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Letter from the Editor...

NGAGE, the Journal of the Federalist Society Practice Groups,

provides original scholarship on current, important legal

and policy issues. It is a collaborative effort, involving the
hard work and voluntary dedication of each of the organization’s
fifteen Practice Groups. Through its publication, these Groups aim
to contribute to the marketplace of ideas in a way that is collegial,
measured, and insightful—to spark a higher level of debate and
discussion than is all too often found in today’s legal community.
We expect that members will find some of the articles in these
pages controversial. We expect disagreement on some issues, and
welcome the controversy. But we also welcome responses. Articles
can be sent to the editor for review at paigner@fed-soc.org.

Here we would also like to draw attention to the newest feature
on our website (www.fed-soc.org): “Global Governance Watch”
(www.globalgovernancewatch.org). Launched by the International
Law and Sovereignty Project, in partnership with the American
Enterprise Institute, this site will focus on four areas: (1) National
Security, or the need for increased transparency and accountability
b ecause the United Nations and other international organizations
are taking more positions relevant to national security; (2) Human
Security, or the broadening definition of human security from
“freedom from fear” to include “freedom from want,” and the
repercussions this has on national sovereignty; (3) Development, or
the efforts of various international nongovernmental organizations
as their focus shifts from economic development to include social
development; and (4) Global Regulation, or the growing networks
that are being used by the United Nations to regulate economic
and social affairs on a global basis, and the consequences that this
might have for national sovereignty. We hope members find that
this new feature, as well as other recent additions to the website,
such as “Originally Speaking” and “SCOTUScast,” provide the
same high standard of scholarship and excellence that people have
come to expect from the Federalist Society.

Likewise, we hope that members find the work in the pages
to be well-crafted and informative. Articles are typically chosen by
our Practice Group chairmen, but we strongly encourage members
and general readers to send us their commentary and suggestions
at info@fed-soc.org.
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ADMINISTRATIVE AW AND REGULATION

Swallows Holding Ltd. v. Commissioner :

LimITED PROGRESS IN REJECTING TaX EXCEPTIONALISM IN ADMINISTRATIVE LAw

By Kristin E. Hickman*

dministrative law jurisprudence is an acknowledged
Amess. Following its development and application

involves a lot of banging one’s head against the wall.
Yet, while application of administrative law doctrines is often
“enshrouded in considerable smog,” many of the governing
rules and standards are relatively settled. For example, there is
no question that agencies promulgating legislative rules must
follow the public notice and comment requirements of the
Administrative Procedure Act (APA).?2 Courts and scholars
struggle to define the precise boundaries of the legislative rule
category,® but courts have little difficulty concluding that an
agency rule with clear legal effect, binding regulated parties and
the government alike, and carrying congressionally imposed
penalties for non-compliance, qualifies as legislative.* Similarly,
especially after the Supreme Court’s decision in United States v.
Mead Corp.,’ there is no question that reviewing courts should
apply the strong, mandatory deference doctrine of Chevron
U.S.A. Inc. v. Natural Resources Defense Council, Inc.,° rather
than the less deferential standard of Skidmore v. Swift & Co.)’
when evaluating legislative rules,® even if courts and scholars
debate ad nauseum the various parameters, facets, and contours
of Mead, Chevron, and Skidmore.

If only administrative law doctrine were so settled
with respect to Treasury regulations interpreting the Internal
Revenue Code (“I.R.C.”). Treasury utilizes two types of
delegated authority in promulgating Treasury regulations.
Many substantive provisions of the I.R.C. authorize Treasury
to issue regulations to accomplish particular, congressionally
specified goals;'® but most Treasury regulations are adopted
through the exercise of a more general grant of rulemaking
authority in LR.C. § 7805(a), which authorizes Treasury to
develop “all needful rules and regulations for the enforcement
of” the LR.C." The tax community generally recognizes specific
authority Treasury regulations as legislative in character, and
thus subject to the procedural requirements of APA § 553 and
entitled to Chevron deference. Yet, whatever authority Treasury
exercises in promulgating regulations interpreting the LR.C,,
taxpayers who fail to follow Treasury regulations in preparing
tax returns and paying taxes are subject to congressionally
imposed penalties.'? Accordingly, virtually everyone in the tax
community agrees that general as well as specific authority

* Kristin E. Hickman is an Associate Professor of Law at the University
of Minnesota Law School. Parts of this essay draw heavily from research
documented in prior work. See generally Kristin E. Hickman, Coloring
Outside the Lines: Examining Treasurys (Lack of) Compliance with
Administrative Procedure Act Rulemaking Requirements, 82 NOTRE
DauMe L. Rev. 1727 (2007), and Kristin E. Hickman, 7he Need for
Mead: Rejecting Tax Exceptionalism in Judicial Deference, 90 MINN. L.
Rev. 1537 (2006).

Treasury regulations carry the force and effect of law."? Further,
the Internal Revenue Service (IRS) claims that it utilizes the
APA’s notice and comment requirements in promulgating
Treasury regulations.'* However, for reasons of tradition based
on a now-anachronistic understanding of the non-delegation
doctrine, the tax community routinely uses the legislative and
interpretative labels to distinguish specific authority Treasury
regulations from general authority ones.”” Hence, the IRS also
claims that most Treasury regulations are interpretative rules,
exempt from notice-and-comment rulemaking;'® the preambles
to most Treasury regulations disclaim the applicability of APA
§ 553;" and Treasury and the IRS routinely fail actually to
comply with APA rulemaking requirements.'

Meanwhile, courts and tax scholars are also divided over
the appropriate standard for judicial review of general authority
Treasury regulations. Shortly after Mead, the Sixth Circuit
declared outright that Chevron deference applies to general as
well as specific authority Treasury regulations.” Prior to Mead,
however, other circuit courts declared only a less deferential,
multi-factor standard articulated prior to Chevron in the tax-
specific National Muffler Dealers Association v. Commissioner™
appropriate for general authority Treasury regulations.?' Like
Skidmore, National Muffler lists several criteria for courts to
consider in deciding whether to defer to Treasury and IRS
interpretations of the I.R.C.; but like Chevron after it, National
Muffler also emphasizes Congress’s delegation of administrative
authority over the I.R.C. to Treasury and the IRS.* Hence,
still other circuit courts maintained that Chevron and National
Muffler are indistinguishable.” Scholars in the area run the
gamut as well, with some in favor of Chevron,* others for
Skidmore,” and still others searching for compromise by way of
some Chevron! National Muffler hybrid or otherwise modified
Chevron for general authority Treasury regulations.?

Enter Swallows Holding, Ltd. v. Commissioner into this
quagmire.”” Swallows Holding is a classic case of Treasury and
the IRS using their congressionally delegated but general
rulemaking authority under LR.C. § 7805(a) to promulgate a
regulation interpreting ambiguous language in another, more
substantive provision of the tax code. According to I.R.C. §
882, foreign corporations engaged in trade or business in the
United States are taxed much like U.S. corporations on income
connected with the conduct of that trade or business—at
graduated rates, after the income is reduced by corresponding
offsets for deductible expenses connected with such income,
with possible alternative minimum tax exposure.”® IL.R.C. §
882(c)(2) allows a foreign corporation to claim deductions
against its U.S.-sourced gross income “only by filing... a true and
accurate return, in the manner prescribed in subtitle F” of the
L.R.C., which subtitle contains procedural provisions governing
the filing of tax returns.”” Exercising its general rulemaking
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authority under LR.C. § 7805(a), Treasury promulgated Treas.
Reg. § 1.882-4(a)(3)(i), which interprets L.R.C. § 882(c)(2)
to allow a foreign corporation to claim offsetting deductions
against its U.S.-sourced income only if the corporation files
its tax return “in a timely manner,” designated specifically as
within 18 months of the return’s due date.® In so doing, the
regulation cross-references timing rules for filing tax returns
contained in I.R.C. §§ 6072 and 6081 and related Treasury
regulations.”!

'The taxpayer in Swallows Holding was a foreign corporation
that realized rental income from real property that it held in
San Diego, California, and elected to treat its rental activity as a
U.S. trade or business.” The taxpayer filed tax returns claiming
deductions under LR.C. § 882(c)(2) after the 18 month filing
period specified by Treas. Reg. § 1.882-4(a)(3)(i) had expired;
the IRS denied the deductions, citing the regulation; and the
taxpayer challenged the regulation’s substantive validity.?® The
interpretive question was whether Congress's use of the word
“manner” without a corresponding reference to “time” in LR.C.
§ 882(c)(2) allowed Treasury to impose a limitation period
for claiming deductions under L.R.C. § 882(c)(2).>* The Tax
Court concurred with the taxpayer in concluding that LR.C.
§ 882(c)(2) as worded did not permit Treasury to impose the
18 month time limit on deduction claims.?®

The judges of the U.S. Tax Court were sharply divided
over how to evaluate the regulation at issue in Swallows Holding.
A majority of the court concluded that the plain meaning of
the statute precluded the timely filing requirement imposed
by Treas. Reg. § 1.882-4(a)(3)(i). Nevertheless, the court also
expounded at some length regarding the character of general
authority Treasury regulations and the appropriate standard
for reviewing them. Adhering to tradition, but with little
further explanation, the majority labeled Treasury regulations
promulgated pursuant to I.R.C. § 7805(a) as interpretative in
character.’® Correspondingly, though suggesting that the two
standards are roughly equivalent with only “possible subtle
distinctions,” the majority concluded that the “traditional,
i.e., National Muffler standard” rather than Chevron applied.?’”
Considering various factors drawn from National Mujfler, the Tax
Court majority reached the alternative holding that Treasury’s
interpretation of LR.C. § 882(c)(2) was unreasonable.*®

Extensive dissenting opinions from Judges Swift, Halpern,
and Holmes rejected the majority’s conclusions regarding the
standard to be applied and the deference due to Treas. Reg.
§ 1.882-4(a)(3)(i). All three judges found the language of
LR.C. § 882(c)(2) ambiguous and advocated applying the
Chevron standard to defer to Treasury’s interpretation thereof
as reasonable.”” With the agreement of Judges Halpern and
Swift, Judge Holmes in particular argued that National Muffler
and Chevron represent different standards, and he rejected the
continued vitality of National Muffler in light of Chevron.®
Furthermore, in reaching his conclusion, Judge Holmes
offered substantial analysis debunking the significance of the
tax community’s historic practice of characterizing general
authority Treasury regulations as interpretative: observing that
such regulations “are intended to bind the public and have
the force of law;” noting that the Court has acknowledged
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regulations promulgated by other agencies pursuant to similar
general authority grants in other statutes as Chevron eligible; and
concluding that it is not “possible to draw distinctions between
the deference owed tax regulations issued under section 7805 (a)
and those issued under more specific authority.”*!

The Tax Court’s majority and dissenting opinions in
Swallows Holding thus neatly reflected the circuit court and
scholarly debate over whether the tax-specific judicial deference
standard articulated in National Muffler or the more general
Chevron deference standard applies to general authority Treasury
regulations. They also raised the question of the character of
such regulations. On appeal, the Third Circuit addressed at
least the first of these questions directly.

The Third Circuit’s opinion in Swallows Holding took two
clear and unequivocal positions regarding judicial deference
in the tax context. First, the court makes plain its belief that
Chevron and National Mujfler represent distinct and, to some
extent, incompatible standards. The court recognized that the
Supreme Court and lower courts have cited National Mujfler as
requiring Treasury regulations and rules to be reasonable—"a
proposition that is not at odds with Chevron’s core teachings.”*
Considering National Muffler more particularly as requiring
judicial evaluation of several factors, however, the court rejected
as “not mandatory or dispositive inquiries under Chevron” at
least two of those factors—contemporaneity and congressional
reenactment—along with giving weight to earlier judicial
interpretations of ambiguous I.R.C. provisions.* Second, to
the extent that Chevron and National Muffler yield different
results, as the court indicated they would in this case, the court
held that Chevron controls the outcome.* To reach the second
of these conclusions, the Third Circuit applied the standard
articulated by the Court in Mead: asking whether Treas. Reg.
§ 1.882-4(a)(3)(i) carries the force and effect of law.** It is at
this pivotal point, however, that Third Circuit unfortunately
truncated its analysis.

Consistent with the Tax Court’s majority, the taxpayer
argued that Treas. Reg. § 1.882-4(a)(3)(i) is an interpretative
rule rather than a legislative one, and as such was per se
ineligible for Chevron deference.® Under general, rather than
tax-specific, deference principles, that would mean that the less
deferential (and arguably more like National Muffler) Skidmore
standard was appropriate.”” However, rather than addressing
the taxpayer’s characterization of general authority Treasury
regulations, as the different Tax Court opinions had done, the
Third Circuit dodged that question. Instead, in applying Mead
to decide between Chevron or Skidmore, the court decided that
Chevron applied principally because the government put the
regulation at issue through public notice and comment, “a
move that is indicative of agency action that carries the force of
law.”*® Thus ends the court’s reasoning for why Chevron rather
than Skidmore applies.

Because the Mead Court expressly mentioned notice-and-
comment rulemaking as an indicator of Chevron’s applicability,
the lower courts often seem to regard notice and comment as
synonymous with Chevron’s applicability.” In most cases they
are probably right. Agencies typically utilize the notice-and-
comment process because the legal force of their regulations
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requires adherence to those procedures. Compliance with notice
and comment thus often serves as a convenient proxy for Mead's
inquiry into whether regulations carry the force and effect of law.
Yet, the Mead opinion clearly states that notice-and-comment
rulemaking is only an indicator of the congressional delegation
necessary for Chevron deference, and thus is neither an absolute
precondition for Chevron deference nor a means of obtaining
Chevron deference in the absence of the requisite delegation.*
The real question under Mead is not whether regulations were
promulgated using notice-and-comment rulemaking but rather
whether they carry legal force. As noted, there is little doubt
that Treasury regulations promulgated under I.R.C. §7805(a)
regulations do. It is for this reason, rather than Treasury’s
utilization of notice and comment, that Treas. Reg. § 1.882-
4(a)(3)(i) is entitled to Chevron deference.

It is also for this reason that Treasury and the IRS
are wrong in their claim that most Treasury regulations are
interpretative rules and, consequently, that notice and comment
are optional therefore. By failing to address the Tax Court’s
disagreement over the characterization of general authority
Treasury regulations generally or even Treas. Reg. § 1.882-
4(a)(3)(i) specifically, the Third Circuit left unsettled as much
or more than it resolved. Certainly, the question remains
unresolved whether all Treasury regulations must satisfy APA
rulemaking requirements. Given Treasury’s position on that
issue and its lousy record of compliance with APA rulemaking
requirements, will Chevron deference apply to general authority
Treasury regulations with APA compliance issues? Or will the
courts evaluate the applicability of Chevron versus Skidmore
to such regulations on a regulation-by-regulation basis? In the
event a court holds that notice and comment are not required
for general authority Treasury regulations, the Third Circuit’s
limited analysis in Swallows Holding provides an opening for
taxpayers to argue, even before the Third Circuit, that courts
should apply Skidmore rather than Chevron deference in
reviewing the substantive validity of Treasury regulations.

Regardless of its flaws, however, the Third Circuit’s
opinion in Swallows Holding at least clearly repudiates the
continued vitality of National Muffler as an independent, tax-
specific evaluative standard for Treasury regulations. Swallows
Holding thus represents a nail in the coffin of tax exceptionalism
in judicial deference. In my view, that is progress.
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2008 FEpERALIST SocIETY Tax PoLicy CONFERENCE PANEL:
“How our Tax Laws ArrecT HOw HEALTH 1S PAID FOR AND DELIVERED”
Eileen J. O’Connor, Amy Monahan, Robert B. Helms ¢ Michael E Cannon

MS. O’CONNOR: Good morning everyone. I'm Eileen J.
O’Connor. I'm a partner at Pillsbury Winthrop Shaw Pittman
LLP, and it is my pleasure to welcome you this morning to
the Federalist Society’s tax policy conference, entitled “Our
Nation’s Founding Principles and Our Tax Code: Consistent
or in Conflice?”

I will admit, those are actually my words, and the content
of the conference is pretty much inspired by my experience over
the past 30 years, as I have engaged in tax practice and have
watched clients struggle with the Internal Revenue Code and
how to comply with it, as they see other people try to figure
out how to get out from under it, all the while weighing what
the Internal Revenue Code really does against what, ideally, an
Internal Revenue Code ought to do.

The 16th Amendment to the Constitution, ratified in
1913, says: “The Congress shall have the power to lay and
collect taxes on incomes from whatever source derived, without
apportionment among the several states, and without regard
to any census or enumeration.” That’s pretty much all it says.
But you don’t have to be paying particularly close attention to
the tax laws to appreciate that the Internal Revenue Code has
become the repository not only of the rules for what revenues
must be paid into the federal treasury, but also for many other
rules, and we're going to talk about a few of those today.

Rather than coming right out and outlawing a behavior,
lawmakers can provide a disincentive in the tax code. Similarly,
rather than coming right out and providing a subsidy for a
behavior, lawmakers can, and do, provide an incentive for it
in the tax code.

Our first panel is about healthcare—how our tax laws
affect how health care in our country is paid for and delivered.
Our moderator is Professor Amy Monahan at the University
of Missouri Law School, and she will introduce to you her
panelists, Michael Cannon of the Cato Institute and Robert
Helms of the American Enterprise Institute. Mark Pauly
couldn’t be with us today because of a death in the family, but
he has some very valuable scholarship on his website, as he is
a professor. So I encourage you, if this area interests you, to go
there and read some of what he has written.

Our second panel today is about charity—whether and,
if so, how our tax laws affect charitable activities, religious
institutions, and free speech. Our moderator for that panel
is Matthew Vadum, and our panelists will be Lee Goodman,
Kevin Hasson and Anne Neil.

Our third and final panel is about tax expenditures. We
will attempt to define that term, and discuss the wisdom and
efficacy of using the Internal Revenue Code to implement
social policy. I'll moderate that panel, and our panelists will
be Lily Batchelder of the New York University School of Law,
Leonard Berman of the Urban Institute, and Stephen Entin
of the Institute for Research on the Economics of Taxation.

Author notes appear in text. This event took place on May 7, 2008.
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[Video/audio recordings of the other panels can be found in
our Multimedia Archive online at www.fed-soc.org.]

Without further ado, then, let us turn to our first panel.
Our moderator is Amy Monahan, who is an Associate Professor
of Law at the University of Missouri-Columbia School of Law.
Ms. Monahan joined that faculty in 2004. Before she joined
the faculty there, she had taught at Notre Dame and had also
practiced law with Sidley Austin LLP in Chicago.

PROE. MONAHAN: First of all, thank you Lee and the
Federalist Society for organizing this conference and having
me here today. 'm really pleased that there’s a panel at this
conference on how the tax code affects health care, financing,
and delivery. It’s a fundamental issue, and I think one that all
too often does not receive enough attention.

Before I turn things over to our two panelists, ’'m going
to give some brief introductory remarks. The topic of our
panel today is how tax laws affect how health care is paid for
and delivered. As many of you probably know, the answer is:
they affect it fundamentally. The way we finance and deliver
healthcare is really tax-code-driven, at least with respect to non-
elderly Americans. I'm not going to go into the history of how
we got where we are because Bob is going to cover that, but the
regulatory system that we have in place now is one that few, if
any, would defend in terms of regulatory theory. That said, it
does have some benefits, which I'll talk about in a moment.

First: a brief summary of where we are today, for those that
might not be engaged with the taxation of employer-provided
health insurance.

There is a very significant tax preference given to
employer-provided health insurance. Employers can deduct
the cost of providing health insurance to their employees,
just as they can deduct any other reasonable compensation
expense. There’s nothing special about that. But unlike other
compensation that employers pay to employees, the amount
an employer spends on employee health care is excluded from
the employee’s income for both federal income and payroll tax
purposes. So, getting health care benefits from your employer
is a much more advantageous arrangement than getting cash
wages—because cash wages, of course, are taxed. As a result,
employers are encouraged to contribute to the cost of health
care they provide for employees: not just to set up a group
plan but actually to contribute to it, instead of paying their
employees cash wages.

There are other tax benefits as well. For example, the
benefits paid from an employer-provided plan are excluded
from the employee’s income when paid. So, if they reimburse
your hospital bill, that’s not included in the employee’s income.
Employers can also set up a cafeteria plan under § 125 of the
tax code to allow employees to pay their share of premiums
for employer-provided health insurance on a pre-tax basis. As
a result, both employer and employee contributions to health
insurance can be excluded from an employee’s income.
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Through a cafeteria plan, you can also set up a healthcare
flexible spending account that allows you to pay out-of-pocket
health care expenses on a pre-tax basis. Now, those are subject to
various restrictions, the biggest one being the “use it or lose it”
rule. You have to pre-commit to an amount that you set aside
in your flexible spending account, and you either spend it on
medical care or your employer gets that money back.

So, things are pretty good for employees that receive
health care from their employer. Basically, everything can be
tax-free. That stands in stark contrast to individuals who either
do not receive health care through their employers or who are
not employed. If you purchase health insurance outside of the
employment context, you cannot deduct its cost unless you're
self-employed. If you're self-employed, you can deduct 100%
of the premiums.

