved, many States will
continue to suffer substantial revenue losses
from cigarette bootlegging.

If bootlegging remains at an unacceptable
level after all reasonable enforcement efforts
have been tried, a Federal incentive plan as
outlined above or the Federal tax credit de-
scribed earlier in this chapter may become the
logical approach.

FOOTNOTES

'Report of the New York State Special Task Force on Ciga-
rette Bootlegging (Albany, N.Y.: Dept. of Taxation and Fi-
nance, May 1976).
9oint Committee of the American Bar Association, the
National Tax Association, and the National Association of
Tax Administrators, The Coordination of Federal, State
and Local Taxation, 1947, pp. 69-70.
382nd Congress, 2nd Session, House Report No. 2519, 1953,

p. 69.
'Thomas W. Calmus, "The Burden of Federal Excise Taxes
by Income Class," Quarterly Review of Economics and
Business, Vol. 10, 1970, pp. 17-23.
.New York State Special Task Force in Cigarette Bootleg-
ging, op. cit., p. 7.
',State of New York Commission of Investigation, Report
of an Investigation Concerning the Illegal Importation and
Distribution of Untaxed Cigarettes in New York State
(Albany, N.Y.: March 1972) p. 68.
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Chapter 6

Cigarette Tax Administration
State cigarette tax administrators have orga-

nized their collection activities to obtain the
revenue as close to the source as possible. The
result is that the tax is collected from the con-
signees who first receive cigarettes from the
manufacturers. These are primarily whole-
salers and large retail outlets that buy directly
from manufacturers. In all cases, tobacco
manufacturers have a record of cigarettes dis-
tributed to the dealers who are responsible for
the payment of State taxes—dealers who first
receive the cigarettes are liable for the tax.
Manufacturers do not have records that indi-
cate the subsequent distribution of cigarettes
to other wholesalers or retailers within or out-
.side the State.

USE OF STAMPS

In all but three of the 50 States, the payment
of the cigarette tax is evidenced by the affixa-
tion of a transfer stamp or a meter impression
on each pack of cigarettes. The exceptions are
Alaska, Hawaii, and Michigan.
To compensate the wholesale distributor for

the expense incurred by opening and repack-
aging cases and cartons to stamp each ciga-
rette pack, the stamps and impressions are sold
to the wholesaler at a discount from face value.
In 1975, these discounts totalled $86.6 million —
2.5 percent of the total face value of all stamps

and impressions furnished by the vendors. The
cost is borne by the States in the form of lower
revenue from the cigarette tax. This additional
cost results in either a higher State cigarette
tax, lower expenditures on enforcement activi-
ties, reduced State services, or higher rates on
other taxes. The question that must be answer-
ed is whether or not these costs are necessary
for effective administration of the cigarette
tax.
Stamps have been used as evidence of pay-

ment of cigarette taxes for several decades and
are established firmly as the primary means of
collecting the tax. Over the years, several
States have expressed interest in abandoning
stamps and using the return method of collec-
tion, but no action has been taken. Since 1947,
every State that has enacted a cigarette tax has
elected to use stamps or meter impressions.

DISTRIBUTOR DISCOUNTS

The use of stamps and impressions creates
two major administrative problems. Discounts
allowed to wholesale distributors make the
cigarette tax one of the most expensive taxes to
administer. In some States, the compensation
paid distributors exceeds the cost of affixing
tax indicia, thereby providing cigarette whole,
salers a source of income not enjoyed by other
businesses that collect taxes for the State.
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Table 14

State Cigarette Tax Rates and Discounts, July 1, 1976

Tax Rate

Discounts to Distributors
Statutory (In in Dollars per

Percont Uniess Shown Standard Casa of
State (Cents per Pock) (In Dollars or Cents) 12.000 Cigarettes

Alabama 12¢ 7.5 $540
Alaska. 8 1.0 0.48
Arizona 13 4.0;3.0;2.0b 3.12;2.34;1.56
Arkansas 17.75 3.8 4.047
California 10 0.85 0.51

Colorado 10 4.0 2.40
Connecticut 21 1.0 1.26
Delaware 14 3/10 or 1¢ per pack 1.80
Florida 17 2.9 and 2.0 applicable to 15¢ of taxb 2.61 and 1.80
Georgia 12 3.0 2.16

Hawaii. 40% of whine. price
Idaho 9.1 5.0 2.73
Illinois 12 1.67;1.33;1.00.67b 1.20;0.96;0.72;0.48
Indiana 6 4.0 1.44
Iowa 13 3.0 2.34

Kansas 11 3.25 2.145
Kentucky 3 6.0c 1.08
Louisiana 11 6.0 3.96
Maine 16 2.5 2.40
Maryland 10 3.25 1.95

Massachusetts 21 $1 60 per 600 stamps 1.60
Michigan. 11 1.0 0.66
Minnesota 18 2.5;2.0;1.55 2.70;2.16;1.62
Mississippi 11 8.0 5.28
Missouri 9 2.0 1.08

Montana 12 3.0d 2.16
Nebraska 13 5.0 3.90
Nevada 10 4.0 2.40
New Hampshire 12 2.75;2.375;2.0 1.98- 1.44
New Jersey 19 1.46 1.66

New Mexico 12 4.0;3.02.0b 2.88;2.16;1.44
New York 15 1.38 and 0.98b 1.044 and 0.882
North Carolina 2 7/244 per stamp 1.75
North Dakota 11 3.0 1.98
Ohio 15 3-13% of 14/15 of tax (3.11%). 2.80

Oklahoma 13 4.0 3.12
Oregon 9 1.67 mills per pack 1.00
Pennsylvania 18 3.0 3.24
Rhode Island 18 1.5 1.62
South Carolina 6 5.0 1.80

South Dakota 12 3.5 2.52
Tennessee 13 2.75;2.50;2.25;1.75b 2.145;1.950;1.755;1.365
Texas 18.5 2.75 3.0525
Utah 8 4.0 1.92
Vermont 12 3.2 2.304

Virginia 2.5 2.5¢ per carton 1.50
Washington 16 1.682 on 11¢, 1.11
West Virginia 12 4.0 2.88
Wisconsin 16 2.1 2.016
Wyoming 8 6.0 2.88
District of Columbia 13 2.0 1.56

(Footnotes on following page.)
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Table 14 (continued)

State Cigarette Tax Rates and Discounts, July 1, 1976

'Alaska, Hawaii, and Michigan do not use tax indicia in administering cigarette tax.

"The following States have graduated discounts:

Arizona: 4 percent on first $30.000 stamps per month; 3 percent of next $30,000; 2 percent of
 excess.

Florida: (applicable to 156 of tax) 2.9 percent of value of first 2 million stamps purchased dur
ing fiscal year; 2 percent of excess

Illinois; 1.87 percent on first $700,000 taxes paid during fiscal year; 1.33 percent of 
next $700,000; 1.0 percent of next $700,000; and 0.67 percent

of any additional purchases.

Minnesota: 2.5 percent on first $500.000 stamps purchased during fiscal y
ear; 2 percent on next $500,000; and 1.5 percent on additional purchases

New Hampshire: 2,75 percent on purchases up to $500.000 per year; 2.375 p
ercent on thereat $500,000: and 2 percent on additional purchases.

New Mexico: 4 percent on first $30,000 stamps purchased in any month; 3 percent of seco
nd $30,000; and 2 percent on additional purchases.

New York: 1.38 percent on purchases up to $1,500,000 during calendar year and 0.98 pe
rcent on additional purchases.

Tennessee: 2.75 percent on first 3.000 cases per fiscal year; 2.5 percent of next 3,000 cases, 2.
25 of next 9,000 cases; and 1_75 percent of excess.

'Kentucky allows a discount of 18e for each $3 of tax evidence

dMontana allows a discount of 8 percent on 4.56 of tax (3 percent of the full 120 
tax).

'Ohio allows a discount of 3-1/3 percent of 14/15 of the tax value of stamps (3.11 p
ercent of full 156 tax)

f Washington has different discounts applied to basic and added taxes up to 116 of a
s. A composite percentage discount figure is shown.

Source: Federation of Tax Administrators, Comparative Cigarette Tax 
Collections, Per Capita Cigarette Tax Collections, Per Capita Cigarette Consumption,

by States-1975 (Chicago, Ill.; September 1976)

These problems have been exacerbated in

recent years because State legislatures have

raised cigarette tax rates frequently and these

increases have often been accompanied by

higher payments to distributors. When a State

raises its cigarette tax rate, the amount of dis-

count per case increases proportionately, un-

less an adjustment is made.
Alexander C. Wiseman, in a 1968 doctoral

dissertation on the demand for cigarettes, com-
mented on this situation:

It is difficult to see why distributors
are given a percentage discount from
face value of stamps purchased, since
the cost of stamp affixing is not related
to the denomination of the stamps it-
self. A more logical procedure would
be to grant a discount of so much per
stamp purchased, and try to make the
discount per stamp equal to the cost of
affixing it. Under the present system
increases in tax rates, unless accom-
panied by appropriate decreases in
discount rates, result in increases in
the compensation per package stamp-
ed. Hence, total discounts to distribu-
tors increased from $45.9 million in
fiscal 1965 to $48.2 million in fiscal
1966, although State tax paid sales were
less in the latter period .... This
amounted to an increase of slightly
over 5 percent in the discount per
package for the United States as a

whole, although in the period no

States increased their discount rates

and several reduced them.,

The cost of cigarette tax -administration,

exclusive of discounts, is comparable to that of

other excise taxes. However, in the 47 States

(plus the District of Columbia) using stamps or

meter impressions, administrative expenses,

discounts, stamps, and enforcement activities

represent a significantly larger percentage of

collections than for any other major tax.

The percentage discount allowed distributors

ranges from 0.85 percent in California to 8

percent in Mississippi and 10 percent in Vir-

ginia. (See Table 14.) Ten States have a discount

rate of 5 percent or more and seven States

allow discounts of 2 percent or less. Graduated

discounts are used in eight States; the discounts

decline as the sale of stamps increase, on the

premise  that smaller distributors incur higher

stamping costs on a per case basis.
The statutory discount in itself does not

provide adequate information about costs to the
State because payments to distributors also
depend on the tax rate. For example, Idaho,
Nebraska, and South Carolina allow 5 percent
discounts. However, the payments to distribu-
tors per a standard case of 12,000 cigarettes
vary from $1.80 in South Carolina (where the
tax rate is 6 cents) to $2.73 in Idaho (9.1 cent
rate) and $3.90 in Nebraska (13 cent rate).
For a valid comparison of payments to dis-

tributors, the discount rate must be multiplied
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Distributors Discounts

No discount

up to $0.99
$1.00 - 1.49

$1.50 - 1.99

$2.00 - 2.49

$2.50 - 2.99
$3.00 - 3.99
$4.00 - 4.99
$5.00 and over

TOTAL

Table 15

Distribution of State Cigarette Discounts
Number of States
(includes D.C.)

3
8
12
10
8
6

2
51

Source: ACIR staff compilation from data in, Federation of Tax Ad-
ministrators, Comparative Cigarette Tax Collections, Per
Capita Cigarette Tax Collections, Per Capita Cigarette Con-
sumption, by State-1975 (Chicago, III.: September 1976).

by the tax on a case of cigarettes (600 packs x
tax rate) to determine the dollar amount of the
discount per case. The computation reveals that
the variance in discounts among the States is
even larger than indicated by the actual statu-
tory discounts. (See Table 14.) For the 47 States
using stamps, the discount per case varies from
51 cents in California to $5.28 in Mississippi.
The discounts range from $1.00 to $2.99 in about
75 percent of the States, with 43 percent be-
tween $1.50 and $2.49. (See Table 15.) These
wide differences prevail among the States even
though stamp-affixing procedures are generally
standardized throughout the country.
No evidence exists to demonstrate that the

variance in discounts is the result of regional
cost differences. For example, among western
States, the discounts vary from 51 cents in
California to $2.88 in Wyoming. In the South,
the discounts range from $1.08 in Kentucky to
$5.40 in Alabama. In the Midwest, distributors
are paid up to $1.20 in Illinois, $1.44 in Indiana,
and $3.90 in Nebraska.
In 1963, the cost of discounts was $42.8 mil-

lion-3.6 percent of net cigarette tax revenues.
By 1975, the cost of discounts had increased
102.3 percent to $86.6 million (2.5 percent of
net revenues). (If an adjustment is made for
North Carolina and Oregon, which did not have
cigarette taxes in 1963, the increase is 92.5
percent.) The increase is well in excess of the
75.2 percent rise in the U.S. consumer price
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index during the same period.
Total package sales of cigarettes increased

only 21.6 percent over the 12-year period com-
pared with the 102.3 percent increase in the cost
of discounts. As a result, the discount per pack
increased 63.2 percent between 1963 and 1973.
However, in the past 2 years, the rate of infla-
tion has been well in excess of the increase
in distributor discounts, narrowing the gap be-
tween discounts and the cost of affixing indicia.
Discounts as a percent of net revenues fell

because many States reduced their discounts as
rates increased. However, 16 States increased
or did not change their discounts despite in-
creased tax rates. Between January 1, 1972 and
July 1, 1974, nine States raised cigarette tax
rates and, of these, four made no change or
raised their percentage discounts, thereby
increasing their discounts in dollar terms.
During the same period, two States that did not
change their tax rate lowered their discount
and two States raised their discount. Between
January 1, 1975 and July 1, 1976, four States and
the District of Columbia (twice) raised their
tax rates and, in all cases but one, lowered the
percentage discount. Two States that did not
change their rate increased their discounts.
The wide range among the States in the

amount of the distributor discount per case and
the failure of many States to adjust discounts
as tax rates change demonstrates rather clearly
the lack of a relationship between distributor
costs and reimbursements received from the
States. There is little data available indicating
the appropriate level of reimbursement for af-
fixing indicia, but the few existing studies, indi'-
cate that overpayment of distributors by States
is the irule rather than the exception.2
The National Association of Tobacco Distri-

butors does not agree with this conclusion.
They have recently estimated the cost of affix-
ing indicia at 7.41 percent, which is higher
than the discount allowed in every State except
Alabama and Mississippi.
Some have suggested that the States have

been generous with discounts in an effort to
appease tobacco wholesalers, who are gener-
ally a major source of opposition to increases
in the cigarette tax rate. Whatever the reason,
there are ample grounds to question whether
or not States should continue to spend such
large sums for distributor discounts.
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States could rationally shift the basis of the

distributor discount to a fixed amount per

stamp and, to the extent possible, make the dis-

count equal to the cost of stamp affixing. Five

States currently have a discdunt based on a

fixed amount per stamp. In these States, the

cost per case of the discount varies from $1.00

to $1.80, which is well below the 50-State aver-

age of $3.13 per case.

STAMPS AS AN ENFORCEMENT AID

Stamps were introduced to provide evidence

that the cigarette tax was paid and to make tax

avoidance more difficult. Given the increase

in bootlegging and counterfeit stamping, there

is some reason to question whether or not un-

due reliance has been placed on the efficacy

of stamps and other indicia. The cost of affixing

stamps is so great that less money is spent on

law enforcement and auditing procedures than

'is needed to insure efficient collection of the

cigarette tax. It is difficult to make comparisons

between States that use stamps and those that

do not. Michigan is comparable to other States,

while Hawaii and Alaska do not border on oth-

er States and, thus, are not subject to smuggling

problems. Michigan's cigarette tax collections

appear to be as efficient and effective as any

other State's. (Although Michigan borders on a

low-tax State (Indiana), per capita sales in fis-

cal year 1975 were 4.5 percent above the nation-

al average.) Michigan is aided in its enforce-

ment efforts to an unknown extent by other

States' use of indicia. It is possible that if other

States stopped using stamps, Michigan would

have more enforcement problems.
State tax administrators have not indicated

any active interest in collecting the cigarette

tax without the use of indicia and there is no

evidence that such interest can be generated

in the near future. The general view of admin-

istrators is that the cigarette tax cannot be

collected without the use of stamps unless tax

rates become uniform.

CENTRALIZED CIGARETTE TAX

COLLECTION

Can the cigarette tax be collected effectively
by some method other than requiring distri-

butors to break open cases and affix indicia to

each pack?
Collection With Stamps. One approach would

be to collect the tax at the source by requiring

the manufacturer to imprint each State's indicia

at the packaging stage. However, the burden

placed on the manufacturer makes this pro-

posal impractical. Indicia could be affixed

easily, but the warehousing and transportation

problems would be substantial. The manufac-

turer would have to maintain at least 51 differ-

ent inventories for distribution to each State.

Because of such problems, this proposal has

garnered little support and has been strongly

opposed by cigarette manufacturers.
The major stumbling block to central collec-

tion of the cigarette tax at the manufacturing

level is the requirement that indicia be attached

to each package to evidence payment of the tax.

If this requirement were eliminated, many of

the problems that would otherwise be encoun-

tered in cigarette packaging, shipping, and

storing would be largely removed.
Collection Without Stamps. Under another

approach to centralized collection, the manu-

facturer would affix to the invoice the amount

of tax paid in the State to which the cigarettes

are being shipped. Packaging, storing, and
shipping routines would not be disturbed under

this proposal, and only a slight change in the

billing procedure would be required. The State

would take responsibility at the point of deliv-
ery. If the cigarettes are distributed to retail-

ers within the State, there would be no collec-

tion problems. If the cigarettes are sold to

retailers or distributors in other States with

different tax rates, adjustments would have to

be made on the distributors' tax returns. The

distributor would remit the additional tax due

to the State of receipt or claim a refund from

his own State. Each State would remit to an-

other State the precollected tax due on ship-

ments originally received in the State but

subsequently sold to retailers or distributors

in other States. The process would require

increased auditing and changes in the States'

accounting procedures, but most States could

meet these requirements with little difficulty.

The collection of the cigarette tax at the

manufacturing level would increase costs for

tobacco manufacturers, and they could be

expected to ask for reimbursement. States
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Table 16

Estimated Gross Cigarette Tax Revenue and Amounts Retained by
Distributors as Discounts for Affixation of Tax lndicia and

Compensation for Cost of Collection, 1975
Estimated Estimated Amounts

Gross Revenue Retained by Distributor
State (In thousands) (In thousands)
Alabama $ 49,412 $ 3.706
Alaska 4,492 45
Arizona 35,462 890
Arkansas 43,315 1,646
California 267,485 2,274
Colorado 33,252 1,330
Connecticut 72,184 722
Delaware 11,740 251
Florida 183,829 3,517
Georgia 72,957 2,189
Hawaii 9,164' 0
Idaho 9,106 455
Illinois 177,645 1,990
Indiana 52,080 2,083
Iowa 45,545 1,366
Kansas 31,397 1,020
Kentucky 23,261 1,396
Louisiana 56,374 3,382
Maine 23,883 597
Maryland 48,546 1,932
Massachusetts 125,856 1,873
Michigan 137,979 1,380
Minnesota 80,026 1.577
Mississippi 30,678 2,454
Missouri 58,537 1,171
Montana 10,838 325
Nebraska 23,365 1,168
Nevada 11,760 470
New Hampshire 26,940 741
New Jersey 170,340 2,487
New Mexico 13,953 468
New York 338.015 4.522
North Carolina 24,925 3,634
North Dakota 8,531 256
Ohio 198,108 6,161
Oklahoma 48,009 1,920
Oregon 30,953 574
Pennsylvania 249,456 7.484
Rhode Island 21,939 375
South Carolina 22,078 1,104
South Dakota 9,280 325
Tennessee 64,814 1,483
Texas 260,052 7,151
Utah 7,387 295
Vermont 9,169 293
Virginia 19,067 1,907
Washington 55,797 767
West Virginia 26,989 1,080
Wisconsin 83.720 1.758
Wyoming 4,671 280
District of Columbia 8,069 313

TOTALS $3.432,431 $86,577

'Includes nonsegregable amount of tobacco products
Source.- Federation of Tax Administrators. Comparative Cigarette Tax Collections by State-1975 (Chicago, Ill: September 1976).
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would also incur higher costs for increased
auditing. These costs, however, could easily
be met out of a small portion of the money
currently paid in the form of discounts to dis-
tributors. The money saved by the States could
be used to increase enforcement efforts, to
reduce the cigarette tax or other taxes, or to
provide increased government services.

In addition to the savings on discounts, the
States would benefit from an improved level of
tax compliance. The precollection of the States'
taxes would have the effect of a one-time
acceleration of the States' collections but the
date of accountability is a negotiable matter in
which the States might be disposed to accom-
odate the convenience of manufacturers.
The revenue involved in the restructure of

the cigarette tax collection process is about $87
million a year. (See Table 16.) The quality of
tax enforcement, administrative efficiency, and

the prudent expenditure of taxpayers' money
are also involved. Tax administrators and to-
bacco industry officials believe that the collec-
tion of the cigarette tax without stamps would
result in an increase in cigarette bootlegging
activity. Nonetheless, the collection of cigarette
taxes without stamps appears to warrant con-
tinuing consideration, particularly if cigarette
tax rates become more uniform.

FOOTNOTES

'Alexander C. Wiseman, "The Demand for Cigarettes in
the United States: Implications for State Tax Policy,"
doctoral dissertation, University of Washington, January
1968, pp. 95-96.
2ACIR, State-Federal Overlapping in Cigarette Taxes (Wash-
ington, D.C.: Government Printing Office, September
1964) pp. 43-44.
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Chapter 7

Cigarette Bootlegging
Impact on State Revenues

Cigarette bootlegging has a definite impact
on States through loss of revenues. In order to
judge the need for legislative action in fighting
cigarette smugglers, estimates have been devel-
oped that clarify the magnitude of the State
revenue losses involved. The total volume of
smuggling traffic must be based on indirect
measures, because bootleggers do not publish

data and law enforcement reports offer little
in the way of a comprehensive accounting of
smuggling. One indirect measure of smuggling
is the deviation of State per capita sales from
the U.S. average. Deviations for each State are
shown in Table 17. States that lose revenues
from bootlegging ideally would show up on the
table as below average in per capita sales,
while States that gain from bootlegging would
have above average per capita sales.
The problem with using these deviations

directly as a bootlegging measure is that they
are not entirely the result of bootlegging.
Cigarette demand studies in recent years have
indicated the importance of other variables
that significantly affect per capita cigarette
sales, many of which are unrelated to boot-
legging. Thus, the deviation measure alone
lacks the requisite accuracy to measure rev-
enue losses due to bootlegging.

SOCIAL AND DEMOGRAPHIC

FACTORS

One reason States have different per capita
cigarette sales is because people's tastes and
preferences differ. The age distribution of the
population, for example, is likely to be a key
determinant of per capita cigarette sales be-
cause adults are the main consumer group.
A State with a relatively large percentage
of the population over the legal age should
have higher per capita sales, other elements
being equal.
The percent of resident population exempt

from the cigarette tax also may lead to varia-
tions in per capita sales data. Military person-
nel and Indians on reservations are exempt
from both cigarette excise and sales taxes, but
nonetheless they are included in the State
population count. Because sales data is only
available for tax-paid cigarettes, States with
large exempt populations will have lower per

capita sales than the average, other elements
being equal.

Tourist populations, which are, of course, not
counted in the resident population, tend to have

the opposite effect on per capita sales. States
that benefit from tourism generally have high
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per capita sales. This effect is particularly pro-
nounced for States with small resident popula-
tions, such as Nevada. Per capita cigarette
sales in Nevada were 57 percent higher than
the U.S. average in fiscal year 1975, largely be-
cause of tourism.
Other social and demographic variables that

are associated with variations in State per
capita sales include religion, region, and the
male-female population ratio. The existence of
a large religious population that explicitly

forbids smoking can significantly reduce a
State's per capita sales. For example, the Mor-
mon population in Utah helps explain its per
capita sales at half the national average.
The male-female ratio may also be related to

the level of smoking. (See Table 18.) Surveys
indicate that a larger proportion of men than
women smoke cigarettes. States with high
male-female ratios should be high in per
capita sales, other elements being equal. How-
ever, the statistical evidence of the link be-

Table 17

Deviation of State Per Capita Sales from National Average

(Fiscal Year 1975)

Deviation
Actual From

Per Capita National
Sales Average'

State (Packs) (Packs)
United States, Average 130.9
Alabama 111.7 -19.2
Alaska 150.4 19.5
Arizona 121.8 -9.1
Arkansas 114.8 -16.1

California 127.1 -3.8
Colorado 131.0 0.1
Connecticut 110.2 -20.7
Delaware 147.6 16.7
District of Columbia 176.5 45.6

Florida 131.9 1.0
Georgia 122.9 -8.0
Hawaii 92.4 -38.5
Idaho 123.3 -7.6
Illinois 131.8 0.9

Indiana 162.4 31.5
Iowa 120.5 -10.4
Kansas 123.4 -7.5
Kentucky 223.0 92.1
Louisiana 133.6 2.7

Maine 140.7 9.8
Maryland 146.1 15.2
Massachusetts 126.1 -4.8
Michigan 136.8 5.9
Minnesota 111.5 -19.4

Mississippi 116.8 -14.1
Missouri 135.6 4.7
Montana 123.7 -7.2
(Continued)
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tween smoking and sex is weak; at least one

study has found sex to be insignificant in ex-

plaining variations in State per capita sales.,

The regional differences in per capita sales

originally may have been associated with the

factors discussed above and have since taken

on an importance of their own. The justifica-

tion for this is the habit-forming nature of

smoking. Thus, States that originally had large

religious memberships with groups intolerant of

smoking may still have low per capita sales de-

spite a relative decline in religious population.

Related to the regional variable is the geo-

graphical distribution of the population, with

population density and the urban-rural pop-

ulation ratio as the most likely variants that

could be applied to explain variations in per

capita sales. The rationale behind this factor

is that cigarette smoking is a social phenomenon

more common among dense populations than

among widely scattered individuals.
Tastes and preferences as influenced by

Table 17 (continued)

Deviation of State Per Capita Sales from National Average

(Fiscal Year 1975)

(State continued)

Actual
Per Capita

Sales
(Packs)

Deviation
From

National
Average'
(Packs)

Nebraska 114.1 -16.8

Nevada 205.2 74.3

New Hampshire 269.1 138.2

New Jersey 122.3 -8.6

New Mexico 103.1 -27.8

New York 123.9 -7.0

North Carolina 226.0 95.1

North Dakota 117.9 -13.0

Ohio 122.5 -8.4

Oklahoma 132.9 2.0

Oregon
154.4 23.5

Pennsylvania 114.6 -16.3

Rhode Island
154.7 23.8

South Carolina
130.5 -0.4

South Dakota
113.5 -17.4

Tennessee
117.4 -13.5

Texas
116.0 -14.9

Utah
75.8 -55.1

Vermont
155.5 24.6

Virginia
152.7 21.8

Washington
99.5 -31.4

West Virginia
123.2 -7.7

Wisconsin 113.5 -17.4

Wyoming 160.7 29.8

'Weighted average of all taxing States.

Source: ACIR staff compilation from data In, Tobacco Tax Council, 
Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 10,

Table 11, p. 22.
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advertising may have a large effect on cigarette
consumption over time. But it is not clear
whether advertising creates any variation in
per capita sales among States.

ECONOMIC FACTORS

Price and income effects on the demand for
cigarettes are probably as important as the
social and demographic variables in explaining
variations in State per capita cigarette sales.
According to elementary supply-demand
theory, if a cigarette is a normal good, then per
capita sales will be directly related to per
capita income. Most cigarette demand studies
postulate such a relationship; that is, States
with high per capita income have high per
capita sales, other elements being equal.
An even more fundamental law of economics

dictates that as the price rises, the quantity de-
manded falls; hence, States with high-priced
cigarettes will have low consumption, other
elements equal. Although the extent to which
demand is responsive to price is a debatable
question, even with a relatively unresponsive
demand the effect may be substantial because
price varies considerably from one State to an-
other. This price differential is almost totally
the result of the difference in State sales and
excise taxes. The important point to be made
here is that high taxes (or high prices) generally
reduce consumption, other elements being
equal, and even if tax differentials had no ef-
fect on bootlegging, there would be lower con-
sumption in high-tax States.

FACTORS AFFECTING BOOTLEGGING

Although all the aforementioned economic,
social, and demographic variables have a signi-
ficant impact on per capita sales, cigarette boot-
legging still is believed to cause a large share
of the interstate variation in cigarette sales.
Because no direct data is available on bootleg-
ging, one must examine the factors that deter-
mine bootlegging and measure their effects on
per capita cigarette sales.
The most commonly recognized determinant

of bootlegging is the tax differential (or price
differential) between a State and its closest
neighbors. If a State has a higher tax on ciga-
rettes than its neighboring border States, the
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Item

All current smokers
Male

Female

Ago

12-13

14-15

16-17

18-21

22-25

26-34

35-49

50 and over

Race

White

Other

Region

Northeast

North Central

South

west

Table 18

Cigarette Smoking Incidence Related to
Demographic Characteristics, United States

(September - October 19721)

Percent of Sample'

Adults Youth

(18 and over) (ages 12-17)

38

42

34

42

47

48

44

24

37

46

38

35

42

35

17

17

17

4

16

32

16

19

17

16
'U.S. Commission on Marijuana and Drug Abuse, Drug Use In
America: Problems in Perspective (Washington, D.C.: 1973) P. 46.

'Figures are not additive; thus, they do not total 100 percent. Sample
size was: adults, 2,411; youth, 880.
Source: Robert H. Miller, "Factors Affecting Cigarette Consumption,"

paper presented at 1974 National Tobacco Tax Association
annual meeting.

border States will gain in per capita sales from
the bootlegging of cigarettes to the high-tax
State, while the high-tax State in turn will ex-
perience low per capita sales, other elements
being equal.
Revenue gains and losses resulting from the

tax differential between bordering States are
generally due to either casual smuggling or
organized smuggling. Organized smuggling is
heaviest in the Northeast and Midwest. In these
States, the ultimate consumer is generally
responsible for only a small portion of cigarette
smuggling, with the remaining part perpetrated
by enterprising distributors or criminal ele-
ments, often on a large scale. (In some cases,
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such as the along Massachusetts-New Hamp-

shire border, the majority of smuggling prob-

ably is done by the ultimate consumer.)

The amount of smuggling depends on other
factors in addition to the tax differential, such
as the accessibility of retail outlets in the low-
tax State to significant population centers in
the high-tax State. Thus, length of border, popu-
lation, and distance of population from the

border all affect the magnitude of bootlegging
gains and losses, which cause State per capita

sales to vary.
Large-scale interstate smuggling, often over

long distances, such as the smuggling of ciga-

rettes from North Carolina to New York, has

little to do with border State tax differentials.

It depends on the differential between the high-

tax, receiving State and the low-tax State from

which the contraband originates. Only the

lowest taxing State in a region is likely to

benefit from this type of bootlegging, and, in

general, the higher the State tax, the more like-
ly the State will lose in per capita sales from

interstate smuggling.

Other important factors related to both
across-border and interstate smuggling are the

distance between State population centers and

the risk of arrest and seizure of contraband.

Increased law enforcement activity could

alter the pattern of interstate bootlegging by

increasing the risk component of the cost of

bootleg cigarettes from certain key, low-tax

States. But without an overall, 50-State effort,

only the pattern would be affected and bootleg-

ging could continue from other low-tax, low-

risk States.

RESULTS OF THE STATISTICAL

ANALYSIS

Multiple regression analysis was employed

in this study to determine the factors that

best explain per capita cigarette sales among

the States in 1975. The resulting per capita sales

estimates were compared to the estimated per

capita sales for each State, assuming that only

nonbootlegging factors determine demand and

that average per capita sales for the 50 States

is the same with or without bootlegging. This

method allows a comparison between sales

under the present bootlegging conditions and

sales as if bootlegging could be eliminated,

given the present tax structure.
Among the variables deemed significant in

explaining per capita cigarette consumption

in 1975 are tourism, religion, region, age distri-

bution of population, per capita income, ciga-

rette and sales tax rates, cigarette price, and the

price eifferential between border States. For

the purpose of estimating per capita sales, the

tax rate was used instead of the price because

most variations in price are due to tax varia-

tions and because the tax rate was more signi-

ficant in explaining per capita sales. The

urban-rural, male-female, advertising, and

military exemption variables were excluded

both for simplicity and because previous stud-

ies indicated they were relatively unimportant

or insignificant. Likewise, population density

and the percent of population living on Indian

reservations were found to be statistically

insignificant. (For a detailed discussion of the

model tested and the estimates obtained, see

Appendix B.)
For each State, estimated per capita sales

figures were multiplied by the State cigarette

excise tax rate, the State sales tax rate, and the

average local cigarette tax rate to obtain the

estimated current revenue from the sale of ciga-

rettes. (See Table 19, column 1.)
One way to assess the cost of the present

pattern of cigarette tax differentials and the

bootlegging that accompanies the differentials

is to compute the hypothetical per capita sales

that would result if no bootlegging occurred.

Estimated revenues are computed by applying

the current State tax rates to the hypothetical

per capita sales figures. A comparison of these

revenue estimates with those obtained earlier

is also presented in Table 19.

The gain and loss estimates in columns 3 and

4 of Table 19 give a rough indication of which

States gain or lose from bootlegging. (The

method used to estimate hypothetical per capita

sales is detailed in Appendix B.) Briefly, this

method allows per capita sales to vary among

the States only to the extent that the States

differ with respect to variables deemed unre-

lated to bootlegging. These variables include

tourism, religion, per capita income, and

region. The tax on cigarettes also was included,

but only to the extent that it affects consump-

tion. The values of these factors for each State
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were multiplied by the regression coefficients
previously obtained to provide hypothetical
per capita sales figures for each State. These
were in turn scaled to constrain the mean value
of the hypothetical estimates to equal that of
the previous estimates.

All estimates of bootlegging losses and gains
face the extreme statistical problem of predict-
ing what would happen if we lived in a world
much different from the present, and they are
all subject to a certain degree of error.
The estimates produced by this methodology

are in some cases lower than those produced
by the individual States. For example, the
New York State Special Task Force on Cigarette
Bootlegging has estimated the fiscal year 1975

revenue loss due to bootlegging at $78 million.
This estimate assumes that New York cigarette
sales as a percentage of U.S. consumption are
the same today as in the prebootlegging era -
i.e., before 1965. It does not, however, take into
account changes in income, population mix, tax
rate, and price in New York relative to the Na-
tion. For example, in 1964 the average cigarette
tax rate nationwide was 5.6 cents and the New
York tax rate was 5 cents. In 1975, the U.S.
average tax rate was 12.2 cents and the New
York tax rate was 15 cents; the 8 cent New York
City cigarette tax and the sales tax on cigarettes
increased the tax burden on cigarettes in New
York even further above the U.S. average ciga-
rette tax.

Table 19
Cigarette Tax Evasion-Winners and Losers

(Dollar Amounts in Millions)

Estimated Cigarette Tax Revenues 

Assuming No

Estimated
Gain or

Lou (-)

Gain or
Loss (-)

as Percent
State Current Levels' Tax Evasion' (Col. 1-Col. 2) of Col. 1

(1) (2) 13) (4)
Alabama $ 641 $ 71.0 $ -6.9 -10.8%
Alaska 4 1 3.9 0.2 4.9
Arizona 36 1 39.5 -3.4 -9.4
Arkansas 41 1 47.6 -6.5 -15.8
California 360.5 376.5 -16.0 -4.4

Colorado 34.4 34.1 0.3 0.9
Connecticut 75.6 90.7 -15.1 -20.0
Delaware 11.5 11.7 -0.2 -1.7
District of Columbia 11.3 11.1 0.2 1.8
Florida 204.3 240.0 -35.7 -17.5

Georgia 82.8 85.6 -2.8 -3.4
Hawaii NA NA NA NA
Idaho 10.5 10.2 0.3 2.9
Illinois 221.6 243.3 -21.7 -9.8
Indiana 58.6 54.6 4.0 6.8

Iowa 56.1 60.1 -4.0 -7.1
Kansas 37.8 39.4 -1.6 4.2
Kentucky 38.1 24.8 13.3 34.9
Louisiana 61.0 63.1 -2.1 -3.4
Maine 20.4 22.5 -2.1 -10.3

Maryland 70.8 70.6 0.2 0.3
Massachusetts 122.0 134.1 -12.1 -9.9
Michigan 160.1 167.0 -6.9 -4.3
Minnesota 82.0 94.2 -12.2 -14.9
Mississippi 36.0 37.3 -1.3 -3.6

Missouri 81.5 86.5 -5.0 -6.1
Montana 11.0 11.3 -0.3 -2.7
Nebraska 26.5 28.2 -1.7 -6.4
(Continued)
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Between 1964 and 1975, the average retail

price of cigarettes in New York increased 91.4

percent, while the average U.S. price increased

capita personal income increased only 106.2

percent, while U.S. average per capita personal

income increased 126.7 during this same time

period.
All these factors could account for the fact

that in 1975, New York per capita cigarette sales

were 5.4 percent below the U.S. average, while

in 1964 sales were 13.6 percent above the U.S.

average. It follows that the New York estimate

of revenue loss due to bootlegging is probably

overstated. Many of the estimates of bootleg-

ging revenue losses are deficient in that they

do not consider the effect on demand of a

change in price nor of the changes in other

demographic and economic factors, such as

population and income.
An analysis of the ACIR estimates of boot-

legging losses and gains leads to the following

conclusions:

• Although many States are only mini-
mally affected by smuggling, more States

lose from bootlegging than gain. Among
those States substantially affected in

terms of the percent of cigarette revenue
foregone are Connecticut (20.0 percent),

Washington (18.8 percent), Florida (17.5

percent), New York (17.4 percent),
Texas (17.3 percent), Arkansas (15.8 per-

Table 19

Cigarette Tax Evasion-Winners and Losers

(Dollar Amounts in Millions)

(cOntinuedl

Estimated Cigarette Tax Revenues 

Assuming No

Current Levels' Tax Evasion'

(2)

Estimated

Gain or

Loss (-)

(Col. (-Col. 2)

(3)

Gain or

Loss (-1

as Percent

of Col. 1

(4)

Nevada 13.5 13.1 0.4 3.0

New Hampshire 24.2 12.9 11.3 46.7

New Jersey 169.4 1954. -26.0 -15.3

New Mexico 16.8 17.8 -1.0 -6.0

New York 414.5 486.8 -72.3 -17.4

North Carolina 49.0 32.4 16.6 33.9

North Dakota 10.3 10.5 -0.2 -1.9

Ohio 26.3 223.2 -16.9 -8 2

Oklahoma 43.8 45.0 -1.2 -2.7

Oregon 29.7 28.2 1.5 5 1

Pennsylvania 262.7 298.3 -35.6 -13.6

Rhode island 17.4 17.7 -0.3 -1.7

South Carolina 32.2 30.8 1.4 4.3

South Dakota 10.1 10.2 -0.1 -1.0

Tennessee 77.5 85.3 -7.8 -10.1

Texas 249.0 292.1 -43.1 -17.3

Utah 9.5 9.2 0.3 3.2

Vermont 9.1 8.1 1.0 11,0

Virginia 49.1 46.6 2.5 5.1

Washington 70.3 83.5 -13.2 -18.8

West Virginia 32.6 34.5 -1.9 -5.8

Wisconsin 95.9 109.5 -13.6 -14.2

Wyoming 4.4 4.2 0.2 4.5

TOTAL $3,917.0 $4,254.2 -$337.1. 8.6%

'Total includes State and local cigarette tax, plus State sales tax.

Current tax rats are applied to estimated per capita sales.

'Current rates are applied to hypothetical per capita sales,

'The total loss to the "losing" States is $390.0 million.

Seance.' ACIR staff estimates based on cross-section analysis 01 1075 cigarette sales for 49 Stat
es and the District of Colurnbia see Appendix B
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cent), New Jersey (15.3 percent), Wis-
consin (14.2 percent), Pennsylvania (13.6
percent), and Minnesota (14.9 percent).
The States gaining the most from boot-
legging in terms of percent of cigarette
revenues are New Hampshire (46.7 per-
cent), Kentucky (34.9 percent), North
Carolina (33.9 percent), Vermont (11.0
percent), Indiana (6.8 percent), Virginia
(5.1 percent), and Oregon (5.1 percent).

• Total revenue losses exceed total rev-
enue gains. The sum of State revenue
losses amounted to $390.8 million as
opposed to $53.7 million gained by low-
tax States. The result is a $337.1 million
net loss in tax revenues for the States
as a whole. The States losing the most
revenues are New York ($72.3 million),
Texas ($43.1 million), Pennsylvania
($35.6 million), Florida ($35.7 million),
and New Jersey ($26.0 million). The low-
tax States gaining the most revenue from
bootlegging include North Carolina
($16.6 million), Kentucky ($13.3 million),
New Hampshire ($11.3 million), Indiana
($4.0 million), and Virginia ($2.5 million).
One obvious reason for this imbalance is
the large tax per pack lost in the high-tax
States compared to the low tax per pack

gained by low-tax States. Thus, there are
more big losers than big winners, and the
amounts lost far exceed the amounts
gained.

These estimates encompass some sources of
gain and loss other than cigarette bootlegging
from one State to another. The imbalance be-
tween losses and gains is due in part to the fact
that some bootlegging losses are the result of
the tax-free sales of cigarettes at Indian reser-
vations and military bases as well as smuggling
from Mexico. Such losses are not gained by oth-
er States. The imbalance is also due to statisti-
cal error, which suggests that either the losses
are overstated, the gains understated, or both.
These estimates, nonetheless, provide a good
scale to judge the bootlegging problem of one
State relative to another. Moreover, they seem
reasonable compared to other estimates, such
as those produced by the New York State
Special Task Force on Cigarette Bootlegging.

FOOTNOTES

'Paul B. Manchester, "An Econometric Analysis of State
Cigarette Taxes, Prices, and Demand, With Estimates of
Tax-Induced Interstate Bootlegging," a thesis submitted to
the University of Minnesota, August 1973, pp. 37-38.



