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A. The MSA and Escrow Statute Violate the Commerce Clause

By regulating interstate commerce in an extraterritorial fashion, the MSA violates
the Commerce Clause, which vests Congress, not Sister States, with the authority to
regulate commerce within a State’s boundaries. Grand River Enterprises Six Nations
Ltd. v. Pryor, 425 F.3d 158, 171-73 (2d Cir. 2005) (reviving commerce-clause chailenge
to the MSA and escrow statute); see Healy v. Beer Institute, 491 U.S. 324, 332 (1989)
(“A state-imposed restraint which ‘has the practical effect’ of regulating commerce
oceurting wholly outside that State’s border is invalid under the Commerce Clause”™).

Tobacco makers’ acceptance of such conditions does not render extraterritorial
regulation permissible. For the reasons discussed in Part I, such agreements still involve
state action subject to constitutional scrutiny, and that analysis has been specifically
recognized in the context of Commerce-Clause challenges. See Wunnicke, 467 U.S. at 97
n.10 (consent does not “validate under the Commerce Clause any contractual condition
that the State had the economic power to impose”). Defendant’s reliance, at 19, on
Automated Salvage for an allegedly contrary proposition is misplaced. Aufomated
Salvage explicitly recognized the rule that extracting a regulated party’s agreement does
not eliminate state action or Commerce Clause scrutiny. 155 F.3d at 78 (“Of course, the
fact that [a state agency and a business] have entered into an agreement does not
necessarily insulate it from scrutiny under the Commerce Clause™). In that case,
however, the State had not been acting as a regulator or sovereign, but had instead
entered the settlement at issue as a “market participant,” in which capacity it was not

“subject to the limitations of the dormant commerce clause.” 155 F.3d at 78.*°

% Of course, if the States were acting in such a quasi-private, non-sovereign capacity, one wonders
precisely how the rationale for Parker antitrust inununity would apply. See supra, at 18.
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Furthermore, and unlike the MSA, the setilement in Automated Salvage was not
incorporated into a judicially-enforced consent decree. Id. at 66 (mere “stipulation™).
Here, of course, the States sued as sovereigns, not as market participants. And the terms
of the MSA, incorporated into a consent decree, plainly are aimed at the States’
regulatory interests, not at any market participant imierest.

The MSA scheme also extends beyond the jurisdiction of the Settling States in its
escrow statute, also known as the Qualifying Statute. See MSA § IX, Exhibit T; La. R. S.
§§ 5061-5063. It directly regulates interstate commerce by linking escrow payments to
MSA payments. Escrow payments to an individual State are limited to what an NPM
would have had to pay to all States under “section IX(1)” of the MSA (see La. R. S. §
13:5063(b)), which takes into account its national “market share.” See MSA, § IX(1).

By linking escrow payments to national market share, the escrow statute “effectively
regulates the pricing mechanism for goods in interstate commerce,” and thus violates the
Commerce Clause, Grand River, 425 F.3d at 171-73 (overturning the dismissal of a claim
alleging that the MSA and the escrow statuie violate the dormant commerce clause’s ban
on extraterritorial legislation); see, e.g., Brown-Forman Distillers v. New York Siate
Liguor Auth., 476 U.S. 573 (1986) (commerce clause forbids extraterritorial regulation).

Defendant’s claim that the escrow statute merely has an indirect “upstream
pricing impact” insufficient to trigger Commerce-Clause scrutiny ignores the direct link
between escrow payments and national market share, and misstates the case it cites for
that proposition, Grand River. Defendant claims that Grand River revived a Commerce-
Clause challenge only because plaintiffs alleged that “interstate gridlock would occur” if

every state adopted the escrow statute. Mem. at 22. But “interstate gridiock” was just
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one of three extraterritorial effects, each of which Grarnd River held would be sufficient
“avenues of attack™ against the MSA. 425 F.3d at 171, quoting Freedom Holdings, 357
F.3d at 221. Among other things, the Second Circuit found an actionable claim based on
the Plaintiffs’ allegation here: “that the practical effect of the challenged [escrow] statutes
and the MSA is to control prices outside of the enacting states by tying both the SPM
settfement and NPM escrow payments to national market share.” 425 F.3d at 17 3.2
Defendant misconceives Plaintiffs” position and the rules on motions to dismiss
by trying to limit our allegation that the escrow statute has an “extraterritorial reach” to
the fact that an “NPM whose cigarettes are sold [by distributors] in Louisiana is subject
to an escrow requirement . . . even though it may be Jocated and conduct business entirely
outside Louisiana.” Mem. at 20-21. The escrow statute regulates extraterritorially in
that regard and by linking escrow payments to national market share, which states a
claim under Grand River. Under notice-pleading, Plaintiffs can rely on both examples in
support of their complaint, since both are factually consistent with the general allegation
of extraterritoriality. See Conley v. Gibson, 355 U.S. 41, 45 (1957). Reliance on boih
examples also distinguishes this case from Star Scientific, in which the appellant did not

rely on the fact that escrow payments are linked to national market share. 278 F.3d at