Individuals can now also set up health savings accounts,
which allow limited deductions for contributions to health
savings accounts. Michael is going to speak in greater detail
about health savings accounts, how they work, and how they
might be reformed, but a health savings account requires,
among other things, that an individual set up a high-deductible
health plan and be covered only by that plan. However, the
premiums associated with that plan cannot be paid on a pre-
tax basis unless your employer is offering it, or unless you are
self-employed. And finally, individuals can deduct their out-of-
pocket medical expenses only to the extent they exceed 7.5%
of the individual’s adjusted gross income for the year. So there
are significantly limited deductions for out-of-pocket health
care expenses.

The bottom line is that anyone who has access to
employer-provided health coverage usually elects that
coverage if they want health insurance, because the tax code
skews the economics of that decision in favor of employer-
provided coverage. As a result, the majority of non-elderly
Americans receive their health insurance through an employer.
Additionally, because employer-provided coverage is subsidized
by the federal government through tax provisions, we generally
think that individuals end up with more health insurance than
they would have, absent the federal tax preference. Because
of the preference for employer-provided coverage over cash
wages, employers offer more generous plans, and employees
elect more generous plans, than they would absent the federal
tax preference of those benefits.

Two big advantages of this system are based on the
group purchasing model. First, group purchasing enjoys lower
administrative costs. There’s much lower overhead associated
with purchasing health insurance as a group than in purchasing
it as an individual, and this helps to control costs. The second
significant advantage is the risk pooling function of employer
groups. Employers are natural risk pooling groups for the most
part, and that helps high-risk individuals afford coverage they
otherwise would not be able to afford. There’s a nice, kind of
natural risk pooling there.

The third big advantage, and the one I will leave off with,
is that it’s easy for employees. One concern with insurance
purchase on the individual market is that are tough decisions
to make. If you're an individual looking at insurance policies,
you have to evaluate a very wide range of factors and make
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decisions based on future, uncertain medical events. It’s a
difficult decision. The employer market is easy. It might not
actually match your preferences, but it is easy. It’s not cognitively
taxing to choose an insurance plan from among the ones your
employer offers. Its a nice, limited decision process, and we
know from behavioral economics that can be a benefit, too.

But the list of disadvantages is longer, and that’s probably
why we're talking about this today. The disadvantages I would
put into two main categories. There are both economic
disadvantages and fairness issues. On the economic side, there
are huge costs associated with the tax preference for employer-
provided insurance. I think one of the handouts you received
here today lists tax expenditures. You'll notice employer-
provided health insurance is number one on that list. It is the
most expensive tax preference item we have in the budget (which
is why I think it’s so important were talking about that today).
One thing to note is the handout you have refers only to federal
income tax issues. We also lose money in the payroll tax system,
because those benefits are exempt from payroll taxes. So it’s a
very big expenditure, a very big cost to us.

The other big economic disadvantage is that this tax
preference encourages overspending in healthcare. There are
incentives to elect generous insurance coverage. When people
have generous insurance coverage, the rational thing to do is
consume medical care. You paid for it through your premiums.
Your plan is likely to have low cost sharing, so you have a small
marginal cost when you decide to go to the doctor. A classic
example is when you think you might have the flu. When
deciding whether or not to go to the doctor—who you know
probably can’t help you—you are weighing a decision based on
maybe a $20 co-pay. It could be as low as zero. In that case, you
might as well go to the doctor—whereas, if you were evaluating
that decision based on full cost of service, you might forgo it
altogether. So, at least with respect to what I call discretionary
medical services, the tax preference leads to over-consumption
of medical care, and that’s not good for anyone.

On the fairness side, there are several different issues. It’s
an exclusion from income, so obviously that’s going to benefit
those in the highest tax bracket. On the other hand, people
with little or no income tax liability receive no benefit from the
exclusion. And when we think about who we’re trying to help
or to subsidize—whose behavior we're trying to nudge if you
will—it’s hard to defend the exclusion on those grounds.

The last issue I want to mention is the disparate treatment.
Its very hard to come up with an argument as to why people
with the luck of working for an employer that offers health
insurance should be able to purchase it on a pre-tax basis, but
not those without such luck. This is the basis of an additional,
and significant, fairness critique.

The list of disadvantages is significantly longer than the
advantages. That isn't to say they necessarily outweigh them,
but the result is that there’s a great deal of interest in reforming
how we tax health insurance. The big question, of course, is
which path of reform one should take. Some people argue for
leveling up—meaning, extending the favorable tax treatment
to everyone, not limited to the employer context. Others argue
for leveling down. Take away the preference from employer-
provided insurance and put everyone on a level playing field.
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Other proposals, (I would argue most proposals), lie somewhere
in-between, and I think that’s what were going to see today.
There are no easy solutions here. First of all, the tax
treatment of health insurance is actually pretty popular,
because most people benefit from it. So there’s a lot of political
opposition to changing the tax treatment. And as we tinker
with the tax treatment of health care, we have to contend very
directly with how that affects state insurance markets, risk
pooling functions of insurance, and uncertain outcomes.
We'll hear first from Bob
Helms, Resident Scholar at the
American Enterprise Institute.

Growth of Health Insurance Coverage:
Percent of the Population, 1940-1975

something he would have to work out with states, as kind of a
fallback position that people could opt into. He also proposes
to allow the interstate purchase of health insurance.

There are no official estimates of the cost of any of these
plans. The estimates on the Clinton and Obama plans are really
done by the campaigns themselves, not outside scorers.

I want to highlight what we health economists think we
know about health and health insurance markets. First, we’re
talking about a service that a lot of people think is not a normal
commodity—still, prices in this
market matter. They matter
to the buyers; they matter to

He’s going to talk about the

the sellers. We also know that

history of the tax treatment s insurance, whether it’s public
© illion
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possible reforms. Bob has written 0 169 million price to the consumer. In other

and lectured extensively on 4 w —caseneis words, we have what's commonly
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issues. He has been widely N 7/ when people don't pay the full

published and has held various 1o | 12ilion price out-of-pocket.

government positions in the o | seon On the supply side, the
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further ado, Bob Helms. A=l P8 labor-intensive. It’s mostly

MR. HELMS: Thank you,
Amy. That’s was actually a very
good introduction for my talk.

Private Hospital Insurance Coverage
Group versus Individual, 1940-1975

services. But we do have a lot
of products that are always
changing. So innovation and
investment, etc., are important

issues in this market. And we
have large capital investments,

I think this is an area that’s 200
greatly misunderstood—maybe £
i’s more like ignored—in the §
broader health policy debate and 5 100
in the media. g
One little illustration of this %
is that almost every reporter you 0

talk to about the tax treatment
or health insurance uses the
word “tax deduction” when what

group policies.

we're really talking about is a tax A=1

exclusion. So any time you read

something in the paper about eliminating a tax deduction,
you should question whether what they are talking about a tax
deduction or a tax exclusion.

Health policy, even tax policy, is certainly in the political
debate today. The last I heard, we still have two Democratic
candidates. There is a lot of information about these plans on
the Kaiser family website, “Health08.” Hillary is proposing
an individual mandate, and Senator Obama is proposing an
individual mandate for children. Most of the experts in this area
think that all of the candidates’ proposals are still very vague.
And whoever gets elected will have to face the separate issue of
getting something passed. But I'll just point out that there are
a lot of details in the Clinton and Obama plans already about
heavy regulatory proposals for private health insurance.

McCain’s proposal is even vaguer. So far, he’s proposing
to end the tax exclusion, but to give everybody, regardless of
income, a tax credit: individuals $2,500 and families $5,000.
Recently, he referred to the Guaranteed Access Plan. This is
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Note: Employer group is the total of persons covered by Blue Cross/Blue Shield plus insurance company

Source: Historical § tatistics of the United S tates - Millennial Edition, Series Bd294-305.

particularly in hospitals, nursing
homes, etc., which make quick
adjustments more difficult.

B Employer Group
O Individual

But what’s common

about both public and private

programs is that almost all the

payment policies we have are

open-ended in various ways.
15 I'm not going to talk about

Medicare and Medicaid; they
have their own open-endedness. But an open-ended policy
creates strong incentives to increase spending. In other words,
you're spending somebody else’s money, and so your incentive
to be careful about it is much weaker. The result is what Clark
Havighurst and others have called “flat of the curve medicine.”
Basically, we invest up to the point where the marginal returns
are very low, sometimes negative.

Now, I want to talk a little about history. The ‘30s,
‘40s, and early ‘50s were a period of great change in medical
technology. Lots of new discoveries—in particular the
development of penicillin, used with the troops in World War
I1, then made widely available after the war. This had the effect
of making possible a lot of what we now consider to be routine
surgery. Before that, it was more difficult because one could not
keep down infection. So there were major advances not only
on the drug side but also with regard to medical procedures. As
a result, people began to value medical care more highly than
they had in the ‘30s.
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There are many statements in the literature that say
something like, “In the 1930s the average physician could
not affect the average condition of the average patient.” That
statement recognizes that there were lots of innovative things
going on in medical schools, in the “30s. But the perception back
then was, stay out of the hospital; it’s a dangerous place. That’s
where people go to die. If you went there, you were probably
going to get an infection. That changed, even by the ‘50s, so
that people began to perceive of
medical care as actually doing
something good for you, even

Tax Expenditures from the Exclusion of
Health Insurance from Taxes, 1969-2009

employer-provided health insurance should be taxable or not,
but the Congress finally stepped in and put this into legislation
in 1954, saying that health insurance provided by the employer
was to be excluded from taxable income. Now, that—the tax
preference that Amy explained—combined with the increase
in demand for health insurance led to rapid growth in health
insurance coverage after the war. The post-war increase in the
population, the influx of women into the marketplace, and
income growth all combined to
increase the demand for health
insurance. The people who had

though it was expensive. This
created a demand for insurance
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hospital benefits increased from
12.3 million in 1940 to about
180 million in 1945; that is,
nearly 90% of the population

had health insurance of some

kind (see chart 14).
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to organize local plans into
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Federal Tax Expenditures as a Percent of GDP,
NHE, and Federal Entitlement Expenditures,
1968-2007

you can see in chart 15, in terms
of the millions of people covered
by employer groups compared
18 to individual coverage, the
individual market did grow
after the war. But the tax policy
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Then, World War II came
along and with it a massive amount of economic planning and
regulation. The government empowered a War Production
Board to coordinate production of materials, and begin
intensive government planning and price controls. The Office
of Price Administration ran the rationing system and price
controls of individual products. The National War Labor Board
controlled wartime wages and attempted to settle labor disputes.
In an effort to assure wartime production, they established
many detailed rules and regulations regarding all aspects of
hiring and paying employees. In 1943, the Board faced the
problem of what to do about fringe benefits. In the end, they
adopted the IRS rules and focused on controlling cash wages
while exempting employer-provided fringe benefits, primarily
pensions and health insurance. This was at a time when health
insurance was relatively small and inexpensive.

After the war, the War Labor Board was disbanded but
the IRS adopted the Board’s policy of exempting fringe benefits
from taxable income. It vacillated a little bit about whether
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Historical data from the
1960s to 2000 show that third
party payments (also reflecting
the growth of Medicare and
Medicaid passed in 1965) increased relative to out-of-pocket
payments. Out-of-pocket payments decreased from almost 60%
to less than 20% from 1960 to 2000.

One of the conclusions I would like to leave you with
today is that the present tax policy was somewhat of a historical
accident. Still, it has played a large role in pushing health
insurance into the employment sector and causing health
insurance to evolve in an ineflicient way.

Chart 18 shows two estimates of the growth of tax
expenditures caused by federal tax policies that exclude
employer-provided health insurance from taxable income. The
measurement of tax expenditures is a controversial topic, but
I use them because they are a convenient statistic and the only
way I know to illustrate the effect of tax policy over time. The
green bars plot the Treasury Department estimates over time
and you can see they have grown. John Shiels at the Lewin
Group has an alternative estimate that includes the effects of
payroll taxes and state taxes. His estimate is almost up to $250
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billion a year in 2007. Note that on the basis of the Sheils’s
estimates, total federal and state tax expenditures are increasing
on average over $13 billion a year from 1998 throught 2006.
If this lost revenue to the federal and state budgets had been
from expenditure increases, it would most likely have received
more attention.

Now, how does this compare to the economy? I've taken
just those estimates of federal tax expenditures and compared
them to three measures of economic activity (see chart 19).
Tax expenditures are growing—relative to gross domestic
product, as a percent of national health expenditures, and
also as a percent of entitlement expenditures in the federal
budget. So it’s increasing relative to almost anything you put
in the denominator. The effect of tax policy has been to push
the demand for health services to a higher equilibrium than it
would have been without the tax subsidy. To summarize, the
effects of tax policy intensified the effects of increases in income,
population, and medical technology; it expanded employment-
based insurance relative to the individual insurance market; and
it expanded insurance benefits, meaning it gave an incentive at
the margin, so that people have more hospital coverage, more
outpatient care, and eventually mental health, dental, and drug
coverage, etc. Some people even include exercise programs now.
And if you can get your employer to include these things, you
get it tax-free. Another point to remember about the exclusion
is that the higher your marginal tax rates, the higher the benefit
is to you. Tax policy induced a higher level of costs, prices, and
expenditures and created winners and losers.

Let me close with a comment on the health reform
debate. This is oversimplified, but in my view you have
two basic approaches to reform. You can take a tax reform
approach—which, to me, is a necessary condition to the
effective reform of incentives. If tax policy pushed us into an
inefficient form of insurance, then it seems to me that we've
got to change it somehow, maybe put a limit on it with a tax
cap to give incentives for people to redesign these plans and
put more emphasis on value and cost effectiveness. You could
eliminate the tax exclusion, put on a tax cap, as in the 1940s
during World War II. That was actually proposed under the
Reagan administration, something I was involved in. Bush had
a standard deduction proposal, and McCain has a tax credit
proposal that would eliminate the tax exclusion but give people
a deduction or a tax credit. Under this system you would have
strong incentive to redesign the health insurance coverage. Youd
have more research on cost-effectiveness. The market would
then determine which kind of health policy would dominate,
but you'd have, I think, more cost-effective options for small
businesses, which is where a lot of the uninsured are now. This is
a necessary, but not sufficient, condition for effective reform.

The alternative is the regulatory approach, more
administered fee schedules like we have in Medicare, more
global budgeting, as Hillary Clinton proposed in 1993. Youd
have mandated benefits like both of the Democratic candidates
are proposing. You could mandate coverage for individual
employers. Youd have a lot more underwriting restrictions,
price controls on insurance, and mandates on the pay-out from
insurance, which to me is just a form of price controls. If we
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take the regulatory approach, it will be important to remember
that it will be much easier to mandate insurance coverage than
it will be to mandate that everyone have access to high quality
and cost-effective care.

Thanks.

PROE MONAHAN: Thank you, Bob. Our next panelist is
Michael Cannon, the Cato Institute’s Director of Health Policy
Studies. Prior to joining Cato, he served as a domestic policy
analyst for the U.S. Senate Republican Policy Committee and
is widely published in health care policy.

MR. CANNON: Thank you, Amy. And Bob, I want to let you
know that 'm on my own campaign to change the way people
talk about not just health care but taxes generally—I'm trying
to eliminate the term “tax expenditure” from our vocabulary.
Tax expenditure is how we describe money the government
leaves with you. We call it spending. They’re also referred to
as subsidies. I dont think you can spend money or subsidize
someone unless you actually have that money in your hands
and then give it to someone else. I fear the day the government
begins to consider all of the money it lets us keep as a tax
expenditure and then decides, “We're spending it here, let’s just
spend it somewhere else instead.” Anyway, the campaign goes
on.

I want to thank Amy and Bob for really laying out most
of the important issues surrounding tax reform and health care.
I would add that there are also exclusions for money put into a
flexible spending account: a health reimbursement arrangement
or a health savings account (HSA). These are all accounts that
let the individual consumer control the money, but HSAs are
really the only ones that create ownership because only with
HSAs do you get a tax break for money that you own and
can take with you from job to job. And there’s also the tax
deduction for qualified medical expenses in excess of 7.5% of
adjusted gross income.

Once you add the loss of revenue under the payroll tax,
the tax exclusion for employer-sponsored insurance is about
two times that of the next biggest revenue loser, which is the
mortgage interest deduction. The exclusion distorts the prices
and costs when workers are making decisions about how much
health insurance to buy, where to buy it, and how to pay for
their medical needs generally.

It distorts the prices or the costs that workers face in
three different ways. First, it distorts the relative cost of health
versus non-health expenditures. You've got a tax break for
employer-sponsored health insurance. That’s going to reduce
the cost of health care spending generally relative to non-health
expenditures.

Second, it reduces the cost of third-party insurance relative
to self-insurance, because if you decide to get less generous
coverage through an employer—(your employer makes that
decision)—and save a bit of money, or putaside those savings on
premiums to help pay for your medical bills, traditionally that
money was taxed. So it wasn’t a level playing field between those
two decisions, between premiums and savings. With HSAs and
some of those other options, the playing field has been leveled
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somewhat, but not completely, because it only happens within
a narrow range of premiums and deductibles, and it only works
for people who purchase a qualified high-deductible health plan
that’s compatible with an HSA.

Third, the exclusion favors employer-sponsored insurance
over other forms of third-party insurance. This could be
insurance that you purchase on your own or through a group.
The way that works is employer-sponsored insurance is favored
to such an extent that if you decide to purchase insurance on
your own rather than through an employer, depending on your
health status and your tax bracket, you can end up paying twice
as much for the same or less coverage—twice as much because
youd be paying higher taxes.

So what does this do to our health insurance markee?
Well, I think a lot of individuals end up getting stuck with
insurance that doesn’t meet their preferences. In the 1990s, as
a response to the growing cost of health insurance, employers
tried to move a lot of their workers into managed care. A lot of
workers didn’t like that. Right now, we're seeing a shift toward
more cost-sharing in order to hold down the rising health
insurance premiums. And I think we are seeing evidence of a
similar backlash from consumers who would rather have less
cost-sharing. So no matter what employers do they’re going to
step on some of their workers’ toes.

As Bob and Amy mentioned, we end up encouraging
people to obtain more coverage than they would if they were
making decisions undistorted by the tax code. And they end
up purchasing a lot of low value medical care. Economists
have generally found that beyond a certain amount of health
insurance, purchasing additional coverage doesnt deliver
additional improvements in health. So that’s one way of
measuring value, but there are other ways that suggest that this
excess coverage encourages consumers to purchase too much
medical care.

It can also create inefficiencies by distorting people’s
labor market decisions. If you've ever heard of the term “job
lock,” that’s when someone’s got an employer-sponsored health
insurance plan that they really need because they or someone
in their family have a high cost condition, and they’re afraid of
moving to another job because that doesn’t offer as generous
coverage, or because they’re afraid of retiring early and losing
access to that coverage.

It also creates a lot of inequities, both horizontal and
vertical. Say you've got two neighbors and they are identical in
every way, except that one of them works for an employer that
offers health insurance and the other does not. The one that does
not ends up paying higher taxes because his health-insurance
premiums are not tax-exempt. So it treats like people differently.
A lot of people think the tax exclusion for employer-sponsored
insurance creates vertical inequities as well. People with higher
incomes get a larger tax break under the exclusion because
they’re in higher tax brackets. That’s how deductions and
exclusions work. People who are in lower tax brackets get smaller
tax breaks, and because they’re also less likely to work for an
employer that offers employer-sponsored health insurance,
they're less likely to get any tax break at all.

There is an interesting and underappreciated feature to
the exclusion from employer- sponsored insurance. If you look
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at where the money comes from before it enters the hands of
a doctor, insurance company, or anyone else operating in the
health sector, almost half of it comes from the government,
and over a quarter of it from employers, which means that,
generally, employers are the ones controlling and deciding
how it is used. The consumer share is only about a quarter.
It’s really less than that because that 26% includes things like
Medicare Part B premiums, where the consumer doesn’t really
have much of a choice about how to spend it. Also, with regard
to the employee portion of their employer-sponsored insurance
premiums, if they decided to buy health insurance elsewhere,
they could end up spending twice as much for less coverage.
So the exclusion actually gives employers control over a large
chunk of what is actually the employee’s compensation. This
is compensation that the employee earned. The economists tell
us that the employer wasn't providing health insurance, that
they would have to return that money to the employee in the
form of cash wages—(or other benefits, but likely cash wages)
—and that’s a substantial chunk of earnings that the employer
gets to control. An average family policy offered through an
employer costs $12,000.

On average, the “employer portion” of that is $9,000.
That’s a substantial chunk of money for most families that the
employer gets to control, and it’s why, if you look at only the
private sector, employers control about half the money that goes
into health care from private payers. There are two reasons for
that. The first is the wedge that the exclusion drives between the
worker and their earnings, and the second is the fact that, by
drawing so many people out of the individual health insurance
market, it makes a much thinner market and one much less
attractive to people who might like to purchase insurance that
meets their own needs.