S9

Appendicies
Appendix A Selected Statistics on Cigarette Taxes

Appendix B Description of Statistical Methodology Used to Estimate

Cigarette Sales and Revenue Impact of Cigarette Bootlegging

Appendix C Proposed Federal Legislation to Implement ACIR Recommen-

dations With Respect to Cigarette Bootlegging

Appendix D Testimony Presented to the Advisory Commission on Inter-
governmental Relations, December 16, 1976





91

Appendix A

Selected Statistics on Cigarette Taxes

Table A-1

Municipal Cigarette Tax Rates for Selected States, FY 1975

Per Capita Per Capita

Weighted Number of Sales in Sales in

Number of Tax Average Packs Taxed Taxing Localities as

Jurisdictions Rate Tax Rate Total Locally Localities Percent of State

State Levying Tax (Cents) (Cents) Revenue (in thousands) (Packs) Average

Alabama 1 237 1-5 NA $8,617,135 N A2 NA NA

Missouri 101 1-10 4.9 18,711,066 383,458 105.7

Illinois 23 5 5 18,331,618 366,632 112.2 85.1

New Jersey 1 4 3 3 247,323 8,244 190.0 155.4

New York 1 5 4, 7 & 86 6 45,410,075 755,483 99.8 80.5

Tennessee 27 1 1 912,462 91,246 125.6 107.0

Virginia 21 2-10 6.5 13,004,215 198,723 97.6 63.9

N.A. Not available

'Some Alabama data is for fiscal year 1974.

2Jurisdictions taxing cigarettes represent 75.3 percent of State population.

'Chicago and Rosemont.

'Atlantic City.
,New York City.

"Eight cents effective January 1, 1976.

'City of Memphis and Shelby County.

Source: ACIR staff compilation from data provided by the Tobacco Tax Council, Inc., Richmond, Va.
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Table A-2

Per Capita Cigarette Sales and Tax Rates by Region,

and Tax-Paid Sales by State and Region, FY 1975

Per Capita

Sales 

Average Tax

Rate
Weighted

Tax Rate'

Tax-Paid

Sales (in

Millions

of Packs)

New England 135.7 16.67 18.80 1,654.7
Maine 147.3
New Hampshire 217.4

Vermont 73.1
Massachusetts 731.6
Rhode island 145.0
Connecticut 340.3

Middle Atlantic 120.7 17.33 16.70 4,496.3
New York 2,243.7
New Jersey 896.1
Pennsylvania 1,356.5

East North Central 132.1 12.00 11.92 5,412.2
Ohio 1,315.7

Indiana 865.8
Illinois 1,467.5
Michigan 1,244.8
Wisconsin 518.4

West North Central 122.1 12.43 12.41 2,037.5
Minnesota 436.8
Iowa 344.0
Missouri 647.9
North Dakota 75.1

South Dakota 77.4

Nebraska 176.1

Kansas 280.2
South Atlantic 149.0 9.83 8.61 5,022.9

Delaware 84.6
Maryland 598.0
District of Columbia 127.6
Virginia 749.4
West Virginia 220.6
North Carolina 1,211.9

(Continued)
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Table A-2 (continued)

Per Capita Cigarette Sales and Tax Rates by Region,

and Tax-paid Sales by State and Region, FY 1975

Per Capita Average Tax Weighted

Tax-Paid
Sales (in
Millions

(continued) Sales Rate Tax Rate2 of Packs)

South Carolina 363.3

Georgia 600.1

Florida 1,067.4

East South Central 140.6 9.75 8.51 1,904.3

Kentucky 748.6

Tennessee 484.6

Alabama 399.6

Mississippi 271.5

West South Central 119.8 15.06 16.02 2,497.1

Arkansas 236.8

Louisiana 502.9

Oklahoma 360.0

Texas 1,397.4

Mountain 120.2 10.26 10.70 1,158.7

Montana 647.9

Idaho 98.5

Wyoming 57.7

Colorado 327.1

New Mexico 115.7

Arizona 262.3

Utah 88.9

Nevada 117.6

Pacific 123.4 10.80 10.49 3,481.6

Washington 345.7

Oregon 349.9

California 2,657.0

Alaska 399.6

Hawaii 78.3

'Per capita sales by State is included in Table 2 (Chapter 2).

2Weighted by total cigarette consumption.

Source: ACIR staff compilation from data in Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 10,

Table 7, p. 12; Table 10, p. 19; Table 11, p. 22.
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Table A-3

Retail Price of Cigarettes by State
(As of November 1, 1975)

Weighted
Average Price

State and Federal
Cigarette Taxes

Retail Price
Less State andState per Pack per Pack Federal Taxes

Alabama 50.46 20.0¢ 30.4¢Alaska 48.3 16.0 32.3Arizona 49.1 21.0 28.1Arkansas 50.9 25.75 25 15California 48.3 18.0 30.3Colorado 44.8 18.0 26.8Connecticut 57.6 29.0 28.6Delaware 50.1 22.0 27.9District of Columbia 47.8 14.0 33.8Florida 55.9 25.0 30.9Georgia 47.9 20.0 27.9Hawaii 46.6 18.0 28.6Idaho 42.5 17.1 28.4Illinois 48.4' 20.0 28.4Indiana 38.7 14.0 24.7Iowa 47.8 21.0 26.8Kansas 46.6 19.0 27.6Kentucky 36.0 11.0 25.0Louisiana 48.1 19.0 29.1Maine 49.9 24.0 25.9Maryland 46.1 18.0 28.1Massachusetts 57.4 29.0 28.4Michigan 47.9 19.0 28.9Minnesota 52.1 26.0 26.1Mississippi 46.4 19.0 27.4Missouri 44.7' 17.0 27.7Montana 45.3 20.0 25.3Nebraska 46.8 21.0 25.8Nevada 44.9 18.0 26.9New Hampshire 43.9 20.0 23.9New Jersey 53.6' 27.0 26.6New Mexico 49.5 20.0 29.5New York 54.2' 23.0 31.2North Carolina 35.8 10.0 25.8North Dakota 45.9 19.0 26.9Ohio 48.5 23.0 25.5Oklahoma 46.4 21.0 25.4Oregon 42.4 17.0 25.4Pennsylvania 52.3 26.0 26.3Rhode Island 52.2 26.0 26.2South Carolina 41.0 14.0 27.0South Dakota 45.0 20.0 25.0Tennessee 48.3' 21.0 27.3Texas .53.3 26.5 28.8Utah 43.4 16.0 27.4Vermont 47.1 20.0 27.1Virginia 37.9' 10.5 27.4Washington 53.0 24.0 29.0West Virginia 48.4 20.0 28.4Wisconsin 51.3 24.0 27.3Wyoming 42.6 16.0 26.6Average (Median)
for All States 47.9¢ 20.0¢ 27.3¢

•Average prices shown here do not include cigarette taxes that are imposed by one or more municipalities in the seven States identified.Source.. ACIR staff compilation from data In. Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.. 19751 Vol. 10, Table 13, p 53.
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Table A-3

Retail Price of Cigarettes by State

(As of November 1, 1965)
Weighted

Average Price

State and Federal

Cigarette Taxes

Retail Price
Less State and

Mate per Pack per Pack Federal Taxes

Alabama 31.54' 15.06 16.50

Alaska 34.4 16.0 18.4

Arizona 29.6 14.5 15.1

Arkansas 30.3 16.0 14.3

California 25.5' 11.0 14.5

Colorado 27.1• 13.0 14.1

Connecticut 30.1 16.0 14.1

Delaware 31.0 15.0 16.0

District of Columbia 24.1 10.0 14.1

Florida 30.0 16.0 14.0

Georgia 30.6 16.0 14.6

Hawaii 31.3 16.0 15.3

Idaho 29.8 15.0 14.8

Illinois 30.0 15.0 15.0

Indiana 28.8 14.0 14.8

Iowa 31.6 16.0 15.6

Kansas 30.5 16.0 14.5

Kentucky 24.7 10.5 14.2

Louisiana 30.0 16.0 14.0

Maine 29.6 16.0 13.6

Maryland 28.2 14.0 14.2

Massachusetts 31.0 16.0 15.0

Michigan 29.2 15.0 14.2

Minnesota 30.3 16.0 14.3

Mississippi 31.8 17.0 14,8

Missouri 26.2' 12.0 14.2

Montana 30.9 16.0 14.9

Nebraska 29.6 16.0 13.6

Nevada 29.9 15.0 14.2

New Hampshire 25.9 12.5 15.0

New Jersey 30.1• 16.0 14.1

New Mexico 30.4' 16.0 14.4

New York 34.6' 18.0 16.6

North Carolina 21.7 8.0 13.7

North Dakota 30.2 16.0 14.2

Ohio 26.3 13.0 13.3

Oklahoma 30.4 16.0 14.4

Oregon 21.9 8.0 13.9

Pennsylvania 29.8 16.0 13.8

Rhode island 30.0 16.0 14.0

South Carolina 26.2 13.0 13.2

South Dakota 30.5 16.0 14.5

Tennessee 29.5' 15.0 14.5

Texas 33.8 19.0 14.8

Utah 30.8 16.0 14.8

Vermont 32.5 18.0 14.5

Virginia 24.7' 11.0 13.7

Washington 34.7 19.0 15.7

West Virginia 28.4 14.0 14.4

Wisconsin 32.1 18.0 14.1

Wyoming 26.5 12.0 14.5

Average (Median

for All States) 30.00 16.00 14.00

•Average prices shown here do not Include cigarette taxes that are imposed by one or more municipalities in the nine States Identified.

Source ACIR staff compilation from data In. Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 1975) Vol. 10. Table 13, p. 58.
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Table A-3
Retail Price of Cigarettes by State

(As of October 1, 1960)
Weighted•

Average Price
State and Federal
Cigarette Taxes

Retail Price
Less State andState per Pack per Pack Federal TaxesAlabama 28.40 14.05 14.40Alaska 29.3 13.0 16.3Arizona 23.7 10.0 13.7Arkansas 27.0 14.0 13.0California 25.2 11.0 14.2Colorado 20.9 8.0 12.9Connecticut 24.1 11.0 13.1Delaware 24.6 11.0 13.8District of Columbia 23.3 10.0 13.3Florida 25.7 13.0 12.7Georgia 26.7 13.0 13.7Hawaii 26.3 11.9 14.4Idaho 26.3 13.0 13.3Illinois 25.9 11.0 14.9Indiana 24.2 11.0 13.2lowa 25.4 12.0 13.4Kansas 24.8 12.0 12.8Kentucky 23.8 10.5 13.3Louisiana 30.3 16.0 14.3Maine 26.4 13.0 13.4Maryland 24.9 11.0 13.9Massachusetts 27.7 14.0 13.7Michigan 27.7 14.0 13.7Minnesota 26.6 13.5 13.1Mississippi 26.9 14.0 12.9Missouri 23.2 . 10.0 13.2Montana 30.2 16.0 14.2Nebraska 25.5 12.0 13.5Nevada 25.9 11.0 14.9New Hampshire 24.0 11.5 12.5New Jersey 26.3 13.0 13.3New Mexico 26.9 13.0 13.9New York 25.8 13.0 12.8North Carolina 20.6 8.0 12.6North Dakota 27.0 14.0 13.0Ohio 26.0 13.0 13.0Oklahoma 26.1 13.0 13.1Oregon 20.6 8.0 12.6Pennsylvania 26.8 14.0 12.8Rhode Island 26.6 14.0 12.8South Carolina 26.3 13.0 13.3South Dakota 26.8 13.0 13.8Tennessee 26.1 13.0 13.1Texas 28.7 16.0 12.7Utah 26.2 12.0 14.2Vermont 27.4 15.0 12.4Virginia 24.5 11.0 13.5Washington 28.5 14.0 14.5West Virginia 26.2 13.0 13.2Wisconsin 25.8 13.0 12.8Wyoming 25.6 12.0 13.6Average (Median)

for All States 26.10 13.00 13.16'Prices do not include municipal cigarette taxes
Source. ACIR staff compilation from data in, Tobacco Tax Council, Inc.. The Tax Burden on Tobacco (Richmond, Va 1975) Vol. 10, Table 13. p 68.
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Table A-4

Per Capita Sales by Tax Rate, FY 1975

Tax Paid

Sales (in State Per Capita

Tax Rate Millions Population Sales (In Percent of U.S.

(Cents) of Packs) (In Thousands) Packs) Average

2-64 4,664.6 26,757 174.4 133.2%

8-12 10,110.4 78,530 128.8 98.4

13-15 5,416.0 43,925 123.3 94.2

18+ 7,474.3 63,912 117.0 89.4

Source: ACIR staff compilation from data in, Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond, Va.: 19751 Vol 10, Table

10, p. 19; Table 11, p. 22; and U.S. Bureau of the Census, Population Estimates and Projections (Washington. D.C.: Government

Printing Office, January 19761.

Table A-5

Reservation Indian Population

(States with Greater Than 1 Percent)
Percent of State Population

Alaska 18.8%

New Mexico 7.6

Arizona 6.5

South Dakota 4.5

Montana 3.3

Oklahoma 3.2

North Dakota 2.3

Nebraska 1.7

Wyoming 1.3

Nevada 1.0

Source: Taylor, Theodore W., The States and Their Indian Citizens (U.S Department of Interior. Bureau of Indian Affairs: Go
vernment

Printing Office, 1972) Appendix D.
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Table A-6
Estimated Tax Loss Due to Exemption of
Tobacco Sales on Military Bases, FY 1973

Tobacco
Tax Loss

(In Thousands)

Parcent of Gross
Cigarette
and Other

Tobacco Tax.
Alabama S 3.949 8 7%
Alaska 896 27.4
Arizona 768 3.0
Arkansas 1,363 3.5
California 22,583 8.9
Colorado 2,703 8.3
Connecticut 1,731 2.5
Delaware 590 4.8
District of Columbia 1,731 2.5
Florida 13,751 8.4
Georgia 5,425 7.9
Hawaii 1,993 28.0
Idaho 227 2.5
Illinois 3,281 2.0
Indiana 344 0.7
Iowa
Kansas 1,533 5.3
Kentucky 582 2.9
Louisiana 2,328 4.4
Maine 843 4.2
Maryland 1,389 4.2
Massachusetts 3,458 3.1
Michigan 1,045 0.8
Minnesota 282 0.4
Mississippi 1,688 6.7
Missouri 1,226 2.2
Montana 397 3.8
Nebraska 1,068 5.1
Nevada 619 5.9
New Hampshire 504 2.0
New Jersey 5,248 3.1
flaw Mexico 1,453 11.6
New York 3,931 1.2
North Carolina 881 3.7
North Dakota 686 8.8
Ohio 1,811 0.9
Oklahoma 2,348 5.1
'Dragon 50
Psnnsylvania 2,418 1.0
Rhode island 1,603 8.7
South Carolina 2,221 10.1
South Dakota 385 4.6
Tennessee 1,201 2.0
Texas 19,344 7.9
Utah 390 5.8
Vermont 9
Virginia 1,693 9.9
Washington 5,802 11.0
Wisconsin 280 0.4
Wyoming 184 4.7

U.S. TOTAL $130,242 4.1%
Source: ACIR, State Taxation ol Military Income end Store Sales (Washington, D.C.: Government Printing Office, July 1975) pp. 14-15.
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Table ,1-7

Summary of State Unfair Sales Laws

(All Data as of January 1, 1975)

Unfair Cigarette Unfair Unfair

Sales Sales Practices

Alabama X

Arizona

Arkansas 
X

California

Colorado

Connecticut

Delaware

Georgia

Hawaii

Idaho

Indiana

Iowa
Kentucky

Louisiana

Maine
Maryland

Massachusetts

Michigan

Minnesota

Mississippi

Missouri 
Xa

Montana

New Hampshire

New Jersey

New Mexico

North Dakota

Ohio

Oklahoma

Oregon

Pennsylvania

Rhode Island

South Carolina 
X

South Dakota

Tennessee

Texas Xb .

Utah

Virginia
Washington

West Virginia

Wisconsin

Wyoming 
X

aApplies to milk only.

'Applies only to grocery stores.

Note Violation of these laws is generally a misdemeanor. The penalty is normally a small fine of up to $1,000 or im
prisonment for a short term in about a

dozen States. The minimum markup allowed is cost or a specific percentage ranging from
 2 to 5 percent for wholesalers and 6 to 12.4 percent for

retailers.

Source: National Association of Tobacco Dealers. NATD Coordinator, New York. N.Y 1975).
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Table A-8
Selected 1976 Cigarette Tax Data

State

Tax Paid
Per Capita Sales

(In Packs)

Gross Cigarette
Tax Collections 
(In Millions)

Local Gross
Cigarette Tax
Collections'
(in Millions)

Weighted
Average
Price per
Pack,

(In Cents)Alabama 116.2 $ 50.4 $ 97 50 1cAlaska 164.8 4.6 51 5Arizona 122.3 35.3 48.7Arkansas 119.1 44.7 52.6California 128.0 271.2 490Colorado 134.2 33.9 44.7Connecticut 113.4 73.7 58.4Delaware 153.0 12.4 51.7District of Columbia 167.7 10.1 51.9Florida 130.3 185.1 55.9Georgia 125.9 74.4 49.5Hawaii 99.4 8.6 49.4Idaho 125.1 9.3 45.6Illinois 134.4 178.9 18.1 49.4Indiana 166.6 53.1 406Iowa 124.4 46.5 49.4Kansas 127.7 32.1 - 48.1Kentucky 230.9 23.5 36.9Louisiana 139.6 58.2 48.9Maine 144.9 24.5 50.9Maryland 137.1 56.2 49.2Massachusetts 116.9 143.1 57.3Michigan 138.0 139.0 48.3Minnesota 116.7 82.5 53.1Mississippi 1209. 31.2 48.8Missouri 139.5 59.8 19.9 45.9Montana 124.9 11.2 47.6Nebraska 118.1 23.7 - 48.1Nevada 201.4 11.8 - 49.3New Hampshire 290.5 28.5 - 45.0New Jersey 122.4 170.1 0.2 56.9New Mexico 102.4 14.1 51.6New York 124.6 338.7 51.0 53.8North Carolina 230.2 25.1 36.6North Dakota 125.4 8.8 47.4Ohio 124.6 201.1 49.8Oklahoma 138.6 48.9 47.9Oregon 156.5 32.2 44.4Pennsylvania 118.8 253.0 53.3Rhode island 150.2 25.4 52.3South Carolina 136.8 23.2 42.2South Dakota 116.7 9.6 46.4Tennessee 121.7 66.3 1.0 49.6Texas 121.4 273.2 53.3Utah 77.9 7.5 44.7Vermont 171.1 9.7 47.0Virginia 158.1 19.6 13.7 38.4Washington 100.3 56.9 53.7Virginia 129.7 28.1 48.9Wisconsin 115.4 85.0 - 52.1Wyoming 161.5 4.8 43.4U.S. TOTAL 133.23 $3,518.8 $113.6 49.2e

'Fiscal year ending June 30.
'As of November 1,1976
'Weighted average of all taxing States.
'Median for all States.
Source: ACIR staff compilation from data in, Tobacco Tax Council, Inc., The Tax Burden on Tobacco (Richmond. Va.: 19761 Vol. 11. Table 8, Ix 13; Table 11,p. 22; Table 13. p. 71; Table 16. p. 106.
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Appendix B

Description of Statistical Methodology
Used to Estimate Cigarette Sales and

Revenue Impact of Cigarette Bootlegging

Estimating Cigarette Sales

The method used to estimate cigarette sales
is cross-section, multiple regression analysis.
A supply-demand model was postulated to ex-
plain State per capita sales. The following
simplifying assumption was made: the supply
of in-State (i.e., tax paid within the State)
cigarettes was assumed to be perfectly elastic
at the prevailing price within the State. This
assumption is either explicitly or implicitly pre-
sent in most studies of cigarette demand. Con-
sequently, the per capita sales of in-State
cigarettes equals the quantity demanded. The
reduced form equation becomes the demand
function for in-State cigarettes:

Qi = b, b,
.b10 X 1  ui,, i = 1...50

where Qi is the per capita sales of in-State ciga-
rettes in States i; X,oi are the values for
the determinants of demand for State i; b,

b10 are the parameters to be estimated; and
ui is the error term. The demand equation is
assumed to be linear in the X variables, with
the normal distribution assumptions and the
independence of the error term also asserted.
The independent variables tested consist of

the following:

xl =

)C2 =

• =

x4 =

• =

• =

State tax per pack, including both
cigarette and sales taxes applied at
the State level.
local tax per pack (a weighted aver-
age of all local cigarette taxes within
the State, excluding local sales
taxes).
per capita income.
index of tourism.
percent of population above the age
of 18 years.
index of border State price differen-
tials.

X, = index of religion.
X, = (binary variable)

X9 = (binary variable) =

X10 = (binary variable) =

= 1 in western
States, and

= 0 in eastern
States.
1 in lowest price
State in North-
east, and
0 in all other
States.
1 in lowest price
State(s) in South,
and
0 in all other
States.

The State tax per pack, X,, was used as a
proxy for the price of in-State cigarettes. It is
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expected that b1<0, implying that people buy
less in-State cigarettes if the tax rate is high.
Likewise, the local tax, X3, was used as a proxy
for the local price, and it is postulated that
b2<0.

If cigarettes are normal goods, per capita
income, X3, should be positively related to
per capita sales; hence b3 should be positive;
b3>0.
To measure the effect of tourism on per

capita sales, per capita hotel and motel receipts
were used as the index of tourism, X,. It is
expected that b4>0.
The percent of population over 18 years of

age, X., was also assumed to be positively
related to per capita sales; 135>0.
The index of price differentials, X., ideally

represents the demand for in-State cigarettes,
which is derived from populations in border
States, and vice versa. Cigarettes from other
States here are considered to be substitute
goods; hence the index of the price of these
substitutes should be positively related to per
capita sales of in-State cigarettes; b6>0.
This index was constructed by weighting the

differences in prices by the relative populations
of the States in question.' If the border State
price was higher than the base State price, the
difference was weighted by the ratio of the
border State population divided by the base
State population. If the price in the border State
was lower than in the base State, the price
difference was weighted by the ratio of the base
State population divided by the base State pop-
ulation, which is, in effect, the same as using an
unweighted price difference. The logic of this
approach is that if the price in the border
State is higher, the size of the population of
that State can affect the level of sales in the
base State. However, if the price in the border
State is lower, the population is irrelevant
because residents of the base State will be mak-
ing cigarette purchases in the border State and
population of the border State has no bearing
on the effect of these purchases on cigarette
sales in the base State.
The formula used was X. = (Pdh-Pdl) where:

Pdh = (Pj-P) (population of border State)
j = 1 population of base State
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K — number of higher price bordering
States.

Pj = price in jth higher price bordering State.
P = price in the base State.

Pdl =1 (P-Pi) (population of base State) 
i = 1 population of base State

n -= number of lower price bordering States.
Pi = price in the ith lower price bordering

State.

Only in a very crude fashion does this index
take into account the availability of bootleg
cigarettes, however, because it implicitly as-
sumes that the potential market for a State's
cigarettes is made up of the entire population of
the border States, with little or no account for
the distance of populations from the border.
This formula is adopted from a price dif-

ferential index used by Alexander Wiseman in
his doctoral dissertation concerning the demand
for cigarettes.2 Wiseman used the price differ-
ential weighted by the population in counties
within 40 miles of the border. This is a superior
technique to the method described above be-
cause it considers population concentrations,
which are important factors in across-border
smuggling, particularly casual smuggling. How-
ever, calculating this type of index for all
States is extremely time consuming and is be-
yond the scope of this report. But this calcula-
tion is quite feasible for tax estimators in a
single State who are attempting to develop
cigarette tax revenue estimates. As will be ex-
plained below, this variable was significant in
the cross-section analysis. It probably would
be significant in a., time-series analysis for
many States and should be used as a variable
in a State cigarette sales equation.
Again following the work of Wiseman, a

religion index was constructed to account for
religious opposition to smoking: X, equals
the percent of State population adhering to the
Church of the Latter Day Saints (the Mormon
belief) plus the percent belonging to the
Seventh Day Adventists. The States with a high
index are: Utah (74.6 percent), Idaho (27.8 per-
cent), Nevada (9.9 percent), Wyoming (9.3 per-
cent), and Arizona (6.3 percent). For the United
States as a whole, f3 percent of the population
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adhere to these religions. The expected sign
for b, is negative, because these groups disap-
prove of smoking; b7<0.
Regional dummy variables allow for what

is expected to be different habits, tastes, and
preferences for smoking in different regions.
As indicated in Table 18 (Chapter 7), people
in the West and North Central regions tend to
smoke less than people in eastern States. The
States west of Missouri and north of Texas were
classified as western States, and all other
States as eastern States. This classification al-
lows one to postulate an inverse relationship
between X. (equalling 1 for western States and
zero for eastern States) and per capita sales;
b.<0.
The inclusion of the last two variables, X.

and X10, represents an attempt to inject an
interstate bootlegging dimension into the model.
Previous cross-section studies considered only
border State bootlegging, possibly because the
interstate problem was believed to be minimal
or nonexistent at the time. In recent years, how-
ever, there is ample evidence to show that
interstate bootlegging has escalated to unpre-
cedented levels, and as such, this aspect of
demand should be included in the specifica-
tion of the model.
This study assumes .that only the lowest

price State in a region where interstate boot-
legging is present is likely to benefit from this
kind of demand. The amount of gain in per
capita sales depends, of course, on the popula-
tion of the low-price State, the population of
the high-price State, the price differential, the
distance between the States, and the risk factor
involved in the transportation of the contra-
band cigarettes. To avoid this complexity, two
simple intercept dummy variables were used to
account for the windfall gains received by the
lowest price State in the two regions most
affected by interstate smuggling.
In the Northeast, New Hampshire was the

lowest price State. Interstate bootlegging, in
this case, could be casual to a great extent
because of the large tourist flows through the
State. This type of tourism is not picked up by
the hotel and motel receipts variable, nor
should it be, because this pass-through type of
situation is essentially a casual smuggling
problem, different from the kind of tourism in
Florida, Nevada, and other States where tour-

ists stay for long periods and consume ciga-
rettes while in the State. The New Hampshire
smuggling problem is also understated by the
border State tax differential index, because
the States of New York and Connecticut are not
considered to border New Hampshire, although
they are certainly close enough to make smug-
gling profitable. For these reasons, it is believed
that New Hampshire has a unique type of
interstate smuggling problem which must be
handled via the binary variable X..

In the case of the rest of the Eastern region,
two States stand out in the Battelle-LEAA
survey of cigarette bootlegging as the most
cited sources of interstate contraband—North
Carolina and Kentucky. Cigarettes from these
two States have been found in States as far
removed as Massachusetts, Minnesota, Texas,
and Florida. The major source of New York's
bootleg cigarettes is most probably these two
States. Variable X10 is meant to handle this
important interstate smuggling phenomenon,
taking on the value of 1 for each of the two
States—Kentucky and North Carolina —and
zero for the remaining States. The expected
sign for both b. and 1310 is positive because
interstate smuggling concentrated around these
particular States should have the effect of
shifting upward the demand for cigarettes in
these States; b.>0; b10>0.

Results of the Regression

Per capita cigarette sales for 1975 were
regressed on X, through X10. The estimated
coefficients b, through b10, along with the t-sta-
tistics (in parentheses) are shown in Table B-1.
From a simple statistical standpoint, the re-

sults appear to be satisfactory because (1) the
R-squared was relatively high, (2) all the esti-
mated coefficents had their hypothesized signs,
and (3) they were all significant to the standard
95 percent confidence level. It should be noted,
however, that the significance of these vari-
ables is not coincidental. Some variables that
were tried, such as the percent of population
on Indian reservations and population density,
'had either the wrong sign or were insignificant.
Because these variables were not deemed
essential from a theoretical point of view, they
were omitted for simplicity. Other variables,
such as the urban-rural and male-female ratios,
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Table B-1

Results of Regression

Variable Estimated Coefficient t Statistic
State Tax -3.63867 ( -9.77)
Local Tax b2 = -5.51998 ( -2.65)
Per Capita Income b3 = 0.00569 ( 4.23)
Tourism b4 = 0.05355 ( 8.34)
Age 135 = 2.40989 ( 3.59)
Price Differential bo = 0.50338 ( 2.75)
Religion b, = -0.50978 ( -4.21)
Regional Dummy bo = -12.26431 ( -4.52)
New Hampshire Dummy bo = 120.88257 (14.79)
Kentucky-North Carolina Dummy 1310 = 60.26431 ( 8.70)

R2 = 0.958 (0.949 when adjusted for degrees of freedom)

bo = -16.3 (the intercept term)

Source Computed by ACIR staff

also were excluded for simplicity reasons,
based on previous studies, although they may
still have some theoretical impact and other-
wise ought to be included. Some variables
actually included were tried in more than one
form, with the most "significant" form chosen
for the final form. This was the case with both
the religion index and the population age vari-
able. The other hypothesized forms tried were
X:, the percent of population between the
ages of 18 and 44, and X7, the percent of pop-
ulation adhering to some (any) religion.

Finally, it should be noted that the dummy
variables, X, and X15, were quite important in
raising the R-squared. This would occur to
some extent whether or not the variables were
justified theoretically. In this case, however,
the theoretical justification is backed up by
evidence of interstate bootlegging, and leaving
out such variables would give rise to poor
estimates that are biased and possibly insignif-
icant. To give some indication of the impor-
tance of these two variables in the estimation of
cigarette demand, the regression was esti-
mated without these interstate dummy vari-
ables. The resulting R-squared was only 0.674
(0.619 after adjusting for degrees of freedom).
Every t-statistic declined in absolute value, and
three variables—religion, price differential,
and per capita income—were no longer
statistically significant.
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A more detailed comparison of estimating per
capita sales with and without the two inter-
state dummy variables is shown in Table B-2.
It is observed that for 33 of the 50 States, esti-
mates making use of the interstate factors X9
and X10 are superior to estimates that ignore
these factors. Moreover, the estimates of
Kentucky, North Carolina, and New Hampshire
sales are clearly out of line when the inter-
state factors are not considered, underscoring
the fact that the model is misspecified as long
as they are not explicitly considered as sources
of interstate bootlegging.
Another measure of the relative importance

of these variables in explaining per capita
sales is the beta weight or beta coefficient
computed for each regression coefficient. The
variables related to interstate smuggling—Xi,
X9, and X.—had the largest beta weights. (X, is
related to interstate smuggling because the
higher a State's tax, the more likely the State
is to lose in per capita sales via interstate
smuggling.) It should also be noted that the
border State price differential variable, X.,
had a considerably reduced beta weight when
variables X9 and Xio were included.

In summary, bootlegging variables are im-
portant in explaining the per capita sales
variation among. the States. This outcome was
to be expected fr(im the widespread evidence
of cigarette smuggling. Somewhat unexpected-
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Table B-2

1975 Per Capita Cigarette Sales'

States

Actual Sales

(In Packs)

Estimated
With

Interstate
Smuggling

Variables
(In Packs)

Estimated
Without

Interstate
Smuggling
Variables
(in Packs)

Alabama 111.7 114.5 114.7
Alaska 150.4 146.7 139.5
Arizona 121.8 108.4 101.8
Arkansas 114.8 109.3 111.8
California 127.1 130.9 129.0
Colorado 131.0 136.0 140.0
Connecticut 110.2 116.3 108.4
Delaware 147.6 142.5 149.5
District of Columbia 176.5 175.9 189.9
Florida 131.9 122.3 121.6
Georgia 122.9 128.4 137.4
Hawaii NA NA NA
Idaho 123.3 126.1 131.7
Illinois 131.8 130.8 127.0
Indiana 162.4 157.5 179.4
Iowa 120.5 130.5 135.8
Kansas 123.4 128.1 128.5
Kentucky 223.0 224.3 194.8
Louisiana 133.6 123.7 132.3
Maine 140.7 120.7 126.0
Maryland 146.1 143.9 153.2
Massachusetts 126.1 130.9 134.1
Michigan 136.8 134.5 140.1
Minnesota 111.5 116.0 114.0
Mississippi 116.8 117.9 127.9
Missouri 135.6 132.8 132.5
Montana 123.7 122.2 122.4
Nebraska 114.1 122.8 119.0
Nevada 205.2 208.0 208.5
New Hampshire 269.1 269.1 165.7
New Jersey 122.3 121.9 118.0
New Mexico 103.1 104.6 101.3
New York 123.9 120.4 109.0
North Carolina 226.0 224.7 194.1
North Dakota 117.9 123.5 122.3
Ohio 122.5 127.8 131.7
Oklahoma 132.9 124.0 127.9
Oregon 154.4 144.4 155.8
Pennsylvania 114.6 123.4 124.5
Rhode Island 154.7 143.8 156.3
South Carolina 130.5 143.0 162.7
South Dakota 113.5 123.6 127.2
Tennessee 117.4 121.7 127.8
Texas 116.0 110.0 107.2
Utah 75.8 78.3 77.5
Vermont 155.5 159.6 185.5
Virginia 152.7 159.3 175.1
Washington 99.5 104.4 90.9
West Virginia 123.2 129.3 140.1
Wisconsin 113.5 115.6 114.4
Wyoming 160.7 146.1 154.1

'In packs per capita
Source Computed by the ACIR stall
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ly, the interstate smuggling variables, X. and
X10, turned out to be relatively important
when compared to the border State price dif-
ferential variable X6. The social and demo-
graphic variables, especially tourism and reli-
gion, were also important factors in estimating
cigarette sales in a number of States.

Estimates of Gains and Losses From
Cigarette Bootlegging

The results of the regression analysis of
cigarette demand were used to estimate gains
and losses from cigarette bootlegging by the
following method. The total variation in per
capita sales was assumed to originate from two
basic sources: smuggling and nonsmuggling
factors. The per capita sales figures in Table
B-3, column 1, were estimated using all the
variables and regression coefficients obtained
in the previous analysis. Hypothetical per
capita sales figures were then estimated by
varying only the factors unrelated to bootleg-
ging and multiplying, for each State, these
variables by the regression coefficents obtained
earlier. Every State was assumed to be uniform
with respect to smuggling factors; hence, the
hypothetical per capita sales figures vary from
one State to another only as a result of the vari-
ation in nonsmuggling factors. These hypothet-
ical per capita sales estimates, displayed in
column 2 of Table B-3, therefore represent the
per capita sales that would have resulted if
no bootlegging had occurred. Subtracting
column 2 from column 1 gives the estimated
per capita sales gain or loss resulting from
bootlegging (column 3).
This procedure for estimating gains and

losses from cigarette smuggling depends on the
division of the explanatory variables into two
distinct groups—those affecting smuggling, and
those not affecting smuggling. The first group
is made up of the price differential (X6), the
interstate smuggling dummy variables (X9 and
X10), and the State and local tax on cigarettes
(X, and X2). The second group contains per
capita income (X,), tourism (X.), age (X5),
religion (X7), region (X,), and the State and
local tax (X, and X2).
Because the State and local tax variables

were present in both groups, some means had
to be devised to separate the consumption
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effect of the tax from the bootlegging effect.
For this purpose, the State and local tax vari-
ables were replaced by retail price (including
tax) and the regression was reestimated. The
coefficient obtained for price was -2.44. Wise-
man estimated the price elasticity of demand to
be between -0.26 and -0.38. A previous study by
Lyon and Simon3 produced a range of -0.34 to
-0.71. An elasticity of -0.34 was chosen to con-
form to these two estimates.' Substituting into
the elasticity formula,

A Q P 
Ind —

A P Q

where Ed equals -0.34, P equals average price
(47.5 cents), and Q equals average per capita
sales (136.4 packs), resulted in:

AQ
 = -0.98
AP

which is the expected coefficient of the price
variable representing the consumption effect
alone. The coefficient actually obtained from
the regression was -2.44. Thus, about 40 percent
of the change in per capita sales due to a
change in price is the result of the consumption
effect. The remaining 60 percent was assumed
to be the result of bootlegging. It seemed plau-
sible to assume this 40-60 ratio also held for the
change in per capita sales due to the change
in the tax rate. Thus, 40 percent of the varia-
tion in X, and X, was included in calculating
the hypothetical per capita sales figures in
Table B-3, column 2.
These per capita figures were multiplied by

the population and the State and local tax per
pack in each State in 1975 to obtain the revenue
estimates in Table 19 (Chapter 7). The local tax
rate is an average for the State as a whole. Only
seven States had local cigarette taxes (the local
sales tax was not included in this study). These
States, their local cigarette tax rates, and the
estimated revenue are shown in Table B-4 (New
Jersey is excluded because the weighted local
tax rate is insignificant). It was assumed that
local per capita sales were identical to that of
the State. This assumption leads to underesti-
mation of local revenue losses, because one
would expect per capita sales to be lower due
to more bootlegging in cities with local cigarette
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Table 8-3

Estimated Per Capita Gains and Losses'

(Based on 1975 Data)
2

Hypothetical
Per Capita

3

Per Capita

Estimated Sales Gain or

Per Capita (If No Smuggling Loss

State Sales Occurs) (1-2)

Alabama 114.5 126.8 -12.3

Alaska 148.7 141.0 5.7

Arizona 108.4 118.4 -10.0

Arkansas 109.3 126.6 -17.3

California 130.9 136.7 - 5.8

Colorado 136.0 134.7 1.3

Connecticut 116.3 139.5 -23.2

Delaware 142.5 144.9 - 2.4

District of Columbia 175.9 173.1 2.8

Florida 122.3 143.6 -21.3

Georgia 128.4 133.8 - 5.4

Hawaii NA NA NA

Idaho 126.1 122.8 3.5

Illinois 130.8 143.6 -12.8

Indiana 157.5 146.9 10.6

Iowa 130.5 139.8 - 9.3

Kansas 128.1 133.6 - 5.5

Kentucky 224.3 145.8 78.5

Louisiana 123.7 128.0 - 4.3

Maine 120.7 132.9 -12.2

Maryland 143.9 143.4 0.5

Massachusetts 130.9 143.9 -13.0

Michigan 134.5 140.3 - 5.8

Minnesota 116.0 133.2 -17.2

Mississippi 117.9 122.3 - 4.4

Missouri 132.8 140.8 - 8.0

Montana 122.2 125.7 - 3.5

Nebraska 122.8 130.6 - 7.8

Nevada 208.0 201.9 6.1

New Hampshire 269.1 143.5 125.6

New Jersey 121.9 140.6 -18.7

New Mexico 104.6 110.5 - 5.9

New York 120.4 141.4 -21.0

North Carolina 224.7 148.8 75.9

North Dakota 123.5 126.7 - 3.2

Ohio 127.8 138.3 -10.5

Oklahoma 124.0 127.5 - 3.5

Oregon 144.4 137.1 7.3

Pennsylvania 123.4 140.1 -16.7

Rhode Island 143.8 146.4 - 2.6

South Carolina 143.0 137.1 5.9

South Dakota 123.6 124.6 - 1.0

Tennessee 121.7 133.9 -12.2

Texas 110.0 129.0 -19.0

Utah 78.3 76.3 2.0

Vermont 159.6 141.6 18.0

Virginia 159.3 151.4 7.9

Washington 104.4 124.0 -19.6

West Virginia 129.3 136.8 - 7.5

Wisconsin 115.6 132.1 -16.5

Wyoming 146.1 138.4 7.7

'In packs per capita.
Source. Computed by the ACIR staff
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taxes than in the rest of the State. The useful-
ness of these local revenue figures therefore
is severely limited. The data is provided only
for the purpose of separating State revenue
estimates from total State and local revenues,
which were given previously in Table 19 (Chap-
ter 7).
A word of caution is in order concerning

these estimates. The gains and losses presented
in Table B-3, column 3, depend to a large de-
gree on the assumed price elasticity, -0.34.
The sensitivity of estimated gains and losses

to the selection of the elasticity parameter (the
consumption effect) is shown in Table B-5, in
which gains and losses under three different
elasticity values are compared. An argument
can be made that consumption is more elastic
(-0.68) now than 10 years ago because of the
considerable rise in cigarette prices and taxes
in recent years. The counter argument claims
that although prices and taxes have risen,
aggregate per capita consumption has also
risen, suggesting, if anything, that consumption
is very inelastic (-0.00). In the absence of
conclusive evidence one way or another, the
chosen elasticity (-0.34) remains plausible.
Moreover, the gains and losses could have
been measured as the difference between the
hypothetical and the actual per capita sales,
as opposed to the difference between the
hypothetical and the estimated per capita

sales. Other facets of the analysis, such as the
crude price differential variable and the
dummy variable incorporation of interstate
smuggling factors, make these estimates
subject to an uncertain degree of error.

