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LORETTA A. PRESKA, United States District Judge:
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| . 1 NTRODUCTI ON

In 1999, as part of its conprehensive programto decrease
t obacco use anong its citizens, New York increased its tax on
cigarettes from$.56 per pack to the national high of $1.11 per
pack. As expected, sales of tax-paid cigarettes decreased. As
t hose sal es decreased, so did the profits of New York’s cigarette
retailers, particularly those near the State’'s borders and near
I ndi an reservations. Perhaps not surprisingly, those retailers
conplained to the Governor about “unfair conpetition” fromthose
selling untaxed cigarettes, including Internet, mail order and
t el ephone sellers. Apparently in response, the Governor
proposed, the Legislature passed, and the Governor signed into
law 8 1399-11 of the Public Health Law, citing as its purposes,
anong ot hers, pronoting public health, preventing access to
cigarettes by mnors, funding of health care and “the econony of
the state.” The statute prohibits cigarette sellers from
shi pping or transporting cigarettes directly to New York
consuners and prohibits comon carriers fromdelivering
cigarettes directly to New York consuners, thus, restricting
retail sales of cigarettes in New York to face-to-face
transactions at in-state retail locations. Plaintiffs, Santa Fe
Nat ural Tobacco Co., Inc. (“Santa Fe”), Brown & WIIianson
Tobacco Corporation and BWMDi rect, LLC (collectively “B&WN) bring
two rel ated actions against officials of New York State (the

“State”) seeking to enjoin enforcenent of 8§ 1399-11.
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In Article I, section 8, clause 3, the Constitution gives to
Congress the power “to regulate commerce . . . anong the several
states.” The Commerce O ause

reflected a central concern of the Framers that was an
i mredi ate reason for calling the Constitutiona
Convention: the conviction that in order to succeed,

t he new Uni on woul d have to avoid the tendencies toward
econom ¢ Bal kani zati on that had pl agued rel ati ons anong
the Colonies and | ater anong the States under the
Articles of Confederation.

Hughes v. Okl ahoma, 441 U.S. 322, 325 (1979) (citations omtted).

The Suprene Court has recogni zed that the Comrerce C ause’s
affirmative grant of power carries with it a “negative” or
“dormant” aspect that limts the power of states to erect

barriers to interstate trade. Mai ne v. Taylor, 477 U.S. 131, 137

(1986). This limtation inposed by the Coomerce Cl ause “is by no
means absolute,” and the states retain the authority to regul ate
matters of “legitimate | ocal concern.” |d. at 138.

Here, there is no dispute that protecting the health of New
York citizens, both adults and mnors, is a legitimte, in fact,
| audabl e, state interest. The other two major statutory
pur poses, funding health care in the State and aiding the econony
of the State, are certainly goals intended to benefit the
citizens of the State. While the statute is a reasonable --
i ndeed commendabl e -- solution by a concerned Governor and a
responsi ve Legislature to certain pressing problens facing New
Yorkers, that is not the test inposed by the Constitution.

Even a wi se statute, beneficial to nost New Yorkers, nust be
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j udged by the Constitutional nmandate.

I n eval uating statutes under the Commerce C ause, the
Suprene Court has distingui shed between those that affirmatively
or directly burden interstate comerce and those that do so only
incidentally. The former are subject to strict scrutiny and only
survive if they serve a legitimte state purpose which coul d not
be served by neans | ess burdensone to interstate commerce.

Hughes, 441 U.S. at 336. The latter are subject to a bal ancing
test, specifically, whether the burden they inpose on interstate
commerce are “clearly excessive in relation to the putative |oca

benefits.” Pike v. Bruce Church, Inc., 397 U S. 137, 142 (1970).

Regrettably, | amconstrained to hold that 8§ 1399-11 fails both
tests prescribed by the Suprene Court under the Commerce C ause,
and, therefore, nust be enjoined.
1. BACKGROUND
A PROCEDURAL HI STORY
On Novenber 13, 2000, a tenporary restraining order was

i ssued prohibiting the enforcenent of § 1399-11.! The parties

! The tenporary restraining order was entered on a finding
that plaintiffs denonstrated a |ikelihood of success on the
merits, both under strict scrutiny and bal anci ng test anal yses.
Specifically, it appeared likely that plaintiffs would be able to
denonstrate that 8 1399-11 would fail the strict scrutiny test
because there appeared to be other neans by which the State can
advance its legitimate interests. Additionally, it appeared
likely that plaintiffs would be able to denonstrate that the
statute would fail the balancing test articulated in Pike v.
Bruce Church, Inc., 397 U S. 137 (1970), because the burden the
act inposes on interstate comrerce is clearly excessive in

(continued. . .)




engaged i n extensive discovery since the inposition of the
tenporary restraining order, and the prelimnary injunction
heari ng was reschedul ed several tines to give the parties
sufficient time to conplete discovery. On April 24, 2001, the
trial on the nerits was advanced and consolidated with the
prelimnary injunction hearing pursuant to Fed. R Cv. Proc.
65(a)(2). A five-day bench trial comrenced on April 30, 2001.
The follow ng constitutes the Court’s findings of fact and
concl usi ons of |aw.
B. LEG SLATI VE BACKGROUND

1. Federal Cigarette Laws

a. The Jenki ns Act

The Jenkins Act, 15 U.S.C. 8375 et seq., requires, anong
ot her things, any person who sells cigarettes in interstate
comerce and ships those cigarettes into a state that taxes the
sale or use of cigarettes to file a nonthly report with the state
tax adm ni strator specifying the name and address of the person
to whom t he shipnment was nmade, the brand of the cigarettes and
the quantity purchased. 15 U.S.C. § 376(a)(2). The purpose of

the Jenkins Act is to assist states in collecting cigarette taxes

Y(...continued)
relation to the putative |local benefits. See Santa Fe Natural
Tobacco Co. v. Spitzer, et al., No. 00 Gv. 7274, Brown &
WIllianson Tobacco Corp., et al. v. Pataki, et al., No. 00 Cv.
7750, 2000 WL 1694307 (Nov. 13, 2000). By agreenent of the
parties, the tenporary restraining order will expire at 12:01 AM
on June 8, 2001.




that would otherwi se be lost by interstate sales of cigarettes
directly to consuners.
b. The Synar Anendnent

In 1992, Congress passed the “Synar Amendnent,” a statute
that conditions a state’s receipt of certain federal aid on,
anong other things, (1) the state’s enacting a | aw banni ng the
sal e of tobacco products to mnors, (2) the state’'s effectively
enforcing such a law, and (3) the state’s conducting random
unannounced conpliance checks to ensure that retailers are not
selling tobacco to mnors. States whose nonconpliance rates on
Synar - mandat ed checks are above 20% | ose federal bl ock grant
dollars. 42 U.S.C. 8 300x-26; 61 Fed. Reg. 1492, 1498.

2. New York Cigarette Laws

a. Adol escent Tobacco Use Prevention Act

In 1992, in response to the Synar Amendnent, New York
adopt ed the Adol escent Tobacco Use Prevention Act (“ATUPA”),
whi ch added a new Article 13-F to the Public Health Law and
nodi fied section 480-a of the Tax Law. ATUPA, anong ot her
things, requires a retailer to nmake a conpari son between the
purchaser and a governnent- or school -i ssued photo ID before
selling cigarettes to a person who | ooked younger than 25 years
old. It also requires retailers to post a conspi cuous sign
descri bing the prohibition against youth purchases and bans
vendi ng machi ne sal es (except in adult-only establishnments) and

the distribution of free cigarettes and coupons. N. Y. Pub.
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Heal th Law § 1399-aa et seq.?

A 1994 anmendnent prohibits the sal e of unpackaged
cigarettes. N Y. Pub. Health Law 8 1399-gg. In 1997, anendnents
to ATUPA aut horized (1) the devel opnent of community and school -
based prograns to prevent and reduce tobacco use, (2) marketing
and advertising initiatives to discourage tobacco use, (3)

t obacco cessation progranms for youths and adults, and (4) various
met hods of restricting youth access to tobacco products including
conpliance checks in retail establishnments selling cigarettes.
N. Y. Pub. Health Law 88 1399-ii; 1399-hh.

The 1999 anendnents include support for school - based
prograns, counter-advertising canpai gns, tobacco cessation
progranms, restrictions on youth access and other activities.
Fundi ng for the conprehensive plan was to cone from federal
sources, the excise tax increase and tobacco settlenment funds.
N.Y. Pub. Health Law 8§ 1399-ii.

In addition to inposing penalties for sales to underage
snokers, one inportant elenent of ATUPA is the threat that
retailers caught selling to mnors could |ose their registration,

and be barred fromselling cigarettes entirely. N Y. Pub. Health

2 ATUPA did not pre-enpt |ocal governnents wi thin New York
State from adopting their own regul ations. For exanple, New York
City entirely bans the sale of cigarettes in vendi ng machi nes,
even in adult-only establishnments. (Def. Ex. 1,001 at 211).

O her 1 ocal governnents ban free-standing displays of cigarettes
and require that all cigarettes be inaccessible to consuners and,
therefore, not subject to theft by children.
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Law § 1399-ff.

I n Septenber 2000, the State adopted 8§ 1399-ee, which
significantly increased the penalties for in-state retail ers who
sell cigarettes to mnors. Mnetary penalties were essentially
tripled; registrations to sell cigarettes were nore easily
revoked; retailers caught selling to mnors now faced the threat
of losing not only their cigarette licenses, but their |icences
to sell lottery tickets as well; and retailers who violated the
| aw woul d find their nanes published in |ocal, general
circul ati on newspapers. N Y. Pub. Health Law 8§ 1399-ee.

In response to the 1997 anmendnent to ATUPA, the State
Departnent of Health (“DOH) adopted a Tobacco Enforcenent
Program (“TEP”) ai ned at devel opi ng, inplenenting and enforcing a
conpliance check programat retail stores across New York State
to ensure that youths do not obtain tobacco products at the
retail level. Pub. Health Law 8§ 1399-ii. Initially, TEP was
funded with $2.5 mllion. (Def. Ex. 1,084). 1In conjunction with
increasing the fines and penalties for selling tobacco to m nors,
the State increased its commtnent to TEP's efforts by increasing
funding to $4.2 mllion in 2000. (Trial Tr. at 457).

TEP distributes funding for conducting and enforcing
conpliance checks to 35 counties and 9 state heal th depart nent
district offices which cover 22 additional counties . (ld. at
457, 461). The program al so provides training for officials in

t hose | ocal es on how to conduct the conpliance checks. (ld. at
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461-62). Training of county health departnment officials is
conducted by TEP personnel; an independent contractor trains
retailers on how to prevent mnors from purchasing tobacco
products. (ld. at 461, lines 12-25 to 462, lines 1-10).

A conpliance check is conducted by the | ocal enforcenent
of ficer who visits a registered tobacco retailer together with a
mnor. (Trial Tr. at 457-58). The m nor, trained beforehand
t hrough rol e-playing scenarios, enters the establishnent and
tries to purchase a pack of cigarettes. (ld. at 458). The |ocal
enforcenment officer enters either before or after the mnor so
that he or she can witness the purchase. (l1d. at 459, |lines 8-
11). Each mnor, typically 15-17 years of age, is asked to dress
as he or she would nornmally and, so as to protect the mnor’s
identity, instructed not to carry identification. (ld. at 458,
lines 12-25; id. at 459, lines 1-22).°3

TEP' s conpliance check al so includes an assessnent of the
retailer’s conpliance with other | egal requirenents ainmed at
enforcing the prohibition of sales to mnors. For exanple, at
the sanme tine the conpliance check is conpleted, the | ocal
enforcement officer checks whether the retailer is currently
regi stered wwth the Departnment of Taxation and Fi nance (“DTF")

and whether the retailer maintains the required signage regarding

3 The nethodol ogy for the Progranms conpliance check,
including the Programis instruction that the mnor portray himor
hersel f honestly, is based on the protocol devel oped for
conpl i ance checks required under Synar. (Trial Tr. at 460).
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the prohibition of tobacco sales to mnors. (Trial Tr. 460-61
Def. Ex. 1,084; see also § 1399-ee).

Due to significantly increased enforcenent efforts,
trai ning, and hei ghtened penalties and fines, TEP has achi eved
significant success in inproving retailer conpliance rates: from
62% in 1997, to 81%in 1998, to 83%in 1999. (Def. Ex. 1,084,
Trial Tr. at 362-63). From Cctober 1, 1999 to Septenber 30,
2000, the non-conpliance rate was just 12% well bel ow the 20%
requi renent of Synar. (Def. Ex. 1,184; Trial Tr. at 471, line 9
to 472, line 14).4

Ri chard Svenson is the Director of DOH s Bureau of Community
Sanitation and Food Protection (“Bureau”) which coordinates,
devel ops and nonitors ATUPA enforcenent. M. Svenson testified
that the Bureau has nade no effort to enforce ATUPA with regard
to direct sales, whether originating in New York or el sewhere.

(Trial Tr. at 267-68; see also id. at 464-65, 473-74). The

4 Plaintiffs argue that the results of this nethodol ogy
overestimte stores’ conpliance rates because m nors who act and
| ook ol der and present fake identification are nore likely to
obtain cigarettes than those using the TEP protocols. Therefore,
t hey argue, TEP does not neasure mnors’ actual access to
cigarettes. This point was conceded by the State official in
charge of adm nistering TEP. “W are not asking mnors if they
have access to tobacco. Qur objective in this programis to do
conpliance checks of retailers to determne that they are not
breaking the law by selling to persons |l ess than 18, that they
are checking the individual’'s proof of age by |ooking at a
phot ographic identification to determne if a person who appears
|l ess than 25 is indeed of |egal age to purchase before they nmake
a sale of tobacco to that individual.” (Trial Tr. at 475, lines
18- 25).



Bureau focuses its efforts on conducting conpliance checks at
non- 1 ndi an brick-and-nortar retail establishments. (ld. at 267-
68, 457-58, 464-65). Additionally, the Bureau has been
“directed” not to inspect Indian retailers on reservations or

“sovereign land.” (lLd. at 467; see also id. at 269).

b. Heal th Care Reform Act of 2000

I n August 1999, the Centers for Di sease Control (“CDC’)
published its “Best Practices for Conprehensive Tobacco Control
Progranms” (“Best Practices”). (Def. Ex. 1,002). Modeled on the
successful experiences in California and Massachusetts, and based
on ot her research conducted by the CDC, the docunent provides a
tenplate for states to adopt their own conprehensive tobacco
control prograns. (Def. Ex. 1,002 at 3).