We've talked a little bit about possible reforms. There’s
leveling up and leveling down. Limiting health-related tax
breaks would be leveling down, and there are a couple of ways
to do that. You can cap the exclusion so that if you have a
family policy with premiums of $12,000, and we placed a cap
of $6,000 on the exclusion, then the worker would have to pay
taxes on the $6,000 that exceed that count.

You could also eliminate the exclusion, which by itself
would be a large tax increase because you'd be taxing a lot of
previously untaxed activity. So usually when people talk about
eliminating the exclusion they talk about reducing marginal
tax rates so that it would be revenue-neutral.

You could also expand health-related tax breaks. Health
savings accounts did that. Actually, they have done it twice so
far: by creating a tax-free account, where you get a tax break
for money the consumer controls; and again in 2006, they
ramped up the amount of money that people can put into a
health savings account tax-free. Both actions expanded health-
related tax breaks.

Another option that has been proposed is full deductibility
of all health spending. Now here I do mean deductibility. The
authors of this idea propose allowing individuals to deduct
from their income taxes every dollar that they spend on
health insurance premiums and every dollar that they spend
on medical care out-of-pocket. It also would expand the tax
breaks as they exist.
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Then there are some hybrid approaches that would
broaden the existing tax breaks but still limit them in some way.
Those include the tax credits Senator McCain has proposed
and the standard health insurance deduction the President
proposed.

I want to throw out on the table another option that actu-
ally builds on health savings accounts. This falls into the hybrid
category. Like the others, it would expand the tax breaks, but
cap them at the same time. So over time it would limit these tax
breaks relative to what they are under the current law. I call this
option large health savings accounts. Essentially, it would build
on HSAs and replace the exclusion from employer-sponsored
insurance. First, it would essentially triple the HSA contribu-
tion limits to $8,000 or $16,000 for individuals and families
respectively (those aren’t magic numbers; for political reasons

It would completely eliminate the last two. It would retain a
distortion between health and non-health uses of income, but
because you would get that tax break for putting the money
aside for your health care needs, it would eliminate the price
distortions between third-party insurance and saving, and it
would eliminate any distortion between consumers™ decisions
to purchase employer-sponsored insurance or insurance from
another source. And like I said, it would broaden and cap the tax
breaks. It would cap them because those contributions would
effectively act as the cap on what is currently an unlimited
exclusion. And if those were held constant in nominal terms
or even in real terms, those contribution limits would reduce
the tax break over time.

Large HSAs would allow people to purchase the mix of
insurance and saving that is right for them. It would allow them
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ment that I will
get to. Lastly, it would allow people to purchase any kind of
insurance from any source with their tax-free HSA funds. Cur-
rently, you can only use HSA funds for insurance premiums
under limited circumstances.

Before I get to how they would do it, how would large
health savings accounts work? For the most part, workers could
take 100% of the money they currently exempt from income
and payroll taxes as a tax-free large health savings account
contribution. So the family that has a $12,000 policy through
their employer could put the $9,000 their employer was paying
into a large HSA, and put $3000 in, and the taxes would not
go up. They could even put in $4,000. They could adjust that
amount, as workers can with flexible spending accounts now.
And, as I mentioned, they could purchase insurance from any
source, or no insurance. There are people who would not be
able to arrange this sort of payroll deduction, but there’s a way
to give those people an equivalent tax break. The President laid
out that option solution when he proposed standard health
insurance deduction.

So, if we made these three changes, how would it change
the tax treatment of employer-sponsored health insurance? Well,
you remember the three price distortions I mentioned eatlier.
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purchasing, they’re
more likely to re-
duce the amount of health insurance they purchase, that would
reduce the consumption of the low-value care we mentioned
before. It would also reduce labor market distortions, because
there would be a level playing field for individual insurance.
Fewer people would be stuck in jobs because their insurance
would stay with them.

In terms of horizontal equity, it would eliminate the tax
penalty currently imposed on people who don’t get employer-
sponsored insurance, so people would no longer be penalized
based on the place of employment or the quantity of coverage
they purchase and where they purchase it.

It is a little less clear what it would mean in terms of
vertical equity, but I would argue that for those who are very
concerned about vertical equity, large HSAs would be an
improvement. First, they would cap the exclusion so that the
wealthy would be less able to take advantage of these large tax
breaks for health insurance and would extend a tax break for
health care to low-income workers who currently get none.

Importantly, almost every proposal to reform the tax
treatment of health insurance focuses on providing a different
tax break for health insurance. What does that mean if you're
uninsurable? If you're only providing a tax break for health
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insurance, people who are uninsurable don’t get any tax
break. This is true of the Presidents proposal for a standard
health insurance deduction, proposals to cap the exclusion
for employer-sponsored insurance, and McCain’s tax credit
proposal. One benefit of a large HSA approach is that it
actually provides a tax break for health savings, rather than
health insurance, so that the uninsurable get a tax break, the
same break the insurable get.

And I think it would be a more feasible way of capping
the exclusion than most of the other proposal that we've seen.
One of the recurrent obstacles to reforming the tax treatment
of health insurance is that they pretty much all involve taxing
previously untaxed economic activity. Large HSAs deal would
let almost every worker get the same tax break they’re currently
getting. The first chart here (opposite) shows the cumulative dis-
tribution of how much

insurance, will that encourage low-risk people to leave the
employer-sponsored pools, and therefore increase premiums
for the high-cost people in those pools? Large HSAs create a
potential problem with regard to free riding because people
may decide they just don’t want to purchase health insurance.
Many of these potential negatives are smaller than they appear,
and others can be mitigated by adjusting things like large HSA
contribution limits. In my view, large HSAs would be less
disruptive to people’s health insurance, and would do more for
the uninsurable than any other approach to reforming the tax
treatment of health care. And I'll go ahead and stop there, and
hopefully we can talk about those in the question-and-answer
portion if there’s any interest.
Thank you very much.
[Discussion and Q&A available in recording online.]
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ers would see no tax
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may see a tax only if they wanted to purchase more generous
insurance than they get right now. Only 3% of workers would
see any possibility of a tax increase in the first year. Offsetting
that potential tax increase, is the control they would get over
the first $8,000 of their earnings, which is really a tax cuz. The
second chart (above) is the same, but for family coverage, and
it shows basically the same thing, with a contribution limit of
$16,000. Ninety-seven percent of workers who currently have
employer-sponsored family coverage would see no increase in
their taxes. And these are just another two ways of looking at
that, showing the frequency distribution for those with self-only
coverage and family coverage.

It can be likened to a tax cut, even for that 3%, because it
gives them more control of the first $8,000 or $16,000 of their
spending. And it would also make it easier to move toward a tax
system that’s completely neutral toward health expenditures.

There are some potential negatives, but those exist with
all approaches for reforming the current approach to taxing
health insurance. What is the effect on federal revenues?
What are the effects on pooling? If you level the playing field
between employer-sponsored insurance and individual market
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EnHANCING DisaBiLiTy PROTECTION WITHOUT ABONDONING PRINCIPLE

By Senator Orrin G. Hatch*

he ADA Restoration Act (ADARA)' states as its

intention to reverse Supreme Court decisions that

“narrowed the class of people who can invoke the
protection from discrimination that the Americans with
Disabilities Act of 1990 provides.”? The bill’s supporters
claim that these decisions “ignored Congress’s clear intent as
to who should be protected,” excluding “millions of people
[Congress] intended to be protected under the ADA.” This
article examines the ADA’s basic principles, those Supreme
Court decisions, and the ADARA’s language and likely results.
It concludes that, by abandoning the ADA’s basic principles,
the ADARA significantly expands, rather than restores, its
intended coverage, and sets the ADA at odds with the rest of
federal disability policy.

I. THE AMERICANS WITH DISABILITIES ACT

Signed into law by President George H.W. Bush on
July 26, 1990, the ADA has been called “the most extensive
disability civil rights law ever enacted™ and “the most sweeping
nondiscrimination legislation since the Civil Rights Act of
1964.”° Senator Tom Harkin (D-IA), who introduced the
bill,” called it the “emancipation proclamation” for disabled
Americans, predicting that it will “change the way we live
and the way we associate with one another in all aspects of
our livelihood.”® I was an ADA co-sponsor and described
it as “a major, landmark piece of legislation™ that would
“bring individuals with disabilities into the mainstream of the
economic structure of this country.”'* To that end, the ADA
prohibits discrimination against an individual on the basis of
a present,'! past,'? or perceived'? disability in employment,
state and local government services,” public accommodations, '
and telecommunications."” In the employment context, it
also requires provision of “reasonable accommodations to
the known physical or mental limitations of an otherwise
qualified individual with a disability who is an applicant or
employee, unless... the accommodation would impose an
undue hardship.”'8

A. Basic Principles

For more than three decades, Congress has built federal
disability policy on basic principles such as individuality and
functionality. The Rehabilitation Act of 1973, for example,
states its purpose as authorizing programs to meet the needs of
“handicapped individuals,”" and uses the word individual or
its plural form 239 times. As one federal court put it, under the
Rehabilitation Act, “[i]t is the impaired individual that must
be examined, and not just the impairment in the abstract.”

* Senator Orrin G. Hatch represents the State of Utah and serves on the
Health, Education, Labor, and Pensions Committee, which bas jurisdiction
over the Americans with Disabilities Act. He chaired the committee from
1981 to 1987 and was the committees Ranking Member at the time of
the ADAS passage in 1990.
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It defines the phrase individual with a disability in functional
terms as “an individual who has a physical or mental impairment
which substantially limits one or more. .. major life activities.”*!
The Air Carrier Access Act of 1986* and the Fair Housing
Act Amendments of 1988% define these terms by the same
individual and functional principles.*

Against this backdrop, Congress implemented the
principles of individuality and functionality in both the
purpose and the provisions of the ADA. It pursues each of its
four purposes on behalf of “individuals with disabilities.”” The
reports of the Senate Labor and Human Resources Committee?
as well as the House Education and Labor Committee,” Judiciary
Committee,”® and Energy and Commerce Committee® similarly
describe each of the ADA’s purposes in terms of individuals with
disabilities. The ADA’s substantive provisions also implement
the principle of individuality, defining the key term disability
“with respect to an individual,”® and using the word individual
or its plural form 297 times.

The ADA implements the principle of individuality
in another important way. The House Education and Labor
Committee report notes that disability discrimination “often
results from false presumptions, generalizations™' and
“stereotypical assumptions.”* Generalizations and assumptions
necessarily ignore individuals and their particular circumstances
and abilities. In its ADA findings, Congress denounced
restrictions and unequal treatment “resulting from stereotypic
assumptions not truly indicative of the individual ability of
such individuals to participate in, and contribute to, society.”*
As the Congressional Research Service explains, prohibiting
discrimination based on perceived disability “has as its purpose
the protection of individuals from stereotypical assumptions
that do not reflect the individual’s ability.”**

The ADA also implements the related principle of
functionality. The word disabilizy itself reflects a focus on a
person’s ability and function.” Echoing previous disability
statutes, the ADA defines a disability as “a physical or mental
impairment that substantially limits one or more of the major
life activities of [an] individual.”* In other words, as each of
the committee reports emphasizes,” while every disability is
an impairment, only those impairments substantially limiting
an individual’s function are disabilities. Congress thus rejected
a per se approach, based on assumptions and generalizations,
that would automatically define any particular impairment or
condition as a disability.

Instead, the definition of disability begins with the much
broader category of impairments, defined in the committee
reports® and subsequent regulations® to be “any... condition...
affecting one or more... body systems” and “any mental or
psychological disorder.” Under this broad definition—unlimited
by factors such as severity, symptoms, or duration—virtually
every American is impaired. In the ADA, Congress emphasized
that individuals with disabilities are a much smaller group,
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a “discrete and insular minority” of persons who have been
“subjected to a history of purposeful unequal treatment.”*

While the ADA, therefore, is similar to previous disability
statutes, it is different than other civil rights statutes. The
National Council on Disability (NCD) explains the difference
this way: “Unlike prohibitions of discrimination according
to race or gender, where one is automatically a member of a
protected class by one’s physical characteristics at birth, for one
to be protected by the ADA one must qualify as a person with
a disability.”#' The NCD lists this combination of individuality
and functionality among the “key concepts in the ADA,* and
these principles justify describing it as a “clear, balanced, and
reasonable” approach to disability discrimination.®® They keep
the statute focused on the truly disabled, accommodate and
balance various interests, and helped produce an overwhelming
consensus supporting the ADA.

The basic principles of individuality and functionality
mean that the “threshold issue in any ADA case is whether
the individual alleging discrimination is an individual with
a disability.”* Because the statute itself does not define terms
such as impairment, substantially limits, or major life activity,
executive branch agencies and courts have developed criteria
and standards. Disability advocates have highlighted several
Supreme Court decisions which, they say, have narrowed
the ADAs coverage and offer the ADARA as a legislative

response.

B. Supreme Court Construction of the ADA

Sutton v. United Air Lines® was the first Supreme Court
decision construing the ADA’s employment provisions.
United Airlines required uncorrected visual acuity and
denied employment to twin sisters with severe myopia whose
eyeglasses gave them 20/20 vision. Writing for a 7-2 majority,
Justice Sandra Day O’Connor said that three ADA provisions
support the conclusion that impairments should be examined
in their mitigated state when determining the threshold
issue of disability. First, the ADA requires that a person “be
presently—not potentially or hypothetically—substantially
limited in order to demonstrate a disability.”* Second, “whether
a person has a disability under the ADA is an individualized
inquiry.”¥ Third, considering all unmitigated impairments to
be disabilities would expand the ADA’s coverage far beyond its
own estimate of 43 million disabled Americans.*

Murphy v. United Parcel Service® involved a plaintiff with
hypertension. Federal regulations required that commercial
vehicle drivers be medically certified to drive. In August
1994, Murphy was erroneously issued a medical certification
when United Parcel Service (UPS) hired him as a mechanic,
requiring that he drive commercial vehicles. When the error was
discovered, UPS fired him “on the belief that his blood pressure
exceeded the... requirements for drivers of commercial motor
vehicles.” Murphy sued, claiming that he was fired because
of either a present or a perceived disability. Writing for the
same 7-2 majority, Justice O’Connor repeated Suzzon’s holding
that determining whether Murphy’s impairment is a disability
required “reference to the mitigating measures he employs.”!
The Court concluded that Murphy was not disabled because, as
the appeals court found and Murphy did not challenge, “when
medicated, [his] high blood pressure does not substantially
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limic him in any major life activity.”* The Court also held
that the major life activity of working involved “perform|[ing]
a class of jobs utilizing his skills,” rather than the particular
job he held.

Albertson, Inc. v. Kirkingburg®® involved a plaintiff with
amblyopia, an uncorrectable vision impairment. Albertson’s
hired him as a truckdriver after a doctor “erroneously certified
that he met the [Department of Transportation’s] basic vision
standard.” After his vision was later correctly assessed during
a physical, Albertson’s fired Kirkingburg despite his application
for a waiver of the vision requirement, and refused to rehire him
after he received that waiver. Writing for a unanimous Court,
Justice David Souter explained that the ADA requires that an
impairment must “substantially limit” or impose a “significant
restriction” on a major life activity to constitute a disability.”® In
this case, the appeals court had weakened that standard by being
“willing to settle for a mere difference” in a major life activity.””
The Court also emphasized that determining disability requires
consideration of “the individual’s ability to compensate for the
impairment”® and “the statutory obligation to determine the
existence of disabilities on a case-by-case basis.”’

Toyota v. Williams®™ involved a plaintiff with carpal tunnel
syndrome caused by use of pneumatic tools on an engine
fabrication assembly line. Williams requested an accommodation
when a change in her duties led to nerve pain. Fired after missing
a substantial amount of work, Williams sued. Her own request
that she be allowed to perform her previous duties contradicted
her claim that her condition substantially limited performing
manual tasks, and the district court found that her impairment
was not a disability. The appeals court reversed, holding that
Williams condition need only limit her from a class of manual
activities “‘affecting the ability to perform tasks at work.”¢! As
it had done in Sutton, the Court examined the ADA’s text and
considered important Congress's finding that “some 43,000,000
Americans have one or more physical or mental disabilities.”®
The Court said: “If Congress intended everyone with a physical
impairment that precluded the performance of some isolated,
unimportant, or particularly difficult manual tasks to qualify
as disabled, the number of disabled Americans would surely
have been much higher.”%

II. Tue ADA ResToRrRATION ACT

The ADARA states that these decisions were “contrary
to explicit congressional intent expressed in the [ADA]
committee reports.”* Disability advocates similarly argue that
these decisions “narrowed the definition of who qualifies as an
‘individual with a disability’” under the ADA.® They offer the
ADA Restoration Act, as its title suggests, as a restoration of
the ADA’s definition and coverage. It is appropriate, therefore,
to examine the ADARA’s language and likely impact to
determine whether the ADARA is consistent with the ADA’s
basic principles, language, and coverage. This article will address
three of the ways in which the ADARA, as introduced in July
2007, would change the original Act.

A. Mitigating Measures
Disability advocates focus their most consistent criticism
on the Supreme Court’s holding that mitigating measures
must be considered in determining whether an impairment is
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a disability. When he introduced the ADARA, Senator Harkin
said that this holding “ignored Congressional intent,”® creating
“an absurd and unintended catch 22-type situation.”” On the
one hand, an unmitigated impairment might be a disability,
but also render someone unqualified for a particular job. On
the other hand, a mitigated impairment might make someone
qualified for the job, but no longer disabled. The “Dear
Colleague” letter Senator Harkin circulated with Senator Arlen
Specter (R-PA), the legislation’s principal co-sponsor, similarly
criticized the Supreme Court for creating an “unintended
catch-22,” and said: “That is why we have introduced [the
ADARA].”®® True to its sponsors’ word, the ADARA would
prohibit consideration of mitigating measures that “the
individual may or may not be using” in determining whether
an individual has a disability.”

The mitigating measures issue has similarly been the
primary target of articles, letters, press releases, congressional
testimony, and other statements by scholars” and advocacy
groups such as the American Association of People with
Disabilities,”" National Council on Independent Living,”
American Association of Retired Persons,”> American
Civil Liberties Union,”® Leadership Conference on Civil
Rights,” United Spinal Association,”® and American Diabetes
Association.”” This issue also dominated the hearings on the
ADARA in the Senate Health, Education, Labor, and Pensions
Committee (HELP)”® and the House Judiciary Committee”
and Education and Labor Committee.*® News reports about
the Sutton decision,® and even attorneys advising employers
on ADA issues, have similarly highlighted mitigating measures
as the primary issue.®

Properly understanding and addressing the mitigating
measures issue requires two important distinctions. The first
is that the ADA is silent on the mitigating measures issue.
Reading the statute belies claims that “Congress explicitly stated
that it did not intend mitigating measures to be considered in
determining whether a person has a disability.”®® The ADA's
so-called legislative history does contain statements, as in
the Senate committee report, that “whether a person has a
disability should be assessed without regard to the availability
of mitigating measures.”® But a statement in a committee
report is not a statement by Congress. As the Seventh Circuit
recently put it, “Congress did not enact its members” beliefs; it
enacted a text.”® Neither did it enact its committees’ legislative
reports. While courts can use legislative history material to
clarify ambiguous language that Congress did enact into law,
that material cannot be used as a proxy for statutory language
that Congress never enacted at all. The Supreme Court has
repeatedly held that “the authoritative statement is the statutory
text, not the legislative history or any other extrinsic material.
Extrinsic materials have a role in statutory interpretation only to
the extent they shed a reliable light on the enacting Legislature’s
understanding of otherwise ambiguous terms.”*® The ADA
contains no terms whatsoever, ambiguous or otherwise,
regarding mitigating measures.

In Sutton, the Supreme Court had to “say what the law
is”¥ regarding mitigating measures by construing a statute that
says nothing about the issue. The Court based its conclusion
on what Congress did say in other provisions of the ADA. As
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such, since its conclusion regarding mitigating is consistent
with those provisions, the Court’s conclusion in Sutton was a
reasonable construction of the statute. Criticizing the Supreme
Court for refusing to go beyond construing the existing ADA
to in effect create a statutory provision Congress did not enact
is misplaced. Prohibiting consideration of mitigating measures,
then, does not restore the ADA on this issue, because the ADA
does not address it.

'The second important distinction is between the definition
of disability and criteria, such as mitigating measures, for
applying that definition. The Supreme Court clearly made this
distinction in Sutton, citing the ADA’s definition of disability®®
and the EEOC regulations defining its components,® but
identifying the issue in the case as “whether disability is to be
determined with or without reference to corrective measures.””
Mitigating measures are a criterion for determining whether an
impairment is a disability, but does not implicate the definition
of disability.

Disability advocates fail to make this distinction,
mistakenly asserting that the Court changed the definition
itself. As the American Diabetes Association put it, for example,
“[a]t the heart of the problem lies the definition of disability.”"
Others have gone even further, claiming that these Supreme
Court decisions have excluded altogether certain impairments
or conditions from ADA coverage. The Consortium for
Citizens with Disabilities, for example, asserts that courts
have “dramatically changed the meaning of ‘disability’ under
the ADA” in a way that “exclud[es] individuals with serious
health conditions like epilepsy, diabetes, cancer, HIV, muscular
dystrophy, mental health conditions, and multiple sclerosis.”*
At the Senate HELP Committee hearing on the ADARA,
this group distributed a list of 14 impairments under the
heading “People NOT Covered Under the ADA.” At that same
hearing, advocates displayed a chart asserting that each of these
impairments is “not a disability under the ADA today.” The
ACLU also claims that people with eight listed “and many other
impairments” do not qualify for ADA protection.”