The Impact of Cigarette Bootlegging on
State Cigarette Revenue Estimates

The first part of this appendix discussed the
prime determinants of cigarette sales and how
they are used in a cross-section analysis to esti-
mate tax revenues and revenues lost because of
smuggling activity. These determinants can
also be used in a time-series analysis to estimate
cigarette sales in an individual State. If a State
is not subject to a significant level of cigarette
smuggling, the analysis is relatively straight-
forward and a large proportion of the variance
in cigarette sales can be explained by tradition-
al variables, such as population, income, and
price.
To illustrate the methodology used to esti-

mate State cigarette sales, California was
chosen as a test State because there appears
to be little bootlegging activity and per capita
sales are close to the national average (2.9
percent below the national average). California
does have a tax evasion problem because of the
tax-free sale of cigarettes at military establish-

Table B-4

Local Cigarette Tax Revenues
(Based on 1975 Data)

1 2 3 4
Local Estimated Hypothetical

Cigarette Local Cigarette Local Cigarette Gain or
Tax' Revenues Revenues Loss

States' (cents/pack) (in millions) (in millions) (in millions)

Alabama 1.5 $6.1 $6.8 -$0.7
Illinois 1.2 17.5 19.2 - 1.6
Missouri 2.9 18.3 19.4 - 1.1
New York 2.0 43.6 51.0 - 7.4
Tennessee 0.2 1.0 1.1 - 0.1
Virginia 1.7 13.4 12.7 0.7

New Jersey's local tax was considered negligible.
'Local rate given is average for entire State.
Source: Computed by the ACIR staff.
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Table B-5

Estimated Gains and Losses' Under Three Elasticity Assumptions,

Parametric Sensivity

(In Millions)

State

Gain

or

Loss

(Ed = 0.0(P)

Gain
Or

Loss

(Ed = 0.34)

Gain

Or

Loss

(Ed = -0.68)

Alabama $ -9.3 $ -6.9 $ -3.4

Alaska 0.3 0.2 0.0

Arizona -4.2 -3.4 2.0

Arkansas -8.9 -6.5 -3.4

California -14.5 -16.0 -11.8

Colorado 1.5 0.3 -0.4

Connecticut -22.3 -15.1 -6.6

Delaware -0.3 -0.2 0.0

District of Columbia 0.6 0.2 -0.1

Florida -51.9 -35.7 -16.3

Georgia -2.6 -2.8 -1.9

Hawaii NA NA NA

Idaho 0.7 0.3 1.3

Illinois -27.7 -21.7 -12.2

Indiana 7.4 4.0 1.3

Iowa -5.1 -4.0 -2.1

Kansas -1.4 -1.6 -1.2

Kentucky 15.4 13.3 19.2

Louisiana -1.8 -2.1 -1.4

Maine 2.8 -2.1 -1.1

Maryland -0.2 0.2 -1.2

Massachusetts -15.7 -12.1 -6.6

Michigan -6.3 -6.9 -5.1

Minnesota -16.9 -12.2 -6.0

Mississippi -1.1 -1.3 -0.8

Missouri -5.9 -5.0 -2.8

Montana -0.1 -0.3 -0.3

Nebraska -2.0 -1.7 -1.1

Nevada 0.6 0.4 0.3

New Hampshire 11.6 11.3 11.2

New Jersey -37.4 -26.0 -11.7

New Mexico -1.1 -1.0 -0.5

New York -105.7 -72.3 -32.1

North Carolina 19.5 16.6 14.0

North Dakota -0.1 -0.2 -0.1

Ohio -20.8 -16.9 -10.1

Oklahoma -1.0 -1.2 -0.7

Oregon 2.8 1.5 0.6

Pennsylvania -50.1 -35.6 -17.1

Rhode Island -0.3 0.3 -0.1

South Carolina 3.1 1.4 0.0

South Dakota 0.0 -0.1 -0.1

Tennessee -9.5 -7.8 -4.7

Texas -58.3 -43.1 -20.0

Utah 0.9 0.3 -0.1

Vermont 1.2 1.0 1.0

Virginia 5.3 2.5 0.3

Washington -18.7 -13.2 -6.2

West Virginia -2.2 -1.9 -1.1

Wisconsin -19.4 -13.6 -6.4

Wyoming 0.5 0.2 0.1

TOTAL (Net) $-448.6 $-337.1 $-144.3

'Gains and losses are for 1975 total cigarette revenue including State an
d local cigarette tax plus State sales tax.

'This assumption was also employed for estirnating revenues resulting fr
om uniform tax credit plan in Table 12.

Source: ACIR staff computation '
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ments. The recent ACIR report on military sales
estimated that in 1973, California lost $22.6
million (about 9 percent) of total cigarette tax
collections because of the military tax exemp-
tion. However, this situation has persisted for a
number of years and should not seriously bias
a time-series analysis.
The time-series data for California was for

fiscal years 1960-75. Normally more observa-
tions would be used, but California did not
adopt a cigarette tax until July 1959. Additional
observations can be obtained by using quarterly
or semi-annual data, but that adds to the data
collection problem and was not considered
necessary for the purposes of this analysis.
(The best choice would probably be semi-
annual data, which would increase the reliabil-
ity of the estimating equation and minimize
the data collection problem.)
The variables used to estimate California per

capita cigarette sales are: percentage of the
population over 18 years of age, the real retail
price, real per capita income, and a time trend.
The time trend is included to account for the
habitual nature of cigarette smoking. The tax
rate is not included as an explanatory vari-
able because it is included in the retail price.
An alternative approach would be to use the
State tax rate and the retail price less the State
tax rate. A health scare dummy was used in one
equation and it was not significant, although it
improved the R-squared slightly. All the inde-
pendent variables used in the analysis were
significant and the signs were correct. The

results of the time-series analysis for California
are included in Table B-6.
The estimation problem becomes more diffi-

cult in a State that has an inflow or outflow of
cigarettes from other States. Kentucky is an
example of a State that exports large amounts
of cigarettes to other States, largely because of
a low cigarette tax rate (3 cents).
A regression equation was run for Kentucky

using the same variables and time period as for
California. The only variable that was signifi-
cant was population. The R-squared was 0.932
and the standard error was 8.14 packs or 5.5
percent of the mean.
The main element missing from the equation

was a measure of the cigarette bootlegging
effect in Kentucky. An attempt to measure this
effect was made by using the tax differential
between Kentucky and Ohio.
Ideally such a measure should be weighted

by the population of all bordering counties
within a certain distance of the border. This is
a time consuming calculation that was not
deemed necessary for this analysis but would
probably be worthwhile for any State that has
a significantly different tax rate than its neigh-
bors. A detailed discussion of such a calculation
is contained in the Wiseman dissertation (pp.
16-26) referred to earlier in this report.
The addition of the tax differential variable

to the Kentucky estimating equation significant-
ly improved the R-squared and reduced the
standard error. However, the signs for popula-
tion and income were wrong and population

Table B-6
Results of California Time-Series Analysis

Variable

Constant
Time Trend
Percent Population 18+
Real Price
Real Per Capita

Personal Income

= 0.969
Standard error

of the estimate = 1.530 (1.1 percent of mean)

Source: Compiled by ACIR staff.

Regression Coefficient t Value

91.110

-2.335

1.048

-1.579

-7.300

2.705

-8.860

0.0104 3.047
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Variable

Constant

Tax Differential

Real Per Capita Personal

Income

Time Trend

Population 18+

Real Retail Price

R2 = 0.975

Standard error

of the estimate = 5.036 (3.4 percent of mean)

Source: Compiled by ACIR staff.

Table B-7

Results of Kentucky Time-Series Analysis

Regression Coefficient

600.047

4.863

-3.808
4.110

-2.963
-8.266

t Value

4.139

-1.022
.216

-0.654

-3.708

was no longer significant. This perhaps indi-

cates the overshadowing importance of the
differential variable in States with bootleg

problems.
The coefficient for the tax differential indi-

cates that for each 1 cent advantage Kentucky
has over bordering States, per capita sales will
increase 4.86 packs. This is a conservative
estimate because the price variable is highly
correlated with the tax differential and takes
away from its estimated importance. The re-
sults of the time-series analysis are presented
in Table B-7.
An attempt was also made to estimate ciga-

rette sales in Washington, a State that loses
sales to neighboring Oregon. The results using
the traditional variables (time, age of popula-
tion, income, and price) were very poor. The
R-squared was only 0.412 and none of the vari-
ables were significant. The addition of the tax
differential variable (differential between
Oregon and Washington) improved the R-
squared to 0.730 and reduced the error. How-
ever, only the tax differential was significant.
The coefficient of the tax differential was
2.691, which indicates that sales in Washington
are reduced 2.7 packs for every cent that the
Washington tax exceeds the Oregon tax. Be-
cause the tax differential between Oregon and
Washington is 7 cents, the effect on sales is
18.9 packs per capita. In 1975, Washington per
capita sales were 24 percent below the U.S.
average. If 18.9 packs were added, Washington
sales would be less than 10 percent below the

U.S. average. The remaining difference, as

well as the relatively low R-squared for the

estimating equation, may be explained by the

loss of taxable sales to Indian reservations

where cigarettes are sold tax free.
In the absence of bootlegging, sales can be

estimated with reasonable accuracy given tradi-

tional variables. But the existence of cigarette

bootlegging distorts traditional relationships

and requires the use of new, more sophisticated

estimating techniques.' To develop accurate

estimates of cigarette tax revenues, State rev-

enue estimators should take into account the

problem of cigarette bootlegging.

Data Sources

Per Capita Sales, State Tax, Price —Tobacco Tax
Council, Inc., The Tax Burden on Tobacco
(Richmond, Va.: 1975) Vol. 10.

Local Tax—Unpublished data from the Tobacco
Tax Council, Inc.

Per Capita Income—Bureau of Economic Anal-

ysis, Survey of Current Business (Dept. of
Commerce, Washington, D.C.: Government
Printing Office, August 1976).

Tourism Index—Computed from U.S. Bureau of
the Census, 1972 Census of Selected Services;
Area Statistics (Washington, D.C.: Govern-
ment Printing Office, 1972) Vol. II.

Age of Population — U.S. Bureau of the Census,
Estimates of the Population of States by Age:
July 1, 1974 and 1975, Series P. 25, No. 619,
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(Washington, D.C.: Government Printing Of-
fice, 1 9 7 6).

Price Differential— ACIR staff compilation.
Religion Index—Computed from Douglas W.

Johnson, Paul R. Picard, and Bernard Quinn,
Churches and Church Membership in the
United States, 1971 (Washington, D.C.: Glen-
mary Research Center, 1974).

FOOTNOTES

'Price differences of 1 cent or less were ignored in the
calculation of the price differential index because it was
believed that such small differences would not contribute
to bootlegging. Some judgment was employed in determin-
ing the set of States that border the base State. For ex-
ample, Arizona and Colorado were not considered border
States because the border contact is minimal and there is
low population density around the point of contact.
'Alexander C. Wiseman, "The Demand for Cigarettes in
the United States: Implications for State Tax Policy,"
doctoral dissertation. University of Washington, January

1968.
'Herbert L. Lyon and Julian L. Simon, "Price Elasticity of
Demand for Cigarettes in the United States," American
Journal of Agricultural Economics, Vol. 50, November
1968, p. 892.
'For an extensive listing of previous price elasticity esti-
mates for cigarette demand, see Paul B. Manchester, "An
Econometric Analysis of State Cigarette Taxes, Prices, and
Demand. With Estimates of Tax-Induced Interstate Boot-
legging," a thesis submitted to the University of Minnesota,
August 1973, p. 37.
Paul B. Manchester, "Interstate Cigarette Smuggling,"
Public Finance Quarterly, Vol. 4, No. 2, April 1976.
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Appendix c

Proposed Federal Legislation to

Implement ACIR Recommendations With Respect to

Cigarette Bootlegging

FEDERAL CONTRABAND LEGISLATION

A Bill

To eliminate racketeering in the sale and distribution of cigarettes, and
for other purposes.

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled,

STATEMENT OF FINDINGS AND PURPOSE

1 SECTION 1. (a) The Congress finds that:
2 (1) there is a widespread traffic in cigarettes moving in or otherwise affecting interstate or
3 foreign commerce, and that the States are not adequately able to stop the movement into and sale

4 of such cigarettes in violation of their tax laws through the exercise of their police power;

5 (2) there is a causal relationship between the flow of cigarettes into interstate commerce to
6 be sold in violation of State laws and the rise of racketeering in the United States;
7 (3) organized crime has realized multi-millions of dollars in profits from the sale of such
8 cigarettes in violation of State laws, and has channelled such profits into other illicit activities;

9 (4) a sharply expanded Federal role in the fight against cigarette smuggling is essential if

10 there is to be an effective law enforcement effort against cigarette smuggling since the interstate na-

11 lure of the crime places individual States at too great a disadvantage to handle these problems
12 effectively;
13 (5) certain records maintained by dealers in cigarettes will have a high degree of usefulness
14 in criminal, tax, and regulatory investigations.
15 (b) It is purpose of this act to provide a timely solution to a serious organized crime problem
16 and to help provide relief to many cities and States.
17 SECTION 2. Title 18, United States Code, is amended by inserting immediately after chapter
18 59 thereof the following new chapter:
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"Chapter 60. CIGARETTE TRAFFIC
1 "SECTION
2 "1285. Definitions.
3 "1286. Unlawful Acts.
4 "1287. Recordkeeping and Reporting.
5 "1288. Penalties.
6 "1289. Effect on State Law.
7 "1290. Enforcement and Regulations.
8 "SECTION 1285. Definitions. As used in this chapter:
9 "(a) the term 'cigarette' means:
10 "(1) any roll of tobacco wrapped in paper or in any substance not containing
11 tobacco, and
12 "(2) any roll of tobacco wrapped in any substance containing tobacco which,
13 because of its appearance, the type of tobacco used in the filler, or its packaging and label-
14 ing, is likely to be offered to, or purchased by, consumers as a cigarette described in
15 paragraph (1).
16 "(b) the term 'contraband cigarettes' means a quantity in excess of twenty thousand
17 cigarettes, bearing no evidence of the payment of applicable State cigarette taxes in the
18 State where they are found, and which are in the possession of any person other than
19 "(1) a person holding a permit issued pursuant to chapter 52 of title 26, United States
20 Code, as a manufacturer of tobacco products or as an export warehouse proprietor, or a
21 person operating a customs bonded warehouse pursuant to 19 U.S.C. 1311 or 1555, or an agent
22 of such person;
23 "(2) a common or contract carrier; provided, however, that the cigarettes are desig-
24 nated as such on the bill of lading or freight bill;
25 "(3) a person licensed, or otherwise authorized by the State where the cigarettes
26 are found, to deal in cigarettes and to account for and pay applicable cigarette taxes imposed
27 by such State; or
28 "(4) an officer, employee, or other agent of the United States, or its departments
29 and wholly owned instrumentalities, or of any State or any department, agency, or political
30 subdivision thereof, having possession of cigarettes in connection with the performance of
31 their official duties.
32 "(c) the term 'common or contract carrier' means a carrier holding a certificate of con-
33 venience or necessity or equivalent operating authority from a regulatory agency of the
34 United States or of any State or the District of Columbia;
35 "(d) the term 'State' means any State, or the District of Columbia, which requires a
36 stamp, impression, or other indication to be placed on packages or other containers of
37 cigarettes to evidence payment of cigarette taxes;
38 "(e) the term 'dealer' means any person who sells or distributes in any manner any
39 quantity of cigarettes in excess of 20,000 in a single transaction;
40 "(f) the term 'Secretary' means the Secretary of the Treasury or his delegate;
41 "(g) the term 'person' means any individual, corporation, company, association, firm,
42 partnership, society, or joint stock company.
43 "SECTION 1286. Unlawful Acts.
44 "(a) It shall be unlawful to ship, transport, receive, or possess contraband cigarettes.
45 "(b) It shall be unlawful to knowingly make any false statement or representation with
46 respect to the information required by this chapter to be kept in the records of a dealer.
47 "SECTION 1287. Recordkeeping and Reporting. Each dealer shall maintain such re-
48 cords of shipment, receipt, sale, or other disposition, of cigarettes at such place, for such49 period, and in such form as the Secretary may by regulations prescribe. Dealers shall make
50 such records available for inspection at all reasonable times, and shall sumbit to the Secre-
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1
2
3
4
5
6
7
8
9
10
11
12
13
14
16
16
17
18
19
20
21
22

23
24
25
26
27
28

tary such reports and information with respect to such records and the contents thereof as

he shall by regulations prescribe. The Secretary may enter during business hours the

premises (including places of storage) of any dealer in cigarettes for the purpose of in-

specting or examining:
"(a) any records or documents required to be kept by the dealer, and

"(b) any cigarettes kept or stored by the dealer at such premises.

"SECTION 1288. Penalties.
"(a) Whoever violates any provision of this chapter or regulations promulgated there-

under shall be sentenced to pay a fine of not more than $10,000, or to be imprisoned for not

more than two years, or both.
"(b) Any contraband cigarettes involved in any violation of the provisions of this chap-

ter shall be subject to seizure and forfeiture, and all provisions of the Internal Revenue

Code of 1954 relating to the seizure, forfeiture, and disposition of firearms, as defined

in section 5845(a) of that Code, shall, so far as applicable, extend to seizures and forfeitures

under the provisions of this chapter.

"SECTION 1289. Effect on State Law. Nothing in this chapter shall be construed to

affect the concurrent jurisdiction of a State to enact and enforce State cigarette tax laws,

to provide for the confiscation of cigarettes and other property seized in violation of such

laws, and to provide penalties for the violation of such laws.

"SECTION 1290. Enforcement and Regulations. The Secretary shall enforce the provi-

sions of this chapter and may prescribe such rules and regulations as he deems reasonably

necessary to carry out the provisions of this chapter."

SECTION 3.
(a) Except as provided in subsection (b), the provisions of chapter 60 of title 18, United

States Code, shall take effect on the first day of the first month which begins more than 120 days

after enactment.
(b) The following sections of chapter 60 title 18, United States Code, shall take effect

on the date of enactment of this act: Sections 1285, 1286 (a), 1288, 1289, and 1290.

29 SECTION 4. The title analysis of title 18, United States Code, is amended by inserting im-

30 mediately below the item relating to chapter 59 the following: "60. Cigarette Traffic   1285."

31
32
33
34
35
36

SECTION 5.
(a) Section 1(b) of the act of August 9, 1939, c. 618, 53 Stat. 1291, as amended (49 U.S.C. 781

(b)), is amended by:
(1) striking out "or" at the end of paragraph (2);

(2) striking out the period at the end of paragraph (3) and inserting in lieu thereof; "or"; and

(3) adding after paragraph (3) the following new paragraph (4) to read as follows:

37 "(4) Any cigarettes; with respect to which there has been committed any violation of any

38 provision of chapter 60 of title 18 or any regulation issued pursuant thereto."

39
40
41
42
43
44

(b) Section 7 of the act of August 9, 1939, c. 618, 53 Stat. 1291, as amended (49 U.S.C. 787), is

amended by:
(1) striking out "and" at the end of subsection (e);

(2) striking out the period at the end of subsection (f) and inserting in lieu thereof "; and";

and
(3) adding after subsection (f) the following new subsection (g) to read as follows:

45 "(g) The term 'cigarettes' means 'contraband cigarettes' as now or hereafter defined in

46 section 1285(b) of title 18."
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1
2

PROPOSED AMENDMENT TO THE BUCK ACT

An Act

To permit State and local governments to tax cigarettes [or other tobacco products] sold in
Federal areas.

3 Amend title 4, chapter 4, section 110 United States Code by adding subsections (f), (g) and (h)4 to read:
5 (f) The term "cigarette" means any roll for smoking made wholly or in part of tobacco, ir-
6 respective of size of shape, and irrespective of the tobacco being flavored, adulterated or mixed7 with any other ingredient, the wrapper or cover of which is made of paper or any other substance
8 or material except tobacco.
9 (g) The term "tobacco products" means cigarettes, cigars, little cigars, smoking tobacco, chewing10 tobacco and snuff made wholly or partially of tobacco or any substitute thereof whether flavored,11 adulterated or mixed with another ingredient.
12 (h) The term "a facility of an appropriated or nonappropriated fund activity of a voluntary, un-13 incorporated association" means a facility authorized by law or promulgated by the head of a de-14 partment or agency of the United States. Such facilities include, but are not limited to, post ex-
15 changes, ship stores, ship service stores, commissaries, officers and noncommissioned officers16 clubs, filling stations and licensed traders located on U.S. military or other reservations.
17 Amend title 4, United States Code, by adding section 113 to read:
18 SECTION 113. Tax on Cigarettes [ tobacco products] sold on military or other reservations.
19 (a) Notwithstanding any other provisions of this act, all taxes levied by any State, territory, or20 the District of Columbia upon, with respect to, or measured by, sales, purchase, storage, or use of21 cigarettes [or tobacco products] may be levied in the same manner and to the same extent, with
22 respect to such cigarettes [ tobacco products] when sold by or through a facility of an appropriated or23 nonappropriated fund activity of a voluntary, unincorporated association, located on U.S.
24 military or other reservations, within a State or territory imposing such a tax including the District25 of Columbia, when such cigarettes [tobacco products] are not for the exclusive use of the United26 States. Such taxes so imposed shall be paid computed on the basis of the rate imposed by the taxing27 jurisdiction, to the appropriate taxing authority of the State or territory including the District of
28 Columbia within whose borders the selling facility is located.
29 (b) The officer in charge of such reservations shall, on or before the fifteenth day of each month,30 submit a written statement to the proper taxing authorities of the State, territory, or the District of31 Columbia within whose borders the reservation is located, showing the amount of such cigarettes32 [tobacco products) with respect to which taxes are payable under subsection (a) for the preceding
33 month and remit such taxes to the proper taxing authority. No report or payment of taxes is required34 with respect to any cigarettes [tobacco products] purchased under circumstances where the tax is35 paid at or prior to time of purchase by the seller of such cigarettes [tobacco products).
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Appendix D

Testimony Presented to the Advisory Commission on
Intergovernmental Relations, December 16, 1976'

Statement by

Leon Rothenberg
Executive Director

Federation of Tax Administrators

My name is Leon Rothenberg. I am Executive
Director of the Federation of Tax Administra-
tors, and in that capacity, I also serve as
Executive Secretary of the National Associa-
tion of Tax Administrators and the National
Tobacco Tax Association. I express the thanks
of the state officials who make up this panel
for the opportunity to tell you of their concerns
and recommendations with respect to cigarette
bootlegging. These state officials have impor-
tant responsibilities in the states' efforts against
cigarette tax bootlegging, and it is my pleasure
to introduce them, in the order in which they
will speak. They are:

• Mr. Owen L. Clarke, Commissioner,
Massachusetts Department of Corpora-
tions and Taxation. Mr. Clarke is Presi-
dent of the National Association of Tax
Administrators:
• Mr. James H. Tully, Jr., Commissioner,
New York State Department of Taxation
and Finance.
• Mr. Arthur C. Roemer, Commissioner of
Revenue, Minnesota Department of Rev-

enue. Mr. Roemer is Chairman of the
Committee on Contraband Legislation of
the National Tobacco Tax Association.
• Mr. J. Robert Murphy, Deputy Director,
New Jersey Division of Taxation. Mr.
Murphy is President of the National
Tobacco Tax Association.
• Detective Edward Lorch of the New
York City Police Department.

Among the several alternatives presented in
the excellent ACIR staff report on cigarette
bootlegging, the panel respectfully recommends
that this Commission express support for the
early enactment of federal contraband ciga-
rette legislation. In making this recommenda-
tion, the panel points out that the National
Association of Tax Administrators and the
National Tobacco Tax Association, over a span
of years, have adopted resolutions urging Con-
gress to enact contraband cigarette legislation,
and that these resolutions have had the unani-
mous support of the revenue departments of
each of the 50 states.

Cigarette Bootlegging—An Interstate Problem

The states feel that cigarette bootlegging is
wholly an interstate problem which arises from
the fact that under a federal system, each state
determines its own tax rates and makes this
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determination on the basis of a wide range of
factors.
The fact that interstate tax problems in the

cigarette tax field have become especially
intense is attributable to the ease with which
cigarettes can be transported across state lines,
the price consciousness of cigarette consumers,
the special appropriateness of cigarette taxes
as a source of marginal state revenue, and most
recently, the impact on cigarette tax rates of the
U.S. Surgeon General's findings on the relation-
ship of health and smoking.
With respect to the last, the disparity in state

cigarette tax rates, which has always existed to
a limited degree, was expanded sharply after
the issuance of the Surgeon General's report in
the mid-1960's. This occurred because some
states viewed the findings as a valid and con-
vincing basis for increasing cigarette taxes
more sharply than ever before, while other
states, notably the tobacco producing states,
kept cigarette taxes at their former level.

Limitations on the States' Capacity to Deal
With Cigarette Bootlegging

Without federal assistance, state revenue
department efforts, even at an accelerated
pace, cannot be effective against cigarette boot-
legging (1) because of its interstate character,
and (2) because the widespread presence of
organized crime makes it a police problem of
peculiar complexity rather than a tax adminis-
trative problem.

State tax enforcement personnel are auditors
and investigators, rather than law enforcement
officers, and their authority does not extend
beyond the borders of their respective states.
State revenue departments have given in-
creased emphasis to law enforcement efforts
because of bootlegging, but they are limited in
these efforts by budgetary considerations and
by the secondary position of cigarette taxes in
state revenue systems.
The states' major taxes—sales taxes and in-

come taxes—are administered at less than two
percent of total collections. It would be diffi-
cult for a state revenue department to justify
incurring costs in an amount equivalent to a
double digit percentage of cigarette tax collec-
tions in order to cope with a police problem
that is wholly interstate in origin.
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Urgent Need for Contraband Legislation

There is an urgent need for the prompt enact-
ment of a cigarette contraband bill. In 1972, the
only time a congressional hearing was held on
contraband legislation, federal agencies recom-
mended a delay in federal intervention until
the states had an opportunity to deal with the
problem themselves.
The states have accelerated their efforts, but

the failure of the federal government to apply
its superior enforcement capacity has enabled
cigarette bootlegging to grow and spread, while
the presence of organized crime in these opera-
tions has become more firmly entrenched. State
tax administrators believe that further delay
in the enactment of a contraband bill would
further entrench organized crime in this area,
would magnify the bootlegging problem, and
would make a solution to the problem more
difficult than it is now.

The ACIR Federal Uniform Rate Proposal

There is general recognition that a complete
solution to the cigarette bootlegging problem is
possible only by making state cigarette tax rates
more uniform than they are now. The ACIR
staff report proposal for a federal incentive to
induce greater uniformity has merit and is
worthy of thorough examination.
However, the proposal may be much more

controversial than the contraband bill because
it involves the federal assumption of a state
tax preserve, and it would necessitate that
smokers in low cigarette tax states pay higher
taxes in order to mitigate a problem which,
superficially, appears to relate to the higher
taxing states only. It is difficult to foresee early
passage of the proposal, and the state revenue
departments would hope that, if congressional
consideration is given to the adoption of a uni-
form rate statute, such consideration would
be preceded by the enactment of contraband
legislation to deal with the severe law enforce-
ment needs now confronting the States.

Contraband Legislation and State
Anti-Bootlegging Efforts

The state revenue departments do not con-
template any diminution of their own anti-
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bootlegging efforts if federal contraband legis-
lation were enacted. Rather they anticipate that
the presence of a federal enforcement agency
in the campaign against bootlegging would con-
tribute significantly to the states' effectiveness.
The federal presence would provide a unifying
influence which could include the training of
state personnel and recommendations for
statutory changes and operational improve-
ments.
The ACIR staff report recommends that the

states assume half of the federal enforcement
costs that would result from contraband legis-
lation. I believe that if this feature would
increase the likelihood of Congress' enactment
of contraband legislation, the states would
accept this provision. They would be con-
cerned, however, that questions might arise
with respect to the implementation of the
proposal which would further delay the enact-
ment and effective application of federal con-
traband legislation. At the same time, it would
be appropriate to point out that a strong case
can be made for federal assumption of contra-
band enforcement costs. A substantial number
of states are directly affected by cigarette boot-
legging. The nation as a whole is affected
because of the impact of cigarette bootlegging
profits on organized crime nationally.

Sales of Cigarettes on Military Installations

My concluding comment is to express the
state revenue departments' unanimous and full
support for the ACIR staff report recommenda-
tion that Congress enact legislation allowing
state and local governments to extend the ciga-
rette tax and the sales tax on cigarettes to sales
of cigarettes on military installations.

Statement by

Owen L. Clarke
President

National Association of
Tax Administrators

The report of ACIR, "Cigarette Bootlegging —
A State and Federal Responsibility?" represents
another of the high quality reports on state

problems with federal solutions which the staff
of the Commission has submitted in recent
years. Speaking both as President of the Na-
tional Association of Tax Administrators and as
Commissioner of Corporations and Taxation for
the Commonwealth of Massachusetts, a state
which has an extremely high exposure to boot-
legging, I look upon this report as an incisive
and informative analysis of this ever increasing
cancer which threatens to subvert all attempts
to improve state tax administration and which
constitutes a real danger to the federal tax sys-
tem as well.
The revenue loss which is attributable to boot-

legging, now estimated to exceed $400,000,000 a
year, has become the source of the new "laun-
dered" funds from which organized crime
finances its take-over of what is too frequently
referred to as legitimate businesses. Like it or
not, this capital formation system, so huge in
amount and so reliable in its availability,
challenges all agencies of government —state,
local and federal—to prevent the mushrooming
expansion of organized crime into the field of
tax collection. At a time when many states
struggle with the spiraling cost of government,
it seems incomprehensible that organized crime
can divert such enormous amounts of state
funds to criminal activities because they know
that the states are unable to regulate interstate
commerce and that the federal government re-
fuses to recognize its responsibility to police
interstate crime.
For the federal government to respond that

bootlegging is a major problem in less than
twenty states, and that therefore there is no
impelling need for federal intervention, is to
ignore the fact that over 60% of the population
of the country resides in such states and even
to more rashly dismiss the rapid inroads which
bootlegging is making in all states.
Further, to retreat in the attack on organized

crime by forcing a reduction in tax rates with-
out first seeking to use the powers which are
uniquely vested in the federal government
seems to some to be abandonment or a sur-
rendering of some of our national destiny to
criminal overlords.
The failure of the federal government to now

participate vigorously and effectively in the
battle against cigarette bootlegging can only
result in the consequences which the ACIR re-
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port so adequately sets forth on page 4. The
summary of findings on pages 5-7 are clearly
supportable.
The recommendations which have been

submitted have been reviewed by Massachu-
setts and from that one state's point of view I
would respond to the major items as follows:
Recommendation 2: Strengthen State Ciga-

rette Laws. Massachusetts does have penalties
which could be increased in severity, although
in the most recent case, following arrest and
arraignment, the violator, upon conviction,
could be subject to a prison term of four years
and a $4,000 fine or both.
Recommendation 4: Increase State Funding

for Law Enforcement. It is true that when tax
rates are increased bootlegging inevitably in-
creases. Experienced administrators, however,
will support the fact that legislators too fre-
quently relate the need for increased enforce-
ment funds as more properly the province of
police agencies rather than tax agencies. The
enforcement needs are bypassed when the
increased tax rates are enacted.
Recommendation 5: Compensation for Af-

fixing Indicia. Discounts paid to affix indicia
should be eliminated and Massachusetts sup-
ports the staff recommendation that such funds
should be used to increase enforcement activi-
ties. We believe, however, that some analysis
should be made of the different methods used
for stamping. There is a strong opinion held
by some administrators that bootlegging resorts
to ink stamping devices in preference to paper
stamps or decals. In Massachusetts I have re-
cently ruled that no additional approval will
be given for ink stamping and I have recom-
mended that all indicia be by decals beginning
in 1977.
Recommendation 6a: Status Quo. This recom-

mendation, I believe, does not correctly state
the full cause of or responsibility for bootleg-
ging. It is true, of course, that high tax rates
have impelled the problem. But the fact that
the trafficking is across state lines severly in-
hibits state protective action and, therefore,
the federal government, which alone can
exercise interstate commerce restrictions, must
bear much of the responsibility for controlling
the crime. Federal assistance cannot and must
not remain at the level now obtaining.
Recommendation 6h: Increased Federal

98

Assistance. Massachusetts expresses serious
reservations about the effect which individual
state enforcement procedures may have on
bootlegging even with technical additions to
staff if there is to be no participation of federal
agencies in direct enforcement. Increased com-
petency will have its positive results, of course,
but its total overall effect on the enormous
problem will be minimal.
Recommendation 6c: Enact Federal Contra-

band Legislation. Massachusetts endorses this
proposal as the most effective and necessary
recommendation in the report.
The total effort of the states which have been

assertive in their enforcement activities is
conclusive evidence that, absent federal contra-
band legislation, little can be accomplished
by the states. The experience of the states and
federal agencies with the provisions of the
Jenkins Act when the agencies involved decid-
ed to participate with each other in the enforce-
ment of it, demonstrates that a joint partner-
ship of state and federal agencies is required
and can, in fact, substantially reduce the inci-
dence of interstate crime. Massachusetts will
support the sharing of costs, but would recom-
mend that all states be included in the contra-
band law.
Recommendation 7: Federal Credit. Massa-

chusetts considers the credit proposals to be
intriguing and inviting. Serious consideration
should be given to them since they represent
a long range solution to the bootlegging prob-
lem without serious adverse effect on future
state revenues.
Recommendation 8: Extend State and Local

Cigarette Taxes to Military Bases. The exemp-
tion from state taxes on sales of cigarettes on
military bases can no longer be sustained on the
basis that the exemption was proper when
military pay was much lower.
Excess purchases on military bases con-

stitutes an important area of evasion of taxes.
Attempts to reasonably limit sales to actual
per capita ratios on military bases have con-
sistently failed. Even when extensive educa-
tional programs or specific public relations
activity were directed to military personnel,
the response to proper buying habits has not
resulted in reducing excessive sales.

State and local governments should be in no
different position than the federal government
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in imposing and collecting cigarette taxes on
military bases.
Massachusetts, with the reservations noted

above, endorses the recommendations of the
ACIR report and unless substantial changes
are made, we expect to give strong support
to the legislation which ACIR will be reporting
to the Congress.

Statement by

James H. Tully, Jr.
Commissioner

New York State Department of
Taxation and Finance

Mr. Chairman, members of the Advisory
Commission and'staff:

I first wish to commend the Commission for
the intelligent, comprehensive report on ciga-
rette bootlegging.

I have reservations about a few statements
but these do not impact upon the recommenda-
tions.
As the report says, the most visible conse-

quence of cigarette smuggling is the revenue
loss to state and local governments in high
taxed states which amount to about $390 million
each year (a figure we think too modest). This
revenue loss is the main reason state tax admin-
istrators have become so concerned about the
problem in recent years. The consequences of
smuggling, however, extend beyond the loss of
government revenues. Taxpayers pay higher
taxes or receive fewer services, cigarette
wholesalers and retailers are driven out of
business and jobs are lost, political and law
enforcement officials are corrupted, trucks are
hijacked and warehouses raided, and people
are injured and even killed. I can confirm that
people are being killed and I'll tell you about
that later.
Your sixth "finding" on page one, repeated

on page five, states that cigarette smuggling is a
law enforcement problem beyond the ability of
most tax administrators. Let me suggest that
almost all tax collection, other than amounts
withheld, is a law enforcement problem. Fur-
ther, state and local police agencies are not
more successful in coping with bootlegging than

state and local tax administrators. I make this
point only because I don't want anyone to be
able to respond to all the valuable ideas in the
report by saying: "Let the states turn this over
to the state police." That will not be a solution.
The entire report is a confirmation of this and
explains why.

Also, on page five, your comments on state
efforts do not acknowledge the major enforce-
ment efforts made by many states in the past
few years; often individually, occasionally in
concert, sometimes with Federal assistance.

In the past eight months, we made 96 arrests;
25% were repeaters, 75% are connected with
organized crime—our conviction rate is 85%.
But about the murder. Some weeks ago, we

were pleased to have obtained arrests and later
indictments of some organized crime elements
who had become involved with legitimate
businessmen in establishing a counterfeiting
ring.
We recently learned that one of those who

worked in with the counterfeiting scheme,
Michael Connelly, 55 years of age, of Willing-
boro, New Jersey, was found in Philadelphia,
with two bullet holes in his head. Mr. Connelly
was the alleged fabricator of the device—which
I hold up to you—the counterfeit stamp printer.
Obviously, the rewards are so great that crimi-
nals will kill those whom they think might know
too much.
Now to your recommendations. Your recom-

mendation #3 on page 11 deals with public in-
formation activities by state governments. In
the past year, we have publicized arrests of
bootleggers and retailers. The public knows
that a crime is being committed, that organized
criminals are involved, and that vast sums of
tax revenues are being lost. My task force on
bootlegging held hearings, and they were publi-
cized effectively.
Your recommendation 5, on page 13, deals

with discounts to distributors (we call them
"agents" in New York) who affix tax stamps.
I know that New York's discounts are lower
than all but a half dozen states, and our agents
do have more extensive security arrangements.
Because of the problem in New York, we are
now trying to design a better stamp than we
have now, less expensive to administer, more
useful for law enforcement purposes.
Recommendation 6 —"The Federal Role."
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I suggest that you eliminate 6a—'status quo"
—it doesn't work.
Recommendation 6b —"Increased Federal

Financial and Technical Assistance," won't
work either. The argument is made that state
enforcement efforts are underfunded. This is
not true in New York. We spend a million dol-
lars a year, have received LEAA money in the
past, have a full-time staff of over 65 people,
vehicles and radio equipment, and we also
have the help of the state police, the New York
City Police Department and the City Finance
Department. We use the sophisticated stamp de-
vice, a machine by Pitney Bowes. Yet, machines
were made available to criminals and dupli-
cated, operating for three months in three
localities. That cost New York State $135,000
a week.
On page 17, it is suggested that merely in-

creasing Federal "assistance" would maintain
a "proper balance" between state and Federal
responsibility. "Proper balance" isn't a reason;
it is a slogan. The real "proper balance" is that
solution which might help solve a problem with-
out wasting a lot of money.

I strongly support recommendation 6c to
enact a Federal cigarette contraband law.
State action goes a short distance here, and
state cooperation not much further. We need
Federal help. Jenkins Act prosecutions have
been successful in some instances. Violation
of the Jenkins Act should be a felony. One oth-
er argument against the contraband proposal,
on pages 20 and 29, is that states must accept
"responsibility" for enforcement. That implies
sole responsibility without Federal help but
that is not public policy in the United States.
Federal assistance is provided to most state tax
agencies in the enforcement of many state
taxes. Incidentally, the states help IRS enforce
Federal tax laws. There is, fortunately, more
Federal-state assistance today than there is
separation. And in our cigarette tax program,
we have occasionally been helped by IRS,
Postal Service, Treasury, Customs and the FBI.
The argument about "sovereignty" on page 21
is not persuasive.
Page 21 suggests that smuggling is not a na-

tional problem. Only 23 states have serious or
modest problems. I believe this is an under-
statement, just as I believe that the loss figure
of $390 million is low. During our recent coun-
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terfeiting investigation, we obtained evidence
that there is cigarette stamp counterfeiting in
40 states. Compare that with your statement on
page 33 listing 8 states. More important, the 23
states with "serious" or "moderate" problems
represent 70% of the population of the United
States. It is these people who have the problem
in lost public services, destruction of legitimate
business, and increased organized crime.
The arguments against such a bill on page

61 —that it might be unnecessary or unwarrant-
ed —are clearly false. I expect that the new
officials in the Justice Department this January
will take a more intelligent view. The Justice
Department position, as of April 1974, as quoted
on page 61 of your report, is despicable. But,
of course, the Justice Department had its own
problems in those days, and its position may
have been defined under great stress.

Finally, I favor a uniform Federal tax, at a
rate of 20c a pack with distribution to states
based on cigarette consumption in those states.
That would be easiest and most successful.
There are less than a dozen manufacturers, and
the tax could be collected by the government
without difficulty.
But we must try a contraband bill first. A

problem so vast which costs State and city
governments millions of dollars must be ad-
dressed and a contraband bill is the very least
that should be done.

Statement by

Arthur C. Roemer
Commissioner of Revenue

Minnesota State Department of
Revenue

Thank you for the invitation to testify before
the Commission. I would like to preface my
remarks by commending the ACIR staff for
their excellent report.

Cigarette tax losses sustained by the states
are a major concern of many of the states. A
documentation of the estimated losses in rev-
enue from cigarette bootlegging contained in
the report indicates a net loss of 330 million dol-
lars in tax revenues. It is not only the millions
of dollars of losses .of revenue with which the
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states need be concerned but in many instances
the traffic of cigarettes is corrupting local of-
ficals in the administrative branch of govern-
ment and providing a focal point for commence-
ment of other illegal activities such as liquor
smuggling and burglary of cigarette warehouses
and storage areas.
The matter is not of concern to all the states;

only those states whose taxes are substantially
higher than the low tax states and whose
physical proximity is such as to make bootleg-
ging profitable. Most of the states, in which
bootlegging or "buttlegging," as it is often called
in our state, is occurring to any substantial
extent, have intensified their law enforcement
activities. While I would admit that the states
are not in all instances doing all they can to
curtail or eliminate bootlegging, it must be
recognized that the resources of the state are
limited. This, coupled with the constitutional
protections that are guaranteed to the criminal,
result only in a small fraction of the traffic
being apprehended and in many instances the
real criminal is not apprehended, only the
hired driver or distributor.
In several instances states have coordinated

their enforcement activities through pooling of
a portion of their resources. In our area, with
Federal assistance in the nature of an LEAA
grant, five states—Indiana, Ohio, Illinois,
Michigan and Minnesota —formed the Inter-
state Revenue Research Center. Two additional
states have now joined—Missouri and Florida.
This cooperative arrangement has substantially
increased surveillance capabilities, permitted
the development of education programs, and
resulted in additional arrests and seizures.
In our state alone (Minnesota), IRRC repre-

sentatives met with over 600 law enforcement
officials to increase their awareness and solicit
their cooperation in apprehending cigarette
tax violators.
As of July 1976, 33 subjects were apprehend-

ed and a total of 50,992 cartons of cigarettes
seized having a value of over $155,976. The
annual potential tax savings resulted from
breaking up these smuggling operations is
estimated to be $3,657,000.
This arrangement has, however, its limita-

tions. The effectiveness of the agents of the
IRRC has in many instances been severely
curtailed since they become identified by the

criminal element, photographed and in some
instances subject to countersurveillance.
While arrests and apprehensions in the mem-

ber states have increased substantially as a
result of the activities of the IRRC, they repre-
sent only the "tip of the iceberg." There are
many other ope-,,tors that are not being de-
tert,d. More important than the actual arrests
themselves has been the publicity that has
resulted from the IRRC activities and the ar-
rests, which tends to discourage possible viola-
tors from beginning or continuing bootlegging
activities.
The United States Government, through the

commerce clause of the United States Con-
stitution, has been entrusted with the ex-
clusive power to regulate interstate commerce.
It is the delegation of authority that deprives
a state of the power to control interstate com-
merce. On the other hand, having the sole and
exclusive authority to regulate interstate com-
merce, it is only reasonable that the Federal
government should impose such restrictions as
may be necessary to protect the states from
illegal transportation activities, and to assist
the states in enforcing these restrictions.

It is obvious that the Federal government is
losing millions of dollars in income tax obliga-
tions as a result of bootlegging activities. It is
a well-known fact that little, if any, profit from
criminal activities is reported for Federal in-
come tax purposes.