2! Defendant also claims that Grand River crificized an extraterritorfatity claim based on “upstream pricing
impact.” In fact, Grand River noted that this was all that was alleged in another case, Freedom Holdings,
which rejected a Commerce-Clause challenge to the Contraband Statute, rot the escrow siatute. Grand
River, 425 F 3d at 171, quoting Freedom Holdings, 357 F.3d at 221-22. Freedom Holdings held that the
Contraband Statute did not violate the dormant commerce clause merely because its regulations had the
effect of increasing the prices in-stare dealers had to pay for cigarettes from out-of-state manufacturers.
Unlike our complaint, the Freedom Holdingy complaint did not even mention extraterritoriality, but rather
alleged obstruction of the channels of interstate commerce and favoritism towards in-state tobacco retailers,
Freedom Holdings v. Spitzer, Complaint (S.D.N.Y. Apr. 16, 2002) (No. 02-2939) at 7§ 42-49 (Exhibit 4).
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354-57 (no mention of market share linkage); see also Waters v. Churchill, 511 U.S. 663,
678 (1994) (“cases cannot be read as foreclosing an argument they never dealt with”).
The Qualifying Statute’s extraterritoriality is exacerbated by the fact that it
assesses escrow payments from NPMs, regardless of whether they are located in, or sell
cigarettes in, the Settling States, if their cigarettes ultimately end up being resold by
someone else in a Settling State. Defendant argues, at 21, that the statute cannot be
invalid because it “applies only to cigarettes sold “within the State.”” But Louisiana's
escrow statute applies to a manufacturer's cigarettes sold anywhere "in the United States"
merely because those cigarettes end up being resold in Louisiana. See La. R. S. §§
13:5062(9),(10) (“a cigarette maker is obligated to make payments on cigarettes it
produces anywhere "in the United States," that end up being "sold in the [forum] forum
state . . . through a distributor, retailer, or similar intermediary”). This violates the
Dormant Commerce Clause. See Grand River, 425 F.3d at 171 (unconstitutional to
“force out-of-state merchants to seek [a State’s] regulatory approval before undertaking
an out-of-state transaction™); Louisiana Dairy Stabilization Board v. Dairy Fresh Corp.,
631 F.2d 67 (5™ Cir. 1980), aff’'d, 454 U.S. 884 (1981) (State may not impose fee of 3
cents on milk processed out-of-state for sale in-state even to defray regulatory costs); see
Quill v. North Dakota, 504 U.S. 298, 308 (1992) (State could not tax out-of-state mail-
order merchant). The “Commerce Clause . . . precludes the application of a state statute
to commerce that takes place wholly outside of the State’s borders, whether or not the
commerce has effects within the State.” Healy v. Beer Institute, 491 U.S. 324, 336

(1989). And it forbids not only laws that formally dictate the terms of out-of-state
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transactions, but also those that have that “practical effect.” Brown-Forman Distillers v.
N.Y. Liguor Auth., 476 U.S. 573, 586 (1986).

Defendant seeks to avoid the ban on extraterritorial regulations by claiming that
the escrow statute imposes a regulatory burden rather than a “tax.” Mem. at 24. Butitis
invalid in either case. Under Fifth Circuit precedent, neither regulatory fees nor taxes
may be imposed on goods sold out-of-state. Lowuisiana Dairy, 631 F.2d at 67
(invalidating Loulsiana's assessment on oui-of-state dairy processors of three cents per
hundredweight on dairy products resold in Louisiana). The Fifth Circuit so held even
though the assessment was not a tax to raise revenue, but rather merely defrayed the costs
of administering the state Dairy Stabilization Law, see id., 631 F.2d at 67; Louisiana
Dairy Stabilization Bd. v. Dairy Fresh Corp., 476 F. Supp. 416, 419 (M.D. La. 1979)
("The three cent per hundredweight assessment is in fact" a regulatory fee and "not a tax
used by the state to generate revenue"), aff'd, 631 F.2d 67 (5th Cir. 1980), and even
though it only applied to out-of-state processors to the extent that they "sell dairy
products to a retailer or distributor for resale in Louisiana. * Louisiana Dairy, 631 F.2d at
68; Dairy Fresh, 476 F. Supp. at 419 ("dairy products used in Louisiana™). Louisiana
Dairy thus flatly contradicts Star Scientific, on which Defendant relies, at 21-22.