These categorical claims are incorrect. No court has ever
held that these or any other impairments are either always or
never disabilities.” No impairment has ever been excluded
from coverage under the ADA. To the contrary, Congress
has consistently rejected such per se generalizations in federal
disability statutes for more than three decades. Under the
Rehabilitation Act, under the ADA before Sutton, and under
the ADA today, courts decide whether individuals with
these impairments are disabled based on the impact, not the
identity, of their impairment. The definition of disability has
not changed.

If the Supreme Court in Suston changed the definition
of disability in a way that simply excludes certain impairments
from ADA coverage, there should be a noticeable shift since
that decision in the outcomes of discrimination cases involving
those impairments. The Equal Employment Opportunity
Commission, which administers the ADA’s Title I employment
provisions, compiles such statistics, reporting the percentage of
disability discrimination claims that the agency concludes have
merit.” In the aggregate, the proportion of disability claims
with such reasonable cause outcomes rose by 30% from the
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1997-"99 fiscal years before Sutton to the 2000-’07 fiscal years
since that decision.”

The EEOC also provides claim resolution figures for
cases involving individual impairments, including the specific
conditions that disability advocates claim are now categorically
excluded from ADA coverage. The EEOC could not conclude
that a discrimination claim has merit under the ADA if the
impairment underlying that claim is not covered by the ADA.
Merit factor resolutions of cases involving some impairments
did decline from the 3 years before Sutton to the years since that
decision: asthma cases by 8%, epilepsy cases by 7%, and hearing
impairment cases by 2%.” But merit factor resolutions in cases
involving other impairments rose by much larger margins:
diabetes cases by 12%, bipolar disorder cases by 13%, cancer
cases by 14%, multiple sclerosis cases by more than 27%, and
mental retardation cases by more than 59%.% Each of these is
an impairment that disability advocates claim is now entirely
excluded from ADA coverage, and each is obviously still covered
by that statute.

Because the Supreme Court did not change the definition
of disability, these and other impairments will continue to
constitute disabilities if they substantially limit an individual’s
major life activities. As a result, if Congress chose (which it
certainly may) to prohibit consideration of mitigating measures
as a criterion for determining whether an impairment is a
disability, it would be changing, rather than restoring, the
ADA.

B. Definition of Disability

The discussion above outlined that the mitigating measures
issue is the primary concern raised by disability advocates, that
Congress did not address that issue in the ADA, and that it is
distinct from the definition of disability. The ADARA would
nonetheless go beyond prohibiting consideration of mitigating
measures and change the ADA’s definition of disability itself.
Under the ADARA, a disability would be simply “a physical or
mental impairment” unlimited by factors such as duration,
severity, or limitation on an individual’s function, and without
regard to whether “any manifestation of the impairment is
episodic”'® or the impairment is “in remission or latent.”"!

By retaining and codifying the extremely broad definition
of impairments currently found in the ADA’s legislative history
and implementing regulations, the ADARA would thus define
every condition that affects the body or mind as a disability.
This would change not only the definition of disability but the
very concept of disability on which that definition is based,
and for the first time place the ADA at odds with other federal
disability statutes. And it renders inexplicable the ADARA
provision prohibiting consideration of mitigating measures.
There would be no need to prohibit consideration of mitigating
measures if all impairments, including unmitigated ones, are
automatically disabilities.

In addition to its language, the ADARA’s likely results
show that it would expand, rather than restore, the ADA’s
coverage and impact. Congress stated in the ADA that “some
43,000,000 Americans”'* have disabilities, or approximately
17% of the population at the time it was enacted.'* Estimating
the coverage of much broader definitions need not proceed
arbitrarily. In a significant 1986 report, available to Congress
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when it passed the ADA, the NCD described a “health
conditions approach” to defining disability which would include
“all conditions... which impair the health or interfere with
the normal functional abilities of an individual.”!** This tacitly
functional definition is broader than the ADA in two respects.
The “normal functional abilities” category is broader than the
ADA’s “major life activities.” And the “interfere with” degree
of functional impact is broader than the ADA’s “substantially
limit.” The NCD estimated that this broad health conditions
approach would cover more than 160 million Americans,'®
or approximately two-thirds of the American population in
1986.1%

The California Fair Employment and Housing Act
uses a definition of disability that is even broader than the
NCD?’s health conditions approach. It defines a disability as a
mental'” or physical'® condition that merely “limits a major
life activity.” By diluting an impairment’s degree of functional
impact even further, this definition appears to be minimally
functional in form, but is virtually per se in substance. If
applied nationally, this virtual per se definition would classify
as disabled at least as many, and probably more, Americans as
the NCD health conditions approach. As a result, a definition
of disability which requires only a demonstrable impact or
limitation on an individual’s function, as opposed to the ADA’s
substantial limitation, would cover more than two-thirds of
the population.

The ADARA is at the far end of this spectrum, deleting
entirely all limiting factors and using an explicitly per se
definition of disability.'” Any impairment, no matter what
its duration, intensity, functional impact, or symptoms would
be a disability under the ADARA. As a result, the percentage
of Americans covered by the ADARA would be substantially
greater than under the NCD health conditions approach,
perhaps 90% or higher, which today would constitute at least
275 million Americans. Significantly, when Senator Harkin
introduced the ADARA, he stated that today there are “50
million Americans with disabilities,”*'° or approximately 16.5%
of the current population.'! While the disabled population has
thus remained stable since the ADA’s passage, the ADARA’s per
se definition would likely cover more than six times as many
people as Congress intended the ADA to cover. Changing the
definition of disability is not only unnecessary to address the
mitigating measures issue, but changing it from a functional
to a per se definition fundamentally changes the ADA to cover
far more Americans than Congress ever contemplated, let alone
intended.

C. Rules of Construction

Various statutes, including the ADA, contain rules of
construction intended to guide courts in construing and
applying statutory provisions. The Supreme Court has said that
“in interpreting a statute a court should always turn to one,
cardinal rule before all others. We have stated time and again
that courts must presume that a legislature says in a statute what
it means and means in a statute what it says there.”!'? In other
words, legislating, which the Constitution assigns to Congress
alone,'” involves determining what statutes mean as well as
what they say. To that end, the ADA’ rules of construction
focus on particular words or phrases, clarifying their definition
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and guiding their application in discrete situations covered by
individual statutory provisions.'!

The ADARA contains so-called rules of construction of an
entirely different kind which the Congressional Research Service
has been unable to find in any other federal statute. Rather than
the internally-focused process of explaining the meaning and
application of the language Congress enacted, the ADARATs
externally-focused rules of construction would invite, perhaps
even mandate, the judicial and executive branches to continue
changing the ADA’s meaning and application. The ADARA, for
example, would require that the ADA’s provisions “be broadly
construed”" and that deference be given to regulations and
guidelines issued by executive branch agencies, “including
provisions implementing and interpreting the definition of
disability.”'1¢

In other words, the ADARA would treat Congress as
beginning, but not ending, the legislative process. Ironically,
disability advocates say that the ADARA is necessary because
the courts changed the meaning of the ADA’s provisions from
what Congress intended. The ADARA’s rules of construction,
however, would essentially require exactly what its backers
condemn. These provisions are not propetly called rules of
construction at all. Statutory construction involves determining
what the legislature meant by what the legislature said.
Changing the meaning of a statute’s words changes that statute
as surely as changing the words themselves. Because neither the
judicial nor the executive branch has such power, Congress in
the ADARA would be abdicating its constitutional authority
by passing its lawmaking baton to the other branches.

II1. ENsanciNG DisaBiLity PRoTECTION WITHOUT
ABANDONING PRINCIPLE

The ADARA’ language and likely results demonstrate that
it would significantly expand, rather than restore, the ADA’s
coverage and impact. A per se definition of disability—whether
explicit, virtual, or incremental—would abandon the principles
of individuality and functionality that today form the basis
of federal disability policy, and go far beyond addressing
the mitigating measures issue that disability advocates have
identified. And the ADARA’s rules of construction would
invite the judicial and executive branches to change, rather
than interpret and apply, the statute.

Congress can, however, enhance the ADA’s protections
without abandoning its basic principles by addressing the
mitigating measures issue without changing the definition of
disability. This balanced approach both requires something
from and provides something for the disability and business
sides of the equation. On the disability side, this approach
requires remaining focused on the truly disabled, but provides
a more generous application of the criteria for doing so, thereby
minimizing the “catch-22” situations brought about by the
consideration of mitigating measures. On the business side,
this approach requires a broader view of the impairments that
may qualify as disabilities but provides the same underlying
definition of disability. Defining disabilities as a subset of
impairments keeps the ADA focused on the truly disabled
and keeps its directives toward business reasonable. It was this
balanced approach, incorporating various interests, that led to
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the consensus behind the ADA in 1990 and it can provide the
basis for consensus in enhancing the ADA’s protection today.

In September 1991, Time magazine said that I was “the
key Republican in the deal” that, one year earlier, had produced
the ADA." I believe the ADA remains a model of bipartisan
legislative compromise that continues to help millions of
Americans. The final product was more balanced, focused,
and consistent with other disability statutes than the original.
Itaccommodated the interests of business while promoting the
interests of the disabled. Congress can take the same approach,
with the same result, with legislation that enhances the ADA’s
protections without abandoning its principles.
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Super-TUEsDAY FOR EQuAL RiGHTS
By Ward Connerly & Jennifer Gratz*

The Court expects that 25 years from now, the use of racial preferences
will no longer be necessary to further the interest approved today.

Justice Sandra Day O’Connor

Grutter opinion (June 23, 2003)

en the Gratz and Grutter opinions were released

in 2003, many believed that eliminating race

preferences was a lost cause, at least for a while.

But the organizations of which we are a part—the American

Civil Rights Institute (ACRI ) and the American Civil Rights

Coalition (ACRC)—set out to abbreviate Justice O’Connor’s
predicted twenty-five years.

Just days after the Grazz and Gruster decisions, we
announced our intentions to assist the people of Michigan place
a civil rights initiative on the 2004 ballot. The language of the
California Civil Rights Initiative (Proposition 209) was used as
a model; the operative clause of the initiatives reads:

The state shall not discriminate against, or grant preferential
treatment to, any individual or group on the basis of race, sex,
color, ethnicity, or national origin in the operation of public
employment, public education, or public contracting.

We knew this would be no small task. Michigan, after all, was
considered “ground zero” for the issue of race-based preferences,
and because of the lawsuits against the University of Michigan,
the opposition was already organized and determined to stop
the people from voting. The American Civil Liberties Union
(ACLU), the National Association for the Advancement of
Colored People (NAACP), a group named By Any Means
Necessary (BAMN), and many others joined together and
filed numerous lawsuits to stop the initiative from gathering
signatures and gaining support. After the Michigan Civil Rights
Initiative failed to make the 2004 ballot opponents claimed
victory. But, quietly, our small cadre of supporters redirected
our efforts to the 2006 ballot.

The process for qualifying an initiative for the ballot
sounds simple: gather enough signatures in the prescribed
amount of time and your issue gains access to the ballot.
However, nothing is simple when it comes to race. The Michigan
effort turned in the most signatures in the state’s history—and
even that margin was not comfortable enough. Opponents
challenged the signatures in every court fathomable—from
state court to federal court to the court of public opinion.
Political posturing aside, the courts ultimately ruled that the
people had the right to vote. And, on November 7, 2006, the

* Ward Connerly is President of the American Civil Rights Institute, a
Jformer member of the Board of Regents of the University of California, and
a 2005 recipient of the Bradley Prize for his defense of the American ideals
of freedom, liberty and equality. Jennifer Gratz is Director of Research at
the American Civil Rights Institute, was the lead plaintiff in the landmark
US Supreme Court case, Gratz v. Bollinger, and the 2007 recipient of the
American Conservative Union’s Reagan Award for her role as Executive
Director of the Michigan Civil Rights Initiative.
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people of Michigan reignited the national movement to end
race based preferences.

'The Michigan victory was the first step to curbing Justice
O’Connor’s twenty-five year sentence of race preferences.
Immediately after, when asked her thoughts about the Michigan
Civil Rights Initiative, Justice O’Connor simply stated, It is
entirely within the right and privilege of voters...” And so, it is
only fitting that more states have the opportunity to exercise
their right to prohibit the use of racial preferences.

When we launched “Super-Tuesday for Equal Rights,” we
knew that our opponents would consider this their last stand
and would pull out all the stops. For example:

¢ In past efforts, and in the current battle-ground states,
supporters of race preferences tried to blur the line between
affirmative action programs that grant preferential treatment
based on race and general affirmative action programs with
misleading rhetoric. Only programs—whether named
“affirmative action” or not—which are outright discriminatory
or grant preferential treatment are eliminated by a civil rights
initiative.

* Opponents to color-blind government often fail to recognize
that “affirmative action” and “race preferences” are not
necessarily one and the same. In fact, in 1961, when President
John E Kennedy first introduced the nation to the concept of
“affirmative action,” he did not advocate preferential treatment.
Executive Order 10925 stated that “affirmative action” must
be taken to “ensure that applicants are employed, and that
employees are treated during employment, without regard
to their race, creed, color, or national origin.” Kennedy’s
message was simple: treat all people equally, without regard to
race. The types of programs Kennedy’s version of “affirmative
action” allowed for are preference-free. For instance, one can
believe in the need to help those who are socio-economically
disadvantaged, one form of affirmative action, without
advocating or using preferences based on race.

* Supporters of race preferences confuse “equal opportunity”

with equal outcome, and use rhetoric that confuses the public
as well. Affirmative action programs intended to guarantee
equal opportunity can (and should) exist without preferential
treatment. Americans tend to believe that anyone, regardless
of race or sex, should be allowed to compete, and once that
occurs, that the government should get out of the way and let
the chips fall where they may.

* Supporters of preferences say that they, like everyone, are
against quotas, but that they believe in and celebrate “diversity.”
However, the term diversity is nothing more than a code-word
for quota in most cases under our current preferential regime.

* Supporters of preferential treatment claim that somehow
breast cancer screening centers, neo-natal programs, or domestic
violence shelters also qualify as preferential treatment. This tactic
preys on voter fear, on the hope that the public will believe that
if preference programs are eliminated health programs which are
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often specific to one gender would be in jeopardy. In fact, none
of these health-based programs have been eliminated in any of
the states where a civil rights initiative has already passed and
been in practice—in some cases, for a decade or longer.

* Opponents allege that it is fraudulent to say that ending
race preferences is consistent with the 1964 Civil Rights Act,
and that ending race preferences does not spell Doomsday for
all affirmative action programs. The media seems to accept
these allegations—strengthening the depth of their message.
Of course, the very essence of civil rights is to treat everyone
equally. No amount of mental gymnastics can twist logic
enough to convince rational thinkers that when one is preferred
based on race another is not discriminated against by the same
criterion.

Nonetheless, we did not expect civility and the law to
be cast aside in this debate. In Missouri, for example, activist
politicians changed the language of the initiative, leading
to a lengthy court battle. The Missouri constitution allows
petition sponsors up to eighteen months to collect signatures
from voters, but because of the legal challenge the Missouri
Civil Rights Initiative had less than four months to circulate
its petition.

In the four months that the Missouri Civil Right Initiative
had to collect signatures, petition circulators were arrested
for petitioning on public property, such as in front of public
libraries, on public sidewalks, and just outside offices of the
Department of Motor Vehicles. In addition, the unions, the
Association of Community Organizations for Reform Now
(ACORN), the Coalition to Defend Affirmative Action,
Integration & Immigrant Rights and Fight for Equality
By Any Means Necessary (BAMN), and the Soros-funded
Ballot Initiative Strategy Center joined together to organize a
“blocking” campaign. Groups that typically consisted of five to
ten people would surround a petition circulator and intimidate
him or her and potential signers. Who wants to sign a petition
when someone is telling them that their picture will appear
on a blog with the caption “racist” attached to it? Finally, in
the closing days there were rumors that opposing groups were
illegally paying for petition signatures and then discarding
those signatures.

In Nebraska, while not yet as heated as Missouri, it
has come to our attention that opponents are organizing a
campaign to have individuals sign names other than their
own on the Nebraska Civil Rights Initiative petitions. This, of
course, is illegal and makes checking signature validity more
than difficult.

In Colorado, opponents are creating an initiative of their
own. This version hijacks the language of the Colorado Civil
Rights Initiative, but adds an exception. The initiative would
ban preferential treatment based on race except when the
Supreme Court has already allowed preferences. This is meant
to do nothing more than confuse voters. It is rumored that a
similar tactic is being considered in Arizona.

Yet, when given the chance, the voters have demonstrated
overwhelmingly their opposition to race preferences. Not
all states allow the people to make these decisions on their
own. Only seventeen states allow for the people to initiate
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constitutional amendments, and four states (California,
Washington, Florida, and Michigan) already have language
prohibiting discrimination and preferential treatment, either
through a citizen-approved initiative or an executive order—as
in Florida. Super-Tuesday for Equal Rights was our attempt
to quickly bring five more states under the fold. As of now,
it appears that three of those states (Arizona, Colorado, and
Nebraska) will have the opportunity to join those states
free of preferences in 2008 and the other two (Missouri and
Oklahoma) will have to regroup, as was done in Michigan, for
the 2010 election.

Ultimately, however, the nation is poised to end the era
of race preferences long before Justice O’Connor’s twenty-five-
year sentence has expired in 2028. One can only hope that
with a critical mass of voters choosing to end race preferences,
politicians will finally have the fortitude to join the people and
recognize that people should be judged based on their individual
merit and not by the color of their skin.
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CORPORATIONS, SECURITIES & ANTITRUST
Sovereign Wealth, Private Equity, and Hedge Funds . . . Oh My

By Jeffrey H. Ballabon*

mericans have long exhibited a suspicion of concentrated
pools of capital controlled by small groups of people.
uring convulsive economic times, with little
understanding as to the causes and great fear as to the effects
of the turmoil, we have tended to the diversion of scapegoating
paranoia. Alan Brinkley’s 1982 book on Depression-era
populists Huey Long and Father Coughlin captures this mood
well in describing how the two demagogues railed against “large,
faceless institutions; wealthy, insulated men; vast networks of
national and international influence: all exercising power and
controlling wealth that more properly belongs in the hands of
ordinary citizens.”

The last time we experienced disruptions in our financial
system on a scale like we have seen of late—in the wake of
The Great Depression—the regulatory response was massive,
and the legal edifice that was erected, in the form of our still
regnant banking and securities laws, was designed in particular
to divorce investors’ pecuniary interests from their ability to
control American industry in which they are invested.

The enacted restrictions and prohibitions were not
undertaken lightly—nor were their hazards to economic
efficiency misunderstood. Washington intended to prevent
financial institution control of industrial companies. Beyond
mere mistrust of Wall Street, this was an attempt by regulators
to enact a broad-ranging regime that would guide (or restrict,
depending on your point of view) the growth of the financial
services industry and our capital markets for the foreseeable
future.

In its 1934 report on stock exchange practices, the Senate
Committee on Banking and Currency argued that investment
companies had become “the instrumentality of financiers and
industrialists to facilitate acquisition of concentrated control
of the wealth and industries of the country.” The report urged
Congress to “prevent the diversion of these trusts from their
normal channels of diversified investment to the abnormal
avenues of control of industry.”

At the time, the nascent mutual fund industry was a
great scapegoat and the perception of risk likely was overstated.
Lawmakers wanted to protect against the eventuality that the
mutual funds would abuse the resources of their portfolio
companies. But in hindsight, the resulting regulatory regime
seems like a solution that was in search of a problem, and the
distancing of shareholders from company operations has led to
some of the worst excesses of corporate abuse.

Today, distrust of concentrated pools of capital continues,
aimed at a new crop of suspects: sovereign wealth, private equity,

* Jeffrey H. Ballabon, Esq., a former counsel to the Senate Commerce
Committee, is President of the Ballabon Group LLC, a government
relations and crisis management firm in New York and Washington,
DC. He gratefully acknowledges the assistance and expertise of bis private
investment fund clients in the preparation of this article.
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and hedge funds. Now, as then, populist rhetoric is rising and
with it the clamor for government action. Adding urgency is the
view of many politicians in Washington that private equity and
hedge fund managers are ripe, low-hanging fruit with enough
juice to fund numerous social programs.

SovEREIGN WEALTH FUuNDs

The U.S. is the biggest recipient of foreign direct
investment. The International Trade Commission reports
that in 2006 the U.S. received over $465 billion from foreign
investors—amounting to roughly 13.5% of U.S.’s gross
domestic product. U.S. capital markets offer a stable and
predictable legal system, relatively low taxes, and access to the
most coveted consumer market on the globe. There is a global
trend developing of sovereign governments forming massive
pools of capital specifically to invest in the U.S.