It is our belief that syndicated organized
crime of the East Coast variety is not operating
in the Midwest. The usual type of organized
crime is a loosely formed organization of truck
driver, bartender and/or employees of large
corporations who arrange for importation and
distribution of cigarettes. In the case of the
bartender, the method of distribution is under-
the-counter sales to a number of known patrons,
friends and associates; and in the case of plant
employees, to fellow plant employees on order
or otherwise. In some instances local petty
criminals may be involved and distribute ciga-
rettes to news stands, shoe shine parlors or fill-
ing stations, to be sold to selected customers,
or the same channels as are used to dispose of
goods acquired by burglaries or theft.
Another problem relating to bootlegging

is that generally the fines imposed by state
courts are not sufficient to discourage this type
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of activity. The states need help. Legislation
making illegal transportation of substantial
quantities of cigarettes a Federal crime would
be a great help. The psychological advantage
would be tremendous as well as the assistance
of Federal law enforcement agencies, particu-
larly the Bureau of Alcohol, Tobacco and Fire-
arms of the Department of Treasury. The Jen-
kins Act is a good example of the success of this
type of legislation. Prior to the passage of the
Jenkins Act, the United States mail was utilized
as a vehicle for substantial bootlegging activi-
ties. While the Jenkins Act has not completely
eliminated the use of the mail as a vehicle for
the illegal transportation of cigarettes; that Act
with the active support of the postal authorities,
has substantially reduced bootlegging activities
through the use of the mails.

I, therefore, strongly support Recommenda-
tions 6b and 6c of the report. We would be
naive, however, if we believed that this type of
Federal legislation would eliminate all bootleg-
ging activities. Only the elimination of the huge
profits resulting from the illegal transportation
of cigarettes will end all bootlegging activities.
We feel, however, that Federal legislation mak-
ing bootlegging a Federal offense should be an
important first step to be taken. If, after a
reasonable period, that does not effectively
solve the problem, then I would support ad-
ditional steps such as that recommended in
Recommendation 7a of the report. However,
I believe the states should first be given Federal
help, both financially and by making the trans-
portation of substantial quantities of cigarettes
a Federal crime.
We hope the ACIR will lend its support to the

effort of the states to secure such legislation.

Statement by

J. Robert Murphy
President

National Tobacco Tax Association

I am delighted and honored to have been
invited to appear before the Commission and
wish to express my sincere appreciation. In
my visit, I am wearing two hats" —one as the
President of the National Tobacco Tax Associa-
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tion and the other as Deputy Director of the
New Jersey Division of Taxation.
Due to the time limitations, it is not my inten-

tion to be repetitious, as I believe that the Re-
port of Wayne F. Anderson and his staff is an
excellent, comprehensive study on cigarette
smuggling, especially the statistics. I am sure
you will agree that the North East is the
"mecca" of the bootlegging entrepreneurs.
However I would be remiss if I did not elabo-
rate on certain problem areas outlined in the
draft of your Report which I take exception to,
in part.
The Report reflects six basic reasons why

the states are experiencing difficulty in com-
batting the bootlegging problem. I support in
toto four of the reasons; namely, 1, 2, 4, and 5.
I offer the following comments in connection
with 3 and 6:

Number 3. Cigarette bootlegging is not a fed-
eral offense, and the interstate nature of the
problem hampers State and local law enforce-
ment efforts. I agree there is no federal legis-
lation that pinpoints cigarette smuggling per
se; however, I do believe that indirectly ciga-
rette smuggling does violate federal legislation:

a. ICC regulations are being violated. It is
my understanding, and I am not an attor-
ney, that Section 222 of the ICC Act in-
dicates that any person hired to trans-
port nonexempt items comes under the
purview of ICC authority. I have been
told that cigarettes are not exempt;
additionally, that a first offender of such
act is not fined. However, a second of-
fender may be fined and/or subject to
imprisonment.

b. Illegal practices (fraud by wire) are
being employed by organized crime in
the use of the interstate communications
network (telephone, Western Union,
etc.) to perpetrate their illegal activi-
ties.

c. Cigarette smuggling will definitely have
an impact on income tax evasion and, as
a result, the unreported income from the
illegal activity would be a violation of
Internal Revenue Service laws.
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However, these violations are not timely with
the overt act; i.e., seizure of the contraband
cigarettes and arrest of violators. Further, it is
the rare occasion that cigarette smuggling is the
prime violation on any of these charges. Thus,
the need for the legislation I strongly recom-
mend for your consideration.

Number 6. Cigarette smuggling is a law en-
forcement problem and most tax administra-
tors are not equipped to handle such problems.
I concur in this statement from an overall view-
point, but I must comment that the North East
States have, because they are faced with the
erosion of cigarette tax revenues:

a. Either established specialized enforce-
ment units within their commands
and/or solicited the cooperation of their
state or local police agencies to cope
with illegal cigarette activities.

b. Five of these states have specialized
units, and the personnel assigned re-
ceived police training. They are autho-
rized to make arrests, carry sidearms
and utilize sophisticated enforcement
equipment.

The prime problem for the states in combatting
cigarette smuggling is the lack of resources to
conduct out-of-state investigations and appro-
priate federal legislation to support interstate
smuggling prosecution.
The North East States have, for a few years,

been operating informally in joint operations
by sending enforcement agents to the low tax
rate states to observe and investigate individ-
uals purchasing cigarettes and transporting
them to the North East States. I am sure you are
aware that these North East States formalized
their operation and are now known as the
"Eastern Seaboard Interstate Cigarette Tax
Enforcement Group" (ESICTEG). The states
involved are: Massachusetts, Connecticut, New
York, New jersey, Pennsylvania, Delaware,
Maryland and Northern Virginia. In addition,
many state police organizations of these states
are active participants in ESICTEG activities.

I note in passing that ESICTEG was trying
and making progress in its action against boot-
leggers until the economic crisis emerged, but

this progress is not in pace with the increased
cigarette smuggling. On three separate out-of-
state surveillance operations, apprehensions
resulting therefcom caused the cigarette smug-
gling operators to lose approximately $250,000.
Obviously, this is a prime example of what can
be achieved when cooperation prevails be-
tween enforcement agencies both within and
without the state. This was spasmodic and not a
continuing plan of action. We believe that the
violators were aware that we did not have the
resources to operate full time. Problems were
created as we did not have legislation to handle
interstate cigarette traffic.
Of prime import to this group is its ultimate

goal; i.e., to curb cigarette smuggling. As a team
effort, it is immaterial what state makes the
seizure and arrest, just as long as the results
are successful. ESICTEG members have devel-
oped a close rapport with one another and are
constantly communicating almost on a daily
basis, disseminating intelligence information,
fostering cooperation with all federal enforce-
ment agencies, and developing cooperative
interstate and intrastate surveillance opera-
tions.
Because of the fact that I am personally in-

volved in ESICTEG activities, I can state
unequivocally that cooperation permeates this
organization. Also, they have the interest and
dedication but cannot do it alone or as a group.
They need the support in the form of funds and
federal legislation.

Reference is made to the article in The U. S.
Tobacco Journal of November 25, 1976, which
illustrates an example of the cooperation that
prevails between state and federal enforce-
ment agencies. It indicates that Special Agents
of the New jersey Division of Taxation with the
cooperation of the FBI, state and local police
(includes NYCPD) smashed a multi-million
dollar smuggling enterprise. Seized were 26,000
cartons of cigarettes, four conveyances, over
$10,000 in cash, and ten men were arrested,
three of whom were principals of the opera-
tion and alleged to be affiliated with organized
crime. Seven locations operated by the group
were raided simultaneously by the enforcement
personnel. Certainly, this could never have
been accomplished without cooperation. How-
ever, this investigation took over a year to
bring to a conclusion.
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41111
LEAA recognizes that cigarette smuggling is

now a major source of revenue to organized
crime. This is evident in the publication en-
titled "Combatting Cigarette Smuggling" dated
January 31, 1976. However, up to the present
time, LEAA has seen fit to make one grant of
$750,000 plus extensions, to attack this intoler-
able situation. ESICTEG has been trying to ob-
tain a grant for the past year without any suc-
cess. ESICTEG is ready—they have the
manpower and dedication to do an outstanding
job. However, they need funding to obtain a
compatible in-car radio system, other enforce-
ment equipment, and to defray traveling ex-
penses, coupled with contraband legislation.
Unfortunately, the states are not in a position

today to fully subsidize a continuing out-of-state
enforcement program. Many states are preclud-
ed because of their constitutional provisions
disallowing revenues to be dedicated for
specific functions. An effective program
necessitates surveillance action 52 weeks a
year. Therefore, as a start, the need for LEAA
funding is extremely essential.

Cigarette smuggling is not a "victimless
crime." There have been numerous homicides
connected therewith. In fact, the aforemen-
tioned apprehension in New Jersey resulted in
a gangland figure being murdered. He was
severely beaten, after which riddled with .22
caliber bullets and subsequently killed by a
.38 shot through the mouth to the brain. In
passing, I wish to state that Jack Anderson on
television this morning [Dec. 16, 1976] com-
mented on cigarette smuggling, the seriousness
of it, and the crime connected thereto. He
stated that federal officials were turning their
backs to it. Detective Edward Lorch of the New
York City Police Department will elaborate fur-
ther about the violence connected with cigarette
bootlegging and the achievements of the North
East States to combat cigarette bootlegging.
Many of the states do not have the power of

arrest or authority to carry sidearms for their
enforcement agents and, therefore, cannot com-
bat the problem without assistance.
The Report projects that the basic cause of

cigarette bootlegging is the disparity of state
tax rates. This is only partially true because
several states have unfair cigarette sales acts.
Such acts in many cases not only establish
minimum sales prices between distributors
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(stamp affixing agents), wholesalers (subjob-
bers— they do not purchase direct from manu-
facturers), and retailers, but also the minimum
price that can be charged to the consumer.
Additionally, many such laws also regulate
cigarette manufacturers' promotional activities.
An example of this type of price disparity

exists between New York State/New York City
and New Jersey. New Jersey has a price law
that is rigidly enforced; whereas, New York
does not regulate prices. As such, in New York
City, where the combined tax on cigarettes is
about $2.60 per carton and in New Jersey $1.90
per carton, cigarettes can be purchased in New
York City at about $0.Y—$0.25 cheaper per
carton. Therefore, even if a uniform tax was
established nationally, price disparities would
still prevail. Thus, contraband cigarettes would
always be available on the "street."
The Report commented on the "Unfair Ciga-

rette Tax Law." Time does not permit me to
elaborate on the value of such a law so, with
your permission, I would like to submit a
position paper with my thoughts for your con-
sideration.
The Report suggests that the states review

discount rates, establish uniform tax rates, and
enter into a tax rebate/credit plan with Federal
Government. I contend this would be too cum-
bersome and risky to pursue, for it would create
one mammouth administrative problem. Fur-
ther, such a study would take too long and the
states with smuggling problems cannot wait. It
is just not practical and, personally, I feel the
majority of the states would balk about accept-
ing any such ideas because strong business
groups (tobacco growers' associations, etc.)
could create pressure in the political arenas.
The state legislators would believe that the
states would lose revenue or possibly not have
the money available for cash flow.
In passing, I wish to state I solidly support

the recommendation in the Report for the re-
moval of exemptions of state taxes being im-
posed on cigarette sales at military installa-
tions.
You have heard or you will be hearing from

other speakers that organized crime is infiltrat-
ing the cigarette smuggling area. As it be-
comes more involved, -it will be difficult to
curtail and eliminate. Organized crime has the
manpower and resources to become involved
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in all illegal activities. To commence a ciga-
rette smuggling operation it takes little or no
expenditure of funds. Intelligence information
available is that organized crime handles 80
percent of the illegal cigarettes. We are all
cognizant that there is a "fast buck" to be made
in this multi-million dollar business. Organized
crime has the sources to dispose of contraband
cigarettes, and it will generally have the same
clientel that are involved in their bookmaking,
drugs, vice, hi-jacked and stolen merchandise,
etc., operations. As organized crime meets with
success, it will naturally expand its illegal
activities. This expansion could be, if not
already, in purchasing tobacco distributorships
in low tax rate states which would furnish it
an "open market" for cigarettes. The low tax
state enforcement personnel worry about the
infiltration of organized crime into legitimate
businesses. However, industry will sell to any-
one as they want to retain their profits and in-
crease revenue. They give the indication that
the states suffering with smuggling brought it
upon themselves with high taxes. As indicated,
heretofore, federal legislation could result in
cigarette smuggling being additional violations
to be considered by the Organized Crime Sec-
tions of the United States Attorneys Office
against pending and future investigations of or-
ganized crime "figures." The states' enforce-
ment agents would expand their cooperation
with the federal officials. They would not
dodge their responsibility in this endeavor
because of the federal legislation. They would
feel more secure in their investigations.

In conclusion, I wish to summarize that the
states with cigarette smuggling problems can-
not wait for studies to be conducted in certain
areas, namely, tax rebates, uniform tax rates,
etc., as the results would be long-range con-
clusions. These states need initiatives to curb
cigarette smuggling now or the problem will
increase. The revenue losses are increasing.
These statistics are in Anderson's Report.
Further, legitimate businesses are closing
because they cannot cope with the competition
of the illegal operation. Time is of the essence.
There is a need for LEAA funds to obtain the

necessary enforcement equipment and sustain
investigations in the "low tax rate" states.
This is only a start. The funds cannot be ob-
tained from the states due to the economy

crisis. Then simultaneously there is the need
for federal legislation against "bootleggers"
which I strongly recommend, coupled with state
legislation to correct deficiencies, namely, to
make tax evasion practices a felony, thus
resulting in more severe penalties. Federal
legislation could diminish cigarette bootlegging
as the "casual" operator would fear the federal
laws. Further, the impact would strike orga-
nized crime in that their operations would not
be so open and, thus, not as frequent. They
would have to utilize additional precautions
against being seized with contraband ciga-
rettes. Further, there should be increased co-
operative efforts of enforcement agents
among the states and with the federal agencies.
The latter I submit exists but has been some-
what curtailed as a result of priorities of man-
power and resources.

I commend you for your interest in our
problems and your cooperation in assisting us
in resolving them.

I am quite optimistic that the states with the
aid of federal legislation and sufficient funding
can do the job.
Thank you.

Statement by

Edward Lorch
Detective

Intelligence Division
New York City Police Department

Good morning Gentlemen. I wish to thank the
distinguished members of the Advisory Corn-
ission on Intergovernmental Relations for pro-
viding this opportunity to speak on the serious
problem of cigarette smuggling. It should be
obvious by my presence at this hearing that the
New York City Police Department considers
cigarette smuggling to be much more than just
a problem for tax collectors and bookkeepers.
The New York City Police Department is
involved in the enforcement of cigarette tax law
because the disparity between taxes in New
York and the tobacco producing states has
created a source of new revenue for organized
crime. Specifically, the Intelligence Division
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of the New York City Police Department, to
which I am assigned, has been directed to assist
the efforts of the several states participating in
the Eastern Seaboard Interstate Cigarette Tax
and Enforcement Group in the prevention of
cigarette smuggling and the apprehension of
violators while continuing to cooperate with
the New York City Finance Department and the
New York State Tax Department in local en-
forcement efforts.
So that the commission members may better

understand the scope of this problem, I will use
as an example a case involving my office during
the summer and fall of 1975. During July of
1975 information was developed by the Brook-
lyn Burglary Squad that a highly organized
operation existed in New York City which was
counterfeiting tax stamps on cigarette pack-
ages. This was the first indication that orga-
nized crime had realized that the greatest profit
to be garnered from illegal cigarette sales lie
in counterfeiting local stamps. This process
allows the cigarettes to be sold at the full local
price rather than the discount price at which
cigarettes with North Carolina, Virginia or
Kentucky stamps would be sold. The Intelli-
gence Division was brought into the case to
assist with the investigation because of our
expertise in the field of cigarette tax problems.
Extensive effort on the part of those participat-
ing in the investigation led to a warehouse in
the Hunts Point Section of the Bronx. Surveil-
lance at this location established a pattern of
movement of both contraband cigarettes and
persons in and out of the warehouse. It was
established that the backers of this ring had
organized crime connections, however they had
insulated themselves from the day-to day op-
erations and never actually entered the prem-
ises. They therefore could not be directly im-
implicated and could not be prosecuted. When
sufficient evidence had been gathered and pro-
bable cause established, a raid was held on the
subject premises during the early morning
hours of November 1, 1975 which yielded
30,000 cartons of untaxed cigarettes, three ciga-
rette stamping machines and the arrest of three
persons. The number of cigarettes on hand was
determined to be a one week supply and pro-
jected over the period of one year, this opera-
tion had the equivalent loss of $40 million to
the City of New York.
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However, while this case gives an indication
of the highly organized structure necessary for
the importation and distribution of contraband
cigarettes, it still does not present the total
picture. The particpating Eastern Seaboard
Cigarette Tax and Enforcement Group states
have, since February 1974, seized over one
million cartons of untaxed cigarettes. Best
estimates are that one contraband carton in ten
is seized. Conservatively, therefore, ten million
cartons of illegal cigarettes have reached the
streets.
Tobacco producing states, while obviously

not susceptible to a tax loss in this problem,
have imported a new problem—organized
crime. While the sale of cigarettes to smugglers
is not in itself illegal within these states, it has
become apparent that many of those persons
making those sales are willing partners in
smuggling operations, to the point of assisting
in transport and in supplying armed protection
for the smugglers. As a direct outgrowth of or-
ganized crime's desire for even greater profits
from even cheaper cigarettes, both southerners
and northerners alike have turned to hijacking
of unstamped cigarettes while enroute from
the manufacturers to local distributors. This
increase in criminal activity in the tobacco
producing states by local residents is further
evidence of the increasing ties between south-
ern and northern criminals. These hijackings
result in increased tax loss in the north but
they also hurt the tobacco manufactureres,
private transporters, local distributors and
eventually the economies of those tobacco pro-
ducing states.
Perhaps the most overlooked aspect of the

total problem is the associated violence. Ciga-
rette smugglers have territories which they
supply and while some of these territories are
large and the smoking population great, there is
an eventual saturation point reached; a time
when new areas must be found in order that
profits may continue to grow. If an attempt at
expansion infringes on the territory of another
dealer in contraband cigarettes, violence can,
and often does, result. Known cigarette smug-
glers, Richard Grossman, Thomas Pelio, Joseph
Pastore, Gennaro Ciprio, Thomas Marchese and
others, have fallen victim to the "victimless
crime" of cigarette smuggling as the subjects
of homicide. The pictures that I have here
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with me may not be pretty to look at but they
make the point more strongly than my words
ever could. While all of the men pictured had
organized crime connections and were murder-
ed as a result of their involvement in the illegal
transport of cigarettes, there have been other
instances of violence against innocent persons
simply trying to make a living in the legitimate
cigarette business. Many dealerships in the
New York area are secured like fortresses and
trucks making deliveries are more like armored
cars than delivery vans.
Information recently developed by the New

York City Police Department indicates that
meetings of persons involved in cigarette
smuggling have taken place in order to de-
crease conflict of territory, to increase efficien-
cy in shipment and delivery and to more effec-
tively infiltrate the legitmate cigarette industry.
Experts in the workings of organized crime be-
lieve that family lines have been crossed and
that all five New York families are cooperating
in a unique fashion to increase revenue from
contraband cigarette sales.
A check of arrest reports compiled by the

New York City Police Department further
reveals that a large percentage of those persons
arrested for cigarette smuggling are also
charged with bribery. Based on this fact it can
be safely said that the corruption of public
officials is an additional danger which this
problem has lent itself to.
However, the saddest part of this problem is

also its most unique. This is the one endeavor
of organized crime that has the full coopera-
tion of a large segment of the general public.
Persons purchasing smuggled cigarettes are
simply, so they believe, saving a few dollars
on an overtaxed commodity. They, of course,
do not realize that those purchases are in fact
supporting criminals and criminal activities
which they deplore.

I believe that a Federal law making the inter-
state shipment of contraband cigarettes illegal
will make some substantial progress in com-
bating this problem. While those involved in
this criminal activity are relatively unafraid of
local courts, they would be reluctant to become
involved with the Federal courts. Such a law
would wake up the general public to the
seriousness of the problem and make them less
likely to be consumers of contraband cigarettes.

Gentlemen, the smuggling of cigarettes can
no longer be considered a local problem. It is
one that effects many states, both those that
produce and those that consume tobacco. It is
threatening to destroy the wholesale tobacco
industry. It is adding untolt1 monies to the
coffers of organized crime and it is increasing
the belief among many that American cities
are unsafe for the honest businessman and the
average citizen.
My thanks once again to the commission for

the opportunity to have offered these few com-
ments. I hope they will be of some value to your
deliberations.

Statement by

Louis H. Ehrlich, Jr.
Chairman

Committee on Legislation and
Taxation

National Association of Tobacco
Distributors

Mr. Chairman and Members ACIR:
Firstly, I wish to commend Mr. Kleine and

his staff for the most excellent, comprehensive
report before you. My name is Louis H.
Ehrlich, Jr. I am Chairman, Rothenberg &
Schloss, Inc., Kansas City, Missouri, and Chair-
man, Committee on Legislation and Taxation,
National Association of Tobacco Distributors.
This statement is presented on behalf of the
National Association of Tobacco Distributors,
whose membership provides a nationwide
network for the distribution of tobacco, confec-
tionery and kindred consumer products to over
a million retail outlets—an extraordinarily
heterogeneous assortment consisting mainly
of independent entrepreneurs availing them-
selves of our American system of free enter-
prise. The extensive mix of products distributed
includes, but not limited to, cigarettes, cigars,
pipes, and smokers' accessories. My remarks
will be directed primarily to Recommendation
6c.
With this background information, and at the

behest of the Wholesale Tobacco Industry and
its retail customers, we wish to urge expeditious
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Congressional action to inhibit the growing
cigarette bootlegging problem by enacting
legislation prohibiting the transportation of
contraband cigarettes in interstate commerce.

It is estimated that illicit bootlegging is cost-
ing the states a'nd local taxing authorities ap-
proximately $390 million in revenue annually.
In addition, legitimate business (the tobacco
wholesalers and retailers) likewise is sustain-
ing losses in the million of dollars. Because of
its magnitude and involvement of organized
crime, the states cannot effectively cope with
this problem lacking the resources, both rev-
enue and enforcement personnel.

Cigarette bootlegging is not a localized prob-
lem for the individual states. It may have start-
ed as a problem for New York state, but it has
now spread to other Northeastern states, the
Southern and mid-Western states. It will
continue to spread as states raise taxes to meet
the need for added revenue and the tax dif-
ferential continues between states. With 50
sovereign states each executing its rights based
on fiscal needs in the levy and imposition of
cigarette taxes, there is no likelihood for tax
uniformity. Consequently, we now have a
state-federal problem calling for Congressional
action.
What has happened in New York on a major

scale is occurring in other states in lesser vary-
ing degrees. Cigarette bootlegging costs New
York taxpayers $85 million annually in lost tax
revenues from legitimate sales. It puts small,
honest storekeepers out of business and costs
people their jobs. It diverts cigarette business
from normal trade channels and promotes
ever-greater tax evasions. And it adds signifi-
cantly to the financial plight of the City and
the State of New York, which have called on
the Federal government for financial assis-
tance.
The recent report of the New York State

Special Task Force on Cigarette Bootlegging
and the Cigarette Tax includes the following
statement. I quote:

Contraband cigarettes in the past
have been retailed mainly through
businesses which don't normally deal
in tobacco products, such as beauty
parlors, barber shops, and other such
business places, as a convenience to
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their customers and an added source
of revenue for themselves—and even,
as another example, from the back of a
station wagon at a construction site.
In recent months, however, the State
has discovered that these untaxed
cigarettes are being increasingly sold
in legitimate retail outlets. In other
words, more and more business men
and women, who are law-abiding in
other respects, have become law-vio-
lators by evading the cigarette tax.
Moreover, they are assisting in robbing
the State of much-needed revenue at
the same time that they are becoming
accomplices of big-time racketeers and
small-time hoodlums. Perhaps most
tragic, the legitimate retailers who
have become tax-evaders by selling
contraband are subjecting themselves
to arrest and criminal prosecution with
resultant disgrace to their families as
well as themselves.

Manufacturers' trucks have been hi-jacked,
resulting in heavy losses to them and an impact
on their insurance rates. These hi-jacks are
professional in nature and are believed to be
the efforts of organized crime. Organized
crime does not care whether the cigarette packs
are stamped or without tax indicia, as they
have the outlets to dispose of them.
Because of the increase in hi-jacking and

wholesale thefts, to maximize the illicit profits
in the high tax rate States, motor carriers are
turning down legitimate cigarette shipments,
and insurance rates of licensed cigarette ware-
houses are skyrocketing.

Investigations, surveillances, and informants
have resulted in bringing to the attention of the
States that the violators are becoming more
sophisticated and move their operations
frequently. Their sources of supply, routes of
travel, places of reloading, storage warehouses,
and sources of disposing of cigarettes are con-
stantly changing, which makes for more diffi-
cult investigations and apprehensions.

In spite of accelerated state enforcement
efforts, cigarette bootlegging continues to grow
in volume and to spread geographically. The
states do not have the manpower nor the rev-
enue to control its growth nor provide adequate
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law enforcement. For the past 2 or perhaps 3
sessions of the Kansas Legislature, bills were
introduced to reduce the cigarette tax. It goes
without saying the bills never got out of Com-
mittee. Nowhere have I read or heard any
mention being made as to the shipment of
alcoholic liquors made in violation of state laws
to be a Federal offense. As to the wholesaler
discount, in the interest of time I call your
attention to the position of my Association on
pages 115-116 of the report and to my letter of
October 29th to Mr. Kleine which I would like
to have included in the record of this hearing
if consistent with your policy. We therefore
conclude cigarette bootlegging, because of its
complex nature, cannot be controlled nor
eliminated at the state level and therefore this
Federal contraband cigarette legislation must
be enacted.
The association which I have the honor to re-

present at this hearing is abundantly equipped
to supply supporting data for this presentation
on request. I will now be happy to answer your
questions on this subject, particularly relevant
to the findings and recommendations in the
report which accompanied the invitation to
testify at this hearing.
Thank you very much.

Statement by

William A. O'Flaherty
President

Tobacco Tax Council, Inc.

Let me begin by commending the staff of the
Advisory Commission on Intergovernmental
Relations for the thorough and complete study
it has prepared on the cigarette bootlegging
problem. The report reflects careful study and
the gathering of data from many sources in
preparation of the report. As president of the
Tobacco Tax Council, an organization which is
the spokesman for the Tobacco Industry on
matters of tobacco taxation, I was pleased that
the staff of the Advisory Commission sought
out our opinions and viewpoints on this serious
industry problem. As a matter of record, I ap-
peared before the Commission study group on
November 19, 1976 in Washington, D. C. and

presented a ten page commentary on the pre-
liminary report of the staff. We appreciate
the courtesy shown to us by your staff and
thank you for the opportunity to appear here
today to present testimony for your considera-
tion.
In its study on the bootlegging problem eleven

recommendations are presented. The Tobacco
Industry can and will support several of these
recommendations, but there are some recom-
mendations that we cannot, in good conscience,
support.
Of all the recommendations put forth by the

committee, the two contained in Recommenda-
tion 7 (a and b) are the most adamantly opposed.
Let me go on record as stating that the Tobacco
Tax Council and the Tobacco Industry are un-
equivocally opposed to any suggestion of a fed-
eral uniform cigarette tax rate. We are opposed
not only on grounds of its impracticability but
have many other objections to such a proposal
being considered. Foremost in our objections
would be the injustice foisted upon states who
have maintained good fiscal policies and kept
the cigarette tax rate at reasonable and equit-
able levels of taxation. These states should not
be penalized for the reckless economic policies
of the high tax states who in their desperate
search for needed tax dollars have over-taxed
a commodity which has always supplied its fair
share of the tax dollar.

In our opinion, Recommendation 3 of the
report is by far the best recommendation and is
in an area that the Tobacco Tax Council and the
Industry at large is already working on. Recom-
mendation 3 is to "establish educational pro-
grams to increase public awareness of the
consequences of cigarette smuggling activities."
We feel because the public and to a large extent
elected officials and representatives are un-
aware of the consequences of cigarette boot-
legging, a concerted effort should be made to
inform all sectors of the population of the
problems arising from cigarette smuggling.
Obviously, of paramount concern to the states
is the tax money lost to the bootleggers which
would provide services to its citizens. The
Tobacco Industry loses too. It loses in terms of
a legitimate industry being strangled into eco-
nomic death when organized crime takes over
the wholesaling and retailing of cigarettes. And
the average citizen of this country loses when
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money made from smuggled cigarettes finances
drug rings, prostitution, and loan sharking.
Recognizing this, the Tobacco Tax Council al-

ready has a movie and several educational pro-
grams in distribution depicting the problems of
bootlegging. We will attempt to show this film
to as many people as will watch. We will, along
with the rest of the Industry, continue our
programs to make the public more responsive
to a serious problem through all the educational
tools at our disposal.
Two other recommendations of this study

also have our support. We agree in essence with
Recommendations 1 and 2. Recommendation 1
deals with voluntary cooperation between state
officials and Indian leaders where bootlegging
is a problem on Indian reservations. Strength-
ening state cigarette tax laws by increasing
penalities for interstate bootlegging is the
objective of Recommendation 2. On Recom-
mendation 4 which would set aside part of any
cigarette tax increase monies to state funding of
law enforcement programs seems like a rea-
sonable approach. However, Recommendation
4 could be construed to mean that the cigarette
tax rate would be increased to allocate money
for cigarette tax enforcement. Though this is
obviously counter-productive, we have seen
stranger proposals enacted into law.
Recommendation 5 would set a fixed amount

of compensation per cigarette stamp for tobacco
distributors rather than a percentage discount.
Obviously, some form of fair and just compen-
sation must be given to distributors for playing
the part of the collection agent for the state.
Again this is in an area better left to each state
to decide on its own merit.
Recommendation 8 deals with military ex-

emption from state taxes and as such is related
to casual bootlegging not to bootlegging by
organized crime that threatens the safety of the
Tobacco Industry.
Recommendation 6 is subdivided into three

parts and deals with legislation on enforcement
at the federal level on contraband interstate
smuggling of cigarettes. This contraband portion
of the recommendation is difficult to oppose
because it is for a worthy cause but we do not
believe it will solve the problem. The Tobacco
Industry agrees with Recommendation 6a and
6b to maintain or increase federal technical
and financial assistance.
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As far as any other federal remedial legis-
lation is concerned as is outlined in Recom-
mendation 6c where federal cigarette contra-
band legislation would be introduced, the
Tobacco Tax Council is opposed to further
action by the federal government. Laws and
even more laws will not serve to remedy a
problem that is out-of-hand because certain
states have by the imposition of high cigarette
tax rates created a climate favorable to orga-
nized crime. If the profit motive for organized
crime were removed by reducing the cigarette
tax rates, the problem would solve itself. How-
ever, as long as the profit motive is there—and
it is when you consider that the highest taxing
states (Connecticut and Massachusetts) have a
tax rate ten and one-half times as great as the
lowest taxing state—no amount of laws at the
federal level will solve the problem.
The Advisory Commission can be lauded in

their attempts to focus on the enormity of the
problem. The Committee realizes a problem
exists and is trying to find a solution. The
Committee has not fully recognized that the
crux of the problem is the high taxing states.
In its study the Commission has distinguished

between casual and organized bootlegging.
Organized bootlegging did not exist Until 1965
when New York doubled its cigarette tax and
gave the underworld a ready and willing mar-
ket for contraband cigarettes.

If federal contraband legislation should be
passed, it will simply give to the states a false
sense of security. When the prohibition amend-
ment was put into effect it didn't solve anything
either. Prohibition proved that enforcement
alone could not do the job. With federal legis-
lation the LEAA programs will dry up and the
states will be left with virtually no enforce-
ment agencies. In other words, enforcement
alone is not the answer. It must go hand-in-
hand with reduced state tax rates at the same
time. For example, if the legislation, and the
money, and the man power were available it
would still be physically impossible to enforce
laws against cigarette bootlegging enough to
stem the tide. If an actual post were taken at
one of the tunnels coming into New York City
where toll booths make it necessary for traffic
to slow or stop, can you imagine the traffic jam
that would ensue if every truck, van and camp-
er were stopped and searched.
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Thus, even if there were laws, even if search
and seizure without a warrant were legal, even
if there were hundreds of law enforcement
officials, and even if there were millions of
dollars to use indiscriminantly, the public
would not stand still for such an infringement
on their time and their individual rights. The
public did not stand still for prohibition and
eventually the amendment was repealed. Why
should the cigarette industry be bogged down
in a federal tangle of laws that will have little
effect on curbing organized crime?
New York State has realized the problem at

last and its own Special Task Force on Cigarette
Bootlegging and the Cigarette Tax held hear-
ings which resulted in an official recommenda-
tion that New York City eliminate its eight cents
per pack tax and the State reduce its tax rate
by two more cents. State tax reduction is the
way to solve the problem. Proper funding of
LEAA programs will give financial assistance to
local law officials who already know the prob-
lem. Tax reductions along with enforcement
programs aided by a campaign to educate the
public on the severity of the problem are the
kinds of solutions needed—not federal legis-
lation.
Federal legislation discriminates against the

Tobacco Industry—an industry that provides
thousands of jobs, an industry that is a vital
sector of the nation's economy, and an industry
that helps fill both state and federal coffers to
the tune of more than six billion dollars annu-
ally. Why don't we apply this same kind of
legislation to gasoline? or beer? or whiskey? or
automobiles? or to any other commodity under
the sales tax laws? Infeasible idea? So is
punitive legislation for the cigarette industry.
The Tobacco Tax Council is making progress.

Over the last few years through .our efforts
tax increases in the states have slowed. In 1976
only the District of Columbia has increased its
tax rate thus far. In 1975 only four states in-
creased their tax rates and three of these were
in the New England states where the bootleg-
ging problem is at its worst. A few years ago
20 tax increases would have been normal. Why
not give the Tobacco Industry a chance to solve
this problem by working for reduced tax rates
and opposing further state increases instead of
giving states a place where they can "hang their
hat" and avoid reducing the tax rate?

In summary, the Tobacco Industry feels that
two recommendations of this Committee de-
pend on the circumstances in each individual
state and that these proposals (Recommenda-
tions 4 and 5) are better left to each state to de-
cide if such legislation is necessary or advisa-
ble. Recommendation 8, in our opinion, more
appropriately deals with an overall situation
concerning all excise taxes as they relate to
the military establishment.

Five recommendations of the Study Commit-
tee have the support of the Tobacco Industry.
Recommendation 1 which deals with voluntary
cooperation between state officials and Indian
leaders and Recommendation 2 which stresses
strengthening state cigarette tax laws are both
supported by the Tobacco Industry. Recom-
mendation 3 which recognizes the need to
educating the public to be aware of the ciga-
rette smuggling problem receives the whole-
hearted endorsement of the Industry. We also
support Recommendation 6a and 6b which
would maintain or increase federal technical
assistance and financial grants to the states to
be used to supplement state law enforcement
programs.
The other three recommendations-7a and

7b which would establish a uniform federal
cigarette tax rate with rebates to the states and
Recommendation 6c which would create,feder-
al contraband legislation —are unjustifiable and
unworkable and as such are opposed by the
Tobacco Industry. I respectfully submit that if
any of these three recommendations are accept-
ed that rather than facing the problem, this
Committee would be "throwing out the baby
with the bath water."
Thank you.

Statement by

Morris Weintraub

Council Against Cigarette Bootlegging

In New York State's Legislature, when a
proposal was made to double the cigarette tax
from 5c to 10c, the industry warned the State
that there would be an approximate drop of 20
percent in cigarette purchases and a rise of
cigarette bootlegging within the State of New
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York. Unfortunately, we were talking to deaf
ears and the tax was passed. Here we are—ten
years later —and this is what has happened in
New York State:

1. Over 480 million packs of cigarettes are
bootlegged into New York State every year; or
1,250,000 packs per day.

2. 80 percent of the 480 million packs or
384,000,000 are bootlegged into the City.

3. 20 percent of cigarettes bootlegged are now
being counterfeited.

4. One out of every two packs consumed by
cigarette smokers in the City are bootlegged and
one out of every four packs are bootlegged into
the State.

5. The present situation which exists has
been the same for the last ten years and now
has gotten worse, evidenced by the recent
seizures by the police of:

a. A warehouse in the Bronx, with 30,000
cartons of unstamped cigarettes, and
stamping equipment. It is estimated that
this organized criminal group was
counterfeiting approximately 100,000
cartons per week for a profit to them of
over $200,000 per week or $10 million
tax free money annually.

b. The meters used to do the stamping
were not found. Enforcement officials
feel that the criminals are back in busi-
ness and also wonder how many more
there are like that.

c. Three stamping agents were caught
counterfeiting state tax stamps on ciga-
rettes.

6. The underworld has become the biggest
distributor in the State of New York.

7. The facts are well known and documented
that bootlegging cigarettes is a thriving ongoing
business in the northeastern states. Paul
Landau, former head of Pennsylvania's Bureau
of Cigarette and Beverage Tax, and former
president of the Eastern Seaboard Interstate
Cigarette Tax Enforcement Group, said:
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I'm convinced that smuggling ciga-
rettes is the next most profitable en-
terprise for the mob . . . next to narcot-
ics . . . and more lucrative than
numbers or prostitution.

8. The police have documented the involve-
ment of approximately four organized crime
groups that are deeply involved in the illegal
distribution of cigarettes, whether it be boot-
legging, counterfeiting or hijacking.

9. Due to the bootlegging, counterfeiting and
hijacking of cigarettes, the legitimate industry
is disintegrating. The underworld is moving
in and except for a very few people, nobody
seems to care. For example, the aforementioned
Eastern Seaboard Interstate Cigarette Tax
Enforcement Group (ESICTEG), a dedicated
group of enforcement officials throughout the
northeast, has put in for a grant of $350,000 to
fight the interstate transportation of bootlegged
cigarettes, and that request has been turned
down by the Federal Gvernment.

10. Due to budgetary problems, the City's
cigarette enforcement unit has been cut, and
the State's investigation Bureau responsible
for cigarette tax collection has too few people
to do the job.

11. In the last ten years, this is what has
happened:

a. New York State and City have lost $600
million in lost tax revenue.

b. The cigarette industry has lost $2.5 bil-
lion in sales.

c. 50 percent of the employees of whole-
salers and vendors have been thrown
out of work.

d. 35 percent of the wholesalers have gone
out of business.

e. The retail candy store and stands in
office buildings are being put out of
business.

f. Insurance costs have gone from $200,000
to $700,000 for the industry, and today
many firms are unable to get insurance.

g. Hijacking is continuing unabated.

12. The criminals are having a field day in
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this area. In New York alone in the last ten
years:

a. They have netted around $245,000,000
in tax free cash.

b. They have captured the sale of one out
of every two packs in the City—and one
out of every four packs in the State.

c. They have created a distribution system
that covers every apartment house,
every industrial plant, every office
building and are now even making de-
liveries to homes.

d. They have bought wholesalers, so that
they can now stamp their own cigarettes
with state approval.

e. They have set up the most sophisticated
counterfeiting operation and no one has
been able to stop them.

f. They now supply their own retail outlets
in high traffic areas to the destruction of
all legitimate retailers and supermarkets
who cannot compete.

g. They have moved heavily into vending
areas, using their cash to push out legiti-
mate vending operators who cannot
compete.

h. They have made so much money, that
they are financing every conceivable
illegal operation in New York.

What you have heard is but a short summary
of the devastating effect of the increase in ciga-
rette taxes that has happened in New York. The
same can be said about many other states such
as:

• New Jersey - which has lost about $119
million in taxes.

• Pennsylvania - which has lost about $176
million in taxes.
• Connecticut - which has lost about $86

million in taxes.
• Massachusetts - which has lost about $32

million in taxes.

If you were to take the profit made by the boot-
leggers in the last ten years on the eastern
seaboard alone, it would equal approximately
$750 million.
Moving out into the mid-West, we find losses

this past year due to cigarette bootlegging as

computed by the Interstate Revenue Researc
Center as follows:

• Illinois - $25 million; Michigan - $14 mil-
lion; Minnesota - $17 million; Ohio - $30
million.

We also find problems of bootlegging in
Texas, Florida, Tennessee and a few other
states. The reason I am bringing out all these
figures is to endeavor to make everybody
understand the magnitude of the problem and
its seriousness.

In this ten year period this is what has been
done to stem the increase of bootlegging in our
nation:

1. New York City has created a special
police task force.

2. New York State increased their num-
ber of investigators from 20 to 70.

3. Penalties and confiscation laws have
been increased in most states.

4. Thousands of people have been caught
and convicted—very few people have
gone to jail.

5. New York State has had internal in-
vestigations:
(a) The State Investigation Commission

Report in 1972.
(b) The State Task Force Report (called

the "Donati Report") in 1975.
6. The Eastern Seaboard Interstate Ciga-

rette Tax Enforcement Group (ESIC-
TEG) with limited resources has been
in operation.

7. Most states today who are having a
bootlegging problem have started to
realize their situation and increased
their enforcement groups.

8. Congressman Peter W. Rodino held
hearings on cigarette racketeering and
documented the problem.

9. The Interstate Revenue Research Cen-
ter funded by LEAA funds has been
functioning a year in the mid-West.

10. Last, but not least, we are being studied
by the Advisory Commission on Inter-
governmental Realtions which is at-
tempting to make recommendations to
overcome this serious problem in our
country.
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No matter which way we turn and no matter
what we are going to do, we must come back
to the only solution, and that is to do away
with the wide disparity of tax between the low
tax states, such as North Carolina (20), Virginia
(21/2c), and the high tax cities and states such as
New York City (23c), Connecticut (21c), Massa-
chusetts (21c), etc.
The high tax states through their unreason-

able and inordinately high cigarette taxes have
created this problem. It becomes their responsi-
bility to rectify this destructive and untenable
situation.

I would like to reiterate from my statement
before the Committee of the judiciary, House
of Representatives at the Hearings on the
Elimination of Cigarette Racketeering:

As an industry representative I sup-
port any effort . . . aimed at curtailing
cigarette bootlegging and preventing
the destruction of the legitimate in-
dustry by organized crime. However, I
would be remiss if I did not express
to the members of this committee what
I expressed to the New York State
Investigation Commission at its hear-
ing in 1972. . . . It is my conviction that
cigarette bootlegging has become so
rampant in this country as to defy
enforcement efforts alone.