A conprehensi ve programincl udes several factors:

1 uni versal |icensure of tobacco outlet sources in order
to enforce tobacco control |aws and regul ati ons;

publ i ¢ education canpaigns and training prograns in
order to build support anong retailers for enforcing
sales restrictions and to train them how not to sel

t obacco to m nors;

yout h access |laws and signage in stores notifying the
public that it is illegal to sell tobacco products to
m nors;

an active conpliance check program where, periodically,
underage purchasers wll attenpt to buy tobacco
products illegally (“sting” operations);

a penalty systemthat includes graduated fines for
t hose vendors who sell tobacco products, as well as
revocation of license for repeat offenders;

price increases fromtaxation; and
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! cl ean indoor air |aws.

(Def. Exs. 1,001 at i-ii; 1,002 at 18; 1,023; Trial Tr. at 355,
line 22 to 356, line 9; id. at 360, line 18 to 362, |line 19).

CDC s Best Practices is a forward-|ooking nodel; at the tine
of its adoption, no state was inplenenting all of the recommended
program conponents fully. (Def. Ex. 1,002 at 3). In 2001, only
seven states were neeting what the CDC considered a “mnimal”
funding | evel for a conprehensive plan. (Def. Ex. 1,004 at 11).

I n Decenber 1999, New York Governor George E. Pataki signed
into law the Health Care Reform Act of 2000 (“HCRA’). Laws of
1999, Ch. 1, 8 1. HCRA established and funded a Conprehensive
Tobacco Use Prevention and Control program nodeled on successful
efforts in other states.® NY. Pub. Health Law § 1399-ii. The
New Yor k program was built upon previously-existing State
progranms, including the State’s strict regulatory system desi gned
to deny young peopl e conmercial access to tobacco and to ensure
that all New York consuners pay a high cigarette excise tax
desi gned to discourage snoking. To that end, HCRA al so increased
the cigarette excise tax from$.56 per pack to $1.11 per pack.
N.Y. Tax Law 8§ 471. The increase took effect on March 1, 2000.

As a result, New York currently has the highest cigarette excise

5 Conprehensive prograns have been successful in reducing
snoking in states such as Massachusetts (consunption and
preval ence), California (consunption), Florida (preval ence) and
Oregon (consunption). See Def. Exs. 1,001 at 392-97; 1,002 at
85-86; 1,003; 1,007; 1,009; Trial Tr. at 350, |ines 2-16.
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tax in the United States. (Pl. Ex. 139, Tab 41 at 1).

One of the immedi ate effects of the near-doubling of the
excise tax was a marked decrease in the sale of cigarettes by in-
state brick-and-nortar retail stores. (Trial Tr. at 526, |ines
2-4) (there was a 24.5% reduction in tax-paid cigarette sales in
New York State fromthe second quarter of 1999 to the second
quarter of 2000). Newspaper articles reported decreased in-state
sales, retailers’ concerns over the | oss of business, and the
swtch in the |ocus of cigarette sales fromin-state retailers to
nei ghboring states, Indian reservations® and Internet sites. See
e.q., Pl. Ex. 46, Tab 185; PI. Ex. 49, Tab 26 at 1; Pl. Ex. 53,
Tab 176; PI. Ex. 139, Tab 41 at 1; PI. Ex. 212, Tab 177 at 1; PI.
Ex. 215, Tab 30 at 2.7 In addition, in letters contained in the
bill jacket for the statute at issue here noted that “[s]ales [on
| ndi an reservations] to non-Indians have clearly risen since the
state increased the cigarette excise tax to $1.11 per pack.”

(PI'. Exs. 172-175, Tabs 35-38), and the *“grow ng probl em of
unt axed, boot| egged cigarettes being sold by illegal vendors.”

(PlI. Ex. 211, Tab 32). Evidence introduced at trial shows that

6 As explained at | ength below, cigarettes sold on Indian
reservations are not taxed.

" Both plaintiffs and defendants proffered various
newspapers articles, sone for their truth, e.g., Def. Exs. 1,043-
45; 1,060; PI. Ex. 28, Tab 66 at 223-37; PI. Ex. 137, Tab 41; PI.
Ex. 215, Tab 30; PI. Ex. 212, Tab 177; PI. Ex. 63, Tab 27; P
Ex. 66, Tab 90; PI. Ex. 17, Tab 118. Because this is a bench
trial, | accept all the newspaper articles into evidence and
accord themtheir appropriate weight.
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substantial anmpunts of untaxed cigarettes flowinto states with

hi gh excise taxes as a result of cross-border sales and

bootl egging. (Pl. Ex. 306, Tab 228; PI. Ex. 278, Tab 229; Pl.

Ex. 310, Tab 213).8 “Rising state excise taxes on cigarettes
encourage individuals wth access to cigarettes not

subj ect to such taxes to alter their purchasing habits. The two

primary sources of such cigarettes are Native American triba

reservations and comm ssaries on mlitary bases. . . . The

ef fects of cross-border shopping have been especially pronounced

along the U. S. -Canadi an border.” (Pl. Ex. 306, Tab 228 at 1-2)

(Patrick Fleenor, The Effect of Excise Tax Differentials on the

Interstate Snmuggling and Cross-Border Sales of Cgarettes in the

United States (October 1996)).

C. SECTI ON 1399- |

In response to the concern by in-state retailers over the
| oss of cigarette sales to Indian reservations and direct sales
channel s® and the risk of mnors’ obtaining cigarettes through
t hese nmeans, see Pl. Exs. 211, 172-75, Tabs 32, 35-38, 8§ 1399-|

was added to New York’s Public Health Law by Chapter 262 of the

8 Defendants object to the adm ssion of these articles.
The objection is overruled. Plaintiffs expert, Professor Kursh,
testified about two of these articles and the third is to the
sane effect. See Trial Tr. at 152-55. Accordingly, | receive
into evidence all three articles and accord themtheir
appropriate wei ght.

° “Direct sales channels” include Internet, mail order and
t el ephone sales of cigarettes.
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1999- 2000 New York Session Laws. The bill was introduced in the
Legi sl ature at the request of Governor Pataki on June 14, 2000, °
passed by the Senate on June 14, 2000 and passed by the Assenbly
on June 15, 2000.!* Governor Pataki signed the bill into law on

August 16, 2000.

10 Section 1399-11 was originally introduced in the New
York State Senate as S7297 at the request of Governor Pataki on
April 3, 2000, just a nonth after the HCRA tax increase went into
effect. (Pl. Ex. 347, Tab 15). The purpose of the bill was to
“prevent underage youths from obtaining cigarettes and, in effect
require that all [cigarette] purchases be nmade face-to-face in
retail stores where proof of age can be checked and verified [and
to] ensure funding for health care as enacted by the Health Care
Ref orm Act of 2000.” (ld.).

1 New York State Senate bill S8177 was identical to the
Assenbly bill A11455. After the Senate passed S8177, it
delivered the bill to the Assenbly where S8177 was substituted
for Al11455 and passed. (Pl. Ex. 202, Tab 2).
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1. Legi sl ati ve Background and the Statute

Both the Governor’s Program Bill Menorandum and t he
| ntroducers’ Menorandunt? submitted in support of the legislation
state that it has no legislative history, and there is no
indication in the record that any | egislative hearings or other
fact-finding was conducted with respect to the bill. See Pl. Ex.
9, Tab 6 at 5; PI. Ex. 41, Tab 1 at 4. The bill jacket, however,
contai ns appeals frombrick-and-nortar retailers urging the
Governor to approve the legislation to protect themfrom “unfair
conpetition” fromretailers selling directly to consuners via the
Internet, mail order and tel ephone. (Pl. Exs. 211, Tab 32; Pl
Ex. 172-75, Tabs 35-38). The letters also state that direct

sal es “make a nockery of the state laws against . . . sales to

12 The Governor’s Program Bill Menorandum the Introducer’s
Menmor andum i n Support and the bill jacket constitute the
| egislative materials relied upon by both the parties and the
Court to analyze 8§ 1399-11. These legislative materials, “though
not conclusive, are entitled to considerable weight.” Doe v.
Pat aki, 120 F.3d 1263, 1277 (2d Gr. 1997) (citing North Haven
Board of Education v. Bell, 456 U. S. 512, 526-27 (1982) and
United States v. Jackson, 805 F.2d 457, 462-63 (2d Cr. 1986));
see also MIler v. Anerican Steanship Owmers Mitual Protection
and Indemity Co., 509 F. Supp. 1047, 1049 n.2 (S.D.N Y. 1981)
(relying on the legislative history including the bill jacket to
hel p discern the specific purpose of a statutory exception); GC
Vol kswagen Corp. v. Vol kswagen of Anerica, Inc., No. 97 Cv.
8364, 1998 WL 799174 *4 (S.D.N. Y. 1998) (“to determ ne
| egislative intent, ‘inquiry nust be nmade of the spirit and
pur pose of the legislation, which requires exam nation of the
statutory context of the provision as well as its legislative
history’ ”)(quoting Sutka v. Conners, 73 N Y.2d 395, 403 (N.Y.
1989).
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m nors since the person receiving the product is not asked to
produce proof of age.” (Pl. Exs. 172-75, Tabs 35-38).

By its ternms, the prinmary purpose of the act is to prohibit
cigarette sales “via the Internet or by tel ephone or by nmai
order to residents” of New York in an effort to pronote four
state interests: (1) public health, (2) “funding of health care
pursuant to the health care reformact of 2000,” (3) “the econony
of the state,” and (4) inproving the state’s ability “to nmeasure
and nonitor cigarette consunption and to better determ ne the
public health and fiscal consequences of snoking.” Ch. 262, N.Y.

Pub. Health Law 8 1 (legislative findings).*® The statute

13 Section 1 provides that
[t]he | egislature finds and decl ares that the
shi pnent of cigarettes sold via the Internet
or by tel ephone or by nmail order to residents
of this state poses a serious threat to
public health, safety, and welfare, to the
funding of health care pursuant to the health
care reformact of 2000, and to the econony
of the state. The legislature also finds
that when cigarettes are shipped directly to
a consuner, adequate proof that the purchaser
is of legal age cannot be obtained by the
vendor, which enables mnors to avoid the
provisions of article 13-F of the public
health law. It is also the |legislature’s
finding that by preventing shipnment of
cigarettes directly to consuners, the State
will be better able to nmeasure and nonitor
cigarette consunption and to better determ ne
the public health and fiscal consequences of
snoki ng. The legislature further finds that
exi sting penalties for cigarette bootl eggi ng
are inadequate. Therefore, the bill enhances
exi sting penalties for possession of
unstanped or unlawfully stanped cigarettes.

(continued. . .)
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provides in relevant part:

1. It shall be unlawful for any person engaged in the
busi ness of selling cigarettes to ship or cause to be
shi pped any cigarettes to any person in this state who
is not (a) a person licensed as a cigarette tax agent

or whol esale dealer . . .; (b) an export warehouse
proprietor . . . or an operator of a custons bonded
warehouse . . .; or (c) a person who is an officer,

enpl oyee or agent of the United States governnent, this
state or a departnent, agency, instrunentality or
political subdivision of the United States or this
state, when such person is actlng |n accordance with
his or her official duties.

2. It shall be unlawful for any conmmon or contract
carrier to knowingly transport cigarettes to any person
in this state reasonably believed by such carrier to be
ot her than a person described in paragraph (a), (b) or
(c) of subdivision one of this section. . . . Nothing
in this subdivision shall be construed to prohibit a
person other than a conmmon or contract carrier from
transporting not nore than eight hundred cigarettes at
any one tinme to any person in this state.?

5. Any person who viol ates the provisions of
subdi vi sion one or two of this section shall be guilty
of a class A m sdeneanor and for a second or subsequent
violation shall be guilty of a class E felony. 1In
addition to the crimnal penalty, the conm ssioner may
inpose a civil fine not to exceed five thousand dollars
for each such violation on any person who viol ates
subdi vi sion one or two of this section.

N. Y. Pub. Heath Law 88 1399-11(1), (2), (5). 1In essence,

subdi vision 1 prohibits sales of cigarettes to consuners in New

13(...continued)
N. Y. Pub. Health Law, ch. 262, § 1.

14 Subdivision 1 was to becone effective on Novenber 14,
2000.

15 Subdi vision 2 was to beconme effective on January 1,
2001.
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York via direct sales channels, and subdivision 2 prohibits
common or contract carriers fromtransporting cigarettes directly
to consuners in New York. Subdivision 2 also provides an 800-
cigarette exenption fromthe delivery ban i nposed on cormmon and
contract carriers. Thus, “wth few exceptions,” the |aw requires
a face-to-face transaction between the cigarette consuner and
retailer in New York. (Pl. Ex. 41, Tab 1 at 4) (Introducer’s
Menor andum i n Support).

2. Sal es by Indian Nations

Al t hough it does not appear in the statute, a de facto
exenption apparently applies to the direct sale of cigarettes by
retailers on Indian reservations. Direct sellers operating from
I ndi an reservations | ocated within New York account for nearly
hal f of the direct sellers retailing cigarettes to New Yorkers.
(Trial Tr. at 404). The State contends that it |acks general
civil and regulatory jurisdiction over Indian tribes and
reservations |ocated within the State and is unable to (and does
not) take on-reservation audit, collection or enforcenent actions
against retailers located on such Indian reservations. (Pl. Ex.

28, Tab 66 at 197 § 4).1® Further, Indians |living on-reservation

16 Def endants object to the adm ssion of an affidavit of
Steven U. Teitel baum then Deputy Comm ssioner and Counsel for
the New York State Departnment of Taxation and Fi nance (“DTF"),
because, they argue, M. Teitel baum cannot nake adm ssi ons
bi nding on the Legislature. This objection is overruled. The
affidavit is adm ssible pursuant to Fed. R Evid. 801(d)(2)(C as
a “statenent by a person authorized by the party to nake a

(continued. . .)
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are not subject to New York excise or sales taxes, and New York
does not require retailers on Indian reservations to collect and
remt to the State excise and sal es taxes owed by such retailers
non- 1 ndi an custoners. (1d.).