Conceivably, foreign powers could have sinister reasons
for wanting to invest in the U.S.: their funds could be used
to destabilize financial markets, protect their own domestic
industries or even to expropriate security-sensitive technologies.
Yet such risks have not materialized in any appreciable way.
Political and industrial espionage are as old as nation-states,
but there is scant evidence, if any, that sovereign wealth funds
have served as Trojan horses for nefarious activities.

And suspicion has real costs. If we turn away sovereign
wealth fund capital, innovation will be stifled, productivity
reduced, economic growth undermined and employment
depressed. Between 2003 and 2007, over 3,300 new projects
were announced or opened on account of foreign investment,
yielding $184 billion in investment and about 447,000 new jobs
in the U.S. We need these numbers to grow, not recede.

Moreover, numerous mechanisms, including banking
and export controls, mitigate the risk of foreign ownership of
sensitive assets. In addition, the Department of Commerce’s
Invest in America initiative and the Treasury Department’s
working group on sovereign wealth funds are working with
foreign governments to establish voluntary protocols regarding
transparency, stability and security.

Recently, the Treasury Department proposed regulations
that would appear to expand the scope of review of foreign
investments, including sovereign wealth funds. These regulations
confirm that investments below 10% of a U.S. business may
be subject to review and approval by the Committee on
Foreign Investment in the United States (CFIUS). CFIUS
is an inter-agency committee chaired by the Secretary of
Treasury which reviews foreign investment transactions with
the aim of safeguarding national security. Under these proposed
regulations the threshold for CFIUS review includes situations
where an investment provides the foreigner with “the power...
to determine, direct, or decide important matters affecting the
entity.” Previously, a safe harbor for less than 10% investments
was thought to apply.
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Thus, the move toward limiting foreign capital already
has begun, and there is a risk that the trend will expand to
endanger much-needed sources of funding in the wake of a
devastating credit bubble. So long as sovereign wealth funds
exhibit a rational investment strategy designed to maximize
profit, we should be wary of any further regulatory restriction,
lest we sabotage ourselves.

Privare EQuity FunDps

Private equity firms are a unique and pervasive creature of
the capital markets. Structured as long-term, illiquid investment
vehicles, these firms typically take controlling positions in
private operating companies that have been, among other
things, emancipated from a larger public company, transitioned
from private ownership, or built by rolling up smaller enterprises
into a single firm.

Funding for private equity firms often comes from
larger pools of capital, such as pension funds and charitable
endowments secking alternative investments to help generate
outsized returns to fund their long-dated liabilities. Historically,
the key to private equity firms success was not only the long-
dated nature of their capital but cheap and easy financing in
the form of leverage extended by investment banks and then
syndicated to other financial institutions. Until recently, with
as little as 10-20% down, private equity firms were able to
purchase and control enormous enterprises.

With such power comes scrutiny. Lambasted as “locusts,”
“vultures,” and other less flattering epithets—particularly by
domestic and foreign free market critics—these firms are under
increasing pressure. The high debt loads which fund their
purchases are seen by some as a potentially destabilizing force in
the capital markets and beyond as economic contraction looms
large. It is likely, however, that negative impulses in reaction
to private equity are both overstated and misguided, barring
the menacingly self-fulfilling prophecy of populist regulatory
intervention.

Given their relatively longer investment horizons, private
equity funds could prove uniquely positioned to withstand
the current credit storm—provided it is not overly prolonged.
Private equity firms typically aim to “harvest” (i.e., sell) their
investments 3-5 years after acquisition. In the hands of patient
capital, private equity portfolio companies can weather the
credit crisis with owners who recognize the difference between
illiquidity (the short-term inability to freely finance, buy, or sell
at full value) and insolvency (a fundamental inability to fund
operations on an on-going basis).

As rational actors, private equity firms can be expected to
shield fundamentally sound but illiquid businesses and assets
until market conditions improve. Similarly, they should be
expected to restructure and/or shed businesses and assets that
prove to be uneconomical. Moreover, there is no doubt that
they will find value in the remains of failed businesses.

And even a wave of private equity led defaults is unlikely
to stir up serious systemic risk. A study by the McKinsey Global
Institute concludes that private equity borrowing continues to
form only a small part of the overall corporate debt market,
11% of overall corporate borrowing in the U.S. and Europe
in 2006. According to Diana Farrel, Director of McKinsey
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Global Institute, if we assume a spike of private equity defaults
of 15% from the historic highs of 10%, estimated implied
losses would equal only 7% of the 2006 syndicated lending
issuance in the U.S. and 3% in Europe. As McKinsey’s study
points out, private equity-owned companies are worth just 5%
of the value of companies listed on U.S. stock markets and 3%
of those in Europe.

Unfortunately for private equity funds and their hedge
fund cousins (discussed below), the political climate is ominous.
The Treasury Department’s recently released blueprint for
future market regulation envisions much greater scrutiny.
Under Treasury’s long-term “optimal” plan, the Federal Reserve
would act as a safety and soundness regulator with the power to
extract “detailed financial information” from any firm viewed as
engaging in investments with potentially system-wide effects.
The proposal even envisions a central bank that can more or
less impose any “corrective actions to address financial stability
problems.”

More than anything else, private equity firms are allocators
of capital. They can be trusted to serve their own profit motives,
and as such maximize the value of their holdings. There is
reason to doubt that regulators operating under pressure-driven
political mandates (even with the advantage of economy-wide
information) would do so much better as to justify their
intrusion into lawful investment activities.

HepGe Funps

What is a hedge fund? Given their diverse investment
strategies, varied investment horizons, assorted sizes and areas of
expertise, this is a surprisingly difficult question to answer. The
few commonalities of hedge funds are their structure and their
payment schemes. In domestic form these funds are typically
structured as private partnerships; offshore, as private Cayman
corporations. Investors range from wealthy individuals and
charitable endowments to pension funds and sovereign states.
Hedge fund managers are typically paid a fixed fee (1%-2% of
assets under management) and a cut of the profits (typically
20%) every year. One certainty about hedge funds: it is good
work if you can get it.

Hedge funds also are the pariahs of the capital markets.
Criticized for making too much money and the occasional
fantastic flame-out, there is little sympathy for hedge fund
managers. Often depicted by the media as “murky” or “secretive”
unregulated pools of capital, suspicion of these investment
vehicles abounds.

But hedge funds serve important market functions. By
introducing specialization in trading strategies and financial
analysis, hedge funds help ensure that markets are comprised
of many investors with heterogeneous views of value. When
market participants disagree on value, they deploy capital in
the direction they favor and, importantly, provide liquidity to
markets through trading. They bet long (if they expect prices to
rise) or short (if they predict a decline), and in so doing facilitate
more efficient and accurate market pricing.

Sensible and dependable pricing has extraordinary value
well beyond the capital markets, and hedge funds are given far
too little credit for this ancillary benefit that emanates from
their trading practices. Without effective price feedback loops,
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all parts of the modern economy, micro and macro, are at risk
of misallocating their resources. One would think that busted
bubbles (whether of the Internet or credit variety) would teach
us the importance of efficient market pricing and caution against
limiting players that facilitate price discovery.

In addition, the sheer abundance and diversity of hedge
funds provide a counterbalance to the concentrated power of
massive global banking institutions. Securities and Exchange
Commission (SEC) Chairman William O. Douglas, a key figure
in 1930s financial legislation, articulated an overarching goal of
fragmenting economic power under the view that “tremendous
power” lays in the hands of firms and people who have the ability
to dominate financial markets. Hedge funds are a market-based
fragmenting of capital (both cash and human) with the salutary
effect of dispersing power of banks.

Despite their notoriety, hedge funds are the runts of
the capital markets. Neither a dominant force on a relative
or absolute basis, these small, nimble players can nonetheless
achieve extraordinary results. As hedge funds grow larger and
more bank-like, however, there is no doubt that calls for their
regulation will increase; but hedge funds already are subject to
significant regulation and forced transparency.

As soon as hedge funds amass 5% stakes in listed
companies, they are typically forced to disclose publicly their
positions (as well as the prices they paid and the timing of each
purchase) by way of filings with the SEC. Once they reach
10% ownership positions, every transaction must be publicly
reported. Firms that manage in excess of $100 million are
required to report publicly the bulk of their listed company
holdings on a delayed quarterly basis. Holdings in derivative
instruments such as customized options or exotic equity swaps
are not publicly disclosed as a matter of requirement, but these
financial instruments are traded on the so-called over-the-
counter market (i.e., face to face with bank counterparties).
As a result, a hedge fund’s bank counterparties know what it
holds, how much it holds, what it is worth, when it buys and
when it sells and there is complete transparency for all such
transactions from the bank’s end.

Thus, hedge funds hardly are the popularly depicted
ravenous vampires of the capital markets, casting neither
shadow nor reflection. If regulators truly do view a collective
failure of these firms as an emerging source of systemic risk or
action, they should acknowledge the benefits they provide and
enhance transparency by providing more carrots than sticks as
they contemplate regulation.

Finally, transparency to regulators does not necessarily
mean greater transparency to other market participants. Private
investment partnerships may object less to providing insight
to regulators, so long as they do not have to share their ideas
(and potential profits) with their competition in the capital
markets.

CONCLUSION
We stand again on the brink of significant government
intervention in the capital markets. Sovereign wealth, private
equity, and hedge funds, although popular political targets,
are investment vehicles that provide real economic benefits
including much-needed risk capital to fuel growth for the U.S.
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economy. While they carry with them some risk factors that
extend beyond their immediate investors, the primary burden
of any losses they may incur are likely to fall on the shoulders
of their backers and not on the U.S. citizenry writ large. In
contemplating more aggressive intrusion, lest we saddle these
vital investment pools with detrimental rules and restrictions,
we should consider the following: (1) Limitations on sovereign
wealth, private equity, and hedge funds come at an immediate
cost we can ill afford; (2) Absent evidence of widespread or
significant political scheming, scrutiny of sovereign funds
should be, at this stage, limited to a threshold “rational investor”
test; and (3) Policymakers should proceed cautiously, skeptical
of populist and ideologically anti-capitalist political motivations
and pressure.
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Tue SEC’s INGgLORIOUS ROLE IN LIMITING SMALL BUSINESS's Access TO CAPITAL

By Rutheford B. Campbell, Jr.*

ne of the most curious and misdirected regulatory

approaches of the Securities and Exchange Commission

(SEC) is the Commission’s relentless refusal to permit
small corporations to solicit broadly for external capital.!
The Commission has over time been ably assisted in this
unfortunate approach by state blue sky laws and state securities
regulators.” As a result, small businesses, which are vital to our
national economy and otherwise face enormous structural
impediments when they compete for external capital, are further
disadvantaged by burdensome, inefficient, and anti-competitive
governmental regulatory schemes.

To some extent, it has always been a perfect storm for
small businesses in this regard. At the federal level, the SEC has
never understood small businesses, the way they raise capital
and the obstacles they face in the capital markets.®> There are
also matters of public choice and fashion at work here. A
public choice analysis suggests that small entrepreneurs have
been unable to overcome the collective action problems they
encounter when they compete for efficient rules from the
Commission.* Relatedly, as a matter of fashion, high profile
issues—matters, for example, involving large publicly traded
companies and the regulation of public trading markets—
dominate the Commission’s attention, leaving little agency
time for consideration of the problems of small issuers. But
whatever the explanation, the Commission has never had the
ability, inclination or interest to fix the problems it has created
for small issuers.

The other component of the perfect storm is state blue
sky laws. States and their securities regulators have the capacity
to eviscerate nearly any federal regulation that is sympathetic
to the capital formulation needs of small companies and over
the years have shown a hostility to legitimate capital formation
activities by small companies.’

Small entrepreneurs, who already suffer major structural
disadvantages in capital formation, are therefore further and
significantly disadvantaged by an ineffective and generally
disinterested Commission and by misguided and hegemonic
state regulators.

The purpose of this article is to make the case for
Commission action freeing small companies from regulatory
rules that unfairly limit their legitimate capital formation
activities. The focus of the article is Regulation D,® which is
the most likely path small issuers take in order to meet the
requirements of the Securities Act of 1933. Regulation D,
however, requires issuers in marketing their securities to refrain
from any “general solicitation or general advertising.”” State blue
sky laws also effectively prohibit any general solicitation by small
businesses attempting to rely on Regulation D.

The Commission can—and should—eliminate both
the federal and state prohibition against general solicitations
in Regulation D offerings. Permitting small issuers to solicit
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broadly in a Regulation D offering would improve small
businesses access to external capital without any loss of investor
protection.

A. The Important But Disadvantaged Place
of Small Businesses in our Economy

Data demonstrate the importance of small businesses
to our national economy. There are about 5 million small
businesses in the United States (businesses with less than 20
employees).® This amounts to almost 90% of all business units.’
These small firms employ approximately 20 million workers,
which amounts to 19% of the nation’s entire workforce.' If
one considers firms with less than 100 employees, those firms
employ nearly 40 million workers,"! amounting to 37% of all
jobs nationally."

A somewhat more qualitative evaluation of small
businesses may lead one to conclude that even these impressive
raw numbers understate the real value of small firms to our
nation. Additional data, supplemented by educated estimates,
suggest that small businesses may be disproportionately
innovative,"® provide entrepreneurial opportunities for
historically disadvantaged groups,'# and create new jobs
disproportionate to their relative size.”

Data and educated estimates, therefore, confirm the
apparent—that small businesses are hugely important to our
nation.

Data also confirm what is apparent to everyone, which is
that small businesses need access to external sources of capital.'®
Starting a new business and maintaining that business, especially
as the business becomes successful and begins to expand,
inevitably requires external capital.

Small businesses” search for external capital is hampered
by significant economic and structural impediments. One
impediment is that small firms usually need small amounts of
capital. This means that expenses in a small offering—legal,
accounting and offering expenses'” —will be very high relative
to the size of the offering, and it is relative, not absolute, offering
costs that foreclose small firms from the capital markets.'® To
use extreme examples to make this point, offering expenses
of $90,000 will likely foreclose an offering of $100,000 by a
company, but the same $90,000 offering costs will not foreclose
a $20 million offering by a company.

The other significant structural impediment that small
businesses face is the absence of financial intermediation services.
Underwriting services are not available for small offerings. The
modest size of offerings by small businesses will not support
underwriting fees sufficient to compensate underwriters for
their efforts in investigating, learning, and selling the securities
of a small issuer. The unavailability of those intermediation
services are a significant disadvantage to the small company
attempting to access external sources of capital.”

This means that small companies—companies whose
significance to the economy may be under described by
reference to the approximately 20% of all jobs that they
provide—are disadvantaged by exogenous factors that in some
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cases exclude them from the capital markets and in all cases
drive up their costs of capital beyond the efficient cost levels
encountered by larger firms.

B. The Overall Theory of Federal Securities Laws:
Disclosure Philosophy, Mandated Disclosures, and Exemptions
from Mandated Disclosures

Consider the philosophy and purpose of the Securities Act
0f 1933 in light of the exogenous structural impediments small
businesses face when they attempt to raise external capital.

The 1933 Act is based on a disclosure philosophy.® The
cornerstone of the 1933 Act is Section 5, which mandates
disclosure of closely prescribed investment information by
companies selling their securities into the capital markets.
Since efficient trading depends on fully informed parties, a
rule requiring issuers to disclose investment information to
purchasers appears, at least preliminarily, to be sound.

The problem, however, is that mandated disclosure may
cause a significant drag on capital formation. This can be
illuminated by imagining excessively burdensome disclosure
requirements, which drive up the issuer’s transaction costs?
and in turn diminish the value of the trade between the issuer
and investors or, in the worst case, actually exclude the issuer
from offering its securities.”? Alternatively, one may describe the
problem as mandating inefficient levels of disclosure. Because
the level of disclosure required in a particular transaction is
dictated by the government rather than the parties themselves,
it may result, for example, in more information (and thus more
expense) for the parties than they would have agreed upon,
were they free themselves to set the level of disclosure.” The
top down rule, in other words, destroys part of the value of
the trade and thus diminishes the incentive for value creating
transactions.

In an attempt to ameliorate the economic problems caused
by a ubiquitous application of a mandated disclosure rule and
to balance the competing interests of capital formation and
investor protection, Congress and the SEC have carved out a
number of exceptions to the registration and prospectus delivery
requirements of Section 5. Generally, these exceptions may be
seen as involving situations in which the parties to the sale of
securities are in a position cheaply to acquire for themselves
investment information necessary for efficient trading. So, for
example, if parties have geographic proximity to one another®
or have access to information as a result of position or economic
bargaining power,® exemptions from the registration and
prospectus delivery requirements remove governmentally
prescribed and mandated disclosure rules and permit the parties
themselves to fashion their own levels of disclosure.

While the 1933 Act from the beginning implicitly
recognized the need to balance investor protection with capital
formation, Congtess later amended the 1933 Act explicitly to
require that Commission rules strike an appropriate balance in
that regard. Section 2(b) of the 1933 Act now mandates that the
Commission, when in its rulemaking it is required to consider
the “public interest,” is to consider the effect of its action not
only on “the protection of investors” but also on “efficiency,
competition and capital formation.””

Notwithstanding such implicit and now explicit mandates
from Congress, the Commission over long decades has refused
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to accord appropriate consideration to the capital formation
needs of small issuers. One of its important failures in that
regard has been the impediments it has constructed to the
efficient search for external capital by small businesses, and
the most pernicious of those impediments may well be the
prohibition on general solicitations in Regulation D.?

C. Regulation D

Regulation D? is a regulatory exemption from the
registration requirement of Section 5 and, facially, at least, is
consistent with the Commission’s obligation to balance investor
protection and capital formation.

Rules 504, 505 and 506 of Regulation D provide
exemptions from registration, and predicate the availability of
the exemptions on more investor protection requirements as
deals get larger. The investor protection devices in the Regulation
are disclosure® and purchaser qualification requirements (e.g.,
purchaser sophistication).’' Rule 504 provides an exemption for
offering up to $1 million and imposes no disclosure or purchaser
qualification requirements. Rule 505 provides an exemption for
offerings up to $5 million and imposes a disclosure obligation
but no purchaser qualification requirement. Rule 506 provides
an exemption without regard to the size of the offering and
requires disclosure and purchaser qualification.

This stair-stepped approach—Brequiring additional
investor protection as the size of the transaction increases—is
a sound philosophy, but the prohibition in Rules 504, 505,
and 506 against any general solicitation for investors undercuts
the claim that Regulation D strikes a sensible balance between
investor protection and capital formation. The prohibition
against general solicitation significantly and adversely affects
the ability of small issuers to find external capital but offers no
material protection to investors.

D. Prohibition Against “General Solicitation”

The prohibition in Regulation D against any
“general solicitation” has two components—“general” and
“solicitation.”

The term “solicitation” should be understood to have
the same meaning as “offer” under the 1933 Act. It is a broad
term that applies to any action undertaken by an issuer for
the purpose of facilitating a sale of its securities. Under such a
purpose or intent test, activities by an issuer that are intended
to condition the market for a sale would amount to an “offer”
or “solicitation”. Thus, even those activities that fall far short of
a formal or common law offer would amount to a “solicitation”
under Regulation D.*

The definition of “general” has always been something of a
mystery. At first blush, one might think of “general” as meaning
a large number. So, a large number of solicitations (offers) may
amount to a “general” solicitation. The Commission, however,
has never put a quantitative limit on “general.”

Pursuing a more indirect interpretative path—relying
on Commission releases, no action letters and scholarly
interpretations—one may conclude the following regarding
when solicitations or offers reach the level of “general”: (1) offers
are “general” if they are likely to reach an undetermined number
of offerees;*® (2) offers limited to sophisticated or accredited
offers may still be “general;”** (3) indiscriminate offers—those

29



QOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO

not preceded by some screening or vetting—are more likely
to be considered “general” than offers in which offerees are
screened or vetted;* (4) notwithstanding the absence of any
specific number test, numbers are important, and the more
offerees the more likely the solicitation is to be “general;”
and (5) a pre-existing relationship between the offeree and the
issuer or issuer’s agent reduces the likelihood that the solicitation
(offer) is “general.”’

The purpose of listing these five factors, however, is not
to illuminate the line between actions that are “general” and
non-general. Instead, the purpose is to show that the concept of
“general” is broad both in scope and marginal ambiguity and, as
aresult, is effective in precluding issuers that rely on Regulation
D from an efficient search for external capital.

It is clear that an issuer who attempts to identify potential
investors through the use of any medium of wide circulation,
including newspapers, radio, TV or the internet, is involved
in a “general” solicitation and thus precluded from using
Regulation D% Itis also clear that even more limited methods
of identifying potential investors may involve levels of risk the
cause reliance on Regulation D to be economically irrational.
Assume, for example, thata small issuer wishes to use Regulation
D as a way to raise $2 million in equity. In order to identify
potential investors, the issuer proposes to send a letter to 150
persons offering the opportunity to invest in the offering. If
that letter creates a 0.3 probability of amounting to a “general”
solicitation® and thus destroying the availability of Regulation
D and creating a potential $2 million liability for the issuer,
a rational issuer may be unwilling to accept that amount of
residual risk. Thus, the broad marginal ambiguity of Regulation
D may make the exemptions practically unavailable to issuers,
even in instances in which conduct may have a relatively low
probability of amounting to a “general” solicitation.