I have said many times in the past
and I will say it one more time for the
record: Enforcement alone, unless
coupled with a reasonable rate of ciga-
rette taxation, has never been and will
never be an effective solution to the
bootlegging problem.

Even though this statement was made on
September 28, 1972, it is as important to-
day as it was then and xpressed my feel-
ings completely.
Gentlemen, I deeply appreciate your

Committee so competently and thoroughly
looking into this very serious problem and
I would like to bring to your attention the
fine work of your staff in their knowledge-
able and excellent preparation of the pre-
liminary document they have presented to
you.

I also want to personally thank you for
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giving me the opportunity to appear before
you today.
Thank you.

Letter from

Rufus L. Edmisten
Attorney General

State of North Carolina

7 December 1976

Mr. Robert Kleine
Senior Resident in Public Finance
Advisory Commission on
Intergovernmental Relations
Washington, D. C. 20575

Dear Mr. Kleine:

I have recently been sent a copy of your
memorandum dated November 24th, 1976, en-
titled "Cigarette Bootlegging: A State and
Federal Responsibility?" as well as a copy of
the full report done by your Commission. You
and your staff did a commendable job in
putting together this study and in presenting an
objective overview of the cigarette bootlegging
situation.

I, as Attorney General of North Carolina, am
by statute the Chief Lawyer and Law Enforce-
ment Officer for the State. In this capacity and
as an elected official, I have been afforded the
opportunity to examine the cigarette smuggling
situation from all angles. It is my firm belief
that the majority of the citizens of this State,
myself included, feel that the "high tax states"
have brought this problem upon themselves.
They should not expect North Carolinians to
suffer financially so that they may continue to
impose exorbitant cigarette taxes through which
to finance their governmental operations. I
realize that many states, particularly New York,
are in a very critical financial condition and
that a reduction in the cigarette tax would
worsen their financial situation. However, these
states imposed this tax knowing hill well the
potential consequences.
The economy of North Carolina is very

much affected by our tobacco industry. To take
any action which would damage one of our
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State's largest industries would be financial
suicide. Our State does not impose any unusual
or restrictive taxes on the products of any of the
other states, thus creating a bootlegging or
smuggling problem for North Carolina. We only
ask that the other states treat us as well.

I have been contacted by numerous laws en-
forcement officials from the northeast for
assistance in curtailing the bootlegging of
cigarettes out of North Carolina. I have told
them, as I will tell you, that I have asked the
State Bureau of Investigation to try to be of
service when possible. However, we have
priorities in North Carolina for the use of our
law enforcement personnel just as other states
do and I just cannot justify their spending
countless hours looking for cigarette bootleggers
who are not in violation of any of North Caro-
lina's statutes when we have numerous major
crimes yet unsolved.

I was particularly concerned with your
advocacy of increased federal intervention
through legislation such as your "Federal
Cigarette Tax Credit Proposal." Our trouble
today is that people are already governed to
death. If a proposal such as your 7a were to
become law, it would be yet another example
of unwarranted federal intervention with the
free enterprise system.

I would appreciate very much your keeping
me advised of the workings of your Commission
in the so-called cigarette bootlegging area. If
I can be of any assistance to you on this or any
other matter, please do not hesitate to call upon
me.

Sincerely,

/s/ RUFUS L. EDMISTEN
Attorney General of
North Carolina

FOOTNOTE

'These statements were made prior to the finalization of
the report and recommendations. The series of recom-
mendations have changed. The following is the list of
recommendations to which the statements refer. Various
recommendations were subsequently dropped or changed:
Recommendation I: Encourage Cooperation Between

State Tax Officials and Indian
Leaders to Facilitate Collections of
State Cigarette Taxes

Recommendation 2: Strengthen State Cigarette Tax
Laws

Recommendation 3: Establish Education Programs to
Increase Public Awareness of
Consequences of Cigarette Smug-
gling Activities

Recommendation 4:

Recommendation 5:

Recommendation 6a:

Recommendation 6b:

Recommendation 6c:

Recommendation 7a:

Recommendation 7b:

Recommendation 8:

Increase State Funding of Law
Enforcement Programs
Compensation to Cigarette Distri-
butors for Affixing Tax Indicia
Maintain Federal Technical and
Financial Assistance at Current
Levels
Increase Federal Technical and
Financial Assistance
Enact Federal Contraband Ciga-
rette Legislation
Federal Cigarette Tax Credit Pro-
posal
Prospective Federal Tax Credit
Plan
Extend State and Local Cigarette
Taxes to Military Bases

U. 8. GOVERNMENT PRINTING OFFICE 1977 726-835%5
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AN EXPLANATION OF THE ACIR METHODOLOGY
FOR ESTIMATING REVENUE GAINS AND LOSSES
RESULTING FROM CIGARETTE TAX EVASION

The ACIR method for estimating 1975 revenue losses

(or gains) associated with cigarette tax evasion is a

three-step procedure.

The first step involves the estimation of the impact

of cigarette taxes (cents per pack) upon per capita cig-

arette sales. The second step separates this impact

into two distinct parts, that related to cigarette tax

evasion and that related to the effect cigarette tax rates

are thought to have in discouraging consumption. The

third step uses the results of the first two steps in

order to obtain individual state estimates of the per

capita sales gains and losses, which are then converted

into revenue gains and losses for each state. A more

detailed description of the methodology is contained in

the report, however, several comments should be made

here concerning the findings and the interpretation of

these findings.

In the first step of the estimation process, a statis-

tical approach known as multiple regression analysis was

employed to isolate the effect of the cigarette tax rate

from other factors thought to determine per capita cig-

arette sales, such as per capita income, age distribution

of the population, and tourism. Based on a study of

fifty states in fiscal 1975, the overall impact of tax
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rates on per capita cigarette sales was found to be

quite large and statistically significant. This finding,

while consistent with other recent studies of cigarette

demand, contrasts sharply with the views of many legis-

lators who may not anticipate substantial reductions in .

cigarette sales to follow cigarette tax rate

increases.

We concluded, on the basis of our study and others,

that reduced consumption accounted for only 40 percent

of the overall affect of tax. rates on per capita

cigarette sales. The remaining 60 percent was assumed

to be attributable to

assumption might give

we are convinced that

thoroughly defensible

cigarette tax evasion. While this

rise to an element of uncertainty,

it represents a realistic and

position.

Caution is suggested in referring to the state-by-

state estimates of revenue loss (or gain) due to cigarette

tax evasion because in making each individual state esti-

mate the nationwide 40-60 percent assumption was applied.
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Senator KENNEDY. We will call Mr. James Tully, Commissioner of
New York State Department of Taxation and Finance.

STATEMENT OF JAMES H. TULLY, JR., COMMISSIONER, NEW YORK
STATE DEPARTMENT OF TAXATION AND FINANCE; ACCOM-
PANIED BY ALFRED DONATI, ER., DIRECTOR, SPECIAL INVESTI-
GATIONS BUREAU; AND PAT VECCHIO, ASSISTANT DIRECTOR,
SPECIAL INVESTIGATIONS BUREAU

Mr. TULLY. Good morning, Senator. First of all I want to thank you
for this opportunity to present our case. I want to introduce Al
Donati, who is head of the Special Investigations Bureau of the Tax
Department. He is a former Assistant U.S. _Attorney for the Southern
District of New York, and he was head of the Organized Crime Task
Force of the State Investigations Commission under the previous
administration.
Here also is Pat Vecchio, who is the Assistant Director of the

Special Investigations Division of the Tax Department, and is a
former lieutenant in the New York City Police Department.
I heartily endorse the provisions of S. 1487, offered by Senators

Bellmon and Anderson, a bill to eliminate racketeering in the sale
and distribution of cigarettes. The bill is supported by Governor
Carey, the National Association of Tax Administrators, the National
Governor's Association, the National Tobacco Tax Association, and is
consistent with recommendations adopted by the U.S. Advisory Com-
mission in Intergovernmental Relations almost 1 year ago.
For decades, the Congress has considered, and then enacted, various

forms of Federal aid to States. Federal tax revenues are distributed to
States and localities. This bill is better than revenue sharing. It will
allow States to get more revenue from their own tax systems, at almost
no cost to the Federal Treasury.
This bill will provide Federal assistance to help enforce the States'

tax laws. This would not be unique. At present, many Federal pro-
grams or statutes help States enforce their own tax laws, as there are
scores of Federal programs to help States administer and enforce
other laws. This bill is also good because it would help solve the prob-
lem without requiring low-tax States to increase their taxes. Officials
of such States, and rightly so, resist efforts to raise taxes on their own
people unnecessarily merely to help high-tax States enforce their tax
laws. Thus, Federal help with the bootlegging problem will also serve
to end some of the interstate hostility arising from the present
situation.

Senator KENNEDY. What is the nature of this interstate hostility?
What is its extent and frequency?
Mr. TULLY. It is unfortunately frequent and quite extensive. As a

matter of fact, within 48 hours we had a surveillance within 60 miles
of where I am now; and a person got in touch with a cigarette ware-
house to attempt the buy, and was told to be careful because the place
was under surveillance by what the business people thought were
either Federal or State of New York officials. When they were asked
how they knew that, they said they were informed by the local police.
Our investigators have been ordered out of places in North Carolina.
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Senator KENNEDY. Why is that? What is the reason for the lack of
cooperation?
Mr. TULLY. I would suspect that in a small town in the South—and

I'm talking about local police and not State officials of any State—but
in the political context of a small town, of course, a local policeman is
much more interested in pleasing the local citizenry than he is in
pleasing the State of New York.
I might say, Mr. Chairman, that I wondered if just the fact that

you have held hearings has gotten the Federal Government involved.
A person said that they wondered if Federal agents were down there
to enforce the law, when, of course, there are no Federal agents as far
as we know in these places.
But in any event I think that is one reason for that hostility.
A second reason of course and this is addressed to one of your pre-

vious questions about interstate cooperation, local law enforcement
officials are burdened with crime enforcement. It is hard for them to
become terribly interested in a problem that concerns the State of
New York. They have their own problems and it's hard for them to
get involved in our problems.
There are many forms of cigarette tax evasion, from the fellow who

drives 10 miles into the next State to buy three cartons for his personal
use, to the organized, well-financed operation that moves cigarettes in
vans carrying 60,000 cartons. We use the word "smuggling" to describe
those who engage in the business for a profit. And such smuggling is
illegal. It includes:
(a) Railroad employees going down to North Carolina and bring-

ing back quantities of cigarettes on return trips.
(b) Airline employees going to the Virgin Islands on free transit

and bringing back in-bond" cigarettes.
(c) Armed Forces personnel abusing their post exchange privileges

and bringing in quantities of untaxed cigarettes.
(d) Individuals purchasing cigarettes for themselves and for their

neighbors when they are in a low-tax State.
(e) Individuals purchasing cigarettes on Indian reservations.
I might add, Senator, in answer to a previous question that you

asked about why was it so difficult to follow these vans from North
Carolina to New York. You must not underestimate the sophistication
of these people. There are the changed vehicles and the changed license
plates. I think the most sophisticated method I have heard was that
in one case a van moved off the road. This huge van opened and two
smaller vans came down a ramp and got away that way. Our people
were looking for the big van.
We don't need a Federal statute for these situations. For example,

a concerted New York State-New York City effort in 1966 did quite
well against the small smugglers.
Senator KENNEDY. How do you distinguish between the small ones

and the large ones?
Mr. TULLY. It is not so much percentagewise as amount. I think the

100 cartons is a large one. Anything smaller than that is to us a small
one. One of your previous witnesses talked about 50 cartons being the
dividing line. But our problems are such that I consider 100.
Senator KENNEDY. What percentage of this activity is controlled by

organized crime?
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Mr. TULLY. I go into that in my statement later on but I think in
New York State—and I will let Mr. Donati answer that—but I think it
is more than half.
Mr. DorrArri. Yes; as you can understand, Senator, it is difficult to put

a percentage on its activities. It is very, very substantial. It is definitely
more than half and perhaps 75 percent of the activity in this area in
New York City.
Mr. TULLY. The "key" provision in this bill is the definition of

contraband cigarettes"-20,000 cigarettes or 100 cartons found in a
State without the tax stamp appropriate for that State. Obviously,
there are a few exceptions, carefully spelled out, where a legitimate
dealer or carrier would have such unstamped cigarettes in his posses-
sion—before the stamps were put on. As presently administered, li-
censed wholesalers in the various States get untaxed cigarettes and
then, acting as agents of the States, affix the appropriate tax stamps.
But, while the thrust of Federal participation is against the trans-

portation of cigarettes to avoid State taxes, we also hope that the bill's
recordkeeping provisions, and Federal intelligence-gathering activi-
ties, will also be of help in a problem related to bootlegging—that of
counterfeiting State tax stamps.
I want to point out that Federal participation essentially stopped

the flow of untaxed mail-order cigarettes into New York State. I think
that is a very important example, Mr. Chairman, that the Jenkins Act
was a great success. In 1970, 35,000 cartons a day were being mailed
into New York. Two years later, it was cut below 300. The problem
was 99 percent solved. The basic legislation against illegal mail-order
cigarettes, the Jenkins Act, was enacted in 1949 after 4 years of real
effort by the States after World War II. Then, in the early seventies,
postal authorities made a concerted drive

' 
supported by U.S. attorneys

in Southern and Northern States, and the mail-order business was
brought under control. I have no objection to the business as such—if
people want to order their cigarettes that way. I do object when the
mail order becomes a means of tax evasion.
We know that States are losing hundreds of millions in tax revenues

because of all these violations and that most of the loss is caused by
organized bootlegging. The recent ACIR study cites a survey done
for the Law Enforcement Assistance Administration by the Battelle
Law and Justice Study Center in 1975. It suggests that organized
cigarette smuggling is the major problem in 10 States. It is at least
a minor problem in other States.
If one looks at the 1976 ACIR study, on page 30, we find serious

smuggling problems in 14 States and moderate problems in 9. I admit
that not all of the problems in these 23 States are caused by organized
crime. But there is a risk that organized crime will move in to take
over much of the smuggling, just as it has moved into the activity in
New York and other States. During our investigation into counter-
feiting in New York, we used eavesdropping techniques and heard one
mobster discussing opening an operation in Arizona.
[Chart shown.]
Senator KENNEDY. This chart indicates that.
Mr. TULLY. Yes; the first chart is the major revenue loss States; and

now added are the States in which it becomes a moderate revenue loss.
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But the large revenue loss, as you see Senator, and as you pointedout earlier, those States stretch across the country.
The percentage of loss in New York is fourth in the Nation. I believeit is 17.4 percent of estimated revenues lost.
Texas is only one-tenth of 1 percent behind us, 17.3 percent.The State of Washington loses more than the State of New York,it is 18.8 percent.
And it was a national problem 5 years ago when this issue last re-ceived serious consideration in Washington. The 1972 Report of theNew York State Investigations Commission quoted William.O'Flaherty, president of the Tobacco Tax Council, saying, "Boot-legging of cigarettes is rapidly becoming a nationwide problem."That same year saw a solid report on the problem by State Representa-tive Thurlington, of Florida.
Let me discuss counterfeiting for a moment. Counterfeiters usuallypay commercial bribes to purchase unstamped cigarettes. They paythe local State's taxes, and then a premium to the wholesale agent fornot affixing the local stamps. They are then transported, stamped withcounterfeit stamps, and distributed through legitimate channels.
In New York, counterfeiting fell off during the late 1960's andearly 1970's because other evasion methods were easier or more profit-

able. But as law enforcement pressure increased on other tactics, wehave had a resurgence of counterfeiting. The Battelle-LEAA study of
1975 indicated that at least 8 States have some evidence that stampsare being forged or counterfeited. Among them are Florida,Louisiana, Texas,-and Wisconsin—so much for the argument that thisis only a regional problem. Minnesota had a counterfeiting case as
early as 1965.
In New York last year we smashed a cigarette counterfeiting ringled by Morris Kessler. We have evidence that Mr. Kessler was asso-

ciated with the crime family, but I must say the matter is still in the
courts. This group was working with several licensed cigarette whole-
salers and dealers. We seized three tax stamp counterfeiting machines,
several tax stamp metering machines which had been duplicated for
use in the operations, and 50,000 cartons with counterfeit tax stamps.
Later in the year Illinois revenue agents broke up a tax stamp counter-
feiting ring and seized 24,000 cartons. In November 1975, the New
York City Police Department seized 30,000 cartons of counterfeited
cigarettes.
Organized crime will commit murder to protect its investment. One

figure, Michael Connelly, was found dead with two .38 caliber slugs
in his head. He had been involved in cigarette tax stamp counterfeit-
ing for years. He reportedly received $5,000 for designing a motorized
cigarette stamp device. We believe he was killed after we broke up the
ring because he might be connected with it, and might talk.
[Machine shown.]
In Rochester, N.Y., last year, a cigarette stamping machine was

stolen from a legitimate agent. It turned up later in Brooklyn.
Let me provide some basic information on the role of organized

criminal elements. The Law Enforcement Assistance Administration
will confirm, I think, that organized crime is heavily involved in
cigarette bootlegging and reaps major financial rewards.
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Organized crime comes in because it is thought to be a victimless
crime. The head man doesn't have to get close to the action. If cap-
tured, sentences are low and there is a fast turnover of cash. You were
asking about the penalties that the truck drivers get. Of course, the
fellow who is really running the show doesn't have to worry about the
penalty.
The first organized crime influence was in the mid-1960's by Anthony

Granata and his original backers, Ralph and Mario Gigante both
Genovese family soldiers. Such involvement has increased steadily.
Records of New York City and Philadelphia police showed five

murders in connection with illegal cigarette sales in 1975.
Ralph Salerno, formerly an organized crime expert with the New

York City Police Department, reviewed in 1977 the arrest records of
60 people charged with cigarette bootlegging. There had been 38 pre-
vious arrests for narcotics, 41 for burglary, 34 for grand larceny, 203
for gambling, 33 for weapons possession, 7 for kidnapping, 5 for at-
tempted murder, 5 for extortion, 33 for assault, 11 for robbery, 26 for
receiving stolen property, 11 for bribery, and 6 for rape. In other
words, these are not your unemployed factory worker trying to hold
his family together, nor some hard working fellow trying to earn a
little extra money.
This is big business, and it tries to protect itself. Organized crime

already had some control over part of the vending machine business.
Now they can put untaxed or counterfeited cigarettes in the machine
and increase the profit margin.
While smuggling in the mid-1960's did cut into the legitimate mar-

ket, the penetration by organized crime in the late 1960's destroyed
legitimate businesses—truckers, wholesalers. Even the local candy
stores depend on cigarette sales for a part of their total business vol-
ume. When they lose sales to outlets for bootleggers, that loss may be
enough to make the store a losing proposition.
As their commitments to their distribution network grow, they pur-

sue "vertical integration." They will try to guarantee sources of supply
by taking over, one way or another, cigarette wholesalers in the dis-
tributing States, then the producing States, or maybe manufacturers.
Mr. Joe Edens, Chairman of the Board of Brown & Williamson To-
bacco Corp. and Chairman of the Executive Committee of the Tobacco
Institute, testified 4 months ago about this part of the problem.
He said:
The legitimate cigarette industry in New York City is being forced out of busi-

ness by cigarette bootlegging. Already more than a thousand small businesses

have been forced to close their doors permanently because they could not afford

to compete with the prices on bootleg cigarettes. It is reasonable to suppose that

this menace will spread statewide and through the entire industry.

So much for the distribution. But his remarks as a manufacturer
are equally ominous:
We do not relish the prospect of awakening one day to discover that we must

deal with organized crime, that we must pay the kickbacks, submit to the extor-

tion, live with the threat of violence. It is disturbing fo find out that criminal
elements are moving into your business.

While there are many people in the bootlegging business who are
well known, there are others who operate on the fringes. They are
certainly "organized" and certainly "criminals," but they don't fit

21-437 0 - 78 - 11
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into the media-concept of structured "crime-family" relationships. On
the other hand, those arrested for cigarette bootlegging or counter-
feiting have included 8 members of the Columbo organization and
11 of the Vito Genovese organization, as well as members from the
Gambino, Decavalcante, Bruno, and Luchese groups.
How does it work? Bootleggers can get supplies at 300 to 500 places

in North Carolina, Virginia, and Kentucky.
Illegal cigarettes have been transported in planes, buses, large trucks,

trucks disguised as lumber or pipe carriers, a horse-carrier, mobile
homes.
The drivers from North Carolina are paid an average of $150 per

trip. The organizer places his order via telephone with a North
Carolina supplier. The money may be delivered in cash by a North
Carolina contact. The cigarettes are usually wrapped in brown paper
or in boxes. These cases are then marked according to the customers'
instructions. The purpose of the markings is to permit a quick dis-
tribution to their customers without checking the contents of the
package. These packages are then taken to an out-of-the-way loca-
tion for a prearranged pick-up.
The truck driver does not usually know the head man. He has been

given a routing and a phone number to call when he arrives in New
Jersey. He is then given instructions where to deliver the load. It is
often delivered to a warehouse in north Jersey.

Distribution is sophisticated. A joint investigation by New Jersey
and New York City authorities traced one large tractor trailer. It
made stops in Trenton, Newark, New York City, and Connecticut.
At each distribution point, cars and small vans pick up the supplies
for dispersal to outlets.

Smaller operators go to North Carolina by car or small truck and
pick up directly from the supply source. They resort to various
evasive tactics such as using rented vehicles, switching license plates or
having a woman or a child with them.
But supplies are guaranteed in other ways if necessary.
The gangs will hijack trucking companies or independent smug-

glers. There were 25 hijackings in New York City alone in 1971.
Hijacking of unstamped cigarettes from legitimate transporters occurs
quite often. These cigarettes are disposed in the same channels as the
illegally stamped cigarettes. A hijacking anywhere in the East might
end up in New York.
There are instances of cigarettes being shipped into New York with

false bills of lading. We have intercepted shipments made by air cargo
through Kennedy Airport. One shipment was marked "rubber goods,"
another "plastics." A truck shipment from Virginia of a large casemarked "machinery" and supported by bills of lading indicating theshipment was going to Lima, Peru, turned out to be illegal cigarettes.
Warehouses are burglarized.
Let me provide some recent examples:
Mr. "C" was reported missing on February 2, 1974. He was founddead in the trunk of an auto parked on a residential street in Queens."C" was originally financed in the cigarette business by a member ofthe Genovese organized crime family. It is believed that he had lostseveral cigarette shipments to hijackers and to law enforcement. It isfurther believed that he was so deeply in debt to loansharks that, in
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order to regain solid financial ground, he and his partner turned to the
hijacking of both legitimate and illegitimate cigarette shipments. He
was probably killed for a combination of these circumstances.
Mr. "C's" partner was also reported to be missing on February 2,

1974, and is believed to be dead. He was probably killed because of his
involvement with Mr. "C."
Mr. "D" was walking in the street on the evening of August 1, 1974,

in the Sheepshead Bay section of Brooklyn, when shots were fired
from a passing auto, striking and seriously wounding him. "D" is be-
lieved to be an important factor in cigarette smuggling for the Joseph
Columbo organized crime family.
On the 11th of July 1974, a white camper vehicle was seen leaving

North Carolina with a load of untaxed cigarettes. Contact with the
vehicle was lost and it was subsequently discovered that it had been
hijacked during an evening stopover at the Warrenton, Va., truck-
stop. The occupants of the vehicle were trussed up and placed in the
rear of the vehicle after the shipment had been removed. The smugglers
reported their loss to the local sheriff's office and were arrested for
illegal transport of cigarettes.
On December 2, 1974, Mr. "E," a driver for a cigarette smuggling

operation, was on his way to North Carolina to buy a load of cigarettes
when he was accosted by two armed men and relieved of $15,000 in buy
money. Three persons, all known to be involved in contraband cigarette
smuggling responded to the local police, office where "E" was being
questioned after having reported the incident.
On the night of January 6, 1974, a trailer was stolen from the Epps

Company Freight Terminal in Durham, N.C. The trailer contained
1,140 full cases of unstamped cigarettes worth in excess of one-quarter
million dollars at current black market prices. This theft is almost
proof positive of the highly organized criminal structure involved
in contraband cigarettes. Only a sophisticated organization could
handle a load of this size, make a profit, and escape detection.
When there were hearings on a similar proposal in 1972, those op-

posed counseled delay initially because they didn't admit it was a
national problem. Then, even then, the testimony suggested that it was
more than a New York, or a regional, problem.
So their second argument was that the States really weren't trying.

We have done a great deal since then, and so have the other States—
with, I might add, some assistance from LEAA. New York State's
Cigarette Tax Unit costs us $1 million a year, and that does not in-
clude the work done by the New York City Police and many upstate
city police departments. We use stakeout and decoy tactics. We use
legal eavesdropping techniques. We have trips to North Carolina.
Our investigators are professionals. Even to take the civil service

examination for excise tax investigator, you must have 4 years of full-
time paid experience in 'a field investigative position. Experience in
collection, credit checking, guard positions, and so forth, is not quali-
fying. College study in criminal justice or police science can be cred-
ited for up to 3 of the 4 years of experience.
We pay informants. We use a sophisticated stamp machine by Pit-

ney Bowes. Our people are trained. We make legal arrests and use
search warrants. We have a base radio communication system and 14
automobiles.
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So the argument that the States aren't doing enough certainly
doesn't apply any more.

Finally, we have to cope with what I call the "switch game." Those
opposed to a Federal cigarette contraband law went to the New York
State Legislature this year and asked for a lower cigarette tax be-
cause they said that Congress would never pass such a law. And I
must say that some of these people are no longer opposed to the bill.
Now, they will be coming to Congress counseling delay because "New
York might reduce its cigarette taxes." Senators, they will be selling
you a "bill of goods."
Please do not delay passage of this bill because you think New

York will deal with the problem by cutting its taxes on the assumption
that reduced taxes will produce the same or even increased revenues.
We cannot take that chance. We have already found out that stepped-
up law enforcement in New York City, where the tax totals 23 cents a
pack, has resulted in increased bootlegging upstate where the tax is
15 cents a pack.,The criminals continue to make enough profit when the
tax is 15 cents a pack.
The statistics draw so clear a picture. When we stepped up the law

enforcement 2 years ago in New York City for a while, revenues went
up. Now our revenues still go up in New York City, and at the same
time they are going down upstate.
I hope New York will not surrender to the mob. The only sensible

alternative is enforcement of the tax laws in all the States—and to
accomplish that we need you.
Senator KENNEDY. Thank you very much for such a powerful

statement.
What kind of assurances can you give us that if the Federal Gov-

ernment does take these steps, the States won't relax?
Mr. TULLY. I understand there is precedent for some language in the

bill that would prevent the States from doing that, some language that
the State would not spend any less for enforcement than they did in
any particular year.
I think it is called a maintenance-of-efforts clause. New York would

have no objection to that.
Senator KENNEDv. What is your estimate of the scope of the prob-

lem? I have heard that one out of every two packs of cigarettes sold in
New York City is bootlegged by various crime groups. Is that a reason-
able figure?
Mr. TULLY. I think it is a reasonable figure because I think Mr.

Donati supports it. I do not. I think it might be exaggerated. I don't
know if this comes from a natural optimism. It seems like a terribly
high figure.
I think one-third might be more like it.
Mr. Donati made a serious study of the problem and issued a report

that became a little famous in New York State known as the Donati
report. I believe the report said that one-half of the cigarettes sold in
New York City were bootlegged. I am talking about New York City,
not New York State.
I would suspect now because of increased law enforcement that it is

down from that. But as I said, the percentage of that being sold up-
state might be more.
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Senator KENNEDY. How effective has the increased law enforcement
been?
Mr. TULLY. We could only measure that by revenues. Our revenues

have gone up in New York City. Our tax revenues have gone up. I
cannot say significantly, but they have somewhat gone up.
As I say, they have gone down in certain other areas upstate. We

know it is because of bootlegging because it is right up that route,
No. 81, that goes through Pennsylvania. Before we made it hot for
them in New York, they would go off perhaps at Scranton, through
New Jersey into New York City. Now they go right up into Bingham-
ton and in that area. That is where revenues are down. So you know
that is what is doing it.
So, our revenues in the overall have increased, but I am sure that

perhaps one-fourth or one-third of the cigarettes sold in New York
State are tax evaded.

Senator KENNEDY. Have you made an estimate of the revenue loss
of New York State over the last 10 years?
Mr. TULLY. I have not. I buy ACIR recommendations that we are

losing about $100 million a year in city and States taxes plus our sales
taxes. I believe the figure is about $71 million in cigarette taxes, and
the balance is in sales taxes. But over the last 15 years, I am not sure.

Senator KENNEDY. You mentioned that there were 25 truck hijack-
ings in 1971. How many have there been in the past year?
Mr. TULLY. There were 40 hijackings in the past year.
Senator KENNEDY. Are these hijackings a large or small percentage

of the total activity?
Mr. TULLY. Yes; it is a small percentage of the overall volume of

the cigarettes, but it is a significant number of cigarettes. These vans
contained an awful lot of cigarettes.
Mr. DoNATi. Perhaps the signficant factor of the hijackings, Sena-

tor, is the violence that is endengered with this crime. It is looked at
as a victimless crime by so many sources, but hijackings and murders
and other crimes, as the Commissioner pointed out, indicate the type
of element we are dealing with.
Senator KENNEDY. What happens to the individuals who are hi-

jacked?
Mr. TULLY. They are usually not murdered. I don't remember them

being murdered.
Mr. DONATI. That is correct.
Mr. TULLY. The people who are murdered are the people who step

out of line within the crime world.
I had the sad experience of having someone who was perceived to

be my informant murdered. That's enough. The person was someone
who they thought was my informant, and he was murdered.
Senator KENNEDY.. Mr. Donati, would you like to add anything or

tell us anything about the efforts and the progress being made in New

York?
Mr. DONATI. The efforts we are making at the present time, I think,

are probably maximizing what New York State can do, particularly

in view of our fiscal situation.
But it goes beyond that. The problem is not as simple as needing

more law enforcement officers, for example. There is a temptation to
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ask for higher budgets and more men and more vehicles. That is al-
ways there, of course. But unfortunately, even if we doubled our law
enforcement staff, we would not have that significant an additional
impact on the problem because we are at the point of diminishing
returns. We are doing about as much as we can with State resources.
As the previous witness indicated, the problems that are engen-

dered, once these people start crossing State lines—where we have
to try to track them from the initial conspiracy and source, through
the transportation and distribution network, just does not permit
an effective single-State action. That is why we are at our maximum
point probably.
For various other reasons the problem does not permit combined

efforts by the States. The eastern group which was mentioned a little
earlier, consists really of the New York effort, because the other
Eastern States do not have resources that they can muster for this
problem. We have 65 agents, 20 vehicles. Our sister States probably
have two or three agents each, whom they can bring to this effort.
As the Commissioner indicated, I think our success has been dem-

onstrated, especially over the past couple of years, in holding the
line in New York City which, of course, is the stronghold of the
problem. As the Commissioner also indicated, we have had some areas
upstate where we have had revenue losses at the rate of $5 million a
year in pockets upstate which is an enormous amount for those areas
because we have not been 'able to concentrate our efforts in those areas.
So, the Federal law enforcement resources which could be brought

to bear under this bill would be enormously important from the crime
point of view, and from the revenues point of view.
Senator KENNEDY. How do you rate cigarette smuggling in terms

of a revenue source for organized crime generally? Is this one of the
top four or five sources?
Mr. DONATI. I would say it is in the top half dozen. Probably nar-

cotics, gambling, and prostitution exceed it although there is even a
question now whether prostitution provides them with more income.
It is certainly within the top half dozen sources of their income. As
I think was also previously indicated, one of the most insidious re-
sults is that they are getting more and more into legitimate businesses
in the cigarette industry.
When we broke the counterfeiting ring that the Commissioner

mentioned, last September, we unfortunately had to also arrest four
wholesale cigarette dealers who were in cahoots with these people. We
have had evidence that more and more retailers are dealing not so
much in bootlegging but in counterfeit stamp goods where the profit
potential is even higher.
So, the sources of money to organized crime are also undermining

legitimate businesses. It is only one short step from the cigarette
business to any other legitimate business.
Mr. TULLY. Senator, with regard to your question about organized

crime, we have a tape taken of a conversation between an informant
and a person who is cooperating with us and agreed to have the re-
cording made. This is an organized crime figure. I think the nation-
wide scope of this business was demonstrated because, although the
tape is not very clear, I think we can play it for you. You will hear
the organized crime figure talking to the man he thinks is a legitimate
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businessman in the tobacco business. He wants him to front for him in
buying tobacco houses, and indicates to him that he could do it. He
said it didn't have to be in New York but it could be in New Jersey
and in Arizona. He indicates the nationwide scope of the thing.
Mr. DONATI. I handed up a copy of the transcript of what you are

about to hear. The conversation took place outdoors. There is some
background noise. I might tell you in that regard, while you are lis-
tening to this, of the technique that was used for preventing other
techniques of eavesdropping here. The people involved in this par-
ticular matter once or twice a week would arrive at a parking lot in
Queens, and walk around the parking lot and have their conversa-
tion, and then get back in their respective automobiles and go back
to their origins. They were very, very careful as to how they con-
ducted themselves. But in this case we were able legally to pick up the
conversation of which you have a transcript before you.
[Recording played.]
Mr. DONATI. This is an actual conversation between two coconspira-

tors recorded in August 1976, in New York City, by investigators of
the New York State Department of Taxation and Finance. They were
planning to use counterfeit New York State cigarette tax stamps.

CONSPIRATOR No. 1. But listen to me, listen to me, this _game is a lifetime game
if you do it right, a lifetime game. When I say it's a lifetime game, this isn't
something that's going on this year, or last year, this has been going or for 10
to 15 years, this game. Who does what in the world, I don't know. I don', know,
you understand. But-the-if I told you before. If you find a small outfit to buy, a
small outfit, let me know. Don't you go in. We'll, get someone to go and ouy it.
You understand?
'CONSPIRATOR No. 2. Right.
CONSPIRATOR No. 2. All right now ,it don't have to be here in New York, don't

have to be here in New York. It could be in Jersey. Jersey is just as good as New
York. There is a nickel difference, Jersey is just as good as New York. You
could be in Tucson, Arizona, I don't care. You want to go for a trip tomorrow
and buy a joint in Tucson, Arizona. You never gotta worry. If you look at the
sheet, if you look at the sheet on states, there are maybe six or seven states, or
eight states in the whole United States that are less than 15 cents. Fifteen cents
Is what I'm telling we will do, is a hell of a number.

Mr. DONATI. That is probably the most eloquent testimony today.
Mr. TULLY. Senator, I would point out that he says 15 cents. That's

an awful lot of States. I think that is a majority of the States. If
he can make a profit with 15 cents, then he is really into something.
I didn't know we were going to get into these visual aids, but we
have this machine here.
[Machine shown again.]
Mr. TULLY. The man who made this machine received $5,000 for

making it and he was later murdered. We think it is because he knew
too much because he made this in 10 different States. This was his
New York item [indicating].
Senator KENNEDY. Does that machine counterfeit the tax stamps?
Mr. TULLY. Yes.
Senator KENNEDY. Does it do a good job?
Mr. TULLY. Yes, a very good job.
The machines we have register like an adding machine, and as the

cigarettes go through it, it stamps and counts them. Then, of course,
the tobacco house makes a report to us and we can always check the
machines. Of course, there is no addition going on in these machines.
Another thought I had while we were talking about this was this.
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In talking of the scope of the problem, in the interest of organized
crime in this and their effectiveness and the fact that they almost
monopolize it, I think you have heard Owen Clark, the Commissioner
in Massachusetts. I was talking to him about the problem one day and
I said, "Well, I always have a hesitation about talking about the ease
with which it is distributed, especially if the word gets around." He
said, "Don't worry about it, if the law doesn't get those independent
operators, the underworld will."
That is true. He has seen a pattern in Massachusetts where once it

used to be the individual operator, maybe the neighborhood "bad boy"
or something like that and he would go into this as well. That pattern
has ended. It is now the organization boys who now take care of the
whole thing.
Senator KENNEDY. We thank you very much for your testimony.
Mr. Davis, you may proceed.

STATEMENT OF REX D. DAVIS, DIRECTOR, BUREAU OF ALCOHOL,
TOBACCO, AND FIREARMS, U.S. TREASURY DEPARTMENT, ACCOM-
PANIED BY MARVIN DESSLER, CHIEF COUNSEL, BUREAU OF
ALCOHOL, TOBACCO, AND FIREARMS

Mr. DAVIS. Thank you, Mr. Chairman. I have a very short opening
statement which I would like to make.
Senator KENNEDY. Please proceed.
Mr. DAVIS. Mr. Chairman and members of the subcommittee, I am

Rex D. Davis, Director of the Bureau of Alcohol, Tobacco, and Fire-
arms. I am accompanied by Mr. Marvin Dessler, chief counsel for the
Bureau. We also have additional expert witnesses if they should be
needed by the committee.
The information I present today is of a technical or advisory nature

and does not represent any endorsement of pending legislation by the
Department of the Treasury.
The Bureau's involvement with cigarettes presently is to assure the

collection of Federal excise taxes. In this respect, the Bureau collects
$2.4 billion annually in various tobacco taxes. These taxes are paid by
the manufacturer based on shipments from the factory, after which
involvement by the Bureau ceases.

Presently, the illicit interstate traffic in cigarettes to evade State and
local taxes does not violate any Federal law enforced by ATF. S. 1487
would alter that and involve the Federal Government if the amount of
cigarettes shipped interstate was more than 20,000.
To begin this discussion, it is necessary to make some evaluation

as to the size, scope, and nature of cigarette smuggling. Simply put,
the cigarettes are purchased in States which have low State excise
taxes on cigarettes, and transported to States which have higher
taxes. There, the cigarettes are sold on a black market. In some cases,
counterfeit State and local tax stamps are used to mark the cigarette
packages to make them appear legitimate.
Since ATF has no jurisdiction over the interstate transportation

of cigarettes in avoidance of State taxes, we have little direct informa-
tion on the nature or extent of these smuggling operations. Conse-
quently, these comments and estimates are based primarily on in-
formation from the Advisory Commission on Intergovernmental
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Relations, the Interstate Revenue Research Center, and the Eastern
Seaboard Interstate Cigarette Tax Enforcement Group.
As I said, ATF collects $2.4 billion annually in tobacco taxes. The

total in tobacco excise taxes collected by the States is $3.4 billion. The
Advisory Commission estimates that annual losses to the States from
cigarette smuggling is $337 million.
The Advisory Commission lists 17 States which it estimates lose

more than 8 percent of their cigarette tax revenues, apparently
through organized cigarette bootlegging. These States are widely dis-
persed. For example Arizona, Washington, and Texas are in the
West; Minnesota, Wisconsin, and Illinois are in the central area;
Arkansas, Tennessee, and Florida are in the South; and Pennsyl-
vania, New York, and Massachusetts are in the Northeast.
The other States identified by the Advisory Commission as having

a serious bootlegging problem are Maine, Alabama, Ohio, New Jer-
sey, and Connecticut. The Commission also identifies seven other
States which have a moderate revenue loss which would be less than 8
percent. These States are New Mexico, Nebraska, Iowa, Missouri,
Michigan, West Virginia, and Georgia.
There are only three States presently considered to be the prime

source for bootleg cigarettes because of their low tax rates. These are
Kentucky, North Carolina, and Virginia. There are several other
States which are potential sources.
Thus, if enforcement efforts are successful in shutting off the exist-

ing sources in these three States with the lowest taxes, there are other
States with only moderate taxes from which the smugglers could still
obtain cigarettes at a cost well below the sale price in the highest tax
States. Consequently, for an enforcement effort to have a significant
and long-lasting effect, it would be necessary to concentrate on the
present sources of supply and distribution, and to anticipate and pre-
clude a shift in the supply source.
Based on the Advisory Commission's evaluation of the scope of the

cigarette smuggling problem, the Bureau has estimated the law en-
forcement resources needed to cope with the problem 

nationwide, 
as-

suming a sufficient level of State enforcement. The cost would be $3.8
million which would include all manpower and equipment costs. This
estimate does not include consequent prosecutorial and judicial costs.
Senator KENNEDY. Do you think you could set up a Federal inter-

diction program for $3.8 million?
Mr. DAVIS. Yes. •
Senator KENNEDY. We are talking about $300 to $400 million that

are being lost by the States at the present time. That's a pretty good
cost/benefit ratio in terms of law enforcement.
Mr. DAVIS. Yes; that is about 1 percent of the tax losses, as we un-

derstand it.
Senator KENNEDY. I don't know many programs that we have

passed in the Congress that have had that kind of cost-effectiveness
ratio. The Federal law enforcement effort would affect both the State
tax revenue aspects of the problem, and the involvement of organized
crime.. Equally important is the effect such an effort would have on the
small businessmen and their ability to survive.

Mr. DAVIS. Of course, this cost is based on the existing law enforce-
ment agency. In other words, if you started up a completely new effort,
the cost would be greater.
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Senator KENNEDY. Would you give us a breakdown and submit thatas a part for the record?
Mr. DAVIS. Yes.
[Material supplied follows:]

Salaries:
100 GS-7

Equipment 
positions (includes personnel benefits) :

85 vehicles @ $5,200 
4 communications repeater systems @ $5,000 85 mobile radios @ $1,600 

cost
$17, 785,

442,
20,

136,

000

000
000
0004 radio base station systems @ $7,200 28,80050 portable radios @ $1,400 

70,0002 electronic surveillance kits @ $3,000 6,000100 handguns @ $131 
13,100100 handcuffs @ $15 
1,50075 binoculars @ $45 
3,3752 night vision scopes @ $2,900 5,80050 casette recorders @ $114 
5,7001 leased surveillance aircraft @ $20,000 20,000Purchase-of-evidence funds 135,000Relocation of experienced special agents 350,000Rental space: 135 sq. ft. per person @ $10 135,000Communications, telephone 30,000Clerical support: 1 per 6 agents, GS-4 @ $8,900 x 16 142,400Travel expenditures:

100 special agent positions @ $5,000 500, 000
Since all investigations of contraband cigarettes would involve interstatetravel, the usual allocated amount of $2,500 per year for travel has been increasedby 100 percent.