A brief history of New York’s efforts to collect taxes from
on-reservation sales to non-Indians is necessary to understand
the State’s current position with respect to regulating cigarette
sales on Indian reservations. 1In the late 1990s, New York tried
unsuccessfully to collect excise and sal es taxes through
regul ati ons designed to estimate the volunme of cigarettes sold
fromlndian reservations to non-Indian consuners. The
regul ations required cigarette distributors and whol esalers to
i ncl ude applicable taxes on cigarettes that were sold to on-
reservation retailers but were expected to be purchased
ultimately by consuners living off-reservation. (ld. at 200-01).
Additionally, tribal governnments were required to establish a
systemfor regulating retailers on the reservation. |If they did

not, State DIF established the quantity of perm ssible tax-free

18(, .. continued)
statenent concerning the subject” and pursuant to Fed. R Evid.
801(d)(2)(D) as a “statenent by the party’ s agent or servant
concerning a matter within the scope of the agency or enploynent,
made during the existence of the relationship.” The affidavit
was made by M. Teitel baum when he was Deputy Conm ssioner and
Counsel of DTF in support of DIF s cross notion for summary
judgnent in another litigation. He was authorized to nake the
statenent, and the statenent was nmade within the scope of his
t hen-current enpl oynent with DTF. Accordingly, M. Teitel baunm s
affidavit is admtted.
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product for sale by distributors and whol esalers to on-
reservation retailers for sale to Indians based upon the probable
demand of qualified Indian consuners. (ld. at 200-01 § 9).

In April 1997, the State attenpted to inplenent these
regul ations while also attenpting to negotiate separate tax
conpacts with the Indian tribal governnents. (ld. at 200, 202).
On-reservation retailers, however, refused to conply with the
regul atory reporting systemto which their tribal governnents had
agreed. (PlI. Ex. 28, Tab 66 at 205). |In response to the State’s
efforts to interdict untaxed shipnments of cigarettes, Indian
retailers and other tribal nmenbers resorted to “bl ockadi ng of
publ i ¢ hi ghways, threats of violence and actual violence.” (ld.
at 205, 222-37).

In May 1997, Governor Pataki halted the inplenmentation
effort, directed the repeal of the regulations and proposed
| egi sl ation that would all ow on-reservation stores to sell tax-
free cigarettes and gasoline. (ld. at 208 § 27; id. at 258-59).
In a press rel ease dated May 22, 1997, the Governor stated:

Let me make ny nessage to all Indian Nations clear: It

is your land, we respect your sovereignty and, if the

Legi slature acts as | amrequesting, you will have the

right to sell tax-free gasoline and cigarettes free

frominterference from New York State.
(ILd. at 259). The official repeal comments stated that “[t] he
decision to repeal the regul ations was based on both the
inability of the regulations to achieve the purposes of the Tax
Law and al so the State’s respect for the Indian Nations’
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sovereignty.” (Pl. Ex. 24, Tab 67 at 3).

Upon the passage of 8§ 1399-11, the Indian nations nmade it
clear that they would continue to sell and deliver tax-free
cigarettes without interference, nonitoring or regul ation by New
York State. (ld. at 4-5). |In addition, Indian retailers stated
that they would use the “United States Postal Service or other
avai | abl e neans to deliver such goods.” (ld. at 5; see also Pl
Ex. 158, Tab 74 (“our absolute sovereignty, jurisdiction and
sel f-governing authority has never been relinquished and predates
state and federal authority. As such, unilateral acts by the
state of New York that encroach on the subsistence of i ndigenous
nations are not legal. Therefore, we anticipate your pronpt veto
of [S8177].")). Thus, there is little in the record
denonstrating that New York intends to or could effectively
enforce 8 1399-11 against |ndian-owned direct sellers operating
fromreservations in New York, and | am persuaded that no
enforcement efforts under 8§ 1399-11 will be directed to direct
sellers on Indian reservations. See Trial Tr. at 230, 319; but
see PI. Ex. 10, Tab 49 at 1 (State DTF issued a bulletin that
stated that 8 1399-11 applies to “shipnments by Indian nations,
tri bes and busi nesses to any person other than recogni zed | ndi an
nations or tribes, Indian-run businesses on reservations or
I ndi an consuners residing on reservations in New York State”).

3. Deliveries by the Postal Service

Al t hough the statute does not provide an express exenption,
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8§ 1399-11 also does not and cannot prohibit shipnment of
cigarettes to consuners by the U S. Postal Service. A spokesnman
for DIF admtted that “[t]hat has the potential to be sonewhat of
a |l oophole.” (Def. Ex. 1,076; Pl. Ex. 333, Tab 156; PI. Ex. 215,
Tab 30 at 2 (criticismby United Parcel Service, a conmon
carrier, on the grounds that 8 1399-11 does not affect U S.
Postal Service and thereby gives it a conpetitive advantage)).
In addition, the U S. Postal Service cannot, sua sponte,
decline to handle cigarette shipnents. Article |, Section 8,
Clause 7 of the Constitution vests power in Congress to “nake al
| aws whi ch shall be necessary and proper” to run the nationw de
postal system The Suprene Court, in construing this provision,
has made clear that the Postal Service, not the states, has
exclusive authority to designate what can and cannot be sent
through the mails and that such exclusivity is essential to

mai ntai ning a uni formpostal system See, e.qg., U_S. Postal

Service v. Geenburgh Cvic Ass’ns, 453 U.S. 114, 121, 123

(1981); Ex parte Jackson, 96 U. S. 727, 732 (1878) (uphol ding

authority of Congress, not the states, to determ ne what should
and should not be carried in the mail, and noting that “[t]he
right to designate what shall be carried necessarily involves the
right to determ ne what shall be excluded”). Wat is “mailable”
and “nonmai |l abl e” has | ong been a matter of federal law. See 39
U S C 8§ 3001 (setting forth Congress’ determ nation of what is

not “mailable”); Burton v. United States, 202 U S. 344, 371
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(1906) (noting “the power of the United States, by | egislation,
to designate what nmay be carried in the mails and what nust be
excl uded therefrom such designation and exclusion to be,
however, consistent with the rights of the people as reserved by
the Constitution.”).

Just as individual states are w thout power to determ ne
what is or is not “mailable,” the Postal Service is wthout
authority to follow state “suggestions” or “requests” that it
sel ectively disregard applicable federal statutes and regul ati ons
governing the mailability of itens through the Postal Service.
The courts on a nunber of occasions have ruled that the Postal
Service nust accept as nail able commodities that federal |aw and

regul ations do not declare to be “unmailable.” See, e.qg., Gove

Press, Inc. v. Christenberry, 276 F.2d 433 (2d Cr. 1960)

(enjoining the Postal Service fromrefusing to transmt through

the mail copies of Lady Chatterly's Lover, holding it not obscene

and therefore not “nonnuil able” under 18 U S.C. 8§ 1461); Stanford

V. Lunde Arns Corp., 211 F.2d 464, 466, n.1 (9th Gr. 1954)

(enjoining the Postal Service fromrefusing to accept for mailing
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toy pistols, which were not “nonmailable” itenms under 18 U S.C. 8§
1715) . ¥7
[11. DI SCUSSI ON
A STANDARD OF REVI EW
This case arises under the Commerce C ause of the

Constitution of the United States,!® and, accordingly, the Court

17 Defendants concede that “State regulators are stil
devel opi ng enforcenent plans,” and that [s]uch future enforcenent

efforts may include . . . an attenpt to enforce the | aw agai nst
the [U S. Postal Service].” (Def. Proposed Findings of Fact and

Concl usi ons of Law T 351-352) (enphasis added). Defendants
further contend that “[e]ven assum ng that the State could not
obtain conpliance fromthe [Postal Service], it mght still
obtain enforcenent by the Indians thenselves. . . . At the |east,
sellers would need to be highly concerned that their activities
m ght constitute not nerely a m sdenmeanor violation, but a
violation of the federal mail fraud statutes.” (l1d. at 353).
Such specul ative possibilities are entitled to little weight.

O her than sone brief conversations between DIF s Deputy

Comm ssioner, Peter Farrell, and an unnaned official at the
Postal Service office in New York Cty, the State has not
devel oped any plan or procedure for enforcing 8 1399-11 agai nst

shipnents of cigarettes delivered by the Postal Service. M.
Farrell testified at his deposition that the Postal Service
official told himthat Postal Service personnel “would be nore

than happy to sit dowmm with [State officials] . . . and they
could see if they could cooperate with [the State].” (Farrel
Dep. Tr. at 131). However, before passage of 8 1399-11, there

were no di scussions between the State and Postal Service
enforcenent officials regarding direct sales of cigarettes to
mnors. (ld. at 132-33). | am persuaded that the Postal Service
wi Il not and cannot assist in enforcenment of § 1399-11I
Additionally, wth respect to Indian nations, as noted above, |
am al so persuaded that New York will not enforce § 1399-1|

agai nst sales on Indian reservations, both to Indian residents,
where New York has no jurisdiction, and to non-Indian purchasers,
because I ndian reservations wll not provide Jenkins Act reports.

18 “Congress shall have power . . . to regulate commrerce

. . . anmong the several states.” U S. Const., Art. |, 8§ 8,

cl. 3.
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has federal question jurisdiction. 28 U S C § 1331.
The Commerce Clause is nore than an affirmative grant of

power to Congress. In his concurring opinion in G bbons v.

Qgden, 9 Wheat. 1, 231-32, 239, 6 L. Ed. 23 (1824), Justice
Johnson recogni zed that the Comrerce C ause has a negative sweep
as well. In what commentators have cone to termits “negative”
or “dormant” aspect, the Commerce Cl ause restricts the individual
states’ interference with the flow of interstate commerce in two
ways. It prohibits discrimnation ainmed directly at interstate

comerce, see e.qg., Cty of Phil adel phia v. New Jersey, 437 U.S.

617 (1978), and it bars state regul ations that, although facially
nondi scrim natory, unduly burden interstate commerce, see e.qg.,

Kassel v. Consolidated Frei ghtways Corp. of Del., 450 U S. 662

(1981). The “fundanental objective” of the dormant Comrerce
Clause is “preserving a national market for conpetition
undi sturbed by preferential advantages conferred by a State upon

its residents or resident conpetitors.” GCeneral Mtors Corp. V.

Tracy, 519 U.S. 278 at 299 (1996).
As a prelimnary matter, defendants argue that the Comrerce
Clause is not inplicated by the statute at all:
In Iight of the predom nance of New York-based I ndi an
reservations anong direct mail sellers, . . . [8] 1399-
I1"s effects are inposed primarily [on] busi nesses
within New York State boundaries and, accordingly, [the
statute] does not discrimnate against interstate
COoNer ce.

(Def. Proposed Findings of Fact and Concl usions of Law { 339).
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Thi s argunment cannot be sustained. First, sovereign |Indian
nations are “entirely distinct” entities fromstates. Cotton

Petrol eum Corp. v. New Mexico, 490 U. S. 163, 192 (1989); id. at

191 (“Indian tribes are not States within the neaning of the
Comrerce Clause.”). Thus, for purposes of Commerce C ause

anal ysis, Indian reservations |located within New York State are
not part of New York State, and, therefore, direct sales from
such reservations are not “in-state” sales. Second, the fact
that the statute falls predom nantly on New York entities is
irrelevant to determ ning whether a statute discrimnates agai nst
interstate commerce. “The volunme of commrerce affected neasures
only the extent of discrimnation; it is of no relevance to the
determ nation whether a State has discrimnated agai nst

interstate commerce.” Wonmng v. Cklahoma, 502 U.S. 437, 455

(1992) (enphasis in original); New Energy Co. v. Linbach, 486

U S 269, 276-77 (1988) (“where discrimnation is patent,

nei ther a w despread advantage to in-state interests nor a

w despread di sadvantage to out-of-state conpetitors need be
shown[;] . . . the nunber of the in-state businesses favored or
the out-of-state businesses disfavored [is not] relevant to our
determnation.”). Thus, |I find that 8§ 1399-11 inplicates and
concerns interstate cormmerce, and the issue is whether it

i nperm ssibly and unconstitutionally discrimnates agai nst
interstate commerce.

“[T]he first step in analyzing any | aw subject to judicial
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scrutiny under the negative Comerce Clause is to determ ne
whet her it regul ates evenhandedly with only incidental effects on
interstate conmmerce, or discrimnates against interstate

comrerce.” Oreqon Waste Systens, Inc. v. Departnment of

Envi ronnmental Quality, 511 U S. 93, 99 (1994). A statute that

di scrimnates against interstate comerce “is virtually per se
invalid. . . . By contrast, nondiscrimnatory regul ations that
have only incidental effects on interstate comerce are valid
unl ess ‘the burden inposed on such conmmerce is clearly excessive
inrelation to the putative benefits.”” 1d. (quoting Pike, 397
at 137). The Suprene Court has stated:

When a state statute directly regul ates or

di scrim nates against interstate comerce, or when its
effect is to favor in-state economc interests over
out-of -state economc interests, we have generally
struck down the statute wthout further inquiry. Wen,
however, a statute has only indirect effects on
interstate conmmerce and regul ates evenhandedl y, we have
exam ned whether the state’s interest is legitimte and
whet her the burden on interstate comerce clearly
exceeds the | ocal benefits.

Brown-Forman Distillers Corp. v. New York State Liquor Auth., 476

U S 573, 579 (1986) (citations omtted).

Plaintiffs argue that the statute discrimnates agai nst
interstate commerce by banning interstate retail cigarette sales
in New York and, therefore, that strict scrutiny applies
requiring defendants to denonstrate that they have no ot her neans

to advance their legitinate state interests. C&A Carbone, Inc.

v. Town of O arkstown, 511 U. S. 383, 392 (1994). Defendants

27



argue that the statute applies evenhandedly and, thus, that the
| ess rigorous bal ancing standard articulated in Pike applies. As
di scussed in detail below, § 1399-11 fails both the strict
scrutiny and Pi ke bal anci ng anal yses.

1. Strict Scrutiny

Di scrimnation against interstate conmerce is virtually per
se invalid unless the State “can denonstrate, under rigorous
scrutiny, that it has no other nmeans to advance a legitimte
| ocal interest.” Carbone, 511 U S. at 392, citing Taylor, 477 at
131. Under a strict scrutiny analysis,

[t] he burden to show discrimnation rests on the party

challenging the validity of the statute, but [w] hen

di scrimnation against conmerce . . . is denonstrated,

the burden falls on the State to justify it both in

terms of the |local benefits flowng fromthe statute

and the unavailability of nondiscrimnatory

al ternatives adequate to preserve the local interests

at stake.
Hughes, 441 U.S. at 336 (citation and quotation marks om tted).