Precluding issuers that rely on Regulation D from an
efficient search for investors involves costs—both to the issuer
and to society—for which there are no comparable benefits.
Indeed, it is impossible to find any material benefit that is
generated by limiting the issuer’s ability to offer its securities
broadly, so long as appropriate investor protection devices are
effectively in place at the point of sale.

Consider, for example, the investor protection devices of
Regulation D, which are disclosure and investor qualification
requirements (sophistication or accreditation). The effectiveness
of neither of these protections would in any way be compromised
by allowing companies to solicit broadly for investors, so long
as those investor protection devices were effectively in place at
the time of sale.

If the Commission were to eliminate the prohibition
against general solicitations in Regulation D, small issuers
searching for capital would be free to solicit broadly for
investors, using, if they so chose, radio, TV, newspapers,
periodicals, internet, etc. Issuers could also use less expansive
investor identification techniques, such as sending solicitation
letters to 150 potential investors or unlimited calls to friends
and business associates. In all such cases, however, investor
protection requirements would be imposed at the relevant point,
which is at the time of sale. Thus if the particular Regulation D
offering requires both disclosure and investor qualification, the
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issuer would have to ensure that any broadly solicited offerees
who became purchasers of the offering were at the point of
sale qualified and fully informed.*’ The effectiveness of those
investor protection provisions would be uncompromised by
the broad solicitation.

The simple and effective prescription, therefore, is for the
Commission in Regulation D to select the investor protection
devices that are appropriate, always balancing (as they are
obligated to do) investor protection and capital formation.
These protection devices should be imposed prior to sale, leaving
issuers relying on Regulation D free—subject only to antifraud
rules—to solicit investors broadly.

E. The Role of the States and NSMIA

While the elimination of the prohibition against general
solicitation would be a relatively simple administrative matter
for the Commission, ' achieving the final desired result, which
is to free small issuers to solicit broadly for capital, implicates
another formidable obstacle, and that is state securities laws.

At the present time, issuers offering their securities
under Rule 504 or Rule 505 of Regulation D are subject to
state securities registration requirements, since the National
Securities Markets Improvement Act of 1996 (NSMIA) did
not preempt state registration requirements for offerings
under Rule 504 or 505.#* As a result, issuers relying on
those exemptions under Regulation D are likely meet state
registration requirements by qualifying for either the state’s small
offering exemption from registration® or its Uniform Limited
Offering Exemption (ULOE).# The small offering exemption
is a statutory exemption and is typically limited to a very few
offerees.® The ULOE is a state regulatory exemption predicated
on the offering’s meeting the requirements of federal Rule 505
or Rule 506 and additional requirements under ULOE designed
to enhance investor protection.

It is highly unlikely that either of these state exemptions
would be available for a Regulation D offering that permitted a
general solicitation. As described above, the state small offering
exemption has strict quantitative limitations on the number
of permissible offerees,”” which would prohibit any general
solicitation. As concerns the availability of the ULOE, state
regulators would certainly resist any state coordination with
a Regulation D offering that permitted general solicitations.
State securities regulators have a history of resisting general
solicitations for exempt offerings® and a demonstrated
willingness aggressively and effectively to protect their own
administrative turf.

The Commission, however, has two paths by which
it could prevent states from neutralizing a federal rule that
permitted a general solicitation for investors in a Regulation
D offering. First, the Commission could by its own regulation
expand NSMIA’s preemption. Under NSMIA, Congress
delegated to the Commission authority to expand the federal
preemption over state securities regulation to offerings made
to “qualified purchasers,” as defined by the Commission.”
Both the 1933 Act itself and the history of NSMIA strongly
suggest that the Commission would be well within its delegated
authority to define a “qualified purchaser” as including one who
purchases in an offering under a revised version of Regulation
D that permitted general solicitations.’
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The second path open to the Commission is to lead a
legislative initiative to expand NSMIA’s preemptive scope. A
complete federal preemption of state registration requirements
is certainly the preferred prescription for the longstanding and
significant pernicious effects that state blue sky laws have caused
in efficient capital formation, especially capital formation by
small issuers.”

Whichever option it chooses, neutralizing state hegemony
over federal policy is essential if the SEC is ever to construct
a Regulation D that permits a broad search for investors by
small companies. It is certain that state regulators would fight
that move by the SEC, but it is time for the Commission to
exercise its own hegemonic advantage for the benefit of small
entrepreneurs and the economy.

CONCLUSION

Small businesses are essential to our national economy,
and efficient access to external capital is essential to small
businesses. Structural obstacles—small capital needs and the
absence of financial intermediation—put small businesses at a
significant disadvantage, when they compete for external sources
of capital. Federal and state securities rules that prohibit a broad
solicitation for external capital exacerbate this problem.

'The Commission has for too long ignored the pernicious
effects of its own regulations on the legitimate capital formation
needs of small issuers and has been inappropriately deferential
to the misdirected actions of well meaning but overly zealous
state securities regulators. Small businesses and the rest of us
have been the losers in this.

The Commission should take steps to ensure that
Regulation D is available for small issuers that solicit broadly
for their external capital.
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Mercier v. Inter-Tel AND THE REFORMULATION OF THE Blasius STANDARD

By Andrew Carriker*

n August 14, 2007, the Delaware Court of Chancery

decided Mercier v. Inter-Tel, Inc.' One of the more

interesting conclusions the court delivered was that
the Blasius standard should be reformulated “as a genuine
standard of review that is useful for the determination of cases,
rather than as an after-the-fact label placed on a result.”” “Such
a reformulation,” the court said, “would be consistent with
prior decisions recognizing the substantial overlap between and
redundancy of the Blasius and Unocal standards, and would
have the added benefit of creating a less prolix list of standards
of review.”

The Blasius standard is applied to the action of a board
of directors taken “for the primary purpose of thwarting the
exercise of a shareholder vote.” Even if the board’s action is
taken in subjective good faith, the board must show that it
had a “compelling justification” to take the challenged action.’
Members of Delaware’s judiciary, including Vice Chancellor
Strine, who authored the opinion in Mercier, have questioned
whether a Blasius standard need exist at all, when existing
standards, particularly the Unocalstandard, seem to be sufficient
for cases that would otherwise be reviewed under Blasius.’ In
Mercier, the Delaware Court of Chancery attempts to place the
Blasius standard in the context of the Unocal standard.

Facts 1N Mercier

Inter-Tel had been courted by potential buyers since
2005, and since that time a special committee of independent
directors had been formed to consider the various proposals the
company was receiving. By fall 2006, Inter-Tel’s former chief
executive officer, Steven G. Mihaylo, the owner of 19% of the
company’s stock and a private equity partner, had withdrawn
an offer to purchase all of the company’s stock at $23.25 per
share, after Inter-Tel’s stockholders voted against a resolution
calling on the company’s board of directors to sell the company
in an auction. In spring 2007, however, Inter-Tel announced
that its board had approved a merger agreement with Mitel
Networks Corporation at $25.60 per share. The merger
agreement contained a no-shop provision that was subject to
a “fiduciary out” permitting the board of Inter-Tel to consider
an unsolicited alternative proposal that was reasonably likely
to lead to a superior proposal.

On June 4, 2007, Mihaylo proposed a transaction in
which the company would use a combination of cash on
hand and new debt to acquire up to 60% of its own shares at
a price of $28 per share. Mihaylo believed that, based on the
corporation’s expected earnings, Inter-Tel’s remaining shares
would trade at almost $30 per share. The court refers to this
proposed transaction as the “Recap Proposal.” Four days later,
Mihaylo disclosed his intention to seek control of the board at

* Andrew Carriker is an Associate in the Wilmington (DE) office of
Skadden, Arps, Slate, Meagher ¢& Flom LLP. He would like to thank Brian
G. Lenhard for reviewing a draft of this article. The views expressed here
are his own, and not necessarily those of bis firm.
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the next annual meeting if the company’s merger with Mitel
were to be defeated.

In the weeks preceding the special meeting, major
stockholders showed a preference for the Recap Proposal,
even though Inter-Tel’s special committee tried to explain to
stockholders that the Recap Proposal was flawed and that it
recommended instead the merger with Mitel. After Institutional
Shareholder Services (“ISS”) recommended that stockholders
vote against the merger and Mitel refused to increase its offer,
the special committee realized that if the special meeting were
held, the merger, and an adjournment of the meeting to seek
the votes required to approve the merger, would almost certainly
be defeated.

'The special committee then began to consider postponing
the meeting. According to the court, the special committee
reviewed a number of factors that might occur if the meeting
were delayed, including whether the electorate would more
closely reflect the actual ownership of the company’s shares as
of the time of the vote and whether arbitrageurs would buy
additional shares that they would be likely to vote in favor
of the merger. In addition, the special committee considered
whether stockholders would be more inclined to approve the
merger because Inter-Tel’s earnings were down in its most
recent fiscal quarter (and thus Inter-Tel was becoming a less
desirable investment to potential buyers) and credit markets
were tightening.

On June 29, 2007, before the meeting scheduled for that
day had commenced, the special committee postponed the
meeting. On July 6, 2007, Inter-Tel announced preliminary
results for its second fiscal quarter and disclosed that those
results had fallen short of the projections contained in the
company’s merger proxy statement. That same day, the company
also stated that it expected its results for the full fiscal year 2007
to be well below previous estimates.

ISS later reversed its position and recommended that
stockholders approve the merger, and shortly thereafter Mihaylo
withdrew his Recap Proposal. At the meeting on August 2,
2007, over 87% of Inter-Tel’s outstanding shares were voted, of
which almost 72% voted to approve the merger. Of the shares
not controlled by Mihaylo, more than 90% of the shares voted
were in favor of the merger.

STANDARD OF REVIEW

The plaintiff stockholder sought review of the special
committee’s postponement of the meeting under the Blasius
standard.” For its part, the special committee sought review
of its actions under the business judgment rule.® The special
committee relied particularly on In re the MONY Group Inc.
Sholder Litig., a case in which the court declined to apply the
Blasius standard and instead reviewed the defendant board’s
actions under the business judgment rule.’

The court instead applied “a reasonableness standard
consistent with the Unocalstandard.”'® Under this reasonableness
standard, the court required that the board of directors of Inter-
Tel (a) identify a “legitimate corporate objective,” one that was
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“proper and not selfish,” served by its decision to postpone the
meeting and set a new record date and (b) show that the board’s
actions were “reasonable in relation to their legitimate objective”
and “did not preclude the stockholders from exercising their
right to vote or coerce them into voting a particular way.”!!

Why did the court hesitate to apply the Blasius standard?
The court discussed four principal objections to use of the
Blasius standard. First, the trigger for application of the Blasius
standard, action by a board of directors that has as its primary
purpose the disenfranchisement of stockholders, is itself a
conclusion and not a method by which to arrive at a judicial
determination.'?

Second, the requirement that the board of directors show
a “compelling justification” for its action is too stringent a
standard. Even the Delaware Supreme Court has observed that
the Blasius standard is so strict that it is “applied rarely.”"?

Third, the relationship of the Blasius standard to the
Unocal standard is unclear.'* Cases involving corporate elections
often arise in the context of mergers and acquisitions, and, as a
result, judges sometimes must consider whether to apply both
the Blasius standard and the Unocal standard (or either one or
the other standard). The court made noticeable reference to MM
Companies, Inc. v. Liquid Audio, Inc. and Chesapeake Corp. v.
Shore, two cases in which the respective courts suggested that
an analysis under Unocal subsumed analysis under Blasius."®
The court explained that the Unocal standard at the same time
(a) implicitly requires directors to show that they acted for
proper reasons (or, in other words, that they did not act for
inequitable purposes) and so addresses concerns about the
directors’ fiduciary duties and (b) compels directors to identify
their “legitimate objectives” and to explain their actions as
necessary to advance those objectives.!¢

Fourth, while Blasius itself concerned the election of
directors, certain passages in the opinion suggest that the
court in Blasius believed its test ought to be applied in any
case in which stockholders were allegedly disenfranchised of
their voting rights."” The court cautioned that the reasoning
in Blasius carried less force when the matter to be considered
by stockholders had little or no bearing on whether directors
would continue in office.'s

But the court did apply the Blasius standard—it simply
applied the standard in a modified form and in the context
of Unocal. The court, for example, stated its conclusions with
respect to the second prong of the reasonableness standard in
the “compelling justification” language of Blasius."” By looking
to the Unocal standard for the analytic tool with which to
review the special committee’s actions, however, the court
reformulated the Blasius standard as a standard of review that
was subsumed within a Unocal analysis and that was not an
independent standard of judicial review. To the extent that
Mercier reformulated the Blasius standard, perhaps the court
may be said to have engaged in “doctrinal pruning” of the
relationship between Blasius and Unocal®

‘The court saw its analysis as consistent with Unocaland the
“directional teaching” of such cases as Liguid Audio, Chesapeake,
and MONY.?' Vice Chancellor Strine further observed, “I do
not believe that this test should be used as to director conduct
not affecting either an election of directors or a vote touching
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on matters of corporate control. This test is a potent one that
should not be used in garden variety situations, when more
traditional tools are available to police self-dealing or improperly
motivated director action.” In addition, Vice Chancellor Strine
specifically rejected the idea that the reasonableness standard
used in Mercier signalled any tolerance for the concept of
“substantive coercion.””

Applying this reasonableness standard to the facts of the
case, the court found that the special committee acted out of
a good faith concern that the merger with Mitel was in the
best interests of Inter-Tel’s stockholders and that, if the special
meeting were held as scheduled and the merger failed to gain
approval, the advantages of the merger would be irretrievably
lost.* After discussing the effects of changing the meeting’s
record date—primarily how moving the record date could
allow arbitrageurs to buy additional shares at a price below
the merger consideration—the court found that changing the
record date “did not unfairly tilt the odds” against Mihaylo
or any other stockholder who opposed the merger.”> What
determined the outcome of the meeting was that ISS and
Inter-Tel’s stockholders who held stock on both record dates
came to view the merger “as the value-maximizing option.”
Postponement of the meeting and the setting of a new record
date, furthermore, neither precluded Inter-Tel’s stockholders
from freely choosing to reject the merger nor coerced those
stockholders into approving the merger.”’ The court concluded
its analysis by emphasizing that the “compelling justification”
test originating in Blasius ought to be replaced in this case
with a “legitimate objective” test. But, in deference to the
authority of Liquid Audio and other cases that “seem to give
continuing life to the compelling justification usage,” the court
made an explicit determination that the special committee
“demonstrated a compelling justification for its action, even if
that standard applies.”

Portnoy v. Cryo-Cell

Whether Mercier’s reformulation of the Blasius standard
becomes widely adopted by the judiciary in Delaware remains
to be seen. Vice Chancellor Strine has, however, already had
the opportunity to comment on the reformulated standard.
In Portnoy v. Cryo-Cell International, Inc., stockholder David
Portnoy proposed a rival slate of directors to that proposed
by the management of Cryo-Cell International, Inc.”” In the
course of trying to have the managements slate of directors
elected at the company’s annual meeting of stockholders, the
chief executive officer of Cryo-Cell, Mercedes Walton, entered
into an agreement with stockholder Andrew Filipowski to add
Filipowski to the board in exchange for his support of the
management’s slate of directors. Walton further agreed with
Filipowski that, should management’s slate be elected, Walton
would ensure that the board be expanded and that a designee
of Filipowski be added to the board. At the annual meeting,
Walton extended the meeting until she was certain that the
management’s slate of directors had secured election, although
she did not explain the delays to stockholders in attendance.

The court considered Portnoy’s first claim, that Walton
and the other incumbent directors of Cryo-Cell violated their
fiduciary duties when Walton agreed with Filipowski to provide
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a seat on the company’s board in exchange for Filipowski’s
support of management’s slate of directors, to be a charge of
“vote buying” and applied the analysis of Schreiber v. Carney.®
The court noted that the “method for addressing behavior
influencing the conduct of a corporate election” that was used
in Mercier resembled the Schreiber test. In both tests, the initial
question was whether the board acted with proper motivation.
With regard to the second step in each test, the court suggested
that the standard in Mercier (whether the board’s actions were
reasonable in relation to their legitimate objective) was more
useful than the test of entire fairness in Schreiber.”

Portnoy’s final complaint was that Walton acted
inequitably in her conduct of the annual meeting.? In finding
that Walton improperly delayed during the meeting without
being honest about why she was stalling, the court cited Mercier
for the test that requires a showing that Walton’s actions were
“motivated by a good faith concern for the stockholders’ best
interests, and not by a desire to entrench [herself].”* The
court distinguished the case at hand, which involved “an actual
election of directors, in which the insiders delay because they
believe the stockholders are making a mistake in choosing new
leadership,” from the circumstances presented in Mercier.>t
Rather than reverse the election altogether, however, the court
ordered that the company promptly hold a special meeting at
which a new election would be held and presided over by a
special master.>

CONCLUSION

The court in Mercier presents a somewhat circumscribed
holding.’® Its discussion of the relationship between the
Blasius standard and the Unocal standard, however, represents
a significant contribution to the Delaware courts” struggle (as
Vice Chancellor Strine characterizes it in Chesapeake) to place
the Blasius standard within the framework of a Unocalanalysis,
when Unocal would otherwise govern.”” Even as the court
acknowledges that it is bound by precedent to speak in the
language of Blasius, the court’s reformulation of Blasius reflects
its dissatisfaction with a broad application of that standard and
its preference for the Unocal standard of review.
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CRIMINAL LLaAw AND PROCEDURE

From Apprendi To Booker To Gall AND Kimbrough: THE SUPREME COURT
BLuNDERS 11 WAY BAack TO LUCK-OF-THE-DRAW SENTENCING

By William G. Otis*

quarter-century ago, bipartisan majorities in Congress

had come to understand that the federal sentencing

ystem was, in today’s parlance, “broken.” Sentencing
was rife with irrational disparity, principally because each
judge could sentence as he saw fit—through the prism of his
own temperament, experience, or even mood. Judges did not
have to follow any uniform sentencing standards, or even
proceed under any established theory as to what sentencing
was supposed to accomplish. Appellate review of sentencing
was virtually non-existent.

To fix the problem, Congress adopted the Sentencing
Reform Act of 1984. The Act created a system of mandatory
sentencing guidelines, developed largely from existing
sentencing patterns, and appellate review to enforce them.

Although the guidelines were often criticized as
“sentencing by the numbers,” those very numbers succeeded
in making the system more transparent, predictable, and
accountable than the scattershot, subjective, and sphinx-like
“system” they replaced. Mandatory guidelines also succeeded
by the most important measure that can be applied to
sentencing—to wit, they accompanied, even if they cannot be
said exclusively to have produced, a consistent and long-term
decrease in the crime rate. The deterrent and incapacitating
effects of serious prison time that even a sympathetic judge
would, under mandatory guidelines, find it difficult to avoid,
did indeed, so it appeared, have their effect.

But sentencing reform carved from the hide of unfettered
judicial power was not to last. In a series of opinions starting
with Apprendi v. New Jersey' and ending in Gall v. United
States’ and Kimbrough v. United States,® the Supreme Court
killed off determinate sentencing. These decisions rendered
the guidelines “advisory only,” and made clear that appellate
review of district court sentencing decisions was to be
deferential, if not, for practical purposes, empty.

The brief and promising life of determinate sentencing
had come to an end. Luck-of-the-draw sentencing was back.
So, too, is the invitation for “rehabilitation”based, defendant-
friendly sentencing, all dressed in the soothing if not
particularly law-oriented terminology of “judicial discretion.”
Criminals facing jail—and especially those who speak for
them—are likely to welcome this development, knowing from
years of experience that “judicial discretion” is code for “lower
than guidelines sentences.” Whether the rest of us should be
equally welcoming it is a different matter.

*William G. Otis was a charter member of the Attorney General’s Advisory
Sub-committee on the Sentencing Guidelines. He was a federal prosecutor
in the Eastern District of Virginia under administrations of both parties,
and most recently served as Counselor to the head of the Drug Enforcement
Administration.
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IN THE BEGINNING...

The 1983 Senate Report accompanying the Sentencing
Reform Act aptly stated the problem. It observed:®

In the federal system today, criminal sentencing is based largely
on an outmoded rehabilitation model. The judge is supposed
to set the maximum term of imprisonment and the parole
commission is to determine when to release the prisoner
because he is ‘rehabilitated.” Yet almost everyone involved in the
criminal justice system now doubts that rehabilitation can be
induced reliably in a prison setting.... Since the sentencing laws
have not been revised to take this into account, each judge is
left to apply his own notions of the purposes of sentencing. As
a result, every day federal judges mete out an unjustifiably wide
range of sentences to offenders with similar histories, convicted
of similar crimes, committed under similar circumstances. One
offender may receive a sentence of probation, while another—
convicted of the very same crime and possessing a comparable
criminal history—may be sentenced to a lengthy term of
imprisonment. Even two such offenders who are sentenced
to terms of imprisonment for similar offenses may receive
widely differing prison release dates; one may be sentenced to
a relatively short term and be released after serving most of the
sentence, while the other may be sentenced to a relatively long
term but be denied parole indefinitely.