Mr. DAVIS. In addition to making it a Federal offense to transport orpossess non-State-tax-paid cigarettes, most, but not all, of the billswould also require dealers to keep records of ,all sales of 20,000 or morecigarettes. Based on our experience with the illegal liquor raw mate-rials program and the Gun Control Act, we consider the recordkeepingprovision and the attendant authority to examine these records essen-tial to effective enforcement.
This recordkeeping feature would be important in supplying in-vestigative leads, and would primarily apply to suppliers in the low-tax States who are often not directly violating any laws of the Statein which they operate, because the cigarette tax has been paid in thatState.
Since the requirement would only apply to sales of more than20,000 cigarettes at a time—that is, more than 100 cartons—it wouldnot apply to ordinary retail sellers but only to those who are clearlywholesalers. Further, the recordkeeping provisions likely would notcause additional records to be kept by legitimate wholesalers, sincethey already must keep records of transactions for Federal income taxand State cigarette tax purposes.
Besides providing investigative leads, the recordkeeping provisionsshould also make more vulnerable to Federal prosecution those sup-pliers who fail to properly document transactions in which they areoperating in conspiracy with the transporters.
Mr. Chairman, I believe these points are the most salient from anenforcement standpoint should an anticigarette smuggling bill bepassed. I am prepared to answer any further questions.Thank you.
Senator KENNEDY. To what extent is the growth of cigarette boot-legging due to the lack of attention by the States? To what extent are
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the States handicapped because of the failure of existing legislation?
Is there any accountability at the present time?
Mr. DAVIS. From my knowledge of the efforts by the various States

in this area they have done—as the previous gentleman testified—
about all they can under the existing circumstances. I am sure the
committee is aware that there have been special funding efforts by the
Federal Government and LEAA on the regional approach.
As I understand the problem, there are really two primary handi-

caps that the States face. One of them, of course, is the interstate na-
ture of this traffic. There is a lack of any individual State in having
jurisdiction into source States.
Of course, by the same token that means that they are also handi-

capped in obtaining intelligence as to the nature of the traffic and the
sources of supply and the customers and people who are operating in
the trafficking rings.
Senator KENNEDY. Do you feel that at present the States are unable

to deal effectively with this particular problem? Can you give us any
estimate of the growth potential of this problem if nothing further is
done by the Federal Government? Would it continue to grow?
Mr. DAVIS. Certainly, in my personal opinion it would. More than

likely it would grow because I am reasonably certain that there will
be more demands for tax revenue. Certainly as the gap widens be-
tween the States, there would be additional incentives for organized
criminal groups to become involved in the trafficking.

Senator KENNEDY. Has ATF made any effort to collect intelligence
in this area in the past?
Mr. DAVIS. No, sir, we have not. It has not been within our jurisdic-

tional responsibility, and we have had no incentive to do so.
Senator KENNEDY. Have you picked up any information to indicate

the extent of organized crime involvement?
Mr. DAVIS. Not directly, but certainly we think that the avenues

presented in the various studies and the various efforts is impressive
that organized crime involvement does exist. Certainly the size of
some of the transactions that have come to our attention, and some
of the seizures that we have made would indicate that there is a
tremendous margin of profit involved.
Senator KENNEDY. Have you been able to identify the corridors

in the country where this traffic takes place?
Mr. DAVIS. Yes, to a large degree. Certainly along the eastern coast

between the southern tobacco-producing States and the Northeastern
States is a corridor. Then, there is the Central corridor from the States
of Kentucky, Tennessee, and in that area up into the Northern States
in the central part of the country.
Then, of course, there is another major one in the West primarily

into the State of Washington which has a high State excise tax on
cigarettes.
These are just the major ones. There are other more localized traffic

routes.
Senator KENNEDY. What is the basis for your estimate that it would

cost $3.8 million to set up an effective Federal program?
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Mr. DAVIS. It is primarily based on the 100-agent man-years. Wefeel that with that amount of man-years the problem could be effec-tively dealt with. Of course, the cost includes such things as equippingthese people and on down the line.
Senator KENNEDY. How many agents would that be?
Mr. DAVIS. In this kind of program it would be 100 new agents.I might point out that any Federal law enforcement organizationwhich might be given responsibility for this problem would not usejust 100 agents for this purpose. In other words, all of the agents ofthe particular agency would be available. In other words, there wouldnot be a cadre of specialists for this purpose. But the total numberof agents that would be available at any one time to deal with theproblem would be that number.
Senator KENNEDY. How long would it take to set up this effective

program?
Mr. DAVIS. On the basis of an inplace Federal agency given theresponsibility, the program could start immediately because the ex-

perienced agents could be devoted to the program immediately.
Then, of course, any new agents which were brought in would gothrough the training process and would then help to fill in behind

the agents that were being diverted from other areas.
Senator KENNEDY. We want to thank you very much for your help-

ful testimony. We will keep the record open for a reasonable period
of time to receive additional comments.
The subcommittee stands adjourned.
[Whereupon, at 12 :15 p.m., the subcommittee adjourned.]

S. 1487, 95th Cong.,,1st Sess.

A BILL To eliminate racketeering in the sale and distribution of cigarettes, and for
other purposes.

Be it enacted by the Senate and House of Representatives of the United Statesof America in Congress assembled,

"STATEMENT OF FINDINGS AND PURPOSE

SECTION 1. (a) The Congress finds that—
( 1 ) there is a widespread traffic in cigarettes moving in or otherwise affecting

interstate or foreign commerce, and that the States are not adequately able to
stop the movement into and sale of such cigarettes in violation of their tax laws
through the exercise of their police power;
(2) there is a causal relationship between the flow of cigarettes into inter-

state commerce to be sold in violation of State laws and the rise of racketeering
in the United States:
(3) organized crime has realized hundreds of millions of dollars annually in

profits from the sale of such cigarettes in violation of State laws, and has
channeled such profits into other illicit activities;
(4) a sharply expanded Federal role in the fight against cigarette smuggling

is essential if there is to be an effective law enforcement effort against cigarette
smuggling, since the interstate nature of the crime places individual States at
too great a disadvantage to handle these problems effectively;
(5) certain records maintained by dealers in cigarettes will have a high degree

of usefulness in criminal, tax, and regulatory investigations.
(b) It is the purpose of this Act to provide a timely solution to a serious

organized crime problem and to help provide relief to many cities and States.
SEC. 2. Title 18, United States Code, is amended by inserting immediately after

chapter 59 thereof the following new chapter:
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CHAPTER 60.—CIGARETTE TRAFFIC
"Sec.
"1285. Definitions.
"1286. Unlawful acts.
"1287. Recordkeeping and reporting.
"1288. Penalties.
"1289. Effect on State law.
"1290. Enforcement and regulations.

"§ 1285. Definitions
"As used in this chapter:
"(a) The term 'cigarette' means—
" (1) any roll of tobacco wrapped in paper or in any substance not containing

tobacco, and
"(2) any roll of tobacco wrapped in any substance containing tobacco which,

because of its appearance, the type of tobacco used in the filler, or its packaging
and labeling, is likely to be offered to, or purchased by, consumers as a cigarette
described in paragraph (1).
"(b) The term 'contraband cigarettes' means a quantity in excess of twenty

thousand cigarettes, bearing no evidence of the payment of applicable State
cigarette taxes in the State where they are found, and which are in the possession
of any person other than—
"(1) a person holding a permit issued pursuant to chapter 52 of title 26,

United States Code, as a manufacturer of tobacco product § or as an export ware-
house proprietor, or a person operating a customs bonded warehouse pursuant to
section 1311 or 1155 of title 19, United States Code, or an agent of such person;
"(2) a common or contract carrier: Provided, however, That. the cigarette are

designated as such on the bill of lading or freight bill;
"(3) a person licensed or otherwise authorized by the State where the ciga-

rettes are found to deal in cigarettes and to account for and pay applicable ciga-
rette taxes imposed by such State; or
" (4 ) an officer, employee, or other agent of the United States, or its depart-

ments and wholy owned instrumentaities, or of any State or any department,
agency, or political subdivision thereof, having possession of cigarettes in con-
nection with the performance of his official duties.
"(c) The term 'common or contract carrier' means a carrier holding a certi-

ficate of convenience or necessity or equivalent operating authority from a regu-
latory agency of the United States or of any State or the District of Columbia.
"(d) The term 'State' means any State, or the District of Columbia. which

requires a stamp, impression, or other indication tO be placed on packages or other
containers of cigarettes to evidence payment of cigarette taxes.
"(e) The term 'dealer' means any person who sells or distributes in any manner

any quantity of cigarettes in excess of twenty thousand in a single transaction.
"(f) The term 'Secretary' means the Secretary of the Treasury or his delegate.
"(g) The term 'person' means any, individual, corporation, company, associa-

tion, firm, partnership, society, or joint stock company.

"§ 1286. Unlawful acts

"(a) It shall be unlawful to ship, transport, receive, or possess contraband
cigarettes.
"(b) ft shall be unlawful to knowingly make any false statement or representa-

tion with respect to the information required by this chapter to be kept in the
records of a dealer.

"§ 1287. Recordkeeping and reporting

"Each dealer shall maintain such records of shipment, receipt, sale, or other
disposition of cigarettes at such place, for such period, and in such form as the
Secretary may by regulations prescribe. Dealers shall make such records avail-
able for inspection at all reasonable times, and shall submit to the Secretary such
reports and information with respect to such records and the contents thereof as
he shall by regulations prescribe. The Secretary may enter during business hours
the premises (including places of storage) of any dealer in cigarettes for the pur-
pose of inspecting or examining (1) any records or documents required to be kept
by the dealer, and (2) any cigarettes kept or stored by the dealer at such premises.
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"§ 1288. Penalties
"(a) Whoever violates any provision of this chapter or regulations promulgated

thereunder shall be sentenced to pay a fine of not more than $10,000, or to be
imprisoned for not more than two years, or both.
"(b) Any contraband cigarettes involved in any violation of the provisions of

this chapter shall be subject to seizure and forfeiture, and all provisions of the
Internal Revenue Code of 1954 relating to the seizure, forfeiture, and disposition
of firearms, as defined in section 5845(a) of that Code, shall, so far as applicable,
extend to seizures and forfeitures under the provisions of this chapter.
"§ 1289. Effect on State kw
"Nothing in this chapter shall be construed to affect the concurrent jurisdiction

of a State to enact and enforce State cigarette tax laws, to provide for the con-
fiscation of cigarettes and other property seized in violation of such laws, and to
provide penalties for the violation of such laws. •

"§ 1290. Enforcement and regulations
"The Secretary shall enforce the provisions of this chapter and may prescribe

such rules and regulations as he deems reasonably necessary to carry out the
provisions of this chapter.".

SEC. 3. (a) Except as provided in subsection (b), the provisions of chapter 60 of
title 18, United States Code, shall take effect on the first day of the first month
which begins more than one hundred and twenty days after enactment.
(b) The following sections of chapter 60, title 18, United States Code, shall

take effect on the date of enactment of this Act: Sections 1285, 1286(a), 1288,
1289, and 1290.

SEC. 4. The title analysis of title 18, United States Code, is amended by insert-
ing immediately below the item relating to chapter 59 the following:

"60. Cigarette Traffic  1285."
SEC. 5. (a) Section 1(b) of the Act of August 9, 1939 (ch. 618, 53 Stat. 1291), Hi

amended by (1) striking out "or" at the end of paragraph 2, (2) striking out the
period at the end of paragraph 3 and inserting in lieu thereof " ; or", and (3)
adding after paragraph 3 the following new paragraph 4 to read as follows:
"(4) Any cigarettes, with respect to which there has been committed any vio-

lation of any provision of chapter 60 of title 18 or any regulation issued pursuant
thereto.".

(b) Section 7 of the Act of August 9, 1939 (ch. 618, 53 Stat. 1291), as amended
(49 U.S.C. 787), is amended by (1) striking out "and" at the end of subsection
(e), (2) striking out the period at the end of subsection (f) and inserting in lieu
thereof " ; and", and (3) adding after subsection (f) the following new subsec-
tion (g) to read as follows:
"(g) The term 'cigarettes' means 'contraband cigarettes' as now or here-

after defined in section 1285(b) of title 18.".

U.S. SENATE,
COMMITTEE ON THE JUDICIARY,

Washington, D.C., November 25, 1977.
DEAR : On October 21, 1977, the Subcommittee on Criminal Laws and

Procedures held a hearing chaired by Senator Edward M. Kennedy on S. 1487, a
bill aimed at eliminating racketeering in the sale and distribution of cigarettes.
Due to the many pressing matters before the Senate this session we have been

unable to schedule additional hearings. However, the Subcommittee would appre-
ciate having your recommendations about this important bill in a prepared
statement to be included in the hearing record by the Subcommittee.
In addition to the effect cigarette bootlegging has had upon the States, we would

like for you to address the extent and nature of organized crime involvement, the
necessity for a Federal law enforcement effort, the type of penalty which should
be imposed, and the appropriate cutoff limit of transported cigarettes. Any other
information you may wish to supply would be welcomed. A copy of S. 1487 is
enclosed.
In order that the Subcommittee may have time to study your comments and

recommendations, your statement should be sent on or before December 15, 1977.
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If the staff can assist you in any way, please contact Paul Summitt (202-224-
3281) or Robert M. McNamara, Jr. (202-224-7488).

Sincerely,

Enclosure.
JOHN L. MCCLELLAN, Chairman.

STATEMENT BY LOUIS H. EHRLICH, JR., CHAIRMAN, NATIONAL ASSOCIATION
OF TOBACCO DISTRIBUTORS

My name is Louis H. Ehrlich, Jr. I am Chairman, Rothenberg & Schloss, Inc.,
Kansas City, Missouri, and Chairman, Committee on Legislation and Taxation,

• National Association of Tobacco Distributors. This statement is presented on
behalf of the National Association of Tobacco Distributors, whose membership
provides a nationwide network for the wholesale distribution of tobacco, con-
fectionery and kindred consumer products to over a million retail outlets. The
extensive mix of products distributed includes, but is not limited to, cigarettes,
cigars, pipes and smokers' accessories.
My company has nol carried cigarettes since the beginning of World War II,

and other tobacco products per se since January 1, 1976. As a private citizen, I
am concerned for this country's welfare being undermined by organized crime
penetration into retail cigarette sales through illicit cigarette bootlegging in in-
terstate commerce.
With this background information, and at the behest of the Wholesale To-

bacco Industry and its retail Customers, we wish to urge expeditious Congres-
sional action to inhibit the growing cigarette bootlegging problem by enacting
S. 1487 making it a federal offense to transport contraband cigarettes in inter-
state commerce.

It is estimated that cigarettes bootlegging is costing the 50 states and local
taxing authorities in excess of $400 million annually in tax revenue. In addition,
legitimate business (the tobacco wholesalers and retailers) is sustaining losses
in the millions of dollars, and find it impossible to compete with organized crime
paying no taxes and not subject to normal business expenses.
The recent report of the New York State Special Task Force on Cigarette Boot-

legging and the Cigarette Tax includes the following statement. I quote:
"Contraband cigarettes in the past have been retailed mainly through busi-

nesses which don't normally deal in tobacco products, such as beauty parlors,
barber shops, and other such business places, as a convenience to their customers
and an added source of revenue for themselves—and even, as another example,
from the back of a station wagon at a construction site. In recent months, how-
ever, the State has discovered that these untaxed cigarettes are being increas-
ingly sold in legitimate retail outlets. In other words, more and more business
men and women, who are law-abiding in other respects, have become law-
violators by evading the cigarette tax. Moreover, they are assisting in robbing
the State of much-needed revenue at the same time that they are becoming ac-
complices of big-time racketeers and small-time hoodlums. Perhaps most tragic,
the legitimate retailers who have become tax-evaders by selling contraband are
subjecting themselves to arrest and criminal prosecution with resultant disgrace
to their families as well as themselves."

Manufacturers' trucks have been hi-jacked, resulting in heavy losses to them
and an impact on their insurance rates. These hi-jacks are professional in nature
and are believed to be the efforts of organized crime. Organized crime does not
care whether the cigarette packs are stamped or without tax indicia, as they
have the outlets to dispose of them.
Because of the increase in hi-jacking and wholesale thefts, to maximize the

illicit profits in the hi-tax-rate States, motor carriers are turning down legitimate
cigarette shipments, and insurance rates of licensed cigarette warehouses are
skyrocketing.

Investigations, surveillances, and informants have resulted in bringing to the
attention of the States that the violators are becoming more sophisticated and
move their operations frequently. Their sources of supply, routes of travel, places
of reloading, storage warehouses, and sources of disposing of cigarettes are
constantly changing, which makes for more difficult investigations and appre-
hensions.
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It is said the major cigarette wholesaler today in the New York City area is
the underworld accounting for over half of all cigarettes sold with a resulting
tax revenue loss of $85 million annually. Gross profit of $60,000 is estimated to
be illegally realized from a tractor trailerload of contraband cigarettes sold in
the black market of the Eastern Seaboard.
You may ask isn't this a localized problem for New York City and the Eastern

Seaboard. The answer is definitely "NO". What has happened in New York on Et
major scale has spread to the other northeastern states, the southern states, par-
ticularly Florida, and the midwestern states. Missouri, my home state with
9 cents tax, is estimated to be losing $1-$6 million annually in cigarette tax
revenue from bootlegging out of North Carolina and Kentucky.
The Special Investigations Bureau responsible for the investigation of tax

frauds has 12 agents: 6 in St. Louis, 4 in Kansas City, 1 in Jefferson City and
1 in Cape Girardeau near the Kentucky border. The major part of its investi-
gation is sales, income, and motor fuel tax frauds, but only 20 percent of its
effort is being devoted to the investigation of cigarette bootlegging.

Cigarette bootlegging will continue to spread if states continue to raise
cigarette taxes to meet the need for added revenue and the tax differential con-
tinues between states such as North Carolina 2 cents, Virginia 21/2 cents, Ken-
tucky 3 cents and, Indiana 6 cents. Unfortunately the states do not have the
manpower nor the. revenue to control its growth nor provide adequate law en-
forcement. Last month CBS on "60 Minutes" and NBC on the "Today Show"
dramatically showed the extent of cigarette bootlegging and the state inability
to cope with it.
Three possible solutions have been suggested:
1. State Tax Uniformity—With the 50 sovereign states each executing its

rights based on fiscal needs in the levy and imposition of cigarette taxes, there
is no likelihood for state tax uniformity—Legislative bills have been introduced
both in Kansas and New York to reduce the cigarette tax. In Kansas the bills
never got out of Committee and in New York, where tax relief is sorely needed,
defeated despite the offer of wholesale tobacco distributors to set up an escrow
fund of $18 million to offset any revenue loss from a reduced tax.

2. The Federal Government to pre-empt state cigarette taxation and establish
a Federal Uniform Tax Rate with revenue sharing to the states and indirectly
to local tax authorities. For Congress to take away from the states their right
to cigarette taxation is wishful thinking.

3. To make cigarette bootlegging in interstate commerce a federal offense which
will call for Congressional action since this has become a state-federal problem.
The Advisory Commission on Intergovernmental Relations (ACIR) has made

a thorough study of "Cigarette Bootlegging" and following its hearing at which
I testified last December released its report in May. I quote in part from its
conclusions:
"That large state cigarette tax differentials and the difficulty in controlling

the interstate flow of contraband cigarettes have created an environment con-
ducive to the large scale involvement of organized crime in cigarette bootlegging".
The extent of this involvement is shown by the following incident recently

related to me. A well dressed individual came into the office of an established
California wholesaler and offered to purchase for cash a substantial quantity of
unstamped cigarettes to be shipped through the Panama Canal to a New York
State destination. The sale was not consummated as the State of California would
not grant a license for it indicating underworld implications.
And again referring to the ACIR report, I quote in part from its recom-

mendations:
In order to enhance the effectiveness of cooperative State and Federal enforce-

ment efforts, the Congress should give early and favorable consideration to
legislation prohibiting the transportation of contraband cigarettes in interstate
commerce."
The Kansas City Times in a September 5 editorial commented on the ACIR

report and called for legislation making cigarette bootlegging a Federal offense,
copy attached.
Time Magazine concluded in its recent cover story "The Mafia—Big, Bad and

Booming" that there must be an end to American tolerance for any kind of
organized crime. The longer the delay in the enactment of legislation to make
contraband cigarettes in interstate commerce a Federal offense, the more difficult
it will become to uproot the underworld involvement.
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We therefore conclude that cigarette bootlegging because of its complex nature

involving organized crime cannot be controlled nor eliminated at the state level

and, as recommended by the Advisory Commission on Intergovernmental Rela-

tions, Federal Contraband Legislation as provided in S. 1487 should be ex-

peditiously enacted.

[From the Kansas City Times, Sept. 5, 1977]

BAN CIGARETTE SMUGGLING

The bootlegging of cigarettes has not raised much public concern mainly be-

cause, we suspect, the full impact and scope of this criminal activity has not

undergone a comprehensive analysis.
Now that rather formidable task has been completed by the Advisory Com-

mission on Intergovernmental Relations (ACIR), a permanent, national organi-

zation established by Congress in 1959 to report on problems that affect the

various levels of government. The findings were discussed in detail in a recent

news story. Essentially, however, the smuggling of cigarettes is depriving the

states of an estimated $337 million a year in revenue and has become the second

largest source of income, next to narcotics, for organized crime. The cigarettes

are transported from low-tax states, such as North Carolina where the tax is

2 cents a package, to areas where the levy is much higher. In New York City,

for example, the tax is 23 cents a pack.
This illicit traffic in cigarettes cannot be considered a victimless crime. The

ACIR sums it up this way: "The consequences of organized smuggling, however,

extend beyond the loss of government revenues. Taxpayers pay higher taxes or

receive fewer services, cigarette wholesalers and retailers are driven out of busi-

ness and jobs are lost, political and law enforcement officials are corrupted,

trucks are highjacked and warehouses raided, and people are injured and even

killed."
Estimated losses from bootlegging are $6 million a year in Missouri and $1.6

million in Kansas.
Currently cigarette bootlegging is not a federal crime. State laws, where they

exist, are difficult to enforce because the merchandise is bought in one area and

sold in another. The attorney general of North Carolina, for example, recently

noted that there is no law violation when smugglers purchase cigarettes .in his

state. The problem, he added, occurs where the cigarettes are sold illegally.

The North Carolina official is correct. But it would be wrong to assume that

citizens of North Carolina, or any other state, do not suffer, directly or indirectly,

from the contraband cigarette market.
Legislation to outlaw smuggling has been introduced in Congress. Hearings

are expected this year on a bill that would make bootlegging a federal offense.

An effective statute would halt the loss of taxes and at the same time cut off

income from the criminal element. That would be to the good and should be

pursued diligently in Washington.

STATEMENT SUBMITTED TO THE SUBCOMMITTEE ON CRIMINAL LAWS AND PROCEDURES

OF THE SENATE JUDICIARY COMMITTEE BY THE NATIONAL ASSOCIATION OF
 TAX

ADMINISTRATORS AND THE NATIONAL TOBACCO TAX ASSOCIATION IN SUPPORT OF

S. 1487, A BILL TO ELIMINATE RACKETEERING IN THE SALE AND DISTRIBUTION OF

CIGARETTES

The National Association of Tax Administrators, an organization of the ta
x

administrators of the revenue departments of the 50 states, and the National

Tobacco Tax Association, an organization of tobacco tax administrators in 
the

revenue departments of the 50 states, express their full support of S. 1487, the

Belhnon-Anderson bill.
Federal contraband legislation, as represented by S. 1487, has the full support

of state governments. The National Association of Tazx Administrators and 
the

National Tobacco Tax Association, at their annual meetings over a span of

years, have unanimously adopted resolutions urging Congress to enact legi
sla-

tion which would prohibit the transportation of cigarettes across state lines for

the purpose of evading state taxes. The National Governors' Association
, in

1977, also called upon Congress to enact contraband cigarette legislation. This

21-437 0 - 78 - 12
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year, the Advisory Commission on Intergovernmental Relations, after an exten-
sive study of cigarette bootlegging, strongly recommended that Congress enact
such legislation.

Cigarette bootlegging—a wholly interstate problem
Cigarette bootlegging is wholly an interstate problem which arises from the

fact that under our system of government, each state determines its own tax
rates and makes this determination on the basis of financial, economic, political
and other factors. No state has control over another state's tax rates, and the
disparity of state cigarette tax rates which has given rise to cigarette boot-
legging is entirely a product of our federal system.
The fact that interstate tax problems have become especially intense is attrib-

utable to:
(1) The ease with which cigarettes can be transported across state lines.
(2) The price consciousness of cigarette consumers. Historically smokers have

always been highly responsive to markets offering cigarettes at less than the
prevailing price.
(3) The special appropriateness of cigarette taxes as a source of marginal

state revenues, stemming from the fact that cigarettes are a product whose use
is discouraged by federal government—the U.S. Surgeon General, Congress,
and the Federal Trade Commission.
(4) The impact of the U.S. Surgeon General's findings on the relationship of

health and smoking.
With respect to the last, the disparity in state cigarette tax rates, which had

always existed to a limited degree, was expanded sharply after the issuance of
the Surgeon General's report in the mid-1960's. This occurred because many
states considered the Surgeon General's findings that smoking was deleterious
to health a valid and convincing basis for increasing cigarette taxes more
sharply than ever before, while other states, notably the tobacco producing
states, kept cigarette taxes at their former level.
In 1965, when state cigarette tax rates ranged from 2 to D cents per pack,

there was no cigarette bootlegging of any significance. Currently, the cigarette
tax rates range from 2 cents in North Carolina to a combined state-city rate of
23 cents per pack in New York City, while 21 states have rates in excess of 12
cents per pack. Thus, cigarette bootlegging stems from the fact that illicit
operators can use the low tix tobacco-producing states as a source of supply forpotential profits of up to $2.10 per carton, based solely on tax differentials in
the states which raised their rates sharply after the issuance of the SurgeonGeneral's report.

Limitations on the States' capacity to deal with cigarette bootlegging
Without federal assistance, state revenue department efforts, no matter howmuch they may be expanded, cannot be effective against cigarette bootleggingbecause:
(1) Cigarette bootlegging is completely an interstate operation and the author-ity of the state enforcement officials does not extend beyond the borders oftheir respective states.
(2) The widespread presence of organized crime makes bootlegging a policeproblem of peculiar complexity rather than a tax administrative problem.
,State tax enforcement personnel are auditors and investigators, rather thanlaw enforcement officers, and they are further handicapped by the geographiclimitations of their authority. State revenue departments have given increasedemphasis to law enforcement efforts because of bootlegging, but they are limitedin these efforts by budgetary considerations and by the secondary position ofcigarette taxes in state revenue systems.
The states' major taxes—sales taxes and income taxes—are administered atless than two percent of total collections. It would be difficult for a state revenue.department to justify incurring costs in an amount equivalent to a double digitpercentage of cigarette tax collections in order to cope with a police problemthat is wholly interstate in origin, particularly when the results of such aneffort could only be fractionally effective.
The states have expanded their efforts in combatting bootlegging by addingto their investigative staffs, and in both the eastern seaboard and in the mid-west, by forming co-operative surveillance groups in an attempt to deal withthe interstate character of cigarette bootlegging. The states recognize that boththese individual and collective efforts are vastly less effective than would be a
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comparable effort by a single federal enforcem
ent agency which could operate

on a national basis and which could draw up
on its extensive experience in deal-

ing with interstate crime.

Presence of organized crime

The presence of organized crime in cigarette 
smuggling on the eastern seaboard

has been documented in the Advisory Commi
ssion on Intergovernmental Rela-

tions' report on cigarette bootlegging, in testimo
ny presented by James H. Tully,

Jr., Commissioner of Taxation and Finance, New
 York, to the hearing on S. 1487

conducted by Senator Kennedy on October 21, 
1977, in testimony presented to

the ACIR by J. Robert Murphy, Deputy Direc
tor of the New Jersey Division

of Taxation and past President of the National 
Tobacco Tax Association and by

Edward Lorch of the New York City Police D
epartment. This testimony has

emphasized that cigarette smuggling is a major so
urce of revenue for organized

crime. ACIR has placed the state and local gov
ernments' revenue loss from

cigarette tax evasion at $400 million annually.

State revenue departments have pointed out that thi
s figure is far in excess

of the estimates of revenue loss in 1972, the first year 
in which Congress gave

serious consideration to the enactment of a contrab
and cigarette bill. Because

the bill failed to pass at the time, cigarette bootlegg
ing has been able to grow

at an alarming rate in the absence of the only mea
ns for effectively combatting

these illicit operations—the presence of a federal 
enforcement agency adminis-

tering an effective federal law directed specificall
y at cigarette bootlegging.

Without federal enforcement, bootleggers have little fe
ar of being apprehended

and convicted.
The state revenue departments point out that, if there i

s further delay in

instituting an effective federal anti-bootlegging effort, or
ganized crime opera-

tions will continue to expand rapidly. This will occur be
cause the sources of

bootleg cigarettes and the bootleg operations are well estab
lished, and the poten-

tial market for bootleg cigarettes is just being tapped.
 The profit incentive in

cigarette bootlegging is so large as to attract a continuous
 entry of criminal

elements into the activity.
Cigarette consumers are highly price conscious because sm

oking is an every-

day process, and they will gravitate to new markets for bootl
eg cigarettes—fac-

tories, service stations, barber shops, etc.—as they become availa
ble. The market-

ing of bootleg cigarettes by licensed distributors emerged durin
g the past year

In Illinois and New York. Here again, the profit incentive may b
e expected to

expand these illicit operations if federal enforcement is not provided.

What has happened in the northeast is a prototype of what can 
be expected

to happen elsewhere in the country. In the east, cigarette bootleggi
ng was begun

by small individual operators, who trafficked cigarettes between No
rth Carolina

and the northeastern states.
As these operations became more extensive and profitable, organiz

ed crime

entered the field. At the present time, midwest bootlegging is conduc
ted largely

by individuals whose criminal operations are conducted on a routine b
asis. As

these operations increase, it can be expected that the syndicated crime 
presence

will become more predominant as it did on the eastern seaboard. There is
 little

cigarette bootlegging in the western states because cigarette tax rates are mo
re

uniform there. However, if several western states raise their rates to th
e north-

eastern level—and this is possible because of state revenue needs—bootle
gging

could emerge suddenly.

Si. 1487's penalty and cutoff limit of transported cigarettes

S. 1987 corresponds to the contraband cigarette bill drafted by the Nat
ional

Tobacco Tax Association with the technical advice of the Bureau of Alcoh
ol,

Tobacco and Firearms, for consideration of the state revenue department
 in

communicating their concerns to their Congressional representatives. Th
e bill

was circulated as a draft subject to changes that might result from Congres-

sional review.
In drafting the provisions, the underlying considerations with respect to

penalty provisions and the provisions on the appropriate cutoff limit of trans-

ported cigarettes, concerning which the Subcommittee on Criminal Laws and

Procedures has raised questions, were as follows.
Penalty provisions.—In the draft, consideration was given to the imposition

of heavier penalties than those now provided in the bill. The decision to provide

the penalties in the bill—a fine up to $10,000, imprisonment up to two years,

and seizure of the contraband cigarettes—was in response to an expression of
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views that these penalties corresponded to those in other federal laws, and thatthe courts might be expected to take an unfavorable attitude towards heavierpenalties. It was also pointed out that if a court wished to impose heavierpenalties, the bill would permit it to do so on a multiple count basis, so thatsubstantially heavier penalties can be instituted under the bill's provisions.Cutoff limit of transported cigarettes.—In the bill, the term "contraband cig-arettes" is defined to mean a quantity in excess of 20,000 cigarettes. In arrivingat the figure, the following factors were considered:
(1) The 20,000 figure would effectively negate any claim by an individualthat he has purchased the cigarettes for his personal use.
(2) The federal courts would not be expected to look with favor on prosecu-tions involving the small revenues losses attributable to quantities of less than20,000 cigarettes. (As examples, under existing laws, for the highest cigarettetax rate involved—the combined New York State-New York City 23 cents perpack tax rate—the revenue loss on a load of 20,000 bootleg cigarettes would be$230; for Massachusetts, it would be $210; and in New Jersey, $190).(3) It was suggested that the federal enforcing agency would be reluctant toemploy needed personnel on violations involving smaller state revenue losses, inview of the uncertaintly over the courts' attitude towards cases involving suchamounts.
(4) Except where relatively short trips across state lines are involved, 20,000is perhaps the minimum which would be a profitable load for a smuggling trip.If short trips across state borders account for a significant volume of smugglingin some areas, consideration might be given to reducing this number.

Uniform tax rate proposals
It has been suggested that instead of a contraband bill, Congress should enactlegislation designed to eliminate the state cigarette tax disparities which producebootlegging. While a nationally uniform cigarette tax rate would eliminatebootlegging, there appears to be no likelihood that such legislation could bepassed in the foreseeable future. The Advisory Commission on Intergovern-mental Relations has termed an effort toward such legislation as "an exercisein political futility—tantamount to a do nothing policy".The ACIR's observation stems from the fact that the enactment of a uniformrate would necessitate substantial cigarette tax rate raises in a majority of thestates. The uniform rate bills now in Congress would impose a combined state-federal cigarette tax rate ranging up to 35 cents per pack. In effect, the uniformrate bills ask Congressmen to vote to increase the cigarette tax rates on theirown citizens sharply. The experience of the energy tax proposals relating tofederal gasoline taxes has shown how difficult it is to develop Congressionalsupport for excise tax increases.
If Congress takes no action on a contraband bill this year, and a protracteddebate over uniform rate legislation extends over a span of years, cigarettebootlegging will continue to grow and the existing problems will become mag-nified both in their intensity and in their geographical impact.

STATE OF CONNECTICUT,
Hartford, Conn., December 12, 1977.PAUL SUMMITT,

Chief Counsel, U.S. Senate, Committee on the Judiciary, Subcommittee on Crim-inal Laws and Procedures, Washington, D.C.
DEAR Six: This letter is in response to Senator McClellan's letter of Novem-ber 25, 1977 requesting my recommendation about S-1487, a bill being proposed toeliminate racketeering in the sale and distribution of cigarettes.The State of Connecticut strongly supports this important piece of legislation.The proliferation of cigarette smuggling, organized crime involvement and theinterstate nature of smuggling activities create a demand for Federal law en-forcement in this area. Federal involvement will enhance enforcement activitiesand contribute to a coordinated effort to deter this criminal enterprise.Connecticut has been actively involved in combating cigarette smuggling since1971. This department has documented several cigarette smuggling cases in-colving several thousands of cartons of untaxed cigarettes that show organizedcrime figures from Connecticut to be involved. In some cases, this involvementextended to New York City crime families. While Connecticut's enforcementefforts in this area have just about eliminated the independent smuggler, syndi-cated operations are still a problem.
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I believe the penalty proposed in S-1487 is sufficient and is in line with Con-
necticut's penalty (imprisonment of not more than 5 years and/or a $5,000.00 fine).
Also the cut-off limit of 26,000 transported cigarettes is in line with Connecticut's
misdemeanor/felony cut-off amount.
There will be no response to the Committee from Mr. Salafia and Mr. Breece

of the Connecticut State Tax Department as this letter reflects their comments.
Sincerely,

GERALD J. HEFFERNAN,
Tax Commissioner.

STATEMENT SUBMITTED BY HAROLD J. HESS, INSPECTOR, COMMANDING OFFICER,
INTELLIGENCE DIVISION, POLICE DEPARTMENT, THE CITY OF NEW YORK, N.Y.

Since the mid 1960's the problem of the smuggling of contraband cigarettes
has grown continually. Law enforcement agencies have attempted to combat the
smuggler with little success and, until very recently, have uncovered practically
nothing relative to the organization of cigarette smuggling operations. What can
be said with certainty is that organized crime has taken advantage of this vic-
timless crime to reap new profits to pour into its criminal empire.
New efforts have been mounted on both an enforcement and intelligence level

and analysis of the information uncovered allows for at least some definitive
statements. However, nothing written here can be accepted as total or final

knowledge since the structure of smuggling operations, like the structure of
organized crime itself is constantly changing.
It has become evident that there are two types of cigarette smugglers:
1. The independent with no direct ties to any large organization and who oper-

ates on an irregular basis supplying cigarettes on specific individual orders only;

2. The organized crime member or associate who has been established iii busi-

ness through the financial resources of organized crime and who is indebted to
the organization because of this assistance.
The first of these two operations can continue indefinitely as long as the busi-

ness remains limited. If an independent operation begins to expand and become

a threat to the profit of the larger organized crime based operation it will either

be eliminated as competition by assimilation into the larger organization or forced

out of business entirely.
The organized crime involvement in cigaratte smuggling is based on the long

standing practice of participation in those activities (e.g. gambling; prostitu-

tion) which provide the maximum profit with the smallest possible investment.

Further, this same principle involves the isolation of the actual organized crime

member from day to day business, when possible, thereby minimizing the chances

of apprehension. In addition organized crime has always participated in victim-

less crimes, such as cigarette smuggling, where the penalty for law breaking

is usually a short prison term or a fine that amounts to little more than a license

to operate.
It is obvious that in order to make significant inroads into the cigarette smug-

gling problem organized crime must be understood and confronted. The f
irst

step in this process must be the acceptance of the proper explanation of what

organized crime is. It has been the practice of law enforcement agencies to re
fer

to organized crime in an ethnic sense. Because of the publicity given to the 
in-

famous Joseph Valachi and the nation wide media coverage given the Sen
ate

hearings at which Valachi testified, organized crime has been categor
ized as

Italian. This concept is not only unfair it is inaccurate. The proper 
definition

of organized crime is one which refers to the grouping of persons for a 
criminal

purpose without reference to any particular ethnic origin. This proper 
concept

of organized crime is important in light of the subject of this rep
ort which is

attempting to make the reader cognizant of the involvement of orga
nized crime

in the smuggling of untaxed cigarettes.
The ethnically oriented Mafia is still a factor in crime and is d

eeply involved

in the smuggling of contraband cigarettes. However, to l
imit consideration of

cigarette smuggling problems to this organization would be to o
verlook the deep

involvement of other groups also well organized and just as 
ruthless in their

pursuit of profit. The attack on organized crime must, ther
efore, be centered on

individual groups of criminal violators as well as the 
traditional concepts of

a strictly structured organized crime syndicate.

Historically, the problem of organized crime involvement in
 untaxed ciga-

rettes is dated from the first operation of Anthony Granata 
and his original
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backers, Ralph and Mario Gigante, Genovese family soldiers. From this begin-
ning a large scale problem has grown that today encompasses organized crime
as well as persons whose names were never known to law enforcement agencies
before they became involved in contraband cigarettes.
Today cigarette smugglers must meet basic requirements to stay in business.

Each smuggler must have a system of distribution and since the number of illegalcigarettes in a given area must eventually reach the saturation point the smug-gler must be able to defend his territory against the encroachment of othersuppliers.
By creating a system of distribution the smuggler becomes a factor in orga-nized crime. He becomes the source of income for other persons who are depend-ent upon the successful delivery of his product for the maintenance of theirillegal profit. As his business grows the smuggler will isolate himself from theday to day operations by hiring drivers to make the trips to the tobacco produc-ing states and other drivers to make necessary deliveries to those outlets fromwhich the public is supplied with their illegal cigarettes. A successful smugglercan then diversify his profits into other illegal enterprises or into legitimatebusiness investments. As his profits grow the smuggler can become a legitimatepower in organized crime. The expression "money talks" is fiever truer thanwhen it is applied to criminal activities. The criminal who controls the pursestrings may eventually control the organization itself.
It is when a cigarette smuggler feels the threat of profit loss that his partici-pation in a victimless crime may become the basis for his graduation into hijack-ing, arson, assault and even homicide. While organized crime members have, aspreviously stated, usually been desirous of maintaining a low profile they willgo to extremes to recoup or to prevent monetary losses. It is not unusual thatinnocent persons may be injured during these vendettas that the press finds sonewsworthy and that a large segment of the public dismisses with the thoughtthat they are only killing each other. Further, the investigation of thosecrimes of violence places the lives of law enforcement officers in serious jeopardy.During the last decade the metropolitan areas of the northeastern seaboardlost literally millions of dollars in uncollected taxes through the smugglingof contraband cigarettes. At a meeting of nine states, held in Hartford, Connecti-cut in February 1974, it was decided to form some sort of association to combatthe cigarette smugglers and to stop the resulting drain on state and citytreasuries.
After careful consideration, and consultation with legal experts, the EasternSeaboard Cigarette Tax and Enforcement Group was created. To be effectivethe Group had to be more than a debating society, it had to be an efficient andpractical enforcement weapon. To this end the enforcement arm of the Groupwas placed under an Executive Director who was given full authority to formu-late and execute field operations using investigators drawn from the Groupsmember agencies.
In April of 1974 the Group initiated the enforcement aspect of its operations.This cooperative inter-state effort was christened "Operation Butt" and has beencontinued since its inception on an irregularly patterned schedule. The resultshave so far yielded cigarette seizures amounting to a tax savings of one-quarterof a million dollars and a loss to the cigarette smuggler of more than one-halfmillion dollars. As a side benefit to participants in the Group each of the agenciesinvolved has gained access to intelligence information that it would not havebeen able to develop on its own and the picture of who the smuggler is and howbest to stop him has become much clearer.
A second purpose of the Group, but one of equal importance to enforcement, isthe education of the public as to the type of criminal enterprises they are indi-rectly helping to support through the purchase of untaxed cigarettes. The publicmust be made aware that the purchase of contraband cigarettes, which seems tobe an immediate savings that relieves some of the constantly increasing infla-tionary pressure, is actually a long term loss in increased taxes that are inevita-bly levied by government to compensate for revenue not realized. The first stepsIn this program have been taken through selected release of information tomembers of the press that enable the Group to make its purpose and the reasonsfor its existence known.
The story of this Group is not one of total success. Even with the commit-ments of the participating states the Group still finds itself critically short ofmoney and equipment. No enforcement and intelligence gathering organizationcan be expected to function at its optimum without the proper financial support
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and the lack of that support could threaten the very existence of this Group. It

Is the objective of the Group to function on a continuous basis constantly updat-

ing information necessary for a good over all picture of the operations of the

cigarette smugglers. In order to accomplish this the states have agreed to con-

tribute both the necessary manpower and salaries but no one or combination of

those states, has sufficient budgetary latitude to provide for equipment purchase

or pay for the constant travel of the assigned investigators. Considering the

return on the financial investment, in the form of increased state revenues,

It is up to the federal government to come through with the necessary support

to keep this proven worthwhile and productive program in exsitence.