A state |l aw can discrimnate against interstate commerce on

its face, by its purpose, or inits effect. See Wom ng, 502

U S at 455 (state law discrimnated on its face and in practica

effect); Bacchus Inports, Ltd. v. D as, 468 U S. 263, 270-71

(1984) (purpose of state |aw was protectionist); Hunt v.

Washington State Apple Adver. Commin, 432 U. S. 333 (1977) (state

| aw was nonprotectionist in purpose and facially neutral, but
discrimnatory in effect). A state |aw can also discrimnate

agai nst interstate comerce by seeking to acconplish its
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objectives “by the illegitimate neans of isolating the State from

the national econony.” Philadelphia, 437 U S. at 627.

Plaintiffs argue that 8§ 1399-11 discrimnates (1) onits
face, (2) inits purpose, (3) by its practical effect, and (4) by
i nperm ssibly seeking to isolate the State fromthe national
econony. Discrimnation in any one of these ways is sufficient

to trigger strict scrutiny. Relying on General Mtors Corp. V.

Tracy, defendants argue that direct retailers and in-state brick-
and-nortar retailers do not conpete in the sane market and,
therefore, that 8§ 1399-11 does not discrimnate against
interstate comerce in any respect.

In Tracy, Ohio exenpted local, that is, in-state, natura
gas distribution conpanies (“LDCs”) fromcertain state and | ocal
sal es taxes while not exenpting non-LDC gas sellers, such as
producers and i ndependent marketers. Qut-of-state producers and
mar ket ers chal | enged the tax scheme on Comrerce C ause grounds.
The Supreme Court began its analysis by determ ning whether the
LDCs and the producers and i ndependent narketers provided the
sanme products, and thus were in conpetition, or different
products, and thus were not simlarly situated for constitutional
purposes. 519 U.S. at 298-99. It noted that “in the absence of
actual or prospective conpetition between the supposedly favored
and di sfavored entities in a single market there can be no | ocal
preference . . . to which the dormant Commerce Cl ause nay apply.”

Id. at 300. In conparing the markets served by LDCs and non-
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LDCs, the Court found that they were separate even though not
geographically distinct. It found that the LDCs primarily served
a captive market of | ow volunme residential custoners who required

a bundl e of services, including, inter alia, delivery by pipeline

systemto all coners, stable rates and certainty of supply,
regardl ess of market or weather conditions. The nostly out-of-
state producers and i ndependent marketers, on the other hand, did
not serve these residential customers but rather served higher
vol unme commrerci al customers who could afford the transaction
costs of dealing with various individual suppliers in the open
mar ket. Thus, the Court found:

[ T] he LDCs’ bundl ed product reflects the demand of a

mar ket neither susceptible to conpetition by the

interstate sellers nor likely to be served except by

t he regul ated natural nonopolies that have historically

served its needs. So far as this market is concerned,

conpetition would not be served by elimnating any tax
differential as between sellers, and the dornmant

Comrerce Cl ause has no job to do.

ld. at 303.

Here, defendants contend that, just as in Tracy, out-of-
state direct retailers like plaintiffs do not conpete with the
nore regulated in-state brick-and-nortar retailers. To support
this contention, defendants cite plaintiffs’ internal docunents

that state that their direct sal es businesses will not conpete

wth brick-and-nortar retailers. See e.qg., Def. Ex. 1,175.
Def endants m sapprehend these docunents. | credit the testinony
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of Messrs. Heironinus?® and Somrers®® to the effect that direct
sellers do, in fact, conpete with brick-and-nortar retail ers and
that the internal docunents reflected an effort to mnimze
retailer discontent about plaintiffs’ direct sales. See Trial
Tr. at 16, lines 12-21; id. at 19, lines 19-24; id. at 64, line
18 to 65, line 4; id. at 94, line 22 to 97, line 6. Moreover,
credit the testinony of plaintiffs’ expert, Dr. Frederick C
Dunbar, Senior Vice President at National Econom c Research
Associ ates, to the effect that the relevant market to be
considered in evaluating 8 1399-11 is the retail cigarette market
in New York, including both in-state and out-of-state retailers,
and that enforcenent of the statute would protect in-state
retailers fromconpetition fromout-of-state retailers. (lLd. at
223, lines 12-22).

Al so denonstrating conpetition are letters contained in the
bill jacket for 8 1399-11 in which in-state retailers urge the
Governor to support the legislation, citing the “unfair
conpetition” fromdirect sellers. See Pl. Ex. 211, Tab 32
(“legitimate retailers are being forced to conpete with ill egal

vendors conducting direct mail and direct phone solicitations of

19 John Heironinus is President of plaintiff BWMDirect, a
whol | y- owned subsidiary of Brown & WIIlianmson Tobacco Corp., that
sells retail cigarettes directly to consuners. (Trial Tr. at 4,
5).

20 Robin Sommers is the President and Chi ef Executive
Oficer of plaintiff Santa Fe Natural Tobacco Co. (Trial Tr. at
56) .
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unt axed product. The | oss of business has been especially
damaging to smal |l independent food store operators who rely upon
cigarettes to generate revenue and to build traffic for ‘tie-in’
sales.”); Pl. Exs. 172-175, Tabs 35-38 (Internet, mail order and
t el ephone sales “clearly have risen since the state increased the
cigarette excise tax to $1.11 per pack. . . . The loss of

busi ness has been significant, involving both cigarette sales and
sal es of related products.”).?

In sum plaintiffs have proved that they and other out-of-
state direct retailers are in direct conpetition with in-state
brick-and-nortar retailers of cigarettes, and, therefore, Tracy
i's inapplicable. Accordingly, |I must now consi der whether the
statute discrimnates against interstate conmmerce in the retai

cigarette market in New York in any of the ways argued by

plaintiffs.
a. The statute on its face
Def endants argue that 8§ 1399-I| treats all direct retailers
-- whether in-state or out-of-state -- evenhandedly because al

direct retailers are subject to the sane prohibitions under the
statute and “New York-based retailers conprise a | arge proportion
of the direct mail market.” (Def. Proposed Findings of Fact and

Concl usions of Law § 293). Therefore, defendants contend, the

2L There is no contention that plaintiffs illegally sel
cigarettes to New York consuners or fail to submt Jenkins Act
reports to the State; indeed, all the evidence is to the
contrary.
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statute does not discrimnate against interstate coomerce. This
argunment cannot be sustai ned because 8 1399-11 discrimnates on
its face against interstate commerce. 22

A state |l aw may be discrimnatory even though it limts
activities of in-state as well as out-of-state business.
Carbone, 511 U. S. at 391 (“The ordinance is no |ess
di scrimnatory because in-state or in-town processors are al so
covered by the prohibition.”). Wiile 8§ 1399-11"s prohibitions
apply to all direct sellers, the law, on its face, discrimnates
agai nst interstate comerce by requiring that retail sales take
pl ace only in-state. Specifically, subdivision 1 prohibits the
di rect shipnment of cigarettes to any person in New York who is
not a licensed tax agent or whol esal er, export warehouse
proprietor, operator of a custons bonded warehouse, or governnent
official. Therefore, the only way to effect a retail sale to a
New York consuner is by an in-state, face-to-face transaction.
Thus, subdivision 1 shifts the interstate retail market to in-

state brick-and-nortar retailers.? See Carbone, 511 U. S. at 389

(the law “prevents everyone except the favored local [retail ers]

from[effecting retail sales.] The [law] thus deprives out-of-

22 To the extent that this argunment is neant to refer to
retailers on Indian reservations within the State’s boundari es,
it is wthout nerit. See Part 111(A).

2 |n cases in which in-state retailers use direct sales
channels to effect sales, the statute provides an exenption for
the delivery of cigarettes. See N Y. Pub. Health Law § 1399-
[1(2). This exenption is discussed in detail bel ow
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state busi nesses of access to a |ocal market.”).

Section 1399-11 also discrimnates on its face by providing
an exenption fromthe transportation prohibition that permts
local retailers to fill tel ephone, mail order and Internet orders
using their own delivery people. Subdivision 2 of § 1399-|
specifically provides that

[nJothing in this subdivision shall be construed to

prohi bit a person other than a common or contract

carrier fromtransporting not nore than eight hundred

cigarettes at any one tine to any person in this state.

N. Y. Pub. Health Law § 1399-11(2) (enphasis added). Defendants
argue that the exenption does not “appear to apply to hone-
delivery services offered by in-State retailers through their own
enpl oyees.” (Def. Proposed Findings of Fact and Concl usi ons of
Law § 299). Rather, defendants contend that the exenption is
“limted to the proscription of subdivision 2" and only permts
consuners to transport up to four cartons of cigarettes to their
homes or to other individuals. For support, defendants cite the
deposition testinony of Mchael Rosen, Vice President and General
Counsel of the Food Industry Alliance (“FIA"), 2 who testified
that he understood the original interpretation of the exenption

was “to allow consuners to shop at Indian stores for personal use

and then transport a de mnims anount of cigarettes.” (Rosen

24 The Food Industry Alliance is a New York trade
associ ation conprised of food retailers and wholesalers. Its
function is to represent the interests of grocery stores. (Rosen
Dep. Tr. at 6, lines 10-17).
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Dep. Tr. at 47, lines 9-15).

Def endants further argue that under this interpretation, 8§
1399-11 does not discrimnate on its face between in-state and
out-of-state interests and that a “statute is not facially
di scrimnatory when state courts mght interpret the statute in a
non-di scrimnatory manner.” (Def. Proposed Findings of Fact and
Concl usions of Law § 296) (citing Tracy, 519 U S. at 310). The
flaw in this argunent is that the favoritismhere is not nerely
“hypot hetical ;” it is clear on the face of the statute. Assoc.

I ndust. of Mo. v. Lohman, 511 U S. 641, 654 (1994). Subdi vi sion

2 carves out an exenption for any person -- whether an individual
or retailer -- to deliver up to 800 cigarettes directly to a

consuner. There is nothing in the |anguage of the statute that
[imts this interpretation to consuners. |If the Legislature had
wanted to restrict the exenption to individual consunmers only, it
could easily have defined the exenption accordingly. As the
statute is drafted, out-of-state retailers that depend on conmon
or contract carriers are prohibited fromdirectly selling and
delivering cigarettes to consuners, while in-state brick-and-
nmortar outlets that have their own delivery services are not.
Thus, the statute discrimnates on its face against interstate
comerce by providing a delivery exenption for New York brick-
and-nortar businesses with their own delivery services.

The evi dence produced at trial supports the finding that

this exenption is intended as a | ocal benefit. The statute’s
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bill jacket contains a July 18, 2000 letter from M. Rosen to
James M McQuire, Counsel to the Governor, expressing FIA s
“strong support” for the legislation. The letter briefly

summari zes the law and states that “[a] dimninus exenption [sic]
is provided for persons transporting up to 800 cigarettes.” (Pl
Ex. 211, Tab 32). This “dimninms exenption” clearly refers to
M. Rosen’s understandi ng that FI A nenbers coul d take advant age
of the | anguage in subdivision 2 for their honme-delivery

services. %

2 No other interpretation of the Rosen letter nmakes sense.
FI A exists to represent the interests of grocers and would not be
advocating on behalf of private individuals who purchase up to
800 cigarettes froman Indian reservation or across state |ines.

Def endants object to the adm ssion of portions of M.
Rosen’ s deposition in which he testified that he received
assurances from Chri stopher O Brien, an assistant counsel in the
Governor’s counsel’s office, that the statute provides an
exenption for retailers to deliver cigarettes directly to the
custonmer. M. Rosen testified that M. O Brien advised himthat
FI A menbers could “avail thensel ves” of the 800-cigarette
exenption in 8 1399-11(2) to nmake hone deliveries. (Rosen Dep.
Tr. at 24, lines 13-24 to 25, lines 1-5).

M. Rosen further testified that after the bill was signed
into law, he met with Howard Herman, DTF Counsel, who stated that
a “reasonable interpretation” of the 800-cigarette exenption was
that it permtted groceries to make home deliveries of
cigarettes. (ld. at 41, lines 15-24 to 43, lines 1-2).

Def endants al so object to a letter M. Rosen wote to Arthur
J. Roth, Comm ssioner of DTF, stating that

[i]n discussing [the bill] with counsel to the Governor’s

office prior to its enactnent, we were advised that the bil

as drafted would not affect our nenbers’ hone delivery
prograns, wherein cigarettes along with other grocery
products are ordered via fax, phone or the Internet and
delivered by the retailer to the custoner’s hone, in that

the bill exenpted the transport of not nore than 800

cigarettes.

(continued. . .)
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25(...continued)
(Pl. Ex 25, Tab 31).

Def endants’ objections to the adm ssion of this portion of
the testinony and to M. Rosen’s letter to M. Roth are sustained
because they contain inadm ssi bl e hearsay.

Wth respect to the letter to M. Roth, in particular,
plaintiffs argue it is adm ssible as a business record under Fed.
R Evid. 803(6) because M. Rosen testified that he prepared it
in the ordinary course of business and that it was one of his
regular duties to draft such letters. See Rosen Dep. Tr. at 28.
Plaintiffs further argue that the letter is adm ssible because
M. OBrien’s statenments contained in the letter were nmade in M.
O Brien's capacity as a representative of the Governor, and,
therefore, are adm ssions of a party-opponent pursuant to Fed. R
Evid. 801(d)(2). Finally, plaintiffs contend that because they
were not permtted to depose M. O Brien because of the
| egislative privilege, it was understood that the statenments
could cone in through M. Rosen’s letter and testinony. See Pl.
Response to Evidentiary Qbjections, dated May 24, 2001. None of
these argunents has nerit. Wile M. Rosen’s letter may arguably
be consi dered a business record, the third-party statenents of
M. OBrien therein are internal hearsay not within the business
records exception and not within any other hearsay exception.

See United States v. Bortnovsky, 879 F.2d 30, 33 (2d Gr. 1989)
(hearsay statenent contained in insurance adjuster’s report was
not within business record exception “because there was no
showi ng that [third-party] had a duty to report the information
he was quoted as having given”); United States v. Yates, 553 F. 2d
518, 521 (6th Cir. 1977) (postscript of letter containing hearsay
is not properly within the business records exception as
statenents were nmade by a third party outside the scope of the
busi ness); Yates v. Bair Transport, 249 F. Supp. 681, 683
(S.D.N.Y. 1965) (“The nere fact that the recordation of the third
party statements is routine, taken apart fromthe source of the
informati on recorded, inports no guaranty of the truth of the
statenents thenselves.”).