Congress noted that both the prevalence and the degree of
unwarranted disparity—meaning disparity unrelated to
relevant offense or offender characteristics—was little short of
scandalous:®

[Disparity] occurs in sentences handed down by judges in the
same district and by judges from different districts and circuits
in the federal system. One judge may impose a relatively long
prison term to rehabilitate or incapacitate the offender. Another
judge, under similar circumstances, may sentence the defendant
to a shorter prison term simply to punish him, or the judge
may opt for the imposition of a term of probation in order
to rehabilitate him. For example, in 1974, the average federal
sentence for bank robbery was eleven years, but in the Northern
District of Illinois it was only [half that]... Further probative
evidence may be derived from [a] 1974 study in which fifty
federal district court judges from the Second Circuit were given
twenty identical files drawn from actual cases and were asked to
indicate what sentence they would impose on each defendant.
The variations in the judges’ proposed sentences in each case
were astounding.

To remedy the problem of luck-of-the-draw disparity, Congress
embraced an entirely new concept: sentencing was henceforth
to be governed by the rule of law.

Congress thus established the Sentencing Commission
to draw up mandatory sentencing guidelines. Judges, while
still having considerable discretion to tailor sentences to
the individual circumstances of each case—and, in truly
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exceptional cases, to sentence outside the guidelines entirely—
would ordinarily be required to sentence within the guidelines
range.

Despite the fact that three of the seven voting members
of the Sentencing Commission were, under the Act, to be
federal judges, not all their colleagues were enthusiastic
about the reining-in of what had been virtually unfettered
sentencing authority. Some went so far as to find the guidelines
unconstitutional, an intrusion on the separation of powers.
(The Supreme Court, in an 8-1 decision, would later reject
every significant separation of powers objection.”)

Congress was well aware that a considerable portion of
the federal judiciary, not to mention the criminal defense bar,
believed that, if guidelines were inevitable, at least they should
be voluntary rather than mandatory. Guidelines opponents
noted thatvoluntary systems had been adopted by several states.
Congress addressed the question explicitly and concluded that
only a mandatory system could work. Voluntary or “advisory”
guidelines simply could not be counted on to establish the
overall uniformity, transparency, and accountability that had
been so sorely lacking, and merely “suggested” sentences
could scarcely be a basis for appellate enforcement. The Senate
Report noted, for example:®

The Committee rejected an amendment by Senator Mathias
which would have expanded significantly the circumstances
under which judges could depart from the sentencing
guidelines in a particular case. The Mathias amendment would
have permitted deviations from the guidelines whenever a
judge determined that the characteristics of the offender or the
circumstances of the offense warranted deviation, whether or not
the Sentencing Commission had considered such offense and
offender characteristics in the development of the sentencing
guidelines.

The Committee resisted this attempt to make the sentencing
guidelines more voluntary than mandatory, because of the poor
record of states [noted] in the National Academy of Science
report which have experimented with “voluntary ‘guidelines.
In his testimony before the committee on the comprehensive
crime control act of 1983 (s. 829), [one] district attorney...
noted that the voluntary guidelines in Massachusetts were
completely ineffective in reducing sentencing disparities and
imposing a rational order on criminal sentencing in the state,
because judges generally did not follow them.

Mandatory federal sentencing guidelines became effective
on November 1, 1987. It took a few years for the sentences
they required to begin to take hold. Once fully in place, the
guidelines (along with statutory minimum sentencing) did
indeed produce, as critics pointed out, a significant increase
in the prison population. What the critics mentioned less
frequently was that, with criminals incarcerated instead of out
on the street, there was a concomitant significant decrease in
the crime rate. This was true for both violent and property
crime. Between 1991 and 2005, the property crime rate
dropped by more than half, from roughly 354 victimizations
per 1000 households to 154.° Violent crime saw a similar
trend, dropping almost every year from roughly forty-nine
victimizations per household in 1993 to twenty-one in
2005—a decrease of close to 60%.'° While no serious person
maintains that mandatory federal sentencing guidelines
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deserve all the credit for this startling improvement in the
crime picture, no one can plausibly deny that they played a
significant role.

Success Proves Too Mucu To ABIDE

The destruction of determinate sentencing started
quietly enough, with Apprendi v. New Jersey."" There, the
defendant fired several shots into the home of a black
family that had recently moved in nearby. In a statement
to the police shortly afterwards (later retracted), Apprendi
admitted that he committed the crime because the victim’s
family was African-American and he “did not want them in
the neighborhood.” He was promptly charged in a twenty-
three-count indictment. Nothing in the indictment referred
to New Jersey’s hate crimes statute, however, and there was no
count alleging that Apprendi acted with a racial purpose.

Apprendi entered an agreement in which he pleaded
guilty to three counts and the state dismissed the others. In
doing so, the state reserved the right to request that the court
impose an “enhanced sentence” on one of the counts (Count
18) charging possession of a firearm for an unlawful purpose—
a count which by its terms carried a maximum sentence of no
more than ten years. Apprendi reserved the right to challenge
any unindicted “hate crimes enhancement” on constitutional
grounds.

The courtaccepted the pleaagreement, and the prosecutor
moved for an enhanced sentence exceeding ten years under the
uncharged hate crimes statute. The court convened a hearing
on the question of Apprendi’s purpose in possessing and firing
the gun at the victim’s house. The sentencing judge concluded,
by a preponderance of the evidence, that Apprendi’s behavior
was motivated by racial bias, and sentenced him to twelve
years’ imprisonment on Count 18.

A divided New Jersey Supreme Court rejected Apprendi’s
argument that the two-year enhancement violated his right
under the Due Process Clause to a jury determination, beyond
a reasonable doubt, of the facts upon which it was based. The
U.S. Supreme Court reversed in an opinion by Justice Stevens,
joined by Justices Scalia, Souter, Thomas, and Ginsburg. The
Court held that any fact that increases the penalty for a crime
beyond the prescribed statutory maximum, other than the
fact of a prior conviction, must be admitted by the defendant
or submitted to a jury and proved beyond a reasonable
doubt.

One may take as well-reasoned the Courts
holding, subscribed as it was by the Court’s most liberal and
conservative members, while still noting that it was broader
than needed to vindicate the principle at its base. The Court
could have held simply that a defendant cannot be sentenced
under the provisions of a statute he was never indicted for
violating. (Indeed, Justice Thomas said almost exactly that in
his concurring opinion, quoting the long-honored rule that
“[t]he indictment must allege whatever is in law essential
to the punishment sought to be inflicted.”'?) By casting its
holding less precisely in terms of what is allowed under the
“statutory maximum,” the Apprendi majority paved the way
for a critical breach in the guidelines.
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The breach opened four years later, in Blakely wv.
Washington." In that case, the defendant, “evidently a difficult
man to live with,”* bound his wife in construction tape
and abducted her at knifepoint from their home in Grant
County, Washington. He drove her to Montana, where he
was arrested.

Blakely was charged by the State of Washington with
first degree kidnapping. Pursuant to a plea agreement, that
count was replaced with a charge of second degree kidnapping,
a Class B felony which carries a statutory maximum of ten
years imprisonment. At the same time, the Washington
Legislature had adopted a guidelines system roughly similar to
that of the United States. Under Washington’s guidelines, the
“standard range” for second-degree kidnapping was forty-nine
to fifty-three months. The Washington Sentencing Reform
Act provided that a standard range sentence may be enhanced
if the sentencing judge finds “substantial and compelling
reasons” for doing so."”

The prosecutor recommended a sentence within the
standard range, but the court did not agree. After a hearing in
which the unpleasant details of the kidnapping were adduced,
the court concluded that Blakely acted with “deliberate
cruelty,” a statutorily enumerated ground for an exceptional
sentence (or upward departure, as it would be called in federal
law). The court thus imposed a ninety-month sentence, thirty-
seven months above the maximum of the standard range—
but thirty months below the general statutory maximum for a
Washington Class B felony.

Blakely made unsuccessful appeals to the state, but met
with better luck in the U.S. Supreme Court. With Justice
Scalia writing for the same five-justice majority that decided
Apprendi, the Court concluded that Washington had violated
Blakely’s right to have a jury determine every fact upon which
his sentence was based.

Although little noticed in the aftermath of the Blakely
opinion, it hinged—as one would expect, in light of the way
Apprends had cast its holding—on the Court’s interpretation
of what the term “statutory maximum” means. The
Court thought it was the Washington guidelines maximum
range—that having been embraced, after all, by a statute, to
wit, the Washington Sentencing Reform Act. Washington,
by contrast, argued that the statutory maximum was the
maximum designated by the statute Blakely pleaded guilty
to violating—i.e., the Class B felony statute of second degree
kidnapping, which carries a maximum of ten years.

The Courtsaid that the “statutory maximum’ for
Apprendi purposes is the maximum a judge may impose
solely on the basis of the facts reflected in the jury verdict
or admitted by the defendant [in his guilty plea].”'® Thus,
the Blakely Court continued, the statutory maximum
sentence “is no more 10 years here than it was 20 years in
Apprends..” What the Court overlooked, however, was that
while Apprendi had never been charged with a hate crime,
with its twenty year maximum, Blakely Aad been charged
with, and had admitted in the plea proceedings, the Class B
felony kidnapping of which he was convicted, with its ten year
maximum.
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What had been slightly imprecise language in Apprendi
was thus transformed into the time bomb that would detonate
under federal sentencing law. Once “statutory maximum” was
understood to mean not the maximum designated by statute
defining the offense of conviction but the “standard guidelines
maximum,” the end was in sight. Justice O’Connor’s Blakely
dissent saw the handwriting on the wall: “What I have feared
most has now come to pass: Over 20 years of sentencing reform
are all but lost, and tens of thousands of criminal judgments
are in jeopardy.”"’

Ironically, seven months later, Justice O’Connor and her
fellow dissenters would cast the decisive votes to seal the fate
she correctly foresaw.

Booker AND 1TS REMEDY

In United States v. Booker, the five-justice Apprendi
and Blakely majorities held the day and declared the federal
sentencing guidelines unconstitutional as inconsistent with
the Sixth Amendment.” While the most serious—indeed
the terminal—damage done by Booker lay in the remedy it
commanded, it is worth a moment’s pause to observe that
the analytical underpinning of Booker’s constitutional holding
was even more dubious than the Blakely analysis upon which
it purported to rest.

In Blakely, the Court arguably had at least some basis for
believing that the “statutory maximum” which could not be
exceeded without a jury determination beyond a reasonable
doubt was the standard guidelines maximum. That was because
in Washington State the legislature’s Sentencing Reform Act
irself specified a standard guidelines sentencing range of forty-
nine to fifty-three months for the second degree kidnapping
of which Blakely had been convicted. There was, accordingly,
at least an argument for regarding fifty-three months as the
“statutory” maximum, notwithstanding the longer ten-year
maximum provided under the general Class B felony statute
Blakely had been convicted of violating. But there is no
corresponding statutory designation of a particular sentencing
range under federal law: the Sentencing Reform Act of 1984,
unlike its counterpart in Washington, does not (and did not)
specify particular numerical sentencing ranges. Still less does
it specify a particular sentencing range in any given case or
class of cases different from the maximum provided by statute
defining the offense of conviction. Thus, whatever justification
existed in Blakely for defining the standard guidelines maximum
as the statutory maximum was significantly weakened, if not
absent, in Booker.

The true death knell for the federal guidelines lay in
Booker’s remedy, though. Two remedies were on the table. One
was to require the government to prove beyond a reasonable
doubt to a jury (or to have the defendant admit in the plea
agreement) all the facts the government would seek to have
the court consider in determining the sentencing range. The
remedial majority in Booker (Justice Breyer, with Chief Justice
Rehnquist and Justices O’Connor, Kennedy and Ginsburg)
rejected that option, largely, it said, because it could not be
counted upon to carry forward the “real offense” sentencing
regime Congress wanted to establish with the SRA.
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Instead, the remedial majority decided that Congress
would have preferred to continue “real offense” sentencing
via a voluntary or “advisory” system of guidelines. The
Court created that system by excising two provisions of the
SRA—the provision requiring judges to sentence within the
guidelines absent exceptional circumstances, and the provision
for de novo review in the courts of appeals. It is only a modest
oversimplification to say that the new, voluntary regime
amounted to “apply-them-when-you-think-best” guidelines,
with light-handed appellate review for understandably
undefined “reasonableness.”

As Justice Scalia noted in partial dissent, “[c]his is rather
like deleting the ingredients portion of a recipe and telling
the cook to proceed with the preparation portion.”™ It was
Justice Stevens, however, who most meticulously exposed
the remedial majority’s error. Justice Stevens’s dissent on that
point is worth reading in its entirety, but a few passages give
the flavor:?

In order to justify excising [the mandatory and de novo review
portions of the SRA], the Court has the burden of showing
that Congress would have preferred the remaining system of
discretionary Sentencing Guidelines to not just the remedy I
would favor, but also to any available alternative, including the
alternative of total invalidation, which would give Congress a
clean slate on which to write an entirely new law. The Court
cannot meet this burden because Congress has already considered
and overwhelmingly rejected the system it enacts today. In doing so,
Congress revealed both an unmistakable preference for the certainty
of a binding regime and a deep suspicion of judges’ ability to reduce
disparities in federal sentencing. A brief examination of the SRA’s
history reveals the gross impropriety of the remedy the Court
has selected.

sokokokok

The text of the law that actually passed Congtess... should be
more than sufficient to demonstrate Congress’ unmistakable
commitment to a binding Guidelines system. That text requires
the sentencing judge to impose the sentence dictated by the
Guidelines (“the court shall impose a sentence of the kind, and
within the range” provided in the Guidelines unless there is a
circumstance “not adequately taken into consideration by the”
Guidelines), and [the de novo appeal provision gives] teeth [to
the mandatory provision] by instructing judges that any sentence
outside of the Guidelines range without adequate explanation will
be overturned on appeal. Congress’ chosen regime was carefully
designed to produce uniform compliance with the Guidelines.
Congress surely would not have taken the pains to create such a
regime had it found the Court’s system of discretionary guidelines
acceptable in any way.

Tue END OF DETERMINATE SENTENCING

There was momentary hope that the Supreme Court’s
creation of advisory guidelines might not lead to a wholesale
return to luck-of-the-draw sentencing. In Rita v. United States,
the Court held thata court of appeals, although not required to
do so, may apply a presumption of reasonableness to a sentence
within the guidelines (while being at pains to note that it was
by no means implying that a sentence outside the guidelines
could be presumed unreasonable) **

Rita proved a tepid and fleeting gesture. Less than six
months later, in Gall and Kimbrough, the Court made clear
how completely the guidelines had been swept away.
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1. In Kimbrough, the defendant had been convicted of selling
crack cocaine. His guidelines sentencing range was 228 to 270
months. The district court, viewing that sentence as more than
necessary and, in particular, as a reflection of little more than
an overwrought concern with the dangers of crack cocaine,
as opposed to the powdered form of the drug, sentenced
Kimbrough to 180 months’ imprisonment, four years less
than the minimum of the range. The Fourth Circuit reversed,
holding that a sentence outside the guidelines range is per se
unreasonable when it is based simply on the district judge’s
disagreement with the disparate treatment of crack and powder
cocaine.

2. In Gall, the defendant, while a college student, spent seven
months in a conspiracy selling ecstasy. He sold roughly 10,000
ecstasy pills, netting himself more than $30,000. Prudently
apprehensive that one of his co-conspirators talked too loosely,
Gall withdrew from the conspiracy, graduated from college,
began a productive life and—so the Court stated—became
drug-free. More than three years later, he was indicted for his
role in the conspiracy. He self-surrendered and, while free on
his own recognizance, started a successful business.

Gall entered a guilty plea admitting that he was responsible
for distributing at least 2,500 grams of ecstasy. The government,
for its part, agreed inter alia that recent changes in the guidelines
that enhanced the punishment for ecstasy would not apply.

Gall’s sentencing range was thirty to thirty-seven months’
imprisonment. The district court imposed no prison time,
however, and sentenced Gall to thirty-six months’ probation.
The Eighth Circuit reversed, holding that the extent of a
departure from the guidelines—in this case considerable—must
be “proportional” to the reasons justifying it. The court of
appeals thought that the reasons offered by the district court
came up short, and remanded for re-sentencing.

3. The Supreme Court reversed in both cases, each time by a vote
of seven to two. In Kimbrough, the majority, speaking through
Justice Ginsburg, held that the guidelines for crack cocaine, like
all others after Booker, are “advisory only,” and that advisory
guidelines sentences may be overturned on appeal only for abuse
of discretion. While the majority opinion discussed at length
the supposed residual importance of a sentencing court’s careful
and respectful consideration of the guidelines, its language was
precatory, and the district court was applauded for its invocation
of what was called the SRA’s “overarching instruction” to
impose a sentence “sufficient, but not greater than necessary,”
to accomplish Congress’s stated sentencing goals.?

‘The majority, like the district court did not define how a
sentence of 180 months is determined to be “necessary” (but a
sentence of 181 months presumably “unnecessary”). Likewise,
the majority made no mention of the first three specific factors
listed after the “overarching” principle of the SRA, those being
the need for the sentence imposed (1) to reflect the seriousness
of the offense, to promote respect for the law, and provide just
punishment; (2) to afford adequate deterrence to criminal
conduct; and (3) to protect the public from further crimes of
the defendant.”

Gall was of a piece with Kimbrough. The Court, per
Justice Stevens, held that the Eighth Circuit erred in requiring
the district court to identify “extraordinary” circumstances in
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order to justify its departure. The majority believed that such
a requirement would come too close to creating a presumption
of unreasonableness for sentences outside the guidelines, in
derogation of Booker’s rule that the guidelines are no more
than advisory. The majority also criticized the court of appeals
for adopting a wooden “mathematical approach” to departure
analysis, even though the existence of such an approach in the
language of the Eighth Circuit’s opinion is difficult to discover.
The Court acknowledged that the extent of a departure is
relevant to an appellate court’s analysis of reasonableness, but
emphasized that the reviewing court must give “due deference”
to the district court’s assessment of the myriad of factors that
properly may inform a sentencing decision. In the case before
it, the majority scolded the Eighth Circuit for having failed to
give sufficient deference to the district court’s “reasoned and
reasonable” analysis.*

4. One need not search through post-Gall and post-Kimbrough
cases in order to understand what is left of determinate
sentencing or of the Sentencing Reform Act’s central goal of
reducing idiosyncratic disparity. Gal/and Kimbrough themselves
show all that is needed.

In Kimbrough, the Court acknowledged that “uniformity
remains an important goal of sentencing””—but not so
important that it could not be set aside two sentences later
with the observation that “our opinion in Booker recognized
that some departures from uniformity were a necessary cost of
the remedy we adopted.”

The phrase, “some departures from uniformity” is a
modest assessment of the outright chaos in crack sentencing that
is certain to follow in Kimbrough’s wake. Some district judges
will continue to see crack as the menace it has proven to be and
will follow the guidelines. Others will see the guidelines as still
in the thrall of “hysteria” about the crack wars of the 1980s and
allow breathtaking departures. Under Rita, the former cannot
be constrained, and under Kimbrough neither can the latter. The
upshot is less likely to be “some departures from uniformity”
than helter-skelter sentencing in wholesale lots, in a major area
of federal criminal law—all justified by nothing more than
hundreds of individual district judges formulating their own
widely divergent versions of the dangers of crack, one chambers
at a time. If the Sentencing Reform Act was adopted to put an
end to anything, that was it.

The upshot of Gall is potentially even more troubling.
Most reasonable people would probably agree that there were
exceptional circumstances in that case justifying a significant
downward departure. But to depart to no prison time whatever
for a defendant who considerably enriched himself by selling
thousands of pills of a dangerous drug, and to depart to that
extent when the guidelines called for a sentencing range
exceeding three years™ incarceration—to take that path, and
have a majority of the Supreme Court embrace it as a “reasoned
and reasonable” result, sends an unmistakable message. That
message was spelled out in the dissent by Justice Alito, who
said that the interpretation given Booker by the Gall majority
“means that district judges, after giving the Guidelines a polite
nod, may then proceed as if the Sentencing Reform Act had
never been enacted.”
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Waar We Have Now

Beneath the successful attack on the centerpiece of
the Sentencing Reform Act—mandatory guidelines with
meaningful appellate enforcement—there has always been an
agenda, namely, lighter sentences for criminals. The organized
defense bar knew from experience that the way to get to lighter
sentencing was to replace mandatory guidelines with the
previous regime of “judicial discretion.” It knew in particular
that when “discretion” is exercised, it is virtually always in only
one direction—in the convicted defendant’s favor.