B. The MSA and Escrow Statute Violate Due Process

The Due Process Clause also forbids the MSA from regulating transactions in
non-MSA States. Under due process, "no principle is better settled than that the power of
a State ... in respect to property, is limited to such as is within its jurisdiction." Miller
Bros. v. Maryland, 347 U.S. 340, 342 (1954). This rule against extraterritorial regulation

. is so strong that a State cannot impose punitive damages to deter conduct in other States,
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BMW v. Gore, 517 U.8. 559, 572-73 (1996), even when that conduct is illegal in the other
State, White v. Ford Motor Co., 312 F.3d 998 (9th Cir. 2002); see also State Farm Auto.
Ins. Co. v. Campbell, 123 8.Ct. 1513 (2003). Yet the MSA imposes assessments on
cigarette sales that occur outside any MSA State and that are lawful in the State where
they occur. See Ayres, 34 Val. U. L. Rev. at 603 (MSA is "extraterritorial due process"”
violation)., Louisiana’s escrow statute applies to a tobacco maker even if it sells no
cigarettes in Louisiana, merely because its cigarettes are later resold in the State.

Virginia v. Patriot Tobacco Co., Case No, CH03-44-1 (Va. Cir. Ct,, City of Richmond,
Oct. 17, 2003) (Hughes, J.) (attached as Exhibit 1) (Due Process Clause forbids liability
for escrow deposits where out-of-state cigarette maker did not intend or expect its
cigarettes sold ouiside the state to be resold in the state); see Burger King Corp. v.
Rudzewicz, 471 U.S. 462, 475 (1985) (no jurisdiction based on “‘the unilateral activity of
another party or a third person’”).

V. THE MSA VIOLATES THE TENTH AMENDMENT

The MSA violates the Tenth Amendment in two ways. First, it delegates state
powers in perpetuity to bodies, such as the Firm and NAAG, that are outside the control
of the state and federal governments. Second, it commandeers state legislatures and
executives.?

A fundamental precept of federalism is that States may not delegate their

sovereign powers to the national government. State “consent” to such a delegation is no .

*# Contrary to Defendant’s claims, at 29, plaintiffs have standing to raise the Tenth Amendment, because it
exists not just to protect States’ rights, but also, indirectly, individual rights. Gillespie v. Indianapolis, 185
F.3d 693, 703-04 (7th Cir. 1999) (citizen had 10th Amendment standing to sue state entity); Dillard v.
Baldwin County Commissioners, 225 F.3d 1271, 1276 (1 1th Cir. 2000); see Steward Machine Co. v. Davis,
301 U.S. 348, 573, 585 (1937); Helvering v. Davis, 301 U.S. 619, 637, 640 (1937). Moreover, “‘standing
barriers have been substantially lowered in the decades since the Supreme Court decided Tennessee Flec.
Power Co. fv. TVA, 306 U.S. 118 (1939)],” the case on which defendant relies. Gillespie, 185 F.3d at 700
quoting United States v. Richardson, 418 U.S. 166, 193 (1974) (Powell, J., concurring).

3
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defense. New York v. United States, 505 U.S. 144, 182 (1992) (Tenth Amendment
violation “cannot be ratified by the ‘consent’ of state officials™). A fortiori, the States
may not delegate their inherent powers to some body outside the Constitution, including
bodies of their own creation. The Tenth Amendment dovetails with the Compact Clause.
Where the latter forbids interstate agreements without the consent of the Congress, the
Tenth Amendment makes clear that governmental power must be exercised either by the
federal government or by the States (and their subdivisions) or the people: “The powers
not delegated to the United States by the Constitution, nor prohibited by it to the States,
are reserved to the Staies respectively, or to the people.” They are not reserved to, and
cannot be delegated to, the NAAG, let alone “The Firm."?