Two things have become clear; the penalties for smugglers when they are ap-

prehended are usually far too lenient and there is a need for some basic change

in the cigarette tax structure. To be an effective deterrent to the smuggler,

sentences must be increased to the point where they create some fear of appre-

hension. But, if cigarette smuggling is to be entirely eliminated then tax reform

is a necessity. Perhaps the often proposed, and never acted upon, nationwide

uniform tax with proportionate reimbursement to the states is the answer.

Whatever the final solution will be, it is the current tax law that is keeping he

smuggler in business and until it changes, his business will continue to grow and

prosper while legitimate wholesalers are forced out of business.
The wholesale tobacco industry in New York could be destroyed by cigarette

smuggling if the problem is not checked soon. Several dealers in the New York

area have already closed their doors and others may follow suit. If this hap-

pens we face the prospect of an industry, not only infiltrated by organized crime,

but entirely dominateo by criminal elements.
In order that such situations, as described, be avoided it will be necessary for

the Federal Government to enact legislation which provides for:
1. Violations for transport of more than 100 cartons of contraband cigarettes

Interstate;
2. Penalties of at least $1,000 for first offenders with jail time for further

violators;
3. Forfeiture of vehicles used for transport of contraband cigarettes.

In the long run it is the very existence of Federal law, not its severity, which

will discourage smugglers who are reluctant to violate federal statutes.

A. PREPARED STATEMENT BY THE INTERSTATE REVENUE RESEARCH CENTER

In 1973 representatives from five Midwestern states (Illinois, Indiana, Ohio,

Michigan and Minnesota) initiated a series of conferences for the purpose of

discussing the increasing flow of contraband cigarettes into these state jurisdic-

tions, and the significant revenue losses being experienced by the states as a

result of this illegal activity. It was estimated that cigarette bootlegging was

responsible for an accumulative cigarette tax revenue loss of approximately one

hundred million dollars ($100,000,000) a year to these states.

As a result of these conferences the state representatives formulated and sub-

mitted a grant application to the Law Enforcement Assistance Administration

(LEAA) seeking funds for the purpose of establishing an information center

responsible for developing and coordinating information pertaining to this crim-

inal activity. Acting in behalf of the membership, the Indiana Criminal Justice

Planning Agency forwarded the application to LEAA. In November 1974, LEAA

awarded a discretionary grant in the amount of seven hundred and eighty-seven

thousand, five hundred dollars ($787,500) for the purpose of creating the center.

In April 1975 the Interstate Revenue Research Center (IRRC) was established

at Indianapolis, Indiana and since that date the Center has been engaged in a

multi-state effort to identify and neutralize illegal cigarette activities within

the Midwest.
After several months of operational experience the Center realized that it was

challenging a problem which was much more expansive and sophisticated than

initially envisioned. It became apparent that a more indepth review of the prob-

lem was essential before appropriate counteractions could be productively em-

ployed. Therefore, research efforts regarding the cigarette industry and related

support systems were intensified for several months. The industry's systems were

more specifically identified, evaluated and tested in relationship to the problem

area.
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Research and investigative efforts clearly indicated that the interstate smug-gling of cigarettes and other related activities commenced over a decade ago. Prof-its from this illegal activty were extremely high. State laws in many jurisdictionswere too weak in response to this growing problem. Additionally, it appeared thatsince the 1960's organized criminal elements enjoyed unrestricted opportunitiesto reline their operations; establish protected bases of operation; and perfectdelivery systems which bear all the trademarks of legitimate businesses. Vend-ing companies, wholesale distributors, discount stores, and other front activitieswere established in numerous locations to facilitate the mix of legal and illegalsmuggled/hijacked cigarettes. Analytical studies suggest that statistics relatingto per-capita cigarette consumption rates and other trend indicators for certaingeographical areas have been fine-tuned for the purpose of concealing illegal in-terstate activities. By 1976, IRRC had a more comprehensive insight regardingthe magnitude of the problem.
Overt and covert supply and distribution systems being utilized by major

cigarette smugglers reflect the underworld's ability to exploit legitimate industriesand bureaucratic systems for its personal gain. Established supply and distribu-tion systems often reveal a degree of sophistication equal to the assorted, coverttechniques utilized by an international narcotics ring. Wholesalers and other
supply sources servicing the smugglers employ various acts of deception to pro-tect and sustain a privileged relationship with the smugglers. These acts include
engaging in counter-surveillance operations; establishing special delivery sys-
tems; supply diversion or manipulation; entrapment schemes designed to pro-
voke unwarranted arrest by law enforcement activities; inflated or dummy in-
voices to legitimate customers for the purpose of concealing sales to the smugglers
and other questionable business practices. These actions are viewed by the Center
as being conspiratory acts between the supplier and smuggler for the explicit
purpose of perpetrating an interstate crime. To date these deceptions have not
been fully recognized or tested by any state or federal judicial system, except as
pertains to the cigarette mail order business.
The Center has consistently collected information pertaining to residual crimi-

nal operations that are interwoven with illegal cigarette operations. It has be-
come increasingly clear that parties involved in illegal cigarette activities are
also engaged in other major criminal enterprises, i.e., interstate auto theft rings,
hijacking and warehouse thefts, interstate fencing operations and counterfeit-
ing. There is little doubt that organized crime has penetrated various segments
of the cigarette industry at the wholesale and retail level and its sphere of in-
fluence is expanding.
The illegal cigarette trade, like any other dedicated commercial enterprise,

cultivates and exploits all lucrative regional markets. Considerable flexibility
and ingenuity are expressed by those individuals who direct high volume opera-
tions. These smugglers are knowledgeable of individual state statutes, regulat-
ing processes, and systems used to monitor or enforce cigarette tax laws. They
possess a proven capability to utilize statutory weaknesses or omissions for their
advantage. This will continue unless stronger and corrective legislation at the
federal and state levels, blended with better enforcement efforts, materializes
within the immediate future.

Significant progress in the legislative sector has been recorded by several of
the Center's membership states during the past year. However, IRRC experience
unquestionably indicates that unless appropriate federal legislation and a dedi-
cated law enforcement effort are soon forthcoming, organized criminal opera-
tives will continue their massive assault against the legitimate cigarette indus-
try. And free enterprise systems within additional state jurisdictions will giveway to the "Smoke Kings" of organized crime.
Therefore. this Center in behalf of its membership totally endorses S. 1487as it presently stands before the Subcommittee on Criminal Laws and Procedures.

Further, the Center recommends the earliest possible passage of this bill by the
Senate.

STATEMENT BY JOSEPH KOLODNY, MANAGING DIRECTOR OF THE NATIONAL
ASSOCIATION OF TOBACCO DISTRIBUTORS

Illicit cigarette bootlegging is costing the 50 states and local tax authoritiesin excess of $400,000,000 annually in tax revenue. In addition, legitimate business(the tobacco wholesalers and retailers) are sustaining losses in the millions of
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dollars and are finding it impossible to compete with organized crime paying no

taxes and not subject to normal business expense.
Recently, Time Magazine, in its excellent cover story "The Mafia—Big, Bad

and Booming," concluded:
"Above all, there must be an end to American tolerance for any kind of orga-

nized crime. Romantic notions about the dons and winking acceptance of their

goods and services create an atmosphere that helps the mob to flourish. With-

out a profound shift in public attitudes, even the most aggressive law enforce-

ment drive against the Mafia and organized crime has scant chance of perma-
nently cutting into their activities, let alone putting them out of business."
The recent report of the New York State Special Tax Force on Cigarette Boot-

legging and the Cigarette Tax includes the following statement:
"Contraband cigarettes in the past have been retailed mainly through busi-

nesses which don't normally deal in tobacco products, such as beauty parlors,
barber shops, and other such business places, as a convenience to their customers
and an added source of revenue for themselves—and even, as another example,
from the back of a station wagon at a construction site. In recent months, how-
ever, the State has discovered that these untaxed cigarettes are being increas-
ingly sold in legitimate retail outlets. In other words, more and more business
men and women, who are law-abiding in other respects, have become law-viola-
tors by evading the cigarette tax. Moreover, they are assisting in robbing the
State of much-needed revenue at the same time that they are becoming accom-
plices of big-time racketeers and small-time hoodlums. Perhaps the most tragic,
the legitimate retailers who have become tax-evaders by selling contraband are
subjecting themselves to arrest and criminal prosecution with resultant dis-
grace to their families as well as themselves.
"Manufacturers' trucks have been hi-jacked, resulting in heavy losses to

them and an impact on their insurance rates. These hi-jacks are professional
in nature and are believed to be the efforts of organized crime. Organized
crime does not care whether the cigarette packs are stamped or without tax
indicia, as they have the outlets to dispose them.
"Because of the increase in hi-jacking and wholesale thefts, to maximize

the illicit profits in the high-tax-rate States, motor carriers are turning down
legitimate cigarette shipments, and insurance rates of licensed cigarette ware-
houses are skyrocketing.
"Investigations, surveillances, and informants have resulted in bringing to

the attention of the States that the violators are becoming more sophisticated
and move their operations frequently. Their sources of supply, routes of travel,
places of reloading, storage warehouses, and sources of disposing of cigarettes
are constantly changing, which makes for more difficult investigations and
apprehensions."
Through these illegal profits on excess of $100,000,000 annually, the under-

world is able to expand its tentacles into other criminal activities such as
narcotics, prostitution, and related gambling activities or even to infiltrate into
legitimate business. Recently, a well dressed individual walked into the office
of an established wholesaler and offered to purchase for cash a substantial
quantity of unstamped cigarettes to be shipped through the Panama Canal
to a destination in New York State. The sale was not consummated as the State
of California would not license it, indicating underworld implications.
It is asserted that the major cigarette distributors in the New York City

area are, in effect, the underworld which accounts for over half of all cigarettes
dispersed with a resulting tax revenue loss of $85,000,000 annually.
One may question whether this is a localized problem for New York City

and the eastern seaboard. The answer is definitely, "No." What may have
started as a problem for New York State has spread to the other northeastern
states, the southern states particularly Florida, and in midwestern states. It
will continue to spread if states continue to raise cigarette taxes to meet the
need for added revenue and the tax differential continues between states
such as North Carolina 2 cents, Virginia 21/2 cents, Kentucky 3 cents and
Indiana 6 cents.

It is estimated Missouri is losing $1—$6 million annually in cigarette tax
revenue from bootlegging out of North Carolina and Kentucky, particularly
the latter through southeastern Missouri which borders on Kentucky. Kansas
was conducting an independent audit of a licensed wholesaler suspected of
bottlegging. Thus, cigarette bootlegging is not alien to most of the 50 sovereign
states.
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Recently a former Kansas City cigarette distributor was named in a 42
count indictment of bootlegging cigarettes from North Carolina and Oklahoma
into Missouri, Kansas, Nebraska and Texas without payment of state and
local taxes. It is claimed Missouri and Jackson County are due $11/2 million
in unpaid cigarette tax, penalties and interest. It goes without saying that
all of us are affected by this delinquency.
Last month CBS on "60 Minutes" and NBC on the "Today Show" provided

excellent factual reports depicting the extent of cigarette bootlegging.
Three possible solutions have been suggested. Firstly, state tax uniformity

with the 50 states each exercising its rights based on their fiscal need in the
levy and imposition of cigarette taxes. There is no likelihood for this sug-
gestion to ever become operative. Legislative bills have been introduced both
in Kansas and New York to reduce their cigarette tax. In Kansas the bills
never got out of committee, and in New York where tax relief is sorely needed
it was defeated, even though the tobacco distributors of New York offered to
set up an escrow fund of $18,000,000 to offset any revenue loss from the reduced
tax.

Secondly, for the Federal Government to pre-empt state cigarette taxes and
establish a Federal uniform tax rate with revenue sharing to the states
and indirectly to local tax authorities. For Congress to take away from the
states their prerogative to cigarette taxation is—at this juncure—wishful
thinking.

Thirdly, and lastly, to make cigarette bootlegging in interstate commerce
a federal offense. This solution we firmly support since the states do not have
the power nor revenue to control its escalation.
In December, 1976, the United States Advisory Committee on Intergovern-

mental Relations (ACIR) held a hearing at Washington, D.C. Following this
hearing the Advisory Committee concluded:
". . . that large state cigarette tax differentials and the difficulty in controlling

the interstate flow of contraband cigarettes have creaed an environment con-
ducive to the large scale involvement of organized crime in cigarette bootlegging.
"In order to enhance the effectiveness of cooperative state and federal en-

forcement efforts, Congress should give early and favorable consideration to
legislation prohibiting the transportation of contraband cigarettes in inter-
state commerce."
Congressman Patterson (California) and Senator Bellmon (Oklahoma) have

introduced companion bills with the technical advice of the Bureau of Alcohol,
Tobacco and Firearms making it a federal offense to transport in interstate
commerce in excess of 20,000 cigarettes bearing no evidence of the payment
of applicable state cigarette taxes in the state where found and which are
in the possession of any person other than those specifically defined by law
to have legal possession. Violation will be a felony calling for a fine not to.
exceed $10,000 or imprisonment for not more than two years or both.

Senator Edward Kennedy, Chairman of the Senate Committee on Crime,
has held a preliminary hearing to be followed by a full hearing following the
reconvening of Congress next year. Additionally, Congressman Eilberg (Penn-
sylvania) has introduced a bill for which a hearing has been asked of Con-
gressman John Conyers, Jr., Chairman, House Subcommittee on Crime.

Hon. JOHN L. MCCLELLAN,
Chairman, and Members of the Subcommittee on Criminal Laws and Procedures,

Dirksen Senate Office Building, Washington, D.C.
DEAR SENATOR MCCLELLAN AND MEMBERS OF THE STJBCOMMITTRE : We have been

concerned about illegal cigarette smuggling in Texas since I've taken office on
January 1, 1975. One of our continuing frustrations has been the lack of support
from the Federal Government in dealing with this criminal situation.

It was therefore, very satisfying to know that the Senate Subcommittee on
Criminal Laws and Procedures was holding hearings concerning this illegal trade
in cigarettes.
Enclosed you will find testimony from me concerning problems Texas has, and

our position on this matter. You will not that we not only have a potential or-
ganized crime problem, but the loss of revenues because of cigarette smuggling is
staggering. At a time in our country's history, when people are up-in-arms about

BOB BULLOCK,
Austin, Tex., October 11, 1977.
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rising taxes and the concern over tax reforms, it is intolerable that we allow so

many dollars in tax revenue to be lost due to criminal activity.
It is therefore with great pleasure that I submit this testimony for the official

hearing record of the Subcommittee. Thank you for the opportunity to do so.
Sincerely,

BOB BULLOCK,

Comptroller of Public Accounts.

Enclosure.

STATEMENT OF BOB BULLOCK, COMPTROLLER OF PUBLIC ACCOUNTS, STATE OF TEXAS

DEAR SENATOR MOCLELLAN AND MEMBERS OF THE SUBCOMMITTEE: As the chief

financial officer of the State of Texas, I am writing to you today to offer my full

support for the passage of a Federal Contraband Cigarette law. The adoption of

a bill such as S. 1487 would be a significant step towards abating the rapidly

growing problem of cigarette smuggling throughout the country.
The involvement of organized crime in illicit cigarette operations has been well

documented by various governmental reports and the news media. This organized
form of willful, large-scale tax evasion has placed a heavy burden on state ciga-

rette tax administrators and law enforcement agencies, and has placed the legiti-

mate tobacco industry at a competitive disadvantage. In particular, the problem

has become acute in those states with high cigarette tax rates.
As an illicit operation that relies heavily on interstate transportation for its

success, cigarette bootlegging is a problem that warrants Federal Government

attention. Federal contraband legislation would remedy the jurisdictional prob-

lems that state officals have experienced in tracking the flow of illicit cigarettes.
Most studies indicate that the majority of bootlegging operations depend on the
crossing of several state lines to minimize the likelihood of detection. The ease
of moving a shipment of contraband cigarettes from low-tax, cigarette producing
states in the East to Texas is obvious, and this problem is further aggravated by
Texas' lack of jurisdiction along the route. At present, our state's cigarette tax
enforcement program, as well as that of other active states, relies too heavily
on the informal, voluntary cooperation of other state and local law enforcement
agencies which understandably have their own priorities.

Finally, federal contraband legislation would aid our state's effort in two other
areas in Texas where the Federal Government has primary jurisdiction: the
Texas-Mexico border and the many military installations in Texas.

THE SIZE OF THE TEXAS PROBLEM

Texas, the third largest state, has an estimated population of over 12.3 million.
Moreover, the state has a border of over 2,842 miles including the Texas/Mexico
border, the interstate border, and Coast line of the Gulf of Mexico. There are over
90 points of entry into Texas by motor vehicles consisting of international bridges,
Interstate highways, U.S. and state highways, and farm-to-market roads. In State
Fiscal Year 1977, ending August 31, 1977, Texas collected over $278 million in
cigarette taxes at the rate of 18.5 cents per pack of cigarettes. Last year, Texas
ranked third in gross cigarette tax collections in the United States. The tax rate
is the fourth highest in the nation although the State allows neither a sales tax or

a local tax on cigarettes. These characteristics (large population, extensive border,
high tax rate) combine to make Texas a prime candidate for cigarette bootlegging.

ESTIMATED TAX LOSS

In a recent report, the U.S. Advisory Commission on Intergovernmental Rela-

tions estimated that Texas loses $43 million annually to interstate cigarette boot-
legging, the second largest dollar loss in the nation. The U.S. Department of
Treasury, Bureau of Alcohol, Tobacco and Firearms estimated a $14 million reve-
nue loss in Texas from cigarette smuggling across the Mexican border. The com-

bined estimate of tax loss is an alarming $57 million. Of course, these two figures

are only estimates, and it would be impossible to get an exact dollar loss attribut-
able to cigarette bootlegging. However, the two fieures are a fairly accurate indi-

cation of the potential for smuggling, and we could find our state in the same situ-

ation that confronts New York and several northeastern states. Even with large

budgets to specifically attack this problem, these states are still in need of federal

assistance. Texas could find itself in this predicament in the next few years.
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In addition, reports from other states show that cigarette smuggling operationshave a multiplier effect: Money gained from cigarette smuggling is used to financeother criminal activities thereby further entrenching the organized criminal ele-ment in the state.

TEXAS' CIGARETTE TAX ENFORCEMENT PROGRAM
My office has recently organized an aggressive cigarette tax enforcement pro-gram which has a three fold purpose (1) to train Comptroller's staff in detectingcigarette smuggling operations; (2) to familiarize state and local enforcementofficers with the problem, and (3) to raise public awareness to a problem that isall too often greeted with apathy. I feel confident that our program will sig-nificantly decrease small smuggling operations and will make a small dent inorganized criminal smuggling. However, the missing link in our operation isFederal assistance.

SUMMARY

I strongly urge you to pass a vigorous cigarette contraband bill. This would bea positive step toward reducing the cigarette smuggling problem. I realize thatFederal contraband legislation will not be a cure-all, nor should it be a substitutefor the effort that the states are already making. Instead, it can serve as a com-plement to state cigarette tax enforcement programs, and it will provide thebasis for vigorous enforcement. More importantly, it will formalize the relation-ship between the different law enforcement agencies and provide the criminaljustice interface necessary for effectively combatting cigarette bootlegging.

STATEMENT BY J. ROBERT MURPHY, DEPUTY DIRECTOR, NEW JERSEY DIVISION OF
TAXATION

My name is J. Robert Murphy. I am the Deputy Director of the New Jersey
Division of Taxation and immediate past president of the National Tobacco Tax
Association, whose membership consists of state tax administrators.
On behalf of the State of New Jersey and NTTA, I strongly urge expeditious

Senate action to curtail and combat cigarette smuggling by enacting S1487
making it a federal offense to transport contraband cigarettes in interstate
commerce. This legislation was introduced and co-sponsored by Senators Bellmon
(Oklahoma) and Anderson (Minnesota).
The cigarette smuggling activity started in 1965 and has steadily germinated

into a massive national problem. It has become more flagrant in recent years
with the infiltration of organized crime in this illegal activity. Our best guess
estimate is that organized crime, by gradually gaining control of the operation,
has profited the past year by at least $125 million. Further, the estimated
revenue loss to the states for the same period exceeded $400 million.
To indicate the seriousness of the cigarette smuggling problem, at the recent

meetings of NTTA this topic was top priority for discussion.
My overall concern is with the enforcement relative to curtailing illegal traffick-

ing, and I strongly believe that the only way that this can be accomplished is by
federal legislation such as Senate Bill No. 1487.
When the cigarette problem began to engender in the late 1960's, the states

floundered for many years in coping with the situation. However, in the early
1970's this illegal operation expanded and organized crime became interested
and rapidly infiltrated due to the vast profit potential. As organized crime be-
comes further entrenched, it will not only control cigarette smuggling but also
infiltrate, if it has not already, legitimate businesses.
In view of the foregoing, the states have manifested effective enforcement pro-

grams, individually and collectively, by establishing specialized enforcement
groups that have the power of arrest; enacting state legislation to strengthen
the criminal statutes; develop multistate enforcement groups for dissemination
of intelligence information and cooperative surveillance operations; and have
also solicited the news media to effect orientation programs to alert the public
sector about the illegal cigarette activities and the involvement of criminal ele-
ments. In my judgment, I believe that the states have performed admirably and
today possess enforcement groups that have the expertise and dedication to do
an effective job.
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However, with the infiltration of the racketeer element and the manpower
and resources available to it, coupled with lack of jurisdiction for state enforce-
ment personnel crossing state lines, a major problem has arisen for the states
to be effective to curtail cigarette smuggling. Further, because of the economic
climate that prevails which has resulted in the lack of additional personnel and
funds to operate effectively, the enforcement group has been limited in scope
of investigations and surveillances and, thus, has been confined to a great degree
to its borders.
I believe that some history relative to the expansion of cigarette smuggling

may be in order and, therefore, I would like to retrospect somewhat in this area.
Initially, the smugglers were those who held full-time jobs in industrial or office
complexes, etc., who would journey to the low tax rate states over the weekend.
They would make one trip and return with small cargos of cigarettes, anywhere
from 500 to 1,000 cartons, and ultimately sell them to their co-workers at a
profit of approximately 50 cents a carton. The expenses incurred by the smug-
glers would be minimal. Needless to say, a handsome profit for approximately 24
hours was realized. It should be noted that to embark on a career of cigarette
smuggling there is little or no capital investment.

Gradually, as state cigarette taxes increased the smuggling tempo rapidly
expanded, and the "fast buck" to be made quickly brought about the intrusion of
the criminal element.
There is ample documentation by many states that cigarette smuggling is

organized. This can be substantiated by the United States Department of Justice.
Further, those apprehended over the past several years, male and female, have
been found to have criminal records, denoting involvement in the entire crim-
inal spectrum; i.e., murder, narcotics, armed robbery, gambling, forgery, etc.
Presently, the profit on the sale of a carton of contraband cigarettes ranges

from $1 to $1.50, and it is anticipated that the gross receipts to be realized by
the organized cigarette smugglers is gradually estimated to exceed $150 million.
We must be cognizant of the fact that the profit from cigarette smuggling is
channeled to the hierarchy of organized crime, and because of the "easy profit"
the funds may be used to promote or expand other types of illegal activities.
An area that is not usually taken into consideration is the income tax aspects,

both federal and state. It is unheard of that any cigarette smuggler would
report on an income tax return illegal income. This, naturally, results in addi-
tional revenue losses to the federal and state governments.
There is ample evidence available to substantiate that many legitimate ciga-

rette entrepreneurs are being forced out of business because they cannot com-
pete with the cigarette smuggler and, thus, results in unemployment for many
workers. There has been testimony that in New York City alone, approximately
38 percent of the legitimate cigarette wholesalers have been forced out of busi-
ness because of the intrusion of contraband cigarettes. Also, and of paramount
importance, because of the involvement of the criminal element in the illegal
cigarette trafficking there have been numerous hi-jackings and homicides. There-
fore, cigarette smuggling can no longer be considered a victimless crime and must
be taken seriously. We in the New Jersey Division of Taxation have fostered
programs with federal agencies. Recently, information supplied to the Internal
Revenue Service, Intelligence Division, assisted in the conviction of a well-known
criminal figure who resided in New Jersey and operated in New York. This
individual has been deeply involved in cigarette smuggling for many years. As
a result of the conviction he is presently incarcerated in federal prison. Addi-
tionally, in October, 1976, special agents from our Division worked in concert
with the FBI, state police, and county prosecutors offices and broke up a mon-
mouth cigarette smuggling ring, confiscating 26,000 cartons and arresting 10
people. These raids were made simultaneously at 7 different locations, and was
one of the largest seizures of its kind.

Recently, New Jersey .enacted state laws which will permit casino gambling
in Atlantic City. With the enactment of this legislation an investigation revealed
that a well-known member of organized crime in Pennsylvania immediately took
steps to establish a cigarette operation in the area.
As indicated heretofore, it is extremely costly for the states to underwrite

undercover investigations out of state when they will encounter serious enforce-
ment problems being powerless to make arrests outside of the borders of their
own state. Unless "appropriate tools" are made available in the form of fed-
eral cooperation through manpower and legislation, organized crime will expand
to such a degree that cigarette smuggling will never be contained. As organized
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crime expands in this illegal operation, it will have additional manpower and
resources available to it and be in a position to become even more sophisticated
and professional. They will not only control the cigarette smuggling and hi-
jacking operations, but will infiltrate the legitimate tobacco industry which is
one of the largest in the United States.

Cigarette smuggling encourages hi-jacking. Over the past year hi-jackings have
been on the increase and have resulted in kidnapping, assaults, loss of cigarettes
and vehicles, etc. As a result, many manufacturers, due to the unavailability
of drivers due to fear and prohibitive insurance rates, have contracted with
outside firms to make their shipments. Many of the large trucking firms are not
receptive to accepting this business and, therefore, the manufacturers are dealing
with smaller trucking firms who accept the business but are not in a position to
carry insurance because of the prohibitive rates.
The impact of cigarette smuggling has caused hearings by the Advisory Com-

mission on Intergovernmental Relations which resulted in the recommendation
that federal legislation be enacted. Further, the Law Enforcement Assistance
Administration has in its recent report expanded on cigarette smuggling and
found fit to make available funds in some areas to combat the problem. In my
judgment, both of the foregoing reports were exemplary accomplishments.
In the report of the Advisory Commission on Intergovernmental Relations

issued in May, 1977, Edward Lorch, Detective, Intelligence Division, New York
Police Department, elaborated on the violent crimes that were committed due
to cigarette smuggling.
It is believed that the only remedy to curtailing cigarette smuggling is federal

contraband legislation as set forth in the Senate bill in question. Time is of the
essence. As the years pass, cigarette smuggling becomes more cancerous and will
be more difficult to erradicate.
In closing, I will state emphatically that if the legislation in question is

enacted you may rest assured that the states will continue to be vigilant and
will put their resources in cooperation with the federal enforcement agencies.
As part of this report, I would like to offer a "Statement of Facts" prepared

by me which, hopefully, will be of assistance to you. Further, I will be willing
to avail myself to attend and testify at any future hearings that you may con-
duct on this proposed legislation.
At the recent meeting of NTTA, I articulated to the membership that state-

ments should be forwarded to your committee relative to this proposed legisla-
tion, and it is my understanding that many have furnished same, incorporating
articles issued by the news media pertaining to cigarette smuggling. In view
of this, it is not my intention to burden you with additional documents for
your review.
I wish to express my sincere appreciation to this subcommittee for permitting

me to submit this statement on behalf of Senate Bill No. 1487, and hopefully
the subcommittee will report the bill to the Judiciary Committee and ultimately
will be enacted into law.
Thank you.

STATEMENT BY WILLIAM A. O'FLAHERTY, PRESIDENT, TOBACCO TAX COUNCIL, INC.

The Senate Subcommittee on Criminal Laws and Procedures is to be lauded
for its attempt to focus on the problem of cigaret bootlegging. As President of
the Tobacco Tax Council, an organization which represents all segments of the
tobacco industry on matters of tobacco tax legislation, I am pleased to present
our viewpoint concerning one proposed solution to the bootlegging problem:
federal contraband legislation.
As you have already learned cigaret bootlegging is a major tax administration

problem in many northeastern and Atlantic seaboard states. In these states,
steadily rising state cigaret tax rates have created an opportunity for the boot-
legging of cigarets from low-tax states. This opportunity was first exploited by
small-time criminals who operated out of the trunks of their cars and from
small trucks. However, as the differential in state cigaret tax rates increased,
organized crime has recognized the tremendous profit potential in cigaret
bootlegging and has virtually taken over the illicit distribution of cigarets
in the high tax states. As a result, organized crime has taken a deep and pain-
ful bite into business in virtually every state where the cigarett tax structure
differs substantially from that of an adjacent or nearby state. These states
are losing badly needed tax dollars to the cigaret bootleggers and the legitimate



175

tobacco industry is being forced out of business with a loss of j
obs and income

for many honest citizens.
Cigaret bootlegging is a tax administration problem. The basic cause of 

cigaret

smuggling is the disparity in state tax rates created by the legislatures 
in the

high tax states. Therefore, the first step toward a solution to the 
problem of

cigaret bootlegging is for the high tax states to reduce their cigaret tax 
rates

to more reasonable levels. The removal of the incentive which attracted or
ga-

nized crime will go a long way in correcting the current'problem. Without t
his

first step, contraband legislation and increased law enforcement activities ha
ve

no chance of succeeding in the elimination of cigaret bootlegging. The futility

of a single-prong approach such as contraband legislation has been underscored

by previous testimony before this Subcommittee. Representatives from the

Advisory Commission on Intergovernmental Relations have stated that a federal

contraband bill will solve only 30 percent of the current bootlegging problem.

Therefore, the Tobacco Tax Council believes that a four-pronged attack on

organized bootlegging must be mounted. First, and in our judgment most

important, high tax states with bootlegging problems must reduce their state

tax rates. Without tax reductions the opportunity for cigaret bootlegging will

remain and it will be exploited by organized crime as well as the casual smuggler.

Second, stronger licensing laws should be enacted by all states. The purpose

of stronger licensing provisions should be to provide a means to prevent smuggled
cigarets from entering the normal distribution channel without being detected.
Also, stronger licensing requirements would help prevent criminal elements from
obtaining licenses and therefore provide protection for the legitimate businessmen
in the industry.
Third, the effectiveness and level of intensity of state law enforcement meas-

ures against cigaret bootlegging should be increased. State statutes should be
broadened to adequately cover bootlegging activity and penalty provisions should
be stiffened. These changes would hopefully improve cigaret tax compliance and
judicial enforcement of the laws.

Finally, as a last step in our program to control cigaret bootlegging, the To-
bacco Tax Council supports in theory the contraband legislation proposed by
S. 1487. However, I hasten to emphasize that our support is predicated on the
implementation of tax reductions in high tax states and increased enforcement
of existing state laws. Unfortunately, the proposed contraband legislation has
been approached as the cure for the ills of bootlegging. Those familiar with the
tobacco industry know it is impossible for contraband legislation to work in the
absence of state tax reductions, increased licensing requirements, and more
effective law enforcement.

CITY OF NEW YORK DEPARTMENT OF FINANCE,
New York, N.Y. December 28, 1977.

Re Senate 1487.
HON. PAUL C. SUMMITT,
Chief Counsel, Subcommittee on Criminal Laws and Procedures, Committee on

the Judiciary, U.S. Senate, Washington, D.C.
DEAR MR. SUMMITT : The late Senator McClellan's letter of November 25, 1977,

addressed to Mr. B. H. Starkey, Chief of this Departments Special Investigation
Bureau, has been forwarded to this office for response.
As you are no doubt aware, the City of New York—which levies an 8 cents

per pack cigarette tax—loses a substantial amount of revenue each year as a
result of cigarett bootlegging. It is estimated that the current loss of cigarette
tax revenues is more than $15 million annually; local sales tax revenue losses
resulting from this illicit trade are estimated to be more than $7.5 million annu-
ally. Needless to say, in view of its present financial plight, the City can ill-
afford this continuing drain on its treasury. Unfortunately, the very financial
constraints under which the City is now forced to operate prevent it from mount-
ing the kind of enforcement effort needed to deal effectively with the problem of
interstate cigarette smuggling.
Even if additional funds were available, the interstate nature of the movement

of contraband cigarettes and the involvement of organized crime in that move-
ment make it extremely difficult for any single state or locality to adequately
cope with the problem. (With respect to the question of organized crime involve-
ment, we understand that the New York City Police Department will be sub-
mitting to the Subcommittee a statement detailing the nature and extent of such
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involvement. We therefore believe it is essential that the Federal Government
assume a role in this vital area of law enforcement. Senate 1487 represents, in
our view, a positive step in this direction, and we strongly favor its passage.
I would, however, like to make one observation concerning the proposed pen-

alties contained in the bill. In order to provide a more effective deterrent, we
would recommend that there be a minimum fine of $1,000 for violations of its
terms and that provision be made for the forefeiture of vehicles used in the trans-
portation of contraband cigarettes.

Very truly yours,
MORRIS B. RAUCHER,

Director.

STATEMENT IN SUPPORT OF S. 1487 BY ARTHUR C. ROEMER,
COMMISSIONER OF REVENUE, STATE OF MINNESOTA

In 1960, the maximum differential in cigarette taxes between the states was
eight cents; by 1965 the largest differential was eleven cents but by 1977 it was
almost twenty cents a package in several states. The differentials resulted from
the increased needs of the states for additional revenue, which results in increases
not only in cigarette taxes but liquor, sales, income, severance and other sources
of state and local revenue. While the non-tobacco producing states have been
increasing tax rates generally, the tobacco producing states such as Virginia,
North Carolina and Kentucky have increased other taxes but have not increased
the cigarette tax significantly.
The disparity of tax rates coupled with the small size of cigarettes together

with the completion of the freeway system, which made transportation of cigar-
ettes easier, has resulted in a tremendous increase in cigarette bootlegging. Be-
cause of its interstate nature, the individual states lack criminal or civil juris-
diction during much, if not most, of the transit. In addition, the protections from
search and seizure, together with changes in the rules of criminal procedure this
past decade, relating to admissibility of evidence, has made it more difficult to
apprehend bootleggers. The interstate smuggling of cigarettes is a serious prob-
lem in fourteen states and a moderate problem in at least eight. Documentation
on this is contained in the ACIR Report, which was issued in May of 1977.

It is no small wonder that the criminal element is becoming interested in
cigarette bootlegging since the tax differential on a semi-load of cigarettes may
exceed $100,000. The individual states simply do not have the resources to cope
with the problem. In our state, we have substantially increased the size of our
staff in the past few years. With the help of a grant from LEAA, the Interstate
Revenue Research Commission was formed. This is a group of states largely in
the middle west (Minnesota, Illinois, Michigan, Ohio, Indiana and now Florida)
which have joined together to pool some of our resources to monitor, curtail,
reduce or eliminate the bootlegging of cigarettes. In addition to the central staff
of the IRRC, a liaison member was stationed in our state.
Our regular investigatory staff consists of six investigators whose principal

obligations involve auditing of distributors but whose duties also include sur-
veilance of possible bootlegging activities. In 1976 we increased this staff by two
additional investigators whose sole responsibility was investigation of boot-
legging outlets and transportation. In 1977, with the help of a grant from the
Governors Crime Commission, we have been authorized two additional investi-
gators, who are now being hired. This has resulted in a substantial increase in
prosecutions and confiscations but without any noticeable change in the amounts
smuggled into the state.
In another area, we have significantly increased our penalties for illegal boot-

legging. In 1975, our Legislature. at the request of the Department of Revenue,
authorized confiscation of any vehicles utilized to transport 25 or more cartons
of unstamped or improperly stamped cigarettes. In 1977, again at the request of
the Department of Revenue, the Legislature changed the penalty for illegal trans-
portation of 100 cartons of cigarettes or more from a gross misdemeanor to a
felony. Despite these efforts, it appears that the bootlegging of cigarettes into our
state continues. It is our belief that syndicated organized crime, which appears
to be operating on the east coast, is not operating in our state. The usual type
of organized crime in our state is a loosely formed organization of plant em-
ployees, bartenders, or small-time crooks who arrange for importation of ciga-
rettes from North Carolina and Kentucky for distribution in our state at a sub-
stantial profit but still somewhat under the local price of tax paid cigarettes.
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The method of distribution is either through known patrons, customers, associ-

ates or friends or to fellow plant employes. In many instances we find that the

same individuals, who become involved in cigarettes, may also transport other

illegal materials such as drugs, fireworks or alcohol.
According to the ACIR Report, our cigarette revenue losses in Minnesota from

the bootlegging of cigarettes amount to over 12 million dollars a year. This

constitutes almost fifteen percent of our total cigarette sales. Nationwide, they

have indicated that the loss exceeds 391 million dollars.
However, in addition to the losses in cigarette taxes, both our state and the

Internal Revenue Service are experiencing substantial losses in income taxes,

which would be paid if these cigarettes were handled by legitimate distributors.

It is obvious that the cigarette bootleggers are unlikely to report on either their

federal or state return (if they file one) the profits from illegal bootlegging

activities.
We have estimated our losses in state income tax, that would be paid by

legitimate distributors had these cigarettes been handled through legitimate op-
erations, to exceed $372,000 a year. A conservative estimate of the amount of

federal income tax that would be paid by distributors by reason of operations in

our state would exceed $63,000 a year. Since our state has less than two percent

of the population and wealth of the whole United States, it is obvious that the to-
tal losses in income taxes would probably exceed 50 million dollars a year. Sub-

stantial additional taxable income would be generated and increased income tax
would be payable by the retailers or vending outlets if the volume now handled
by bootleggers were handled by legitimate outlets. Additional losses would also
be incurred by the states in sales tax revenues and other small revenue sources.
Prior to the passage of the Jenkins Act, 15 USC 375-378, and the United States

Mail Fraud Act, 18 USC 1341, the United States mail was used extensively in
bootlegging operations. These two Acts of Congress have been successful in cur-
tailing almost all mail order cigarette bootlegging activities. Only one state still
considers mail order purchases of cigarettes as one of its major problems.
The lack of access to records on sales of cigarettes has been one of the most

difficult problems facing our investigators. Many, if not most, of the sources
of bootlegged cigarettes are known to our agents and the investigators from the
IRRC. However, it is now impossible to gain access to their records. In addi-
tion, there is no requirement that they maintain accurate records on their sales
or that the person they are selling to be properly identified. It is a well-known
fact that our investigators meet with community hostility, which may include
surveilance of our investigators, in some of the North Carolina cities in which the
outlets are located.
The record keeping and reporting requirements contained in S-1487 will be a

very important factor in curtailing bootlegging activies. For the first time, a rec-
ord will be available of the purchasers of quantities of cigarettes in excess of 100
cartons.
This should not create any problems for the industry since it would not apply

to anyone other than cigarette distributors, who would normally be expected to
keep such records for income tax purposes.
It is my feeling that Federal legislation outlawing bootlegging would be very

effective in curtailing or eliminating illegal interstate cigarette traffic. The small-
time criminal does not seem nearly as concerned about violating state laws as he
is about violating federal law. It would also permit investigators, who are now
working closely with investigators from the Alcohol, Tobacco and Firearms Sec-
tion, with respect to liquor violations, to coordinate their efforts toward the ap-
prehension of cigarette bootleggers. Since these same criminals are often involved
in other illegal activities, it would also be of assistance to other federal agencies
with respect to their enforcement activities.
I strongly support the provisions contained in S-1487 and urge its passage by

the Senate as soon as possible.

NATIONAL GOVERNORS' ASSOCIATION,
Washington, D.C., October 21. 1977.

Hon. EDWARD M. KENNEDY,
MiRsell Senate Office Building,
Washington, D.C.
DEAR SENATOR KENNEDY: State and local governments are losing an estimated

$400 million dollars annually in uncollected tax revenues because of cigarette
smuggling by organized crime. Revenues that should go to sunnort essential pub-
lic services are being diverted to the support of criminal activities.

21-437 0 - 78 - 13
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Cigarette smuggling is responsible for an increasing volume of criminal viola-
tions, including the highjacking of trucks and cargoes of legitimate enterprises.
Because of its interstate nature, the individual states are rendered almost help-
less in fighting this cigarette bootlegging.
In a policy statement adopted at its meeting in September, the National Gov-

ernors' Association called for federal legislation to make interstate smuggling of
cigarettes to avoid state and local taxes a federal crime. Enactment of legislation
to require federal intervention to bolster the efforts of the individual states to
halt cigarette bootlegging is vital. Legislation to make such bootlegging a
federal crime is now pending before the House and Senate Judiciary Committees.
On behalf of the NGA I urge your support for hearings and action by the com-
mittees in the next session of the Congress.
A copy of the NGA policy statement is enclosed.

Sincerely,
Gov. MILTON J. SHAPP,

Chairman, Committee on Executive
Management and Fiscal Affairs.

Enclosure.

NATIONAL GOVERNORS' ASSOCIATION POLICY POSITION B.-10, INTERSTATE
SMUGGLING OF CIGARETTES

The Advisory Commission on Intergovernmental Relations has estimated that
cigarette smuggling between low and high tax jurisdictions now costs states
nearly $400 million annually in uncollected cigarette tax revenues. In spite of ex-
tensive individual and collective efforts to curtail cigarette bootlegging, states
have been unable to reduce its incidence. Indeed, revenue losses from cigarette
bootlegging have grown rapidly in recent years and the practice is now a signif-
icant source of income for organized crime.
The Governors believe that the interstate nature of cigarette bootlegging and

the growing involvement of organized crime in the activity underscore the need
for federal intervention. The National Governors' Association supports the enact-
ment of federal legislation which would make the interstate smuggling of ciga-
rettes to avoid state and local taxation a federal crime. The Governors call upon
the appropriate federal agencies, particularly the U.S. Department of the
Treasury and the U.S. Department of Justice, to join NGA, the National Asso-
ciation of Tax Administrators, and the Advisory Commission on Intergovern-
mental Relations in supporting such legislation.
Adopted September 1977.