Furthernore, plaintiffs have offered no evidence that M.

O Brien was authorized to speak on behalf of the Governor or that
he is in a position to bind the Governor. Thus, his statenents
have not been shown to be in a representative capacity. Lastly,
plaintiffs were not permtted to depose M. O Brien because, as
counsel to the Governor, he is protected by the |egislative
privilege. Therefore, plaintiffs were not able to question M.
O Brien about his statenents to M. Rosen. The application of
the |l egislative privilege, however, does not relieve the
proponent of a statenent of the obligation of denonstrating its
(continued. . .)
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Finally, the Introducer’s Menorandumin Support of the bill
acknow edges that the requirenent of in-store purchases is
subject to “exceptions.” (Pl. Ex. 41, Tab 1 at 4). “Wth few
exceptions, cigarette consuners will thus have to purchase their
cigarettes at a registered retail dealer’s place of business.”
(Id.). This statenent that there are exceptions to the face-to-
face purchase requirenment is not consistent with defendants’
position that the exception in subdivision 2 applies only to
consuners’ delivering their own or sone other consunmer’s
cigarettes. Considering all of the evidence in the record on the
800-cigarette exenption contained in 8 1399-11(2), | am persuaded
that it applies to any person, including retailers, and that it
is not limted in the manner defendants suggest. ?®

Accordingly, | find that plaintiffs have carried their

burden of proving that 8 1399-11 discrimnates on its face

25(...continued)
adm ssibility. Because no hearsay exception applies to the
statenents contained in M. Rosen’s letter or his testinony
repeating M. OBrien’s and M. Herman’s purported statenents
defendants’ objections to the letter and those portions of M.
Rosen’ s testinony are sustai ned.

26 Defendants argue that if subdivision 2 is found to be
discrimnatory, it should be severed rather than striking the
statute in its entirety. (Def. Proposed Findings of Fact and
Concl usions of Law T 310). Severing the exenption, however,
woul d not save the statute fromdiscrimnating against interstate
comerce. As discussed above, by blocking interstate businesses
fromentering the New York retail market, the statute
discrimnates on its face.
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agai nst interstate comerce.
b. The statute’s purpose

As di scussed above, the State asserts four interests
underlying 8 1399-11: (1) health of mnors and adults; (2)
health care funding; (3) the econony of the State; and (4)
inproving the State’'s ability to nmeasure and nonitor cigarette
consunption and determ ne the public health and fiscal inpacts of
snoki ng. Defendants have conceded that they are not defending 8
1399-11 as a neans to inprove the State's ability to neasure and
nmonitor cigarette consunption. |In fact, defendants presented no
evi dence concerning this State interest, and, accordingly, it
wi |l not be considered.

Wth respect to “health care funding” and the “econony of
the state,” the lawis clear that such purposes by thenselves are
inperm ssible to justify discrimnation against interstate
commerce. Carbone, 511 U.S. at 393. As to “the funding of
health care,” the statute nmakes no secret of its intent to neet
the revenue targets established by the Governor in his 2000-2001
Executive Budget and to maintain health care funding pursuant to
HCRA. See Ch. 262, 8 1 (legislative findings), Pl. Ex. 15, Tab
34; PI. Ex. 72, Tab 11 at 6 (“This proposal is necessary to
mai ntain the revenue estinmate for cigarettes contained in the
State FY 2000-2001 Executive Budget.”). \While the goal of
funding health care is |audable, “revenue generation is not a

| ocal interest that can justify discrimnation against interstate
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commerce.” Carbone, 511 U S. at 393.

Wth respect to the “econony of the state,” it was not
di sputed that HCRA' s near-doubling of the cigarette excise tax
resulted in decreases in cigarette sales anong in-state brick-
and-nortar establishnments. As discussed above, those in-state
bri ck-and-nortar establishnments conpete with direct sales
retailers, including retailers |ocated on Indian reservations.
Al so as di scussed above, the bill jacket contains letters from
vari ous New York retail ers expressing concern over “unfair
conpetition” fromdirect sellers of cigarettes. (Pl. Exs. 172-
175, Tabs 35-38). See also Trial Tr. at 64, lines 18 to 65, line
4; 1d. at 223, lines 12-22. Thus, | am persuaded that § 1399-|
was enacted in part for the purpose of protecting in-state
retailers fromconpetition fromout-of-state direct sellers.
Such a protectionist purpose, while welconed by in-state
retailers, is inpermssible under the Conmerce C ause.
“Preservation of |local industry by protecting it fromthe rigors
of interstate conpetition is the hallmark of the econom c
protectionismthat the Comerce C ause prohibits.” West Lynn

Creanery v. Healy, 512 U S. 186, 205 (1994); see also Carbone,

511 U.S. at 394 (“State and | ocal governnents nmay not use their
regul atory power to favor |ocal enterprise by prohibiting
patronage of out-of-state conpetitors.”). This is one of those
“rare instance[s] where a state artlessly discloses an avowed

purpose to discrimnate.” Dean Mk Co. v. Mdison, 340 U. S.

40



349, 354 (1951). Accordingly, the State’'s defense of the statute
as a way to protect local commercial interests is
constitutionally inperm ssible.

Def endants argue, and the relevant |egislative materials
confirm that 8 1399-11 was al so enacted to protect the health of
New York’s citizens by preventing m nors from obtaining
cigarettes through direct sales channels and by reducing
cigarette consunption through the nmai ntenance of high cigarette
prices. As will be discussed below, I find that these are
legitimate goals wwthin the traditional police power of the
State. Therefore, plaintiffs have failed to prove that 8§ 1399-1
di scrim nates against interstate comerce by its purpose because
the statute was not solely notivated by inperm ssible econonm c
concerns.

C. The statute’ s effect

A statute that has the practical effect of favoring in-state

econom c interests over out-of-state interests discrimnates

against interstate coomerce. Oegon Waste, 511 U. S. at 99.

Section 1399-11 prohibits “any person engaged in the business of
selling cigarettes” fromshipping cigarettes to anyone in New
York who is not a licensed retailer or wholesaler. NY. Pub.
Health Law 8§ 1399-11(1). In addition, comobn and contract
carriers are prohibited fromtransporting cigarettes directly to
consuners. N Y. Pub. Health Law 8§ 1399-11(2). The only way an

out-of-state seller could legally sell retail cigarettes to New
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York consuners under 8§ 1399-11 is to establish a brick-and-nortar
outlet in New York. | credit plaintiffs’ testinony (which

def endants have not countered) to the effect that establishing
in-state brick-and-nortar outlets by plaintiffs would be

“unwor kabl e” (Trial Tr. at 15-16), and “uneconom c” (id. at 73).
Thus, the effect of 8§ 1399-11 is to elimnate out-of-state direct
sales retailers fromthe market by requiring face-to-face, in-
state retail sales only.

A state may not require an out-of-state operator “to becone

a resident in order to conpete on equal terns.” Halliburton G|

VeIl Cenmenting Co. v. Reily, 373 U.S. 64, 72 (1963). The Suprene

Court views ““with particular suspicion state statutes requiring
busi ness operations to be perfornmed in the honme State that could
nore efficiently be perfornmed el sewhere. Even where the State is
pursuing a clearly legitimate |ocal interest, this particular
burden on comrerce has been declared to be virtually per se

illegal.’”” South-Central Tinber Dev., Inc. v. Wnnicke, 467 U.S.

82, 100 (1984) (citation omtted).

The delivery exenption in subdivision 2 also has a
discrimnatory effect. While the exenption applies to interstate
as well as intrastate retailers, | credit M. Sommers’ testinony
that it is not economcally feasible for interstate businesses to
make deliveries to New York custoners using their own trucks.
al so credit the testinony of plaintiffs’ expert, Dr. Dunbar, who

st at ed:
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[Dloing the delivery thensel ves just neans that they

are becom ng a comon carrier [and] econom cally they

have to have the sane [cost]-structure as a conmon

carrier in order to conpete in-state. |If for sone

reason or another they can’'t deliver in the state at a

cost that is simlar to the common carrier, if they

have to have a courier cone fromthe retailer who is

enpl oyed by the retailer, then make a face-to-face

transaction at the house, that is the sane as a ban

because that’s going to be cost-prohibitive. That’'s

going to be, you can always get the sane effect as a

ban by maki ng sonething so costly that nobody is going

to do it.
(Trial Tr. at 257, line 16 to 258, line 2). Therefore,
interstate direct sellers are effectively banned fromengaging in
retail cigarette sales with New York custonmers. “[T]he statute’s
consequence of raising the costs of doing business in the [ New
York] market for [interstate sellers], while | eaving those of
their [ New York] counterparts unaffected, . . . has the practical
effect of not only burdening interstate sales . . . but
di scrimnating against them” Hunt, 432 U S. at 350-351.

Accordingly, plaintiffs carried their burden of proving that
the practical effect of § 1399-11 is to discrimnate against
interstate commerce by effectively elimnating all conpetition
frominterstate nmerchants for the retail sales of cigarettes.
There is every reason to suspect that the gainers will be New
York retail businesses and that the |losers will be out-of-state

retail ers. M nnesota v. O over Leaf Creanery Co., 449 U. S. 456,

473 (1981).
d. Econom ¢ i sol ati oni sm

“No State nmay attenpt to isolate itself froma problem
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common to the several States by erecting barriers to the free

flow of interstate trade.” Chen cal Waste Managenent, Inc. v.

Hunt, 504 U.S. 334, 339-40 (1992).

Nei t her the power to tax nor the police power may be

used by the state of destination with the aimand

effect of establishing an econom c barrier against

conpetition with the products of another state or the

| abor of its residents. Restrictions so contrived are

an unreasonabl e clog upon the nobility of comrerce.

They set up what is equivalent to a ranmpart of custons

duties designed to neutralize advantages belonging to

the place of origin. They are thus hostile in

conception as well as burdensone in result.

Bal dwi n, 294 U.S. at 527.

Here, inits admtted attenpt to force New York consuners to
pay high retail prices, New York is also attenpting to isolate
itself fromthe national nmarket. Such a purpose is
irreconcilable with the goal of “preserving a national market for
conpetition undi sturbed by preferential advantages conferred by a
State upon its residents or resident conpetitors.” Tracy, 519
U S at 299. Thus, even recognizing the State’s legitimte goals
in reduci ng snoki ng anong adults and mnors, it cannot seek to
achieve these otherwise legitimte goals by “the illegitimte
means of isolating the State fromthe national econony.”

Phi | adel phia, 437 U. S. at 627 (citation and quotation nmarks

omtted). Accordingly, plaintiffs carried their burden of
proving that 8 1399-11 discrimnates against interstate comrerce
by attenpting to isolate New York fromthe national cigarette

retail market.
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e. Application of Strict Scrutiny

Because plaintiffs have denonstrated that § 1399-1
di scrim nates against interstate comerce, the burden shifts to
the State “to justify [the discrimnation] in terns of the |ocal
benefits flowng fromthe statute and the unavailability of
nondi scrimnatory alternatives adequate to preserve the |ocal
interests at stake.” Hughes, 441 U S. at 336.

Def endants argue that 8 1399-11 confers a |local benefit as a
part of New York’s conprehensive programto reduce cigarette
snoki ng, especially by mnors. Specifically, defendants have
asserted (a) that the statute wll ensure age verification of
purchasers by requiring face-to-face transactions, thus
preventing sales to mnors, and (b) that the statute will prevent
unt axed sales of cigarettes, thus raising the price of cigarettes
which, in turn, reduces snoking by adults and mnors. Plaintiffs
contend that such benefits will not accrue and that, in any case,
other alternatives, |ess burdensonme to interstate comerce, are
avai l able to effect those benefits.

i Direct sales of cigarettes to mnors

Def endants have failed to carry their burden wth respect to
preventing sales to mnors because they have not denonstrated (1)
that mnors use direct sales channels to a significant degree to
acquire cigarettes and, thus, that any material benefit wll
accrue fromthe statute; or (2) that the State has no | ess

di scrimnatory neans avail able to reduce snoki ng anobng m nors.
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Wiile a state need not “sit idly by and wait until
potentially irreversible [health] damage has occurred .
before it acts to avoid such consequences,” Taylor, 477 U S. at
148, the potential danage must be sonething nore than
i nsubstantial or de mnims. Defendants have failed to
denonstrate that mnors use direct sales to obtain cigarettes to
any significant degree or that they are likely to do so in the
future. The avail able data, though sparse, show that direct
sal es channel s are not a significant source of cigarettes to
consuners in general. Census data produced in July 2000 show
that, as of 1997, only 1.2%of all cigarette sal es took place
t hrough non-store retailers, including .7%through vendi ng
machi nes and . 3%t hrough el ectronic shopping and mail order
houses. (Def. Ex. 1,050 at 161). Additionally, mnors
constitute only 2% of the total cigarette sales in the United
States, (Trial Tr. at 401), and “youth acquisition through direct
sales is virtually insignificant,” (id. at 232). Plaintiffs’

expert, Dr. Dunbar, testified that the “Monitoring the Future”?

21 1n 1997, the Monitoring the Future Project surveyed
eighth, tenth and twelfth graders about their use of direct mail
for the purchase of cigarettes. A question on the survey asked
survey participants to identify the types of transactions through
whi ch they had purchased cigarettes in the previous 30 days. The
choices were: through a friend (i.e., social sources), through a
vendi ng machi ne, through the mail, bringing cigarettes thensel ves
to a counter (i.e., self-service displays), or having the clerk
hand them a pack. (Def. Exs. 1,221, 1,224). The Monitoring the
Future data are frequently relied upon by researchers in the
field. See e.qg., Def. Exs. 1,003, 1, 162.
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survey data showed that only 1.9% of all surveyed youth snokers
who purchased cigarettes did so through the mail in 1999. (Def.
Ex. 1,221). The survey also found no statistically significant
trend in the purchase of cigarettes through the mail from 1997-
1999. (Trial Tr. at 614).28

Many of defendants’ own w tnesses, including New York State
officials, were unable to identify data showing that mnors in
the State purchase cigarettes using direct sales channels.
Ri chard Svenson, the New York official charged with adm nistering
ATUPA, testified that he was unaware of any reliable studies or
statistics on the percentage of mnors in New York who purchase
cigarettes over the Internet, by mail, or by phone. (ld. at 275-
76). Christopher Mayl ahn, Director of the Bureau of Health Ri sk
Reduction of the Departnment of Health, simlarly testified he was
unaware of any data on the percentage of mnors in New York who
purchase cigarettes through direct sales channels. (ld. at 285-
86) .