As the Defendant Attorney General himself has conceded, however,
“Enforcement of the Master Settlement Agreement (MSA) has been delegated to the
National Association of Attorneys General.”** Fundamental state powers are delegated
to the Firm and other NAAG-related entities, which administer tax, appropriations, and
law enforcement functions that are properly reserved for state governments. Cplt. 1Y 69,
87. The MSA gives NAAG millions of dollars to enforce and implement the MSA on its
own, and to bankroll others’ lawsuits and investigations enforcing the MSA and
Qualifying Statutes. See, e.g., MSA, § VIII(c), Exhibit J; see also Cplt. § 69. Moreover,

the MSA establishes and endows, under the umbrelia of the NAAG, standing entities

2 Defendant erts in claiming, at 29-30, that McConnell v. FEC, 540 U.8. 93, 186 (2003), limited the Tenth
Amendment to operating only “as a check on federal authority,” not non-federal authorities like NAAG.
MeConnell did not draw any such distinction between federal and non-federal interference, since it itself
involved a federal authority, the FEC. Instead, it distingnished between States (who are shielded from
regulation by the Tenth Amendment) and private parties (who are not). 540 U.S. at 186 (No Tenth
Amendment violation because statute “only regulates the conduct of private parties”).

™ State of Louisiana, Office of the Attorney General, Charles C. Foti, Jr., Programs and Services: Health
Care: Tobacco (available at http://www.ag.state.|a.us/tobacco.aspx) (visited Dec. 13, 2005).
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with the authority to make discretionary decisions that are conclusive and binding upon
the Settling States. Cplt. § 70. For example, “The Firm” has the authority to determine
whether any state has complied with the provisions of the MSA and fix penalties to be
imposed on non-complying States; its decisions as to whether States’ Qualifying Statutes
satisfy the MSA and its legal and financial determinations concerning payment
allocations are “conclusive and binding” and “final and non-appealable.” MSA, §IX(d)
& TX(D(2)G) . In short, the MSA affects an uncontrollable delegation of inherent state
powers to an extra-constitutional supra-state agency. Cplt. 7 85-87.

“Commandeering” is the flip side of delegation. The MSA accomplishes the feat
of commandeering both the Louisiana legislature and, on an ongoing basis, the State
executive. As noted, the MSA coerced state legislatures to enact the Qualifying Statute,
Star Scientific, 278 F.3d at 359, and states cannot “directly or indirectly” challenge it and
must defend it in the courts and other fora. See, e.g, MSA, § XVHI(l). The Tenth
Amendment forbids coercing a state legislature into adopting legislation, or ordering state
officials to administer it. See New York v. United States, 505 U.S. 144, 161 (1992)
(striking down requirement that New York take title to nuclear waste); ACORN v.
Edwards, 81 F.3d 1387 (Sth Cir. 1996) (Tenth Amendment forbade Congress from
requiring Louisiana to adopt clean drinking water regulations); Printz v. United States,
521 U.S. 898 (1997) {Tenth Amendment forbade Congress to impose on local sheriffs the
duty to administer the Brady handgun law). The legislature was compelled to adopt the
Qualifying Statute in precisely the form dictated by the MSA without any change. Cplt.
94 40, 44. And even attorneys general who objected to the MSA effectively had no

choice but to sign it. Cplt. § 42 (quoting Alabama Attorney General Bill Pryor).
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The “diligent enforcement” provision of the MSA, MSA § IX(d), effectively

subjects each of the Settling States” sovereign law enforcement powers to the ongoing

supervision and “coordination” of NAAG and its tobacco enforcement bodies. For

example, States must work to harmonize their interpretation of the MSA with NAAG,

see, e.g., MSA § VII(f), and whether they receive MSA funding to enforce the

Agreement and related provisions (such as the Consent Decree and Qualifying Statute) is

subject to the total discretion of NAAG. See, e.g., MSA, § VIIi(c) & Exhibit J.

CONCLUSION

The Master Settlement Agreement conflicts with numerous federal laws and

constitutional provisions, including the Compact Clause. Accordingly, the motion to

dismiss should be denied.

DATED: December 15, 2005
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Thomas Enright Jerald Perlman
Assistant Attorney General Asst. Attorney General
Louisiana Department of Justice La. Dept. of Justice
Tobaceo Settlement Enforcement Division 330 Marshall St., Ste. 777
1885 North Third Street Shreveport, LA 71101

P.O. Box 94005
Baton Rouge, LA 70804-9005

Shreveport, Louisiana, this 16th day of December 2005.
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