STATE OP NEVADA,
DEPARTMENT OP TAXATION,

Carson City, Nev., December 1, 1977.
Re S. 1487.
Hon. JOHN L. MCCLELLAN,
U.S. Senate, Committee on the Judiciary Subcommittee on Criminal Laws and

Procedures, Washington, D.C.
DEAR SENATOR MCCLELLAN : This letter is in response to your invitation to

comment upon S. 1487 now being considered by the Subcommittee on Criminal
Laws and Procedures.
When those of us who are involved in administering and collecting taxes, at

the state level, first considered Federal legislation to resolve the cigarette boot-
legging problem, I was philosophically opposed to the idea. However, because
of continued frustration at the state level to resolve this problem I am now com-
pletely in favor of Federal legislation designed to curb and hopefully eliminate
bootlegging problems. I believe that S. 1487 is the best proposal that I have had
an opportunity to review to accomplish this goal. A concerted Federal law en-
forcement effort will be necessary to bring to a halt the mass bootlegging of
cigarettes which, for the most part. is confined to the Eastern portion of the
United States. The penalty imposed for illegal bootlegging must be stringent
enough to constitute n dr,terrent. I believe that the penalty provision containedin S. 1487 meets that minimum requirement.

Information presented to me by responsible individuals more closely related
to this problem convince me that organized crime plays a key role in the contra-
band question. The reports submitted to the Subcommittee regarding the dollar
volume and financial gain reaped by organized crime, to my knowledge, are
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accurate and I would refer to them kegarding the financial contribution cigarette
smuggling makes to organized crime. There is no evidence that organized crime
is involved with cigarette smuggling in Nevada.
I indicated above that this problem primarily related to the Eastern States.

This is because of the wide variance in state cigarette tax rates. Fortunately,
the Western states have a more uniform tax rate on cigarettes and it is not
profitable to illegally transport cigarettes from one taxing jurisdiction to another.
That is not to say, however, such problem may not occur in the Western states
and it could very easily happen should one state dramatically. increase its
cigarette tax rate.
I hope that my comments will be of assistance to the Subcommittee during its

deliberations and I urge favorable action on S. 1487.
Very truly yours,

JOHN J. SHEEHAN,
Executive Director.

STATE OF ILLINOIS DEPARTMENT OF REVENUE,
Springfield, Ill., December 2, 1977.

MT. PAUL C. SUMMITT,
Chief Counsel, Subcommittee on Criminal Laws and Procedures, U.S. Senate

Committee on the Judiciary, Washington, D.C.

DEAR MR. SummITT : The late Senator John L. McClellan requested on Nov. 25,
1977, that we indicate our views on S. 1487, a bill by Senator Henry Bellmon to
deal with cigarette smuggling.
I am forwarding a copy of a letter we sent to Senator Edward M. Kennedy

on the subject in the event that it may be helpful to Senator McClellan's successor
on the subcommittee.
We deeply appreciated Senator McClellan's interest in our views about S. 1487

and would assure the subcommittee of our continued cooperation in its work on
the federal contraband legislation.

Sincerely,

Enclosure.

ROBERT M. WHITLER,
Director of Revenue.

STATE OF ILLINOIS, DEPARTMENT OF REVENUE,
Springfield, Ill., October 4, 1977.

Hon. EDWARD M. KENNEDY,
U.S. Capitol,
Washington, D.C.
DEAR SENATOR KENNEDY: We were extremely pleased to learn that you will

open hearings Oct. 10, 1977, on a bill (S. 1487) by Senator Henry Bellmon of
Oklahoma that would help the states combat cigarette smuggling.

Cigarette smuggling is one of the most vexing problems faced by Illinois
and states like her. Illinois relies strongly on cigarette tax revenues to help pay
for the services provided to its citizens. But those revenues are vulnerable to
anyone aware that our ability to protect them ends at our borders.
We strongly support Senator Bellmon's proposal. It is similar to legislation in-

troduced in the U.S. House of Representatives by Congressman Tom Railsback
of Illinois. He and several other members of our state's Congressional delega-
tion have indicated their concern about the problem.
To states like Illinois, the importance of these bills is in the assistance they

would provide in helping control the flow of contraband cigarettes. Illegal traf-
ficking in untaxed cigarettes, which these bills would help to prevent, is ex-
tremely costly. There is:

1. The loss to state and local governments of up to $400 million in tax revenue
annually, according to a report on bootlegging by the Advisory Commission on
Intergovernmental Relations issued in May.

2. The loss of services those revenues could have provided.
3. An increase in the tax burden on honest taxpayers, who are forced to make

up for tax evasion.
4. Losses to legitimate business enterprises, which find it more difficult to

compete with those not playing by the rules.
5. Proliferation of organized crime, which is able to use bootlegging profits

to support loan sharking, gambling, prostitution, and similar types of illegal
activities.
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In "Cigarette Bootlegging: A State AND Federal Responsibility," issued in
May, the Advisory Commission on Intergovernmental Relations reported and
recommended:
"Cigarette smuggling is an interstate problem—organized crime and others

take advantage of the limited jurisdiction of the states—and an effective solu-
tion requires federal legislation making interstate transportation of illegal
cigarettes a federal offense."
Based on first-hand experience, we agree with both the analysis and the rec-

ommendation. The following are points gleaned from our own analysis and in-
vestigations.

• INDUCEMENTS TO CIGARETTE SMUGGLING

The key inducements to cigarette smuggling are (1) the difference in tax
rates between the states, and (2) the proximity of major population centers in
high-tax states to wholesale and retail outlets in low-tax states.

Illinois taxes cigarettes at a rate of 12 cents per package of 20 cigarettes.
Three of the five neighboring states currently tax at a lower rate: Indiana at
10.5 cents per package, Kentucky at 3 cents, and Missouri at 9 cents. The tax
rates of the two other adjoining states are: Iowa, 13 cents, and Wisconsin, 16
cents.
The latest statistics (for calendar 1976 at which time Indiana's tax rate was

6 cents per package) on average per capita consumption of cigarettes in these
states provide some indications of the problems caused by cigarette smuggling.

State
Population

(1970 census)
Cigarette
tax rate

1976 average
per capita

consumption

Illinois 11, 113, 976 12 3810
Indiana 5, 193, 669 6 4,886Iowa 2, 825, 041 13 3,607
Kentucky 3, 219, 311 3 6,617
Missouri 4, 677, 399 9 3,981
Wisconsin 4, 417, 933 16 3,384

Average consumption 4, 380

The statistics were drawn from a report in May, 1977 by the Federation of
Tax Administrators. The wide difference in consumption between Illinois and her
neighboring states is most likely caused by one or both of the following factors:

1. The rate of consumption is related to the rate of tax. If the amount of tax
is a key factor in the consumer's decision to buy cigarettes, he is less likely to
buy cigarettes in a state in which a higher tax is imposed.
In Illinois, this factor is only pertinent when the buyer's choices ti re to smoke

or not to smoke. Under the Illinois Cigarette Use Tax Act, a person who uses
cigarettes in the state must pay the Illinois tax, regardless of whether a tax
was paid to another state. Illinois law allows no credit for any cigarette taxes
paid to another state.
This would mean, for example, that the total per-package tax on cigarettes

bought in Indiana for use in Illinois would be 22.5 cents (Indiana's tax of 10.5
cents and Illinois' tax of 12 cents per package). To use Indiana cigarettes in
Illinois without paying the Illinois tax is a violation of the law and would be
considered smuggling.

2. The rate of consumption is related to cigarette bootlegging from low-tax
states into high-tax states. Where there are significant differences in tax rates
of neighboring states, profit or savings, though illegal, could be an incentive
for both casual and organized cigarette smuggling.
We believe that bootlegging is the predominant factor in the difference be-

tween cigarette consumption in Illinois and the neighboring states with lower
tax rates. Our belief is based largely on the fact that Chicago, the state's largestpopulation center, is a major national tourism and convention center. As theFederation of Tax Administrators noted in an explanation of the May statistics:
. . . "States that have a large influx of tourists consistently have a per capitaconsumption well above the average because the actual number of people inthe state is higher than Census statistics indicate."
Illinois, even with Chicago, its Lincoln heritage, and other attractions, hasbeen the exception to this rule. The average per capita consumption in Illinois
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in 1976 was nearly 15 per cent less than the average for her neighboring stat
es,

which do not have comparable tourism or convention trade.

There was an additional incentive to smuggling in Chicago since the city im-

poses its own 5 cent cigarette tax on each package sold. This brings to 17 cents

per package the total tax on cigarettes sold for use in Chicago. In India
na,

only minutes away, the cigarette tax was 11 cents less, or a tax difference of

$1.10 per carton.
These factors most likely accounted for the significant differences in con-

sumption among Illinois, Indiana, and Kentucky. We have no Other reasonable

explanation for the fact that average consumption in Indiana was 30 percent

higher than in Illinois or for the fact that the average in Kentucky was 75 per-

cent higher.
REVENUE LOSSES IN ILLINOIS

Illinois' cigarette revenue losses are difficult to compute because we are unable

to estimate the extent to which smuggling occurs. There is, however, a number

of statistical indicators, which would place losses at between $10 million and

$26 million annually.
For fiscal year 1967, sales data gathered by the Tobacco Tax Institute dis-

closed that per capita consumption for Illinois residents was 132.6 packages,

slightly higher than the national rate of 132.0 packages. Comparable data for

fiscal year 1976, however, indicates that Illinois' consumption had increased to

only 134.4 packages, while the national rate had risen to 145.3 packages.

There was a decline nationally following the U.S. Surgeon General's report in

1964 that smoking could cause cancer, but that decline was only slight and

shortlived.
If Illinois had been at the national per capita consumption rate of 145.3

packages, revenues would have been approximately $194.3 million. Our actual

collections were $176.9 million, a difference of $17.4 million.
In 1973, the Department estimated that cigarette tax loses to bootlegging

amount to $25 million annually. Noting a decline in revenues that could not be
explained by national usage statistics, the Department began using a provision

of the Cigarette Tax Act to seize vehicles found carrying contraband cigarettes.
The downward trend in revenues was reversed, and cigarette tax collections
within the same year, fiscal 1974, exceeded by about $8 million the amount col-
lected in the previous year.
These figures bear a relationship to a study by Professor Michael D. Maltz

of the University of Illinois at Chicago for the Organized Crime Section of the
federal Law Enforcement Assistance Administration. Using a regression formula,
Professor Maltz looked for the difference in tax-paid sales and estimated con-
sumption for each state. Introduced into the formula were equations to solve
for net estimated imports and exports from each state. According to his find-
ings, Illinois in 1974 lost $16.06 million to cigarette smuggling.

Professor Maltz, indicentally, points out that per capita consumption of cig-
arettes has risen over the years, indicating that differences in statistics on usage
are caused not by changes in the rate of consumption but by sales.
According to the statistics of the Ad visory Commission on Intergovernmental

Relations, the average per capita consumption in Illinois in 1975 was 131.8
packages of cigarettes. This compares to the national average of 139.2 packages
and the average of Illinois and her five adjacent states of 147.8 pckages.

It seems reasonable to assume that Illinois, often called a microcosm of the
nation, should be at least at the national rate of consumption. But it is 5.614 per-
cent below that level. With cigarette revenues in calendar 1975 totaling $174,-
477,581, this would mean that the state's lost revenue in that year amounted
to $9,795,171.
We believe, however, that Illinois, because of its tourist and convention attrac-

tions, should be at or above the average of its neighboring states, which is 147.8
packages per capita consumption. Illinois is 12.139 percent below that level,
which would mean an estimated revenue loss of $21,179,833 in 1975.
The more recent statistics by the Federation of Tax Administrators indicate

similar results. The FTA's statistics are based on consumption by persons 18
and older, which is the reason average consumption figures appear higher than
the Advisory Commission's.

According to the FTA's statistics, the national average per capita consumption
in 1976 was 201.65 packages of cigarettes, and the average consumption in Illi-
nois and her five neighboring states was 219.04 packages. Illinois' average was
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190.5 packages, 5.853 percent below the national average and 14.981 percent
below the regional average. In dollars, these differences would mean revenue
losses in 1976 of $10,268,772 at the national average and $26,283,356 at the
regional average.
These are not the only revenue losses. State and local governments also lose

sales tax revenues to bootlegging since cigarettes sold in Illinois for use here
are subject to state and local sales taxes. When cigarettes are bought in another
state and used in Illinois, the user remains liable for state taxes, but unless he
remits them voluntarily, we have no adequate way of collecting them unless the
purchase was by mail. In that ease, the federal Jenkins Act, which will be
described shortly, is extremely helpful.

Cigarette smuggling also costs business in Illinois millions of dollars. If the
average retail price of cigarettes (excluding the cigarette tax) is 35 cents per
package, smuggling into Illinois cigarettes bought in another state means a loss
of between $30 million and $75 million annually to Illinois business.

It should be pointed out that some relief to the problem of casual smuggling
in the Chicago area came July 1, 1977. At that time, Indiana's tax rate was
increased to 10.5 cents per package. That reduced the differential between Illinois
and Indiana taxes to 1.5 cents and the differential including Chicago's tax
to 6.5 cents.
We do not expect the Indiana tax increase to have much effect on smuggling

by organized crime, since our belief, confirmed by analyses like those of Professor
Maltz, is that those contraband cigarettes are coming directly from the tobacco-
producing states. The fact that Kentucky, for example, had an average per capita
consumption of 330.8 packages in 1976 (Illinois' was 190.5) clearly indicates
this.

IMPORTANCE OF FEDERAL CONTRABAND LEGISLATION

With the above points in mind, the question becomes: How would measures
like those offered by Senator Bellmon and Congressman Railsback assist the
states in halting the flow of contraband cigarettes and the loss of tax revenue?
A case history will illustrate.
On December 23, 1976, agents of the Illinois Department of Revenue and

the Illinois Bureau of Investigation seized more than 20,000 cartons of cigarettes
bearing counterfeited Illinois cigarettes stamps. The contraband cigarettes were
discovered and seized in eight suburban Cook County retail outlets.
The quality of the stamps and the method of distribution—we were unable

to determine whether the retailers knew that the stamps were counterfeit or
were selling what they believed were legitimate cigarettes—indicated that the
operation was well organized and well financed.
American Decal, the manufacturer of the stamp, and Illinois and other states

that used similar stamps believed it was foolproof. Illinois' discovery was the
first indication that a highly secure stamp could be compromised. Our attempts
to locate the source of cigarettes and the counterfeiting operation have been
unsuccessful.
Our investigation determined that there had been no cigarette hijackings in

the state, which we thought might have been a source of the cigarettes. And since
we are able to monitor the flow of cigarettes from distributors within the state,
we were able to determine that the contraband cigarettes appeared to have been
from another source. The investigation pointed to a source from outside Illinois,
but our ability to carry on the investigation stopped at our border.
Had there been a federal contraband law like that embodied in the Bellmon

and Railsback bills, we could have sought assistance from the federal govern-
ment to pursue the counterfeiters and distribution operations. These would have
been federal crimes.
Under these bills, cigarettes transported interstate would have to be iden-

tified. The transporter would be required to have in his possession a bill of lading,
which indicates the seller, buyer, origination, and destination of cigarettes.
These requirements would tie in nicely to a provision of the Illinois Cigarette

Tax Act ( Section 9c) that requires persons to have a permit from the Depart-
ment of Revenue to transport in Illinois more than 2,000 cigarettes not taxed by
the state. The provision, which was upheld in November 1976 by the Illinois
Supreme Court, requires a transporter to give the Department advance notice
of his intention to transport in Illinois untaxed cigarettes. It also gives the
Department the ability to determine the disposition of transported cigarettes
which enables us to check for any tax liability.
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The contraband legislation would require dealers to maintain records of
shipment, receipt, sale, and disposition of cigarettes, which would be available
to the Secretary of the Treasury for inspection. This would allow the states to
work through the federal government in obtaining information about cigarettes
shipped interstate by or from dealers, again making it possible to monitor the
flow of cigarettes for tax purposes.
I think it is important to point out that a contraband law would not be

the first time the federal government has assisted the states with the collection
of cigarette taxes. The federal Jenkins Act has been a significant tool for the
states in halting cigarette mail order operations aimed at evading state tax
laws.

Under the Jenkins Act, operators of cigarette mail order firms are required
to register with a state in which mail order busines is conducted. The operator
also must provide to the state a list—including names, addresses, and quantities
of cigarettes purchased—of customers residing in that state. These lists enable
the states to collect taxes owed.
For Illinois, the Jenkins Act has worked well. Of the tax bills we have issued,

based on lists of Illinois sales from mail order firms, virtually all have been
paid without question.

Federal involvement in the administration of cigarette tax laws of the states
is an important contribution to the deterrence of tax fraud. The states, with a
federal contraband law, would have a way of dealing with interestate cigarette
bootlegging and with organized crime, where it is involved in such operations.
We do not anticipate any reduction in our efforts to combat smuggling. Federal

contraband law would strengthen those efforts and make our work more
effective.

Let me conclude by saying I greatly appreciate the time and attention you
have given this matter and hope you will feel free to call on me at (217)
785-2602 for any further information. I hope you will agree with me that the
federal contraband measures have significant merit and purpose.

Sincerely yours,
ROBERT M. WHITLER,

Director of Revenue.

STATE OF TENNESSEE,
DEPARTMENT OF REVENUE,

Nashville, Tenn., December 8, 1977.

SUBCOMMITTEE ON CRIMINAL LAW AND PROCEDURES,
Committee on the Judiciary, U.S. Senate,
Washington, D.C.
GENTLEMEN: In response to the request from the late Honorable John L. McClel-

lan, Chairman, Subcommittee on Criminal Law and Procedures, for a statement of
the effect cigarette "bootlegging" has had upon the states, let me first express my
appreciation for the concern shown by the Subcommittee about this problem.
I am greatly concerned with the loss of revenue by the State of Tennessee due

to the spread of cigarette "bootlegging". Tennessee, which has a cigarette tax
of thirteen cents per package, is bordered by the three states with the lowest tax
rates in the nation; North Carolina, two cents; Virginia, two and one-half cents;
and Kentucky, three cents. Cigarette stands and truck stops in these three states
near our state line do a thriving business in the sale of cigarettes. In addition,
we also have the problem of individuals in the business of cigarette "bootlegging".
Based on a 1975 study, if in the State of Tennessee an amount of cigarettes were
sold equal to the national average per capita consumption, the State's loss in
excise tax is approximately 7.2 million yearly.
We believe that our major loss of tobacco tax revenue is from citizens of Ten-

nessee buying cigarettes in the above-mentioned states, rather than organized
crime involvement. We have experienced local individuals being engaged in the
business of "bootlegging" but they have had no known ties to organized crime.
This may have been due solely to our closeness to the product. We have every
indication from information developed during investigations in North Carolina
that organized crime was involved in the shipment of cigarettes to the northern
and northeastern states.
Due to our limited investigative manpower and the many roadways leading

into the State from North Carolina. Virginia and Kentucky. it is impossible for
the State to combat the problem of bootleg cigarettes, even though we do have
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very good statutes, with both civil and criminal sanctions. State investigators
are also greatly hampered by the lack of authority to conduct investigations out-
side the State, which, of course, would not be true in Federal law enforcement
efforts.
For several years, many states have endeavored to curb the problem through

cooperative local enforcement programs; however, these efforts have proven to be
inadequate to stop the movement of bootleg cigarettes. The interstate nature of
cigarette "bootlegging' places tne indiviaual states at too great a disaavantage
to satisfactorily handle the problem.
In any proposed Federal legislation on cigarette "bootlegging", I feel that the

cutoff limit of transported cigarettes should be fifty cartons (10,000 cigarettes)
and that the penalty for unlawful transportation, receiving or possession of con-
traband cigarettes of more than fifty cartons should be, not more than $10,000.00
fine, or imprisonment of not more than two years, or both.
I strongly recommend the enactment of a Federal contraband cigarette law.

I will greatly appreciate your support of this legislation.
Sincerely,

JAYNE ANN WOODS.

DEPARTMENT OF JUSTICE,
Washington, D.C., March 8, 1978.

Hon. JAMES 0. EASTLAND,
Chairman, Committee on the Judiciary,
U.S. Senate, 'Washington D.C.
DEAR MR. CHAIRMAN: This is in response to your request for the views of

the Department of Justice on S. 1487, a bill "To eliminate racketeering in the
sale and distribution of cigarettes, and for other purposes."
At the present time, the only statutory regulation of the interstate shipment

of cigarettes is found in the Jenkins Act, 15 U.S.C. 375 et seq. That Act, which is
designed to assist the states in collecting their cigarette taxes, requires, in part,
that any person who sells or transfers for profit cigarettes in interstate com-
merce, whereby such cigarettes are shipped into a state taxing the sale or use
of cigarettes, to other than a licensed distributor shall (1) file with the tobacco
tax administrator of the state into which the shipments are made a statement
setting forth his name and trade name and the address of his principal place
of business and of any other place of business, and (2) file with the tobacco tax
administrator before the tenth day of each month a memorandum or a copy of
the invoice covering each shipment into that state during the preceding month.
The memorandum or invoice must include the name and address of the person to
whom shipment was made and the brand and quantity of cigarettes shipped.
Any person who violates these filing and reporting requirements is punishable
by a fine of not more than $1,000.00 or imprisonment for not more than six
months, or both. In addition, the United States district courts have jurisdiction
to prevent and restrain violations of the Act.
The Jenkins Act applies primarily to cigarette distributors who send their

cigarettes through the mails to customers in other states which tax the sale or
use of cigarettes without complying with the filing and reporting requirements
of the Act. It has limited usefulness for attacking the over-the-road "bootlegging"
or smuggling operation by which the purchaser transports the cigarettes out of
the state of purchase and surreptitiously brings them into another state for re-
sale. Available evidence indicates that the states have been deprived of large
revenues in lost cigarette taxes as a result of the latter type of operation.

S. 1487, whose stated purpose is to eliminate racketeering in the sale and
distribution of cigarettes, would reach cigarette smuggling by making it unlawful
to ship, transport, receive or possess "contraband cigarettes." The term "con-
traband cigarettes" is defined in the bill as a quantity in excess of 20,000
cigarettes, bearing no evidence of the payment of applicable state cigarette taxes
in the state where the cigarettes are found, and which are in the posgession
of any person other than (1) a person holding a permit as a tobacco manufac-
turer or an export warehouse proprietor, or a person operating a customs bonded
warehouse, or an agent of such person, (2) a common or contract carrier, (3) a
person licensed to deal in cigarettes by the state where the cigarettes are found,
or (4) an officer, employee, or agent of the United States or of any state or
political subdivision having possession of cigarettes in the performance of his
official duties. In addition, S. 1487 would require cigarette dealers to make and
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maintain such records of shipment, receipt, sale, or other disposition of cigarettes
as the Secretary of the Treasury may be regulations require and to make such
records available for inspection. The term "dealer'' is defined to mean any person
who sells or distributes in any manner any quantity of cigarettes in excess of
20,000 in a single transaction. S. 1487 would make it a felony punishable by a fine
of not more than $10,000.00 or imprisonment for not more than two years, or both,
to violate the prohibition on contraband cigarettes, to knowingly make any false
statement or representation with respect to information required to be kept in the
records of a dealer, or to violate any other provision of the law or regulations.
Finally, S. 1487 would provide for seizure of contraband cigarettes.
For the reasons stated below, the Department of Justice recommends that

S. 1487 be amended to reflect proposed changes contained in a draft bill prepared
by the Bureau of Alcohol, Tobacco and Firearms, Department of Treasury, in
close consultation with the Department of Justice. A copy of the draft is attached.
As you know, in the past the Department has opposed legislation like S. 1487.

This opposition existed for two valid reasons. First, the Department believed
that before there is a significant expansion of Federal criminal jurisdiction into
an area hitherto reserved to the states, there should be a strong showing that
the states have made significant, but unsuccessful, attempts to deal with the
problem involved. In the past, the evidence had been that the states most affected
by cigarette smuggling had not made significant attempts to deal with the prob-
lem. Second, past Administrations have not wanted to incur the costs, both
investigative and prosecutorial, that would go with taking on primary enforce-
ment responsibility for the collection of state cigarette taxes from interstate dis-
tributors and sellers of cigarettes. It was believed that passage of legislation
like S. 1487 would create strong pressure for the assumption of that
responsibility.
We continue to believe that many of the states most affected have not made

serious commitments to the enforcement effort in this area. However, we do
recognize that some states, most notably Pennsylvania and New York, have
major enforcement programs, and that other states, like Connecticut, Florida
and Ohio, have strengthened their efforts in recent years. This is illustrated by
information provided in January 1978 by the Advisory Commission Inter-
governmental Relations ("ACIR") A copy of a January 20, 1978 memorandum
to us from ACIR is attached. The effectiveness of this increased enforcement
activity is unknown at the present, since much is of recent origin.
We continue to believe strongly that primary efforts to stop cigarette

smuggling must be made by the states affected. However, we recognize that fed-
eral legislation in aid of state enforcement efforts may be desirable, if not
essential, in light of the interstate nature of the problem.
In response to the Department's historical opposition, recent attempts to

justify legislation like S. 1487 have made the argument that cigarette smuggling
is an organized crime problem. For example, according to a report on cigarette
bootlegging dated May 1977, which supported legislation similar to S. 1487, the
ACIR noted that four New York crime families employing more than 500
enforcers, peddlers and distributors smuggle an estimated 480 million packs of
cigarettes into the State each year. See page 21 of the ACIR report entitled
"Cigarette Bootlegging: A State and Federal Responsibility."
We believe there is evidence that organized criminal elements are involved

in cigarette smuggling. Since significant sums of money can be acquired at
relatively little risk, this is an attractive area for such elements. Thus, the
Department is prepared to support S. 1487, if modified to improve its potential
effectiveness in dealing with the organized crime problem.
In recognition of the facts that the states have increased their enforcement

activity, yet still need help, and that there is legitimate concern over organized
crime's involvement in this area, we have had meetings with officials from
the Department of Treasury in an effort to develop an approach acceptable to us.
The proposed modifications to S. 1487 contained in the attached draft bills are
the result of these meetings.
The draft bill would modify S. 1487 in only three significant areas. First,

the draft bill defines the term "contraband cigarettes" as a quantity in excess
of 30,000 cigarettes, rather than 20,000 cigarettes. Second, the draft bill con-
tains different language with respect to the making of reports to the Secretary
of the Treasury. S. 1487 would give the Secretary the discretionary authority
to require "dealers" to maintain such records as prescribed by the Secretary.
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The term "dealer" is defined as any person who sells or distributes in any
manner 20,000 or more cigarettes in a single transaction. The draft bill would
eliminate the "dealer'' concept and simply require "any person" possessing,
selling, distributing, carrying, transporting, purchasing or receiving 30,000
cigarettes or more in a single transaction to prepare such records and make such
records as the Secretary may prescribe. Third, the draft bill would increase the
penalties for violators. It provides that whoever unlawfully distributes, etc.,
contraband cigarettes would be subject to a fine of $10,000 and/or five years in
jail, and whoever violates any other provision of the law or knowingly makes
a false statement or representation in a record required by the Secretary would
be subject to a fine of $5,000 and/or three years in jail. S. 1487 provides for a
fine of $10,000 and/or two years in jail for any violation of its provisions.
The 20,000 cigarette figure used in S. 1487 to define "contraband cigarettes" is

a recognition that certain minor, untaxed cigarette smuggling, whether by users
or by small-scale sellers is virtually impossible to control and not of significance
to the Federal government. However, to the extent that S. 1487 is rationalized
as an attempt to attack major organized crime, the Department believes the
20,000 cigarette figure, which translates into 100 cartons, is too low in relation
to the type of significant organized criminal activity with which the Federal
government is concerned. The figure of 30,000 cigarettes, which not a major
change in the bill's coverage, is, in our view, an improvement.
The draft bill clarifies the Secretary's power to require the keeping of records

and the making of reports. While no specific regulations have been prepared, this
feature of the draft bill is intended to supply the Secretary with discretion to
require record keeping that could be used to assist the state's enforcement
efforts.

Finally, it is important to understand that criminal prosecutions under S.
1487, should it be enacted, would be reserved, as a matter of policy, for serious
organized criminal involvement in cigarette smuggling and, in appropriate cases,
for making false statements in required reports and records. Thus, we con-
template only selective use of the criminal sanctions. This is consistent with
the Department's view that it does not have the resources to prosecute the
routine or minor violators. The increased penalties in the draft bill over those
currently provided in S. 1487 reflect the fact that we contemplate prosecutions
of major violators only.
In summary, the Department's willingness to support S. 1487 as modified by

the draft bill is based on a desire to facilitate the states' cigarette tax enforce-
ment efforts, and to give us another weapon against organized crime. We en-
vision, should the bill be enacted, that the states would continue to bear primary
enforcement responsibility in this area.
For the reasons indicated above, the Department of Justice recommends

enactment of S. 1487 if amended to incorporate the new provisions contained
in the attached draft.
The Office of Management and Budget has advised that there is no objection

to the submission of this report from the standpoint of the Administration's
program.

Sincerely,
PATRICIA M. WALD,

Assistant Attorney General.
Enclosure.

A Bill to eliminate racketeering in the sale and distribution of cigarettes, and for
other purposes

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled,

STATEMENT OF FINDINGS AND PURPOSE

SEC. 1. (a,) The Congress finds that—
(1) there is a widespread traffic in cigarettes moving in or otherwise

affecting interstate or foreign commerce, and that the States are not ade-
quately able to stop the movement into and sale of such cigarettes in
violation of their tax laws through the exercise of their police power;
(2) there is a causal relationship between the flow of cigarettes into

interstate commerce to be sold in violation of State laws and the rise of
racketeering in the United States;
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(3) an expanded Federal role in the fight against cigarette smuggling is
essential if there is to be an effective law enforcement effort against
cigarette smuggling since the interstate nature of the crime places individual
States at too great a disadvantage to handle these problems effectively;
(4) certain records maintained by persons possessing, selling, distribut-

ing, carrying, transporting, purchasing or receiving cigarettes could have
a high degree of usefulness in criminal, tax, and regulatory investigations.

(b) It is the purpose of this Act to provide a timely solution to a serious
organized crime problem and to help provide relief to many cities and States.

SEC. 2. Title 18, United States Code, is amended by inserting immediately
after chapter 59 thereof the following new chapter:

"Chapter 60.—CIGARETTE TRAFFIC

"Sec.
"1285. Definitions.
"1286. Unlawful acts.
"1287. Recordkeeping and Reporting.
"1288. Penalties.
"1289. Effect on State law.
"1290. Enforcement and Regulations.

"§ 1285. Definitions
"As used in this chapter—

"(a) the term 'cigarette' means—
"(1) any role of tobacco wrapped in paper or in any substance not

containing tobacco, and
"(2) any role of tobacco wrapped in any substance containing

tobacco which, because of its appearance, the type of tobacco used in
the filler, or its packaging and labeling, is likely to be offered to, or
purchased by, consumers as a cigarette described in paragraph (1)

"(b) the term 'contraband cigarettes' means a quantity in excess of
thirty thousand cigarettes, bearing no evidence of the payment of applicable
State cigarette taxes in the State where they are found and which are, in the
possession of any person other than (1) a person holding a permit issued
pursuant to chapter 52 of title 26, United States Code, as a manufacturer of
tobacco products or as an export warehouse proprietor or his agent; (2)
a common or contract carrier: Provided, however, That the cigarettes are
designated as such on the bill of lading or freight bill; (3) a person licensed
or otherwise authorized by the State where the cigarettes are found to deal
in cigarettes and to account for and pay applicable cigarette taxes imposed
by such State; or (4) an officer, employee, or other agent of the United
States, or its departments and wholly owned instrumentalities, or of any
State or any department, agency, or political subdivision thereof.
"(e) the term 'common or contract carrier' means a carrier holding a

certificate of convenience or necessity or equivalent operating authority from
a regulatory agency of the United States or of any State or the District of
Columbia.
"(d) the term 'State' includes a political subdivision thereof and the

District of Columbia.
"(e) the term 'Secretary' means the Secretary of the Treasury or his

delegate.
"(f) the term 'person' means any individual, corporation, company, as-

sociation, firm, partnership, society, or joint company.
"§ 1286. Unlawful acts
"It shall be unlawful for any person to possess, sell, distribute, carry, trans-

port, purchase or receive contraband cigarettes.
"§ 1287. Recordkeeping and reporting
"(a) Any person possessing, selling, distributing, carrying, transporting,

purchasing or receiving in a single transaction a quantity of 30,000 cigarettes
or more may be required to prepare and maintain a record of such transaction
In such form and manner and for such duration as the Secretary may by regu-
lations prescribe. Such records shall he made available for inspection in such
manner as the Secretary may by regulations prescribe.
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-(b) Any person possessing, selling, distributing, carrying, transporting,
purchasing or receiving in a single transaction a quantity of 30,000 cigarettes
or more may be required to report such transaction to the Secretary in such
form and manner as the Secretary may by regulations prescribe.
"(c) The Secretary may enter the premises (including places of storage) of

any person required to maintain a record of, and report, cigarette transactions
under this section for the purpose of inspecting or examining (1) any records
or documents required to be kept by such person, and (2) any cigarettes kept
or stored by such person at such premises. Upon the request of any State or
any political subdivision thereof, the Secretary may make available to such
State or any political subdivision thereof, any information which is obtained
by reason of the provisions of this chapter with respect to the identification of
persons within such State or political subdivision thereof who have purchased
or otherwise acquired cigarettes.

"§ 1288. Penalties
"(a) Whoever violates section 1286 of this chapter shall be sentenced to a fine

of not more than $10,000, or imprisoned not more than five years, or both.
"(b) Whoever violates any other provision of this chapter or regulations

promulgated thereunder or knowingly makes any false statement or representa-
tion with respect to the information required by the provisions of this chapter
to be kept in the records of a person by this chapter shall be sentenced to a
fine of not more than $5,000 or imprisoned not more than three, or both.
"(c) Any contraband cigarettes involved in any violation of the provisions of

this chapter shall be subject to seizure and forfeiture, and all provisions of the
Internal Revenue Code of 1954 relating to the seizure, forfeiture, and disposi-
tion of firearms, as defined in section 5845(a) of the Code, shall so far as
applicable, extend to seizures and forfeitures under the provisions of this
chapter.

"§ 1289. Effect on State law
"Nothing in this chapter shall be construed to affect the concurrent jurisdic-

tion of a State to enact and enforce State cigarette tax laws, to provide for the
confiscation of cigarettes and other property seized in violation of such laws,
and to provide penalties for the violation of such laws.
"§ 1290. Enforcement and regulations
"The Secretary shall enforce the provisions of this chapter and may prescribe

such rules and regulations which are reasonably necessary to carry out the
provisions of this chapter.

SEC. 3. (a) Except as provided in subsection (b), the provisions of chapter
60 of title 18, United States Code.
(b) The following sections of chapter 60 of title 18, United States Code, shall

take effect on the date of enactment of this Act: Sections 1285, 1286, 1288, 1289,
and 1290.

SEC. 4. The title analysis of title 18, United States Code, is amended by in-
serting immediately below the item relating to chapter 59 the following:
"60. Cigarette Traffic  1285."

SEC. 5. (a) Section 1(b) of the Act of August 9, 1939. c. 618, 53 Stat. 1291,
as amended(49 U.S.C. § 781(b) ), is amended by (1) striking out "or" at the
end of paragraph (2) ; (2) striking out the period at the end of paragraph 3
and inserting in lieu thereof " ; or"; and (3) adding after paragraph 3 the
following new paragraph 4 to read as follows:

"(4) Any cigarettes, with respect to which there has been committed any
violation of any provision of chapter 60 of title 18 or any regulation issued
pursuant thereto."

(b) Section 7 of the Act of August 9, 1939, c. 618, 53 Stat. 1291, as amended
(49 U.S.C. § 787), is amended by (1) striking out "and" at the end of subsection
(e) ; (2) striking out the period at the end of subsection (f) and inserting in
lieu thereof " ; and"; and (3) adding after subsection (f) the following new
subsection (g) to read as follows:

"(g) The term 'cigarettes' means 'contraband cigarettes' as now or
hereafter defined in section 1285(b) of title 18."
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ADVISORY COMMISSION ON INTERGOVERNMENTAL RELATIONS,
Washington, D.C., January 20, 1978.

MEMORANDUM

To: Robert E. Courtney III, attorney, Government Regulations and Labor
Section, Criminal Division, Department of Justice, Washington, D.C.

From: John Shannon, Assistant Director, Taxation and Public Finance Section,
Advisory Commission on Intergovernmental Relations.

Subject: Summary of State response to Justice Department inquiry concerning
the States' efforts against cigarette bootlegging.

AVAILABILITY OF INFORMATION REQUESTED BY JUSTICE DEPARTMENT

In a substantial measure, the information requested by the Justice Depart-
ment from the states with respect to cigarette tax enforcement costs attributable
to bootlegging are not available, because state revenue departments are fre-
quently organized on a functional rather than a tax division basis and depart-
mental data are maintained on a collective, rather than on a tax-by-tax basis.
Also, in those states which are structured on a tax division basis, the cigarette
tax is often the responsibility of a division which administers several excise
taxes and here, too, administrative and enforcement data are not broken down
by the type of tax.
In states which revenue departments are organized on a functional basis, or

in which the cigarette tax is administered together with other taxes, operations,
equipment, and personnel are used collectively in administering all or several
taxes. Unless the department or division makes a special analysis of these
operations, it cannot assign a percentage of total costs to specific taxes. This
also applies to state investigative programs. Many states, which in the past had
audit and investigative staffs assigned to each tax division, have established
unified special investigative units which are concerned either with all taxes or
with a combination of taxes.

COMPARATIVE DATA ON CIGARETTE TAX ENFORCEMENT 011 ON THE EFFORT
AGAINST SMUGGLING IN THE LAST 5 YEARS

For the reasons previously stated, for most states, spending data are non-
segregable. However, reports are available from a number of states on spending,
staff size and deployment, or on organizational developments which relate to
activity of this type.
Conneetiout.—A special investigations section has been formed in the state

tax department, principally to combat cigarette smuggling. Although the section
deals with all state tax frauds, all agents are trained in cigarette smuggling
investigations, they have full state police powers, and all attend the state police
academy before receiving such powers. Special investigations section personnel
work closely with state and local police.
Florida.—A cigarette strike force has been established which includes sevenofficers assigned full time to cigarette bottlegging. The department has requestedseven additional officers in its budget for fiscal 1978-79. Florida joined the Inter-state Revenue Research Center on July 1, 1977, and has expended $16,800 thusfar for this purpose.
Minnesota.—In 1976, a professional staff of six, assigned to the audit and col-

lection of cigarette taxes, was augmented by the hiring of two trained criminalinvestigators. In 1977 two more investigators were added to this staff. Min-nesota, in 1977, has made two payments of $17,500 and $16,800 to the IRRC. Inaddition to investigation and prosecution responsibilities, the investigativeforce has developed a cigarette smuggling educational program on the organizedaspects of smuggling for the general public.
New Jersey.—Since 1972, the New Jersey Division of Taxation's special in-vestigations unit has added 20 special agents, an increase of about 50 percentin the size of its staff. The special agents have been given the power of arrestand the right to carry firearms. Penalties for cigarette tax violations have beenstrengthened. The New Jersey Division of Taxation has had a major role in theformation of the Eastern Seaboard Interstate Cigarette Tax Enforcement Group,and its special investigators have conducted a course on cigarette smuggling atthe State Police Training Academy.
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New York.—The New York Department of Taxation and Finance does not
maintain separate records on its cigarette tax investigative work. However,
the payroll cost of cigarette tax investigators is about two-thirds of the entire
bureau, and about 80 percent of non-personnel costs are attributable to the
smuggling effort. On that basis, the approximate outlay for cigarette tax in-
vestigation rose from $919,000 to $1,029,000 between fiscal 1973 and fiscal 1977.
Man-days devoted to cigarette tax enforcement approximated 18,000 in fiscal
1977.
Ohio.—The Ohio Department of Taxation now has 12 investigators assigned

to cigarette tax evasion. In 1971, it employed no cigarette tax investigators. In
addition, Ohio has strengthened its cigarette tax enforcement effort by provid-
ing for felony convictions, police powers for enforcement personnel, and in-
formers' fees. Between 1972 and 1977, expenditures for the administration of
cigarette taxes rose from $191,020 to $590,776. Over the same period the amount
spent to combat cigarette smuggling rose from $71,600 to $311,800. On a man-
year basis, tl* increase was from 41/3 in 1972 to twelve in 1977. Ohio has made
two payments of $17,500 and $16,800 to IRRC.
Pennsylvania.—Between fiscal 1973 and fiscal 1977, the Pennsylvania Depart-

ment of Revenue has increased its expenditures for the enforcement of cigarette
contraband laws from $672,000 to $1,191,000. Over the same period, the number
of special investigators assigned exclusively to cigarette contraband enforce-
ment has ranged between 51 and 59. The department also had committed $25,000
for use in Eastern Seaboard Interstate Cigarette Tax Enforcement Group, but
did not apply those funds because of LEAA's rejection of the ESICTEG's appli-
cation for grant money.
Washington.—Between fiscal 1973 and fiscal 1977, Washington has increased

its expenditure for cigarette tax administration enforcement from $122,567 to
$172,854. Amounts spent for enforcement relating to the sale of untaxed ciga-
rettes rose from $43,000 to $62,000. Three man-years annually are devoted to
cigarette tax evasion.

Wisconsin.—Data not segregable. In January, 1977, four additional enforce-
ment personnel were assigned to combatting cigarette smuggling. A basic field
investigative staff is also concerned with alcohol and tobacco enforcement.
Wisconsin has also developed an intensive training program for state and
municipal enforcement agencies in this area.
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