The evi dence al so shows that younger mnors who are only

experinmenting with snoking obtain cigarettes from social rather

28 Defendants argue that these figures underestimate the
vol une of cigarettes mnors obtain through direct sal es because
direct vendors typically require a one- to two-carton m ni num
purchase. Thus, mnors need to use direct sales channels with
| ess frequency to obtain the sane nunber of cigarettes as they
woul d obtain fromother conmercial sources. Wile this
arithnetic is accurate, m ni num purchase requirenents al so
represent a deterrent to mnors using direct sales channels,
which will be discussed in detail bel ow
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t han comercial sources.? Plaintiffs expert, Steven R Kursh
Executive Professor in the College of Business Adm nistration at
Nort heastern University, cited two studies supporting this view
I n “How Adol escents Get Their Cigarettes: Inplications for
Policies on Access and Price,” the authors concluded that “[f]or
the vast majority of adol escent experinenters, who rely on
friends with nore snoking experience to supply their cigarettes,
access laws likely have little inpact.” (Pl. Ex. 324, Tab 215).
I n anot her study of school students in grades 6, 9 and 12, the
authors found that “age is negatively correlated with exclusively
soci al access (that is, as age increases, users are nore likely
to buy),” and concluded that “[o]verall, friends are the nost
common source” for cigarettes. (Pl. Ex. 321, Tab 220 at 42, 44).
See also Trial Tr. at 232 (while ol der adol escents tend to rely
nmore on conmerci al sources, they do not use direct sales channels
to any significant degree). Accordingly, defendants have not
shown that a ban on direct sales of cigarettes will effect any
benefit wth respect to these younger m nors.

The evi dence al so shows that “non-nonetary” or “transaction”
costs represent substantial obstacles for mnors to overcone in
order to purchase cigarettes through direct sales. These

transaction costs include m ni mum purchase requi renents; the need

29 Social sources include obtaining cigarettes fromfriends
or famly nenbers, taking cigarettes fromthe honme or a friend's
home and getting soneone else to buy the cigarettes. (Pl. Ex.
321, Tab 220 at 43).
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for a credit card; delayed delivery; the risk of detection by
parents or other responsible adults; and, in the case of Internet
sal es, the need for unsupervised, unfiltered Internet access.
(Trial Tr. at 140-47, 234).

M ni mum purchase requirenents are a particularly significant
transaction cost. The evidence is undisputed that Internet and
mai | order vendors inpose m ni mum purchase requirenments of one
carton or nore.® (ld. at 144). Such requirenents are a major
deterrent not only because they require a significant cash outl ay
(id. at 388), but al so because those m nors who do purchase
cigarettes typically buy them by the pack, as defendants’ experts
conceded. (1d. at 144, 387, 568-69). Cartons are nore difficult
to hide than packs and nust be conceal ed for |onger periods,
thereby creating a risk of detection. (ld. at 569).

Additionally, cartons contain nore cigarettes than underage
snokers, typically experinenters, need. (ld. at 144). “[T]he
vast mpjority of underage m nors are experinmenters [who] consune
very low quantities of cigarettes [and] obtain their cigarettes
through . . . social sources or non-commercial sources.” (Trial
Tr. at 124, lines 14-19).

The requirenment of paynment by credit card, inposed by

30 Al t hough one of plaintiffs’ experts testified that he
had found a single, offshore Internet vendor that offered to sel
by the half-carton, the evidence indicates that all other vendors
i npose at | east a one-carton m ni mum purchase requirenent. (Trial
Tr. 144).
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approximately 90% of Internet sites, is also a significant
obstacle. (1d. at 144). Professor Kursh testified, wthout
contradiction, that teenagers rarely have i ndependent access to
credit cards. (ld. at 145). Even if sonme teenagers are able to
use credit cards of parents or other responsible adults, charge
cards remain unattractive paynent vehicles because the cigarette
purchase will likely be detected by the cardhol der on his or her
nonthly credit card statenent. (ld.).3

Both parties’ expert witnesses testified that the del ay
inherent in any Internet, mail order, or tel ephone purchase is
al so a significant transaction cost to underage snokers. (ld. at
146, 569).

Al'l of the experts who addressed the issue al so agreed that
the risk of parental detection of delivery is a non-nonetary cost
to mnors of purchasing through direct sales channels. (ld. at
146, 388, 596). Because a m nor has no know edge of or control

over the time of delivery by the carrier, there is a substanti al

31 The Federal Conmuni cations Conmmi ssion, in regulations
i npl ementing a provision of the Comuni cations Act of 1934, 47
US C 8§ 223(b)(2)(A), determned that “requiring prepaynent by
credit card effectively restricts . . . access” by mnors to
“di al -a-porn” nessages because credit cards “are not routinely
issued to mnors” and, when issued, are subject to parental
supervision. 50 Fed. Reg. 42699 30 (1985); 49 Fed. Reg. 24996
1 34 (1984); see Restrictions on |Indecent Tel ephone Message
Services, 47 CF.R 8 64.201(a)(2).
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risk that cigarettes ordered over the Internet, by mail order, or
by tel ephone will be intercepted by a responsible adult. (Trial
Tr. at 146). |In explaining why his departnent does not attenpt
to intercept direct sales cigarettes at the point of delivery,
def endants’ expert, Gegory Connolly, D.D.S., Director of the
Massachusetts Tobacco Control Program explained that “guessing
whi ch day the delivery conmes or doesn’t cone . . . would be
costly and difficult.” (ld. at 376).

Wth respect to Internet sales, the need for unsupervised,
unfiltered Internet access is also a substantial transaction cost
to mnors. Professor Kursh testified that 70% of parents nonitor
the online activities of their children. (ld. at 141). In
addi tion, parents can take advantage of filtering software that
bl ocks access to sites inappropriate for mnors. (ld.). The New
York City Departnment of Consumer Affairs has al so recommended the
use of bl ocking software to parents to prevent their children
from accessi ng tobacco websites. (Pl. Ex. 86, Tab 194 at 2).

O her software products built into web browsers make it possible
for parents to keep a log of the sites their children have
visited. (Trial Tr. at 143-44). Because of the w despread
parental supervision of children’s Internet activities and the
availability of various technological tools to assist this
supervi sion, the need to obtain unsupervised, Internet access is
a significant transaction cost to mnors attenpting to purchase

cigarettes over the Internet.
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Prof essor Kursh’'s conclusion, which | credit, was that
“[e]ach of these transaction costs is significant in and of
itself but in conbination they create so many hurdl es,
particularly in contrast to obtaining cigarettes fromtraditional
brick[]-and-nortar retailers, that underage mnors would find

di rect marketing channels an unattractive source for
cigarettes.” (ld. at 146-47). In sum defendants have failed to
denonstrate that use of direct sales channels by mnors is
significant and thus have failed to denonstrate that the statute
will effect any material |ocal benefit in reducing direct sales
of cigarettes to m nors.

Even if defendants had proved that direct sales channels
posed a substantial health risk to mnors, they have not shown
that 8 1399-11 will neaningfully address the problem The |aw
both creates and | eaves open | oopholes which are fatal to its
effectiveness. Specifically, the 800-cigarette delivery
exenption in 8 1399-11(2) permts local retailers to receive
phone, Internet or mail orders and deliver those orders directly
to the custonmer without an in-store, face-to-face transaction.

In addition, 8 1399-11 will not be enforced agai nst Indian
reservations and cannot be enforced against the United States
Postal Service. Therefore, to the |limted extent that they do so
now, mnors would continue to be able to obtain cigarettes by
direct sales even if 8 1399-11 is allowed to take effect because

direct sales of cigarettes will continue to be avail able both
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fromlindian sellers and fromother direct sellers using the U S
mai ls. Thus, the | oophol es thensel ves nmake the | aw i neffective

in stopping mnors fromaccessing cigarettes. See Hughes, 441

U S at 338 (state ban on exporting m nnows could not be
justified as conservation neasure due to | oopholes in ban).

Even if these | oopholes did not exist, mnors wuld continue
to obtain cigarettes through other sources, sources through which
t he evi dence shows they obtain the vast majority of the
cigarettes they snoke. As nentioned above, young m nors obtain
cigarettes primarily through social sources and ol der m nors who,
in turn, use commercial sources and have relatively little
probl em purchasing cigarettes directly froma brick-and-nortar
establishment. For exanple, in an investigation not in
accordance with Synar requirenents conducted in md-2000, the New
York State Attorney General found that m nors had a 46. 8% success
rate of purchasing cigarettes from brick-and-nortar stores.

(Trial Tr. at 147-48; PI. Ex. 39, Tab 163 at 9).3%* “All a youth

32 Pursuant to Synar conpliance check nethodol ogy, mnors
who appear to be over 18 years old are specifically excluded from
participating in sting operations. Mnors are also instructed
not to carry any formof identification in order “to protect the
identity of the mnors” and are told not to present false

identification. (Trial Tr. at 476-77). |In contrast, the State
Attorney Ceneral’s investigation required mnors to bring proper
identification into the retail establishnent. |[If asked, the

m nor was required to present his or her identification and to
answer truthfully if asked his or her age. “Particularly

disturbing is the fact that many of the sales were effectuated

even when the students show identification which reveal ed that

they were under 18 years of age.” (Pl. Ex. 39, Tab 163 at 10).
(continued. . .)

53



has to do is go to five stores and the nmathematics are they have
gotten a 97% chance of acquiring a pack of cigarettes.” (Trial
Tr. at 233, lines 21-24). In sum | credit Dr. Dunbar’s
testinmony and conclusion to the effect that closing down direct
sal es channels will not reduce snoking by mnors to any
cogni zabl e degree. Accordingly, defendants have not carried
their burden of denonstrating that 8 1399-11 will effect any
mat eri al | ocal benefits.

Under strict scrutiny, defendants nust al so denonstrate that
they have “no other neans” to reduce youth snoking. Carbone, 511

U S at 392; see Anerican Canping Assn. v. Walen, 465 F. Supp.

327, 330 (S.D.N. Y. 1978) (discrimnatory state | aw not shown to
be “necessary” to further legitimte state interests; neither of
the state goals is satisfied by the legislation). They have
failed to do so. The evidence establishes that it is possible to
reduce youth snoking wthout banning direct sales, that the nodel
prograns for reducing youth snoking do not recomrend banni ng

direct sales and that states have succeeded in reducing youth

32(. .. continued)

I n anot her study by the New York Gty Council, mnors were
instructed to respond that they were 18 if they were asked their
age. |If asked for identification, however, they were instructed

to respond that they did not have any with them Fifty-six
percent of the 100 stores surveyed sold cigarettes to the m nors.
(Pl. Ex. 221, Tab 162 at 12, 16).
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snmoki ng wi thout banning direct sales.®* 1In contrast, there is no
evidence in the record that New York has devel oped or tried any
alternative less discrimnatory neans of preventing mnors from
obtaining cigarettes through direct sal es channels rather than
conpl etely banning these sales. Indeed, all of the State
officials who testified at trial stated that they have not yet
devel oped a programto enforce current |aw against direct sellers
or to enforce § 1399-11.

Kat hl een Henry of DOH s Bureau of Comunity Sanitation and
Food Protection (“Bureau”) testified that “at this point [in]
time [the Bureau] do[es] not do conpliance checks of facilities
by mail or by the Internet or by tel ephone,” and was not “that
aware of Internet sales” prior to passage of § 1399-11. (Trial
Tr. at 472-73, 481). She further testified that “[w e haven't
truly discovered how we woul d proceed to do that type of
conpliance work. | amnot sure what kind of barriers we may face
at this point in tinme. W haven't really investigated that to

see how we woul d conduct so | don't think I aminforned enough at

3% Two | eadi ng governnent reports that make recommendati ons
for successful tobacco control programs neither nmention direct
sal es nor reconmmend banni ng such sales in order to reduce youth
snoki ng. As di scussed above, the CDC s Best Practices sets forth
a detailed set of recormended practices for controlling tobacco
use. However, it does not include a ban on direct sales. (Pl
Ex. 248, Tab 235). “Reducing Tobacco Use: A Report of the
Surgeon Ceneral” al so nmakes nunerous recomrendati ons for reducing
yout h access to tobacco products without calling for a ban on
direct sales or indicating that mnors obtain cigarettes through
direct sales channels. (Pl. Ex. 250, Tab 236).
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this point intime to answer that question.” (ld. at 481-82).

Ri chard Svenson, the official in charge of adm nistering
ATUPA, the statute restricting the sales of cigarettes to m nors,
testified that prior to the enactnent of 8 1399-11, no one under
hi s supervision considered any alternative to an outright ban on
direct sales. (ld. at 267, 271-73). According to M. Svenson,
hi s subordinates at DOH are only now in the process of |ooking at
possible alternatives. (lLd. at 272). M. Svenson further
testified that his office was still in the fact-gathering stage
and that it was “too early” for himto identify any specific
alternatives that are being exam ned or forecast a date as to
when a study of alternatives would be conpleted. (ld. at 272,
273). Wen questioned at trial, M. Svenson testified that his
bureau m ght consi der bl ocking software as an alternative. (Ld.
at 273).

Wth respect to Internet sales in particular, Ms. Henry
admtted that the three inpedinents to enforcenent of age-
verification laws on the Internet were a | ack of preparedness, a
| ack of funding and a |ack of staffing. (Trial Tr. at 480). She
conceded that there were no technol ogical reasons for the
Bureau's failure to enforce age-verification requirenents on the
Internet. (ld. at 481). Additionally, it was uncontradicted
that it may be easier to identify vendors and perform sting
operations against Internet retailers than brick-and-nortar

outl ets because a governnment agency can use a conputer program
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that continuously searches the Internet and collects a list of
sites. (lLd. at 167-68, 405-06).

Def endants’ w tnesses also admtted that if 8 1399-11 were
to take effect, they would enforce it agai nst out-of-state
retailers in the same way they enforce the current statutes
agai nst brick-and-nortar sellers. (ld. at 446). Logic dictates
that if such operations against out-of-state direct sellers are
available to enforce 8 1399-11, they are also available to
enforce current age-verification requirements and prohibitions of
sales to mnors without an outright ban on interstate sales.

The evidence shows that other states have begun to enforce
their existing m ninum age | aws against direct vendors w thout a
ban on direct sales. For exanple, Mchigan has filed nunerous
conpl ai nts agai nst out-of-state Internet tobacco vendors
al | egi ng, anong other things, violations of mninmmage | aws.
See, e.qg., PI. Exs. 101-05, 110, Tabs 105-10; PI. Exs. 106-09,
Tabs 147-50. After the Oregon Attorney General threatened a
| awsui t agai nst out-of-state conpanies selling bidis® over the
Internet and by tel ephone, they agreed to conply with Oregon | aws
governing the sale of tobacco products, including a conmtnent
not to sell tobacco products to mnors. (Pl. Ex. 235, Tab 87).

The record al so i ncludes undi sputed evi dence of cooperation

anong the states in tobacco control matters, including efforts to

3 “Bidis” are inported, hand-rolled cigarettes that are
flavored to appeal to young people.
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prevent the sale of tobacco products to mnors through direct

sal es channels. Washington State was part of a nmulti-state

I nternet sting operation that resulted in the i ssuance of a cease
and desi st order against five out-of-state bidi sellers,
including a New York direct seller. (Pl. Ex. 117, Tab 152). New
York itself has al so cooperated with North Carolina, Virginia,
Washi ngton, DC, Maryl and, Del aware, Pennsylvania and New Jersey
in an effort to stop cross-border snuggling of untaxed
cigarettes. (Trial Tr. at 443). No evidence has been presented
i ndicating that New York could not simlarly coordinate with
other states to prevent direct sales of cigarettes to m nors.
(1d. at 443-44).

Anot her alternative to an outright ban on direct sales is
requiring Internet, mail order and tel ephone vendors to enpl oy
age-verification procedures or other protections agai nst underage
purchasing that are tailored to direct sales. Qher states have
proposed or enacted |legislation that would regul ate the direct
sale of cigarettes but would not inpose an outright ban. For
exanple, in Kansas, a bill permts the sale of cigarettes through
the mail if the purchaser submts a declaration that he or she is
of legal age. (Pl. Ex. 59, Tab 82). In Mssouri, a bil
expressly permts the sale of cigarettes by mail or through the
Internet, if all other aspects of the statute are observed. (P
Ex. 64, Tab 84). 1In addition, a recent Rhode Island statute

regul ates direct sales without prohibiting them A key aspect of
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that statute is the requirenent of an adult’s signature for
delivery. (Pl. Ex. 26, Tab 79). Lastly, a bill has been

i ntroduced in Congress, entitled the “Tobacco Free Internet for
Kids Act,” that prohibits the direct sale of cigarettes only to
persons under eighteen years of age. (Pl. Ex. 197, Tab 85).

The evi dence al so indicates that adoption of age-verification
procedures simlar to those enployed by plaintiff BWDi rect would
be effective in reducing mnors’ access to cigarettes through
direct sales channels. At trial, John Heironinus, President of
BWDirect, described the conpany’s four-part procedure for
verifying a purchaser’s age and preventing mnors from obtaining
cigarettes. (Trial Tr. at 22-29). First, BWD rect requires age
verification through matching to a database of persons over 21 or
subm ssion of a governnent identification. Wen a custoner seeks
to place an order with BWDirect, an attenpt is made to match the
name, address and date of birth provided by the custonmer against
information contained in one of two databases of individuals
whose age has been verified to be 21 years or ol der, one database
mai nt ai ned by the conpany and one nai ntai ned by Donnelly
Mar keting, a |eading direct-marketing firm (ld. at 26-27). |If
t he nane, address and date of birth provided by the custoner
cannot be matched with that of an age-verified individual in one
of these two databases, each of which is based on public records
such as driver’s license and voter registration records, the

custoner is required to submt an age-verification kit consisting
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of a signed certification that the custoner is of |egal age and a
copy of a valid governnent identification (driver’s |icense,
state identification card, passport, or mlitary
identification).® (Trial Tr. at 24-26; Pl. Ex. 362, Tab 187).

Second, BWIDirect inposes a two-carton m ni num purchase
requirenent. (Trial Tr. at 26). As discussed above, a m ni num
purchase requirenent is a transaction cost of direct sales that |
find deters mnors from purchasing cigarettes through direct
sal es channel s.

Third, BWDirect requires custoners to pay by personal check
or credit card issued to an age-verified adult; noney orders and
cash are not accepted. (ld. at 26, 162). Again, the risk of
parental detection is a non-nonetary cost to mnors of using
direct sales channels. (ld. at 146, 388, 596).

Fourth, BWIDirect restricts delivery to the billing address
on the check or credit card used by the custonmer and will not
deliver to a post office box. (lLd. at 27, 164-65). The policy
not to deliver to post office boxes acts as a protection agai nst
mnors’ trying to shield receipt of cigarettes from parental

det ecti on.

35 Defendants dispute the efficacy of BWIDirect’s
requi renment that a customer submt a copy of a driver’s license
because BWIDirect permts the custonmer to black out his or her
driver’s license nunber for privacy. (Trial Tr. at 49, |lines 21-
25). To the extent that that m ght decrease efficacy, an age-
verification programcould require that the driver’'s |icense
nunber be provi ded.
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In addition, like Rhode Island, New York could require an
adult’s signature for delivery. Defendants state on one hand
that in connection with 8 1399-11 they will train carriers in
conpliance and grant them a grace period before enforcing 8§ 1399-
Il against them (ld. 435-36). However, defendants al so argue
on the other hand that they cannot require carriers to obtain an
adult’s signature for the delivery of cigarettes. |If carriers
can be trained not to deliver certain packages, although it is
uncl ear how they w |l know what the packages contain, |ogic
dictates that carriers can also be trained to obtain an adult’s
signature upon delivery. This would be a nondiscrimnatory
alternative to an outright ban on direct sales.

In sum | credit the testinony of Professor Kursh and Dr.
Dunbar to the effect that age-verification and delivery systens
simlar to BWMDi rect’s systemwould provide an effective barrier
to cigarette purchases by mnors via direct sales channels. (ld.
at 140-41, 162-63, 234).°36

Finally, another nondiscrimnatory alternative to reduce
youth snmoking is to devote nore funding to tobacco control -- a
choice within the purview of the el ected branches. New York
State ranks 21st in the nation in per capita spending on tobacco

control, according the CDC. (Pl. Ex. 252, Tab 237 at 89).

%6  Notably, BWIDi rect has processed approxi mately 30, 000
orders since its program began in October 2000, w thout receiving
a single conplaint of underage purchasing. (Trial Tr. at 33).
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Chri stopher Mayl ahn, Director of the State’s Bureau of Health

Ri sk Reduction, opined that the State’'s tobacco-control program
is insufficiently funded. M. Myl ahn confirnmed that while

New York receives one billion dollars annually fromcigarette
manuf acturers under the Master Settlement Agreenent,?® it sets
aside only 40 mllion dollars for tobacco control. (Trial Tr. at
282-84). This anount represents only 45% of the m nimum | evel
recommended by the CDC s Best Practices and only 16% of the

maxi mum and, in M. Mylahn's view, an inadequate anmount to
effect a reduction in youth snoking. (ld. at 284; Pl. Ex. 252,
Tab 237 at 89; PI. Ex. 248, Tab 235 at 66).

Additionally, Kathleen Henry testified that one reason that
the Bureau of Community Sanitation and Food Protection does not
conduct conpliance checks on direct sales channels is
insufficient funding. (Trial Tr. at 480). |Inadequate funding
al so appears to have constrained the State’'s efforts to ensure
that brick-and-nortar retailers conply with m ni num age | aws.
Ms. Henry testified that in the past her conpliance program has
had “m nimal staff” and that “getting the state on board to do

just retail facilities was an undertaking in itself.” (ld. at

37 The Master Settlenent Agreenent was the result of
vari ous states’ |awsuits against the tobacco industry that sought
rei mbursenment of public health expenditures due to snoking-
related illness. The settlenent provides, anong other things,
funding to states for anti-snoking adverti sing canpai gns, youth
snoki ng prevention prograns and a national public education fund
for tobacco control
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465) .

Dr. Connolly also testified that if New York State conmtted
“nore dollars” to tobacco control, it would show a “bigger
decline” in youth snoking. (lLd. at 354). He noted the success
of Massachusetts’ tobacco control programand attributed it in
part to the amount of funding the state has allocated.® (ld. at
384-85). Dr. Connolly confirnmed the conclusion of the CDC that
“the nore resources you put into the programthe nore effect you
get. . . . [Given the level of funding in Massachusetts they
were getting |larger declines than if they were spending |ess
money.” (lLd. at 385).

Wil e the choice of what neasures to adopt to curb snoking
by mnors is one for the el ected branches, defendants have not
carried their burden of denonstrating that 8 1399-11's ban on
direct sales will be nore effective than, for exanple, sone
conbi nati on of age-verification and delivery procedures simlar
to those of BWIDirect, increased funding for tobacco control
progranms and the like. 1n sum defendants have failed to carry
their burden of justifying 8 1399-11 as the only neans avail abl e

of preventing mnors’ access to cigarettes. 3

38 As noted above, nmany of the conponents of the CDC s Best
Practices were nodel ed on Massachusetts and California’s
successful anti-snoking prograns. (Trial Tr. at 383).
Massachusetts ranks anong the top four states in ternms of per
capita tobacco control funding. (ld. at 384).

% Recently, the district court in the Southern District of
(continued. . .)
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ii. The health of mnors and adults
Def endants argue that one of the purposes of § 1399-11 is to
require in-state, face-to-face transactions only, thereby
requiring buyers? to pay prices including New York’s high
cigarette excise tax. Defendants argue that the high price tag
| eads to decreased demand for cigarettes, thereby effecting the
| ocal benefit of inproving the health of New Yorkers. Wile this

is a wrthy goal, defendants have not carried their burden of

39(...continued)

Texas scrutinized a statute simlar to the one here. D ckerson
v. Bailey, 87 F. Supp.2d 691, 710 (S.D. Tex. 2000). There, the
court rejected a simlar youth-access justification for a Texas
| aw banni ng direct-to-consuner shipnments of al cohol, finding that
“there are reasonabl e, nondiscrimnatory alternatives, including
nore narrowmy drawn statutes,” to a ban on such shipnments. The
D ckerson court held that the state’'s interest in protecting
m nors coul d be adequately served by enforcenent of state | aws
prohibiting the sale of alcoholic beverages to mnors. 1d. The
twenty-first amendnent was not inplicated in that portion of the
court’s analysis. But see Bridenbaugh v. Freenman-WIson, 227
F.3d 848, 851 (7th Gr. 2000) (“If the product were cheese rather
than wi ne, |Indiana would not be able either to close its borders
to inports or to insist that the shippers collect its taxes.

[ T] he twenty-first amendnent enpowers |ndiana to control
al cohol in ways that it cannot control cheese.”).

40 Plaintiffs argue that there is no evidence that § 1399-
Il was enacted to reduce snoking by adults. Rather, they contend
that this purpose is a “post hoc rationalization” for
di scrimnation. Hughes, 411 U. S. at 338. Wile the statute’s
| egi sl ative findings and Introducer’s Menorandum do not
specifically nmention reduction in snoking anong adults as one of
the law s purposes, the legislative findings do refer to “public
heal th” in general, and numerous exhibits were received at trial
di scussing the relationship between the price of cigarettes and
the demand for cigarettes as to both adults and m nors.
Accordingly, | credit the State’s legitimate interest in reducing
snoking by adults as well as by mnors as a purpose of the
statute.
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denonstrating that the statute will effect the desired benefit
and that there is no less discrimnatory alternative.

As a prelimnary matter, the parties di spute whether mnors
are price sensitive, that is, whether their demand for cigarettes
will be affected by a change in price. Plaintiffs contend that
the studi es show that young teens are insensitive to price and
t hat concl usions regarding ol der teens are “contradictory and
inconclusive.” (Pl. Proposed Findings of Fact and Concl usi ons of
Law {1 113-115). Defendants assert that nunmerous studi es show
that an increase in price of cigarettes reduces the “consunption”
of cigarettes. The Surgeon General’s report, for exanple,
concludes that “[t]he price of tobacco has an inportant influence
on . . . demand.” (Def. Ex. 1,001 at 359). 1In 1993, a panel
convened by the National Cancer Institute concl uded that
increases in cigarette prices would lead to |large reductions in
both adult and youth snmoking. (Trial Tr. 513, line 22 to 514,
line 7). In addition, a panel convened by the CDC s O fice on
Snoki ng & Health concluded that increasing cigarette taxes woul d
be very effective in reducing youth snoking. (ld. at 516, lines

17-25). As discussed by defendants’ expert, Dr. Chal oupka, ** the

41 Frank Chal oupka is a Professor of Economics in the
Col | ege of Business Adm nistration at the University of Illinois.
(Trial Tr. at 499).
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CDC “concl uded that protecting youth from snoki ng was the best
econom ¢ argunent for increasing cigarette taxes.” (ld. at 516,
line 25 to 517, line 2).

Addi tionally, B&Ws own internal docunents support the
conclusion that both mnors and adults are price sensitive with
respect to cigarettes and that mnors are nore price sensitive
than adults. 1In 1997, B&Wattenpted to quantify the effect of
the price increase arising fromits settlenment wwth the various
states on the demand for its products. B&Wreviewed data from
the Monitoring the Future Project and a 1996 study by Dr.

Chal oupka and M chael Gossman. That study concluded that “[t]he
calculated elasticity of -1.15 [neaning that a 10% i ncrease in
price wwll lead to an 11.5% reduction in snoking] for the group
st udi ed suggests the effect of price increases on youth snoking
is about three tinmes as large as the inpact on adult snoking.”
(Def. Ex. 1,162). B&Walso reviewed 40 other research reports
and found that “[a] common concl usion reached in these studies
was that the price responsiveness of cigarette demand decreases
with age.” (ld.). [In other words, the younger the snoker, the
nore sensitive to price he or she will be. Thus, | credit the
testinony of defendants’ expert, Dr. Chal oupka, that increases in
cigarette prices wll reduce snoking initiation anong youth and
prevent young “experinmenters” from becom ng “established”

snokers. (Trial Tr. at 519, lines 22-24; id. at 573, lines 16-

19). Accordingly, defendants have denonstrated that an increase
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in the price of cigarettes will lead to a decrease in the demand
for cigarettes.

Def endants, however, have not denonstrated that § 1399-|
w Il prevent snokers fromobtaining | ower-priced cigarettes and
thus effect a | ocal benefit. As noted above in Part 11(C)(2),
Indian retailers can and will continue to sell cigarettes by
direct sales to New York consuners. As noted above in Part
11 (O (3), 8 1399-11 cannot be enforced against the U S. Postal
Service. Because of these various |oopholes in the ban § 1399-|
seeks to inpose on direct sales, “[w] hatever the relation there
may be between [high prices] and [a decrease in snoking] is too

renmote and indirect to justify obstructions to the normal flow of

commerce in its novenment between states.” Baldwin v. GA F.
Seelig, 294 U.S. 511, 524 (1935).“ Accordingly, defendants have

42 1t was not satisfactorily answered at trial whether the

studi es neasure a change in “demand” or “consunption.” The terns
seemto be used interchangeably. For purposes of deciding the
constitutionality of 8 1399-11, the precise word is of no noment.

43 Baldwin involved a New York |aw that established a

m nimum price to be paid to mlk producers. The | aw prohibited

the sale in New York of m |k purchased out-of-state for bel ow the

m nimum The State argued that the “the exclusion of mlk paid

. . . belowthe New York mnimumw |l tend . . . to inpose a

hi gher standard of quality and thereby pronote health.” 294 U. S.

at 524. Like the statute at issue here, the State attenpted to

dictate a price to be paid in order to protect the health of New

York citizens. The Suprene Court found that the | aw

di scrim nated against interstate comerce and that its benefits

were too “renote” and “indirect.” “[Clomrerce between the states

i s burdened unduly when one state regulates by indirection the

prices to be paid to producers in another, in the faith that

augnentation of prices will lift up the level of economc
(continued. . .)
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not carried their burden of denonstrating that 8 1399-11 w |
effect the benefit of reducing snoking through the maintenance of
hi gh cigarette prices.

Section 1399-11 also fails strict scrutiny because
def endants have not carried their burden of proving the |ack of
|l ess discrimnatory alternatives to equalize the price of direct-
sal es and brick-and-nortar cigarettes. For exanple, it is
undi sputed that states and cities may collect the tax due on
di rect sales through the Jenkins Act and they may do so in state

court. Angelica Co. v. Goodman, 276 N.Y.S.2d 766, 769 (N.Y. Sup.

Ct. 1966). New York, however, has not attenpted to use the
Jenkins Act nmechanismto maintain high prices. The evidence is
undi sputed that DTF has chosen not to nake any effort to coll ect
taxes on cigarettes sold fromout-of-state to New York consuners
by tel ephone, mail and Internet. (Farrell Dep. Tr. at 19).

Peter Farrell, Deputy Conm ssioner of the Ofice of Tax
Enforcenent, testified that DTF has not assigned a single person
to investigate tel ephone, mail-order or Internet sales

originating out-of-state and has not conducted a single sting

operation in connection wth such sales. (ld. at 55, 114). “New
York has not made any effort . . . to enforce its statutes
agai nst mail order sales, phone sales or Internet sales.” (ld.

43(...continued)
wel fare, and that this will stinulate the observance of sanitary
requirenents in the preparation of the product.” 1d.
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at 70). In fact, DITF nade a policy decision not to rely on the
Jenkins Act to assist in collecting taxes due by New York
consuners who purchase cigarettes directly fromout-of-state
vendors. (Trial Tr. at 312, 314; Pl. Ex. 157, Tab 43). This is
evi denced by an internal email correspondence anong the highest
DTF executives: Lawence Keeley, Director of the Transaction and
Transfer Tax Bureau (“TTTB’); Charles MIls, Director of the
Petrol eum Al cohol and Tobacco Bureau (“PATB’); Arthur Roth, then
Deputy Conm ssioner for Tax Operations; Kevin Miurray, then
Executive Deputy Comm ssioner; and M chael Urbach, then DTF
Comm ssioner. (Pl. Ex. 157, Tab 43). 1In this exchange, M.
MIls informed the others that he recently received “packages of
i nvoi ces” containing the nanes of New York consuners who did not
remt use tax for untaxed cigarette purchases. He comented in
the email that if New York consuners were to be contacted and
advised of their tax liability the “incentive to get tax-free
cigarettes disappears.” (ld.; Trial Tr. at 312-15).

In addition, Deputy Comm ssioner Roth, Conmm ssioner Urbach
and Executive Deputy Comm ssioner Murray determ ned that no
action should be taken to collect use tax by neans of the Jenkins
Act because they did not want “to harass individual taxpayers,”
and that nothing nore than a nonitoring system should be set up.
(Trial Tr. at 314; Pl. Ex. 157, Tab 43). No such nonitoring
system however, was actually established. (Trial Tr. at 314-

15).
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Def endants al so have not shown that Jenkins Act enforcenent
woul d not be effective in maintaining New York’s high prices.
The record contains evidence collected fromseveral states that
are beginning to enforce the Jenkins Act that the benefits of
enf orcenment exceed the costs. For exanple, in California, the
Exci se Taxes Division (“the Division”) sent letters to out-of-
state direct retailers of cigarettes advising themof their
reporting obligations under the Jenkins Act. (Maciel Dep. Tr. at
78, 95-96; PI. Ex. 337, Tab 160). Those retailers who did not
respond were sent a followup letter demandi ng conpliance, with a
copy provided to the federal Bureau of Al cohol, Tobacco and
Firearms (“ATF”).% (Maciel Dep. Tr. at 78). |In response to
these letters, retailers began to provide the Division with
Jenkins Act reports. (ld. at 83). The D vision used the
informati on provided in Jenkins Act reports to prepare and send
mai | i ngs advi sing consuners that they owed excise and use taxes
and providing tax forns and instructions for remttance of those
taxes. (ld. at 84-85, 96-97; PI. Ex. 337, Tab 160).

Al t hough the California program has been in existence for

4 The Division provided copies of the followup letters to
ATF because ATF representatives who attended earlier neetings of
the Federation of Tax Adm nistrators “showed a willingness to
work with the states” to achi eve Jenkins Act conpliance. (Maciel
Dep. Tr. at 79). ATF assisted the Division by sending agents to
visit hard-to-find retailers in other states and inform ng them
of their reporting obligations. (ld. at 79-80). Sone retailers
began filing Jenkins Act reports with the Division as a result of
visits by ATF agents. (ld. at 80-81).
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only about one year, the Division's out-of-state sellers program
has achi eved a conpliance rate of 60 to 65 percent, based on
returns sent to California consuners identified in Jenkins Act
filings. (Maciel Dep. Tr. at 114). Dennis Maciel, Chief of the
Exci se Taxes Division, testified that, if the programwere
adm nistered wwth regular full-time staff rather than through
overtine, it would have a “dramatic inpact” in raising the rate
of conpliance anong identified consuners. (ld. at 118). As of
March 2, 2001, the Division had collected over $1.4 nmillion in
exci se and use taxes from California consuners, who filed nore
t han 40, 000 exci se and use tax returns in response to Division
mai lings. (1d. at 110; PI. Ex. 339, Tab 120).

In addition to efforts to contact consuners directly, the
Di vision used news rel eases and other publicity efforts to
i ncrease public awareness of consuners’ excise and use tax
obligations on purchases of cigarettes fromout-of-state
retailers. (Maciel Dep. Tr. at 100-02; PI. Ex. 338, Tab 161).
The “educational value” of this program hel ps increase conpliance
wth the state’s tax code. (Maciel Dep. Tr. at 102). Sone
California consuners stopped buying cigarettes online, finding
t hat such purchases were nore expensive than cigarettes bought
|l ocally once all taxes had been paid. (ld. at 102-03).

While the evidence is not entirely consistent,* defendants

4 For exanple, Carter Mtchell, Program Manager for
(continued. . .)
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have failed to carry their burden of justifying 8 1399-11 as the
only neans avail abl e of reducing snoking anong adults or m nors
by attenpting to force consuners to pay New York’s high price for
cigarettes. The evidence shows that there are other

nondi scrimnatory alternatives to a conplete ban on the direct
sale of cigarettes. Thus, Section 1399-11 fails strict scrutiny

under Hughes:

Far from choosing the |east discrimnatory alternative,
[ New York] has chosen . . . the way that nost overtly
di scrim nates against interstate comerce. . . .

[ Section 1399-11] is certainly not a last ditch attenpt
: after nondi scrimnatory alternatives have proved
infeasible. It is rather a choice of the nost

di scrimnatory nmeans even though nondi scrim natory
alternatives would seemlikely to fulfill the State’'s
purported legitimte |ocal purpose nore effectively.

Hughes, 441 U.S. at 338. Accordingly, the statute is

unconstitutional and permanently enjoined from enforcenent.

45(...continued)

Tobacco Tax Enforcenent for the Washington State Liquor Contro

Board testified that
it’s extrenely tinme consumi ng and costly to
pursue [Internet vendors], and we just don’t
have the revenue available to nmake a | ot of
buys to see if people are going to sell and
turn in a Jenkins Report. It’s not practical
to do. W have nonitored -- we have tried to
a get a grasp on this to try to answer
guestions as to the overall problemin the
state, and like | said, there are literally
hundreds, if not a thousand sources of
supply, and there is just no way that we can
have a real aggressive canpaign on that type
of thing.

(Mtchell Dep. Tr. at 16, lines 12-25).
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2. Pi ke Bal anci ng Test
a. St andard

| f, as defendants argue, 8 1399-11 regulates direct sellers
evenhandedly, it is subject to review under the | ess stringent
Pi ke bal ancing test:

Where the statute regul ates even-handedly to effectuate

a legitimte local public interest, and its effects on

interstate commerce are only incidental, it will be

uphel d unl ess the burden inposed on such comrerce is

clearly excessive in relation to the putative benefits.
Pi ke, 397 U S. at 142. Defendants contend that in evaluating the
putative health benefits of 8§ 1399-11, the Court should defer “to
the judgnent of the legislature that [§8 1399-11] would reduce
commerci al access by youth and reduce snoking preval ence,” (Def.
Proposed Fi ndi ngs of Fact and Conclusions of Law f 343), citing
Justice Brennan’s concurring opinion in Kassel, 450 U S. at 680-
81. In his opinion, Justice Brennan stated that

[i]n determning [the |ocal] benefits, a court should

focus ultimately on the regul atory purposes identified

by the | awmakers and on the evidence before or

avai l able to themthat m ght have supported their

judgment. . . . It is not the function of the court to

deci de whether in fact the regulation pronotes its

i nt ended purpose, so long as an exam nation of the

evi dence before or available to the | awrmaker indicates

that the regulation is not wholly irrational in |ight

of its purposes.
Id. (citation omtted). Thus, defendants ask the Court to defer
to the Legislature’ s determ nation that the avowed purposes of
8§ 1399-11 are legitimate and, wthout further inquiry, that

8 1399-11 will neet the goals of reducing access to cigarettes
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and reducing snoking. Only then, according to defendants, is the
Court to engage in a balancing anal ysis of those goal s agai nst
t he burdens on interstate conmmerce.
Def endants’ reliance on Justice Brennan’s opinion is
m spl aced. The plurality opinion in Kassel stated that while

regul ations that touch upon safety . . . are those that
the Court has been nost reluctant to invalidate [and
that] [t]hose who woul d chal |l enge such bona fide safety
regul ati ons must overconme a strong presunption of
validity, . . . the incantation of a purpose to pronote
the public health or safety does not insulate a state
law from Comrerce Cl ause attack. Regul ations desi gned
for the salutary purpose nevertheless nay further the
purpose so marginally, and interfere with conmerce so
substantially, as to be invalid under the Commerce

Cl ause.

450 U. S. at 670. Additionally, Pike itself does not direct the
Court to defer to the determ nation of the Legislature. Rather,
the Suprene Court stated:

If alegitimate |ocal purpose is found, then the

guestion becones one of degree. And the extent of the

burden that will be tolerated will of course depend on

the nature of the local interest involved, and on

whet her it could be pronoted as well with a | esser

i npact on interstate activities.
Pi ke, 397 U S. at 142 (enphasis added). Thus, Pike directs a
review of 8 1399-11 to determine, first, whether it advances

legitimates goals, and, second, whether those interests could be

pronoted with | esser inpact on interstate comerce. See Ass’'n.

of Int’l Auto. Mrs., Inc. v. Abrans, 84 F.3d 602, 612-613 (2d

Cir. 1996) (“the validity of the legislative assunptions . . . is

debatable. . . . Since there are genuine factual issues as to
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both the claimed burdens and the putative benefits . . ., we
remand for further devel opnment of the record in order to permt

the district court to apply the Pike v. Bruce Church bal anci ng

test.”).
b. Appl i cation of Pike bal ancing
A law “incidentally burdens” interstate conmerce when it
produces “inpacts on comrerce beyond the borders of the state,”
or “burdens that fall nore heavily on out-of-state interests.”

Sal Tinnerello & Sons, Inc. v. Town of Stonington, 141 F.3d 46,

55 n.9 (2d Gr. 1998); USA Recycling, Inc. v. Town of Babylon, 66

F.3d 1272, 1287 (2d G r. 1995). As discussed above in Parts
I1T(A)(1)(a), (c) and (d), 8 1399-I1 nore than “incidentally
burdens” interstate commerce; it directly and substantially
burdens interstate comrerce and isolates New York fromthe
national cigarette market.

The primary legitimate purposes of 8§ 1399-11 are to reduce
m nors’ access to cigarettes through direct sales channels and to
reduce cigarette consunption by requiring consuners to pay New
York’s high excise taxes. As discussed above, these purposes are
legitimate state interests and easily fall within the State's
traditional police powers. However, under Pike scrutiny, if
8§ 1399-11 burdens interstate conmerce to a greater extent than it
will pronote these interests, it cannot be upheld. As noted
above in Parts 111 (A (1)(e)(i) and (ii), defendants have not

proved that 8§ 1399-11 will effect those wholly |audabl e goals.
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On bal ance, then, although “designed for [a] salutary purpose,”

8 1399-11 “further[s] the purpose so marginally, and interfere[s]
Wi th comrerce so substantially, as to be invalid under the
Commerce Clause.” Kassel, 450 U. S. at 670. Accordingly, 8§ 1399-

Il fails the Pike bal ancing test.
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| V. CONCLUSI ON
For the reasons set forth above, New York Public Health Law

8§ 1399-11 is declared unconstitutional and permanently enjoi ned.

SO ORDERED

Dat ed: New York, New York
June__ , 2001

LORETTA A. PRESKA, U.S.D.J.
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