The Sentencing Commission’s statistics show how right
the defense bar was. The single most telling indicator of the
imbalance in “judicial discretion” is the incidence and direction
of departures allowed. From the time guideline sentencing
began up to the present day, the incidence of downward
departures has dwarfed the incidence of upward departures by
roughly twenty-five to one. It is true that part of this is due
to government-sponsored downward departures to reward
a defendant’s assistance (typically information or testimony
about co-conspirators). Also in the mix are a smaller number
of government-sponsored downward departures resulting from
the “fast track” program for illegal entrants into the United
States, mostly in border districts. But even discounting those
categories, the number of downward departures vastly outstrips
the number of upward departures. Overall, a defendant facing
sentencing today has a negligible 1.5% chance of receiving a
sentence above the guidelines and a 38% chance of receiving
one below. It has come to the point that, in the lexicon of those
who deal regularly with sentencing issues, the phrase “downward
departure” is regarded as a redundancy.

It thus turns out that “judicial discretion” in the context
of the debate about sentencing is a very misleading phrase. If
there were anything approaching the even-handedness implied
by the phrase, there would be at least roughly equal numbers
of upward and downward departures. But that has never been
the case. “Judicial discretion” in this area is not discretion at
all as commonly understood. It is a one-way street to lower
sentences. Indeed, whatever else may be said of them, Gall
and Kimbrough are apt representatives of future sentencing
outcomes. In a nutshell, the principal real-world effect of the
end of determinate sentencing will be thousands of criminals
back on the street before they otherwise would have been.

It would be troubling enough, and dangerous, if that
were the end of it, since it is impossible to believe that putting
criminals back on the street will have no effect on crime.
And it is dishonest to conduct the sentencing debate without
acknowledging this fact. But, even with all that, there is yet a
greater cost in the end of determinate sentencing, and that is
its cost to the rule of law.

Like every other statute, the Sentencing Reform Act
was not perfect, and neither were the guidelines it brought
into being. But it was a serious and mostly successful effort to
bring defined standards into an enormously important area of
criminal practice previously left to chance. If the law of evidence
had been as arbitrary as the law of sentencing was in the pre-SRA
era, it would have been a national scandal. The end of the rule
of law in federal sentencing and the return of what Ga// and
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Kimbrough tell us will be effectively unfettered discretion is also
a scandal, but the outrage is nowhere to be seen.

If the Court were bent on eviscerating the SRA to this
extent, the better approach would have been, as Justice Souter
has suggested,”® to overturn the Act in its entirety and allow
Congress to start over, with the mandatory guidelines it knew
were the only hope for consistency, together with the jury
determination of sentencing facts that Apprendi demands.

Instead, we now have something worse, and less honest,
than the pre-SRA regime of standardless sentencing. We
have standardless sentencing pretending to have standards.
The shrewdly opaque message to the public is that we still
have sentencing guidelines, only that they are more “flexible”
than before. Sentencing Commissioners continue to draw
hefty salaries to write guidelines (that can be ignored at will).
Probation officers continue to calculate ranges on worksheets
(that may count for something or may not). District judges
go through the window dressing rehearsed for them in Gall
and Kimbrough (assured by those decisions that if the litany is
elaborate enough, it need not be given any weight). A person
employing impolite language might call this a charade.

Because the hollowed-out guidelines are still twitching
in the land of the un-dead, further depredations to the rule
of law, and the proper role of the judicial branch, are sure to
follow. Justice Thomas made the point in his dissenting opinion
in Kimbrough:

As a result of the [Booker] Court’s remedial approach, we are now
called upon to decide a multiplicity of questions that have no
discernibly legal answers....

The outcome [today and those in Ritz and Gall] may be
perfectly reasonable as a matter of policy, but they have no basis
in law. Congress did not mandate a reasonableness standard of
appellate review—that was a standard the remedial majority in
Booker fashioned out of whole cloth. See 543 U. S., at 307-312
(ScaLia, J., dissenting in part). The Court must now give content
to that standard, but in so doing it does not and cannot rely on
any statutory language or congressional intent. We are asked
here to determine whether, under the new advisory Guidelines
regime, district courts may impose sentences based in part on
their disagreement with a... policy judgment reflected in the
Guidelines. But the Court’s answer to that question necessarily
derives from something other than the statutory language or
congressional intent because Congress, by making the Guidelines
mandatory, quite clearly intended to bind district courts to the
Sentencing Commission’s categorical policy judgments. See 18

U. S. C. §3553(b) (2000 ed. and Supp. V) (excised by Booker).
By rejecting this statutory approach, the Booker remedial majority
has left the Court with no law to apply and forced it to assume
the legislative role of devising a new sentencing scheme.

The road from Apprendi to Booker to Gall and Kimbrough
is strewn with damage that has been all but ignored—damage
to future public safety, to uniformity and honesty in sentencing,
and to the proper authority of Congress. In the 1980s, there was
a bipartisan consensus strong enough to make federal sentencing
conform for the first time to the rule of law. Whether such a
consensus exits today is an open question. But the first step
toward building one is to understand, as it was understood
twenty-five years ago, how urgently it is needed.
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Forensic ScieNce NEEDS CHECKS AND BALANCES

By Roger G. Koppl & Radley Balko*

ustice is the foundation of liberty. Thus, the proper

functioning of our criminal justice system is a vital

concern for all who value liberty. When figures such
as David Hume first laid down the classical liberal principles
which form the foundation of our criminal justice system,
however, scientific evidence did not yet have the important role
in criminal cases that it does today. Since the beginning of the
twentieth century, that importance has grown so much that
forensics is now a central function of the criminal justice system
in the United States and in courts around the world.

But our system of checks and balances has not yet been
updated to factor in forensic science—in theory or in practice.
As a result, crime labs in most jurisdictions have a virtual
monopoly over evidence analysis, and this monopoly structure
has created needless and unacceptably high error rates. Today, a
jury’s verdict often turns on forensic evidence alone. This state
of affairs, thus, calls into question whether our criminal justice
system, as it stands today, can truly be called “adversarial.” In
many ways, forensic scientists may be more important to the
outcome of a case than defense lawyers and prosecutors—which
makes the profession’s errors all the more alarming. In this
article, we document the poor performance of forensic science
and propose a system of checks and balances to fix the broken
system.

ERRORS IN FORENSIC SCIENCE

Despite the impression one might glean from popular
culture, forensic science and medico-legal investigation are far
from error-free. Persistent errors have been documented in a
variety of forensics specialties, including forensic pathology,
fire investigation, bite mark analysis, fingerprint analysis, and
DNA typing. A few examples:

In February of this year, Mississippi exonerated two men
convicted of two similar murders just a few miles apart. Levon
Brooks was convicted of raping and murdering his girlfriend’s
three-year-old daughter in 1990. Two years later, Kennedy
Brewer would be convicted of a remarkably similar crime, the
rape and murder of his girlfriend’s three-year-old daughter.
Brooks was sentenced to life without parole. Brewer was
sentenced to death. Both men were convicted almost exclusively
on the testimony of Dr. Steven Hayne and Dr. Michael West
(Mitchell).

Hayne is a forensic pathologist who has essentially
monopolized Mississippi’s autopsy business for twenty years. He
has testified to performing between 1,200 and 1,800 autopsies
ayear, an astonishing figure given that the National Association
of Medical Examiners recommends an individual doctor do no
more than 325. Dr. West is a “forensic odentologist,” or bite-
mark analyst, who once claimed that he could trace the bite
marks in a half-eaten sandwich at a murder scene back to the
defendant. The two have long been criticized by Mississippi

* Roger G. Koppl is a Professor at Fairleigh Dickinson University and
Director of the Institute for Forensic Science Administration. Radley
Balko is a Senior Editor ar Reason Magazine.
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defense attorneys and medical malpractice attorneys for
jiggering their conclusions to support the theories of prosecutors
and plaindiffs’ attorneys (Balko, “CSI: Mississippi”).

In the Brooks and Brewer cases, Hayne performed the
initial autopsy, then called in his longtime collaborator West
to do “bite mark analysis.” In both cases, West said that marks
others would call “indiscriminate scratches and bruises” were
really human bite marks. In both cases, West said that he could
definitively trace the bite marks back to the defendants. In both
cases, the jury believed him, and voted to convict (Mitchell).

In February of this year, officials in Mississippi announced
that they had arrested a man named Justin Albert Johnson
who confessed to both murders. A DNA match confirmed the
confession. Brooks had served eighteen years in prison. Brewer
had served fifteen—all of them on Death Row.

Cameron Todd Willingham was executed in Texas 2004.
Charged with murdering his three small children by arson,
he was convicted with forensic techniques that were current
at the time of the fire in 1991, but had been discredited by
the time of his execution in 2004 (Mills & Possley, 2004). A
“key reference text for the Texas fire marshal’s office” (Mills &
Possley, 2004), found that many then-standard techniques of
arson investigation have since been shown to be inaccurate.
The report by the National Fire Protection Association was
published on February 10, 1992, within two months of the
Willingham fire. Some of these bogus techniques were used
against Willingham. The presence of “crazed glass,” for example,
was thought to indicate that an accelerant had been used. It
has since been shown that these intricately patterned cracks can
also be caused by dousing hot glass with water, which obviously
occurs frequently as firefighters attempt to put out fires (Mills
& Possley 2004). The Chicago Tribune reports that, “Before
Willingham died by lethal injection on Feb. 17, Texas judges
and Gov. Rick Perry turned aside a report from a prominent fire
scientist questioning the conviction.” It would be impossible
to say whether or not Willingham was guilty, but it is clear
that he was convicted on bad science, and his execution was a
perversion of justice.

In Houston, Texas problems forced the city’s lab to shut
down DNA testing from December 2002 to July 2006, during
which time police used a private lab instead (Bromwich 2005,
Khanna 2006, Glenn 2006). Before the shutdown, Josiah
Sutton, was convicted of rape largely on the labs DNA evidence,
which was later shown to be inaccurate. Imprisoned at the age of
sixteen, Sutton served four years before he was released (Koppl
2005). A subsequent audit of the Houston lab revealed many
problems, including the risk of cross-contamination from the
use of a common evidence screening area for trace, serology,
and arson; failure to follow procedures for the calibration
of equipment or maintain logs of repair and calibration of
equipment; lack of procedure for preparing and preserving case
notes; sloppy reports; and impropetly and ambiguously labeled
reagents (FBI Director, 2002). One particularly alarming line
from the report stated, “The audit team was informed that on
one occasion the roof leaked such that items of evidence came
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in contact with the water” (FBI Director, 2002).

Poor DNA work can lead to false exonerations, as well.
In 2001, a man in Pacific, Washington with a prior sex-crime
conviction was arrested and charged with the rape of his ten-year
old niece. DNA tests excluded him, however, and pointed to
someone unknown. About two weeks after the original suspect
accepted a deal from the prosecutors and pled guilty to the
lesser charge of child molestation, the Washington State Patrol’s
Tacoma crime lab discovered that the original exculpatory
result was tainted by cross-contamination (Teichroeb 2004).
Presumably, a proper test would have included the suspect,
although at this point, it is impossible to say for sure.

Brandon Mayfield is probably the most prominent
American case of a false conviction, due to an incorrect
fingerprint match. In 2004, the FBI arrested Mayfield as a
material witness in the Madrid train bombing of March 2004.
He had been identified as the source of a latent print found on
a bag of detonators near the crime scene. After assigning three
of its top fingerprint examiners to the case, the FBI declared
a “100 percent match” to Mayfield. The Spanish National
Police objected, however, and declared a match to man named
Ouhnane Daoud. The Spanish authorities’ suspicions were
confirmed when the FBI withdrew its identification and released
Mayfield (Office of the Inspector General 2006).

Florida’s Seminole County provides a more recent
example of erroneous fingerprint analysis. In March 2007,
Tara Williamson, a fingerprint examiner for the Seminole
County Sheriff’s Office in Florida, wrote a memo accusing her
co-worker Donna Birks of misbehavior and incompetence.
Her accusations seem to have been correct. By June 2007,
investigators from the Florida Department of Law Enforcement
(FDLE) discovered six cases in which Birks made a positive
identification from prints that should have been considered
inconclusive, and a seventh case in which she identified someone
who should have been excluded. (Such judgments, of course,
assume that the FDLE fingerprint examiners have themselves
made correct analyses.) Williamson’s memo says that Birks
“reported numerous identifications without verification,” that
she “had a trainee with three-weeks of experience verify latent
print identifications,” and that on one occasion she sought out
a third, retired, examiner to verify an identification after two
“examiners in the office were not able to verify the print”—or,
in other words, disagreed with her analysis. Williamson reports
that these actions violated “basic ethical guidelines” governing
fingerprint examination (Williamson 2007). Birks had been
promoted to latent print examiner in 1998. It is estimated that
she worked on about 1,500 cases over the years. As of June
2007, the FDLE was re-examining 300 of those cases (Stutzman
2007a & 2007b, Williamson 2007).

In October 2007, a Maryland court ruled that the
standard “ACE-V methodology” of fingerprint examination
is not reliable enough for capital cases (State of Maryland v.
Bryan Rose). The decision cited evidence that prominently
included the Mayfield misidentification. The judge concluded
“that ACE-V was the type of procedure” Maryland rules of
evidence “intended to banish, that is, a subjective, untested,
unverifiable identification procedure that purports to be

infallible.”

44

Studies outside the courtroom show similar cause for
concern. A 1999 workshop conducted by the American Board
of Forensic Odontology, for example, asked bite mark experts
to match four bite marks with seven dental models. More
than six in ten of participants came back with false positives
(Bowers).

FuNDAMENTAL PRINCIPLES OF FORENSIC SCIENCE
ADMINISTRATION

The cases reviewed above are not “isolated incidents.”
One of the authors here has concluded from his reviews of the
evidence on error rates in forensics (including proficiency tests
and controlled studies) that “forensic analysis is not sufficiently
reliable” (2005a). The advocacy group The Innocence Project
reports that seventy-four of the 214 cases in which DNA testing
has exonerated a wrongfully convicted defendant involved the
introduction of faulty forensic evidence by prosecutors. Many
scholars, journalists, activists, and others have also recognized
the need to improve forensic science.

The three leading proposals for reform are probably
independence, masking, and oversight.

Paul Giannelli is the leading figure in favor of
independence. In an important article on forensics, he argues
that crime labs “should be transferred from police control
to the control of medical examiner [ME] offices” (1997).
Admirably, Giannelli notes that, although his proposal “is a
substantial step in the right direction,” it “is not a panacea”.

Risinger et al. (2002) call for “masking,” whereby
“domain-irrelevant information” would be hidden from forensic
scientists. Risinger et al. appeal to a large empirical literature
in psychology. The point may be best illustrated, however, by
an important study by Dror & Charlton (20006), where the co-
authors employed experienced fingerprint examiners to analyze
evidence from cases they had decided in the past. The subjects
did not know they were looking at their own, earlier cases. In
half the cases, they replaced the original case information with
information suggesting a conclusion opposite to the original
judgment. In half, no such contextual information was supplied.
The examiners of their study reversed themselves in six of forty-
eight cases. Two of the six reversals were from the twenty-four
cases in which no biasing information had been given.

Peter Neufeld and Barry Scheck founded The
Innocence Project, which has, to date, participated in over
200 DNA exonerations of persons wrongly convicted.
An important figure in any discussion of how to improve
forensic science, Neufeld has argued that “[glovernment
oversight and the creation of independent academic centers
to validate technologies and techniques, encourage best
practices, and enforce appropriately cautious standards for the
interpretation of data could dramatically enhance the reliability
of forensic science and engender greater public confidence in
the outcome” (2005). Neufeld’s plea for more scientific research
is proper, but beyond scope of this article. His call for oversight
is representative of the “repeated calls” for “oversight” noted in
22003 Science editorial (Kennedy 2003).

Students of public choice theory will recognize an
important problem with “oversight:” Quis custodiet ipsos
custodes? Who will guard the guardians themselves? Koppl
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(2005) identifies eight remediable features of the current
institutional structure of forensic science, each of which reduces
reliability. Corresponding to each flaw in the institutional
structure is a suggestion for amending current institutions. The
proposed suit of reforms is “competitive self regulation.” Table
1 summarizes the argument of Koppl (2005).

The key to the proposal is rivalrous redundancy. In the
current system, once forensic evidence has been sent to one lab,
it is unlikely that another lab will review the same evidence. In

this sense, each lab has a monopoly on the analysis of evidence
it receives. In pure science, no lab enjoys such a monopoly.
Rather, the results of any one lab may be challenged by any
other. In forensic science, however, this scenario is unlikely, and
this radical difference in network structure may help explain
the difference in reliability that seem to exist between the two
fields.

Competitive self-regulation creates a salutary rivalry
among crime labs. In part, it reduces error rates by making

Table 1: Proposals of Koppl (2005) in Tabular Form

. Proposed
Current System l;’eriublltemmg Institutional Explanation or Comment
Chanee
There should be several competing forensic labs
in any jurisdiction. Subject to the constraints of
feasibility, some evidence should be chosen at
Sloppy, biased, Rivalrous random for duplicate testing at other labs. The
Monopoly and sometimes redundanc same DNA evidence, for example, might be sent
fraudulent work " Y to more than one lab for analysis. The forensic
worker need not know whether the evidence
is examined by another lab. He will know that
there could be another lab, and sometimes is.
Dependence Bias Independence Crime labs should be independent of police and
prosecutors.
Statistical review would support improved
Poor quality Persistently poor . . quality control. For example, if a given lab
control work Statistical review produces an unusually large number of
inconclusive findings, its procedures and
practices should be examined.
Information Conscious and Information Evlfience should l?e prepared for testing so as to
. . . L shield the lab doing a test from all extraneous
sharing unconscious bias hiding

knowledge of the case particulars.

No division of
labor between
forensic analysis
and interpretation

Error from false
interpretations of
legitimate results

Division of labor
between forensic
analysis and
interpretation

When this measure is combined with the
provision of forensic counsel for the defense,
errors of interpretation are less likely to go
unchallenged.

Lack of forensic

False convictions

Forensic counsel

Forensic science decides many criminal cases and
yet we do not have a right to forensic counsel

among forensic
counselors

forensic counsel

Forensic vouchers

counsel for the indigent similar to our right to legal counsel.
Lack of ] .
o . A voucher system would give forensic counselors
competition Poor quality

to the indigent an incentive to provide high-
quality services to their clients.

Public ownership

Weak financial
incentives to
provide high-
quality work

Privatization

Unlike public labs, private labs would be subject
to meaningful fines and civil liability. In the US,
the federalist structure of government means
federal regulation and oversight are easier when
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labs are private
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fraud and corruption more difficult. It does so, however, by
providing each actor in the system with an external epistemic
check currently lacking.

'The case of the FBI forensic scientist Jacqueline Blake is a
fine illustration. For over two years, Blake systematically failed
to run her negative controls when performing PCR/STR DNA
analysis. The negative control tests the reagents and equipment
used in such analyses, but without including a DNA sample.

It is difficult to guess Blake’s true motives. The OIG
report on her case, however, seems to suggest that she was a
well meaning person who was simply not up to the job. “Some
Laboratory employees have speculated that the reason that she
failed to process the negative controls was because she lacked
confidence in her ability to master PCR/STR testing” (OIG
2004). In this case, as with the Houston Crime Lab, we find
a crime lab whose failures went undetected for years because
there were no external epistemic controls of the sort we take
for granted in pure science.

Events in the Seminole County fingerprint scandal
reinforce the point. Recall that fingerprint examiner Tara
Williamson wrote a memo accusing Birks of misconduct and
incompetence. The investigations initiated in response to that
memo revealed that she had made her own errors, including
improper verifications of Birkss work (Stutzman 2007b).
Williamson has been demoted to dispatcher and is no longer
given fingerprint work. It seems clear that she was a well-
motivated individual. But good intentions did not prevent her
from making errors. Error reduction requires that each forensic
lab be subject to an external check, without which even highly
motivated actors may unwittingly commit repeated errors.

Repunbancy 1s Cost-REDUCING

Redundant testing would seem to be a costly suggestion.
Where we now have one crime lab, shall we build three? A
closer looks, however, shows that redundancy would reduce
the taxpayer cost of administering the criminal justice system.
One of the authors explains in his forthcoming work (reference
below) why rivalrous redundancy would require little or no
increase in our basic forensics infrastructure. No grand capital
expansion is needed; the central point being the low cost of
forensic tests relative to the costs of forensic error.

Using 2002 data, the author (forthcoming) estimated the
cost of adding two redundant fingerprint examinations (for a
total of three) to each felony case with fingerprint evidence
which goes to trial. The average felony sentence in 2002 was
about five years. The cost of incarcerating a prisoner was about
$20,000 per year. Even discounting future values to calculate
a present value, the costs of incarceration for a false felony
conviction were about $100,000 in 2002. This value is 1,000
times greater than the $100 cost of two fingerprint tests. The
imagined redundancy would eliminate almost all false positive
errors in fingerprint examination. Thus, this form of redundancy
would save money if the false positive error rate in fingerprint
is anything over one in a thousand, or 0.1%.

(The break-even point in the study was 0.115%.) The
true rate of false positive errors is likely to be at least 0.8%,
and probably more. The author’s calculation is thus extremely
conservative because it counts only the taxpayer cost of
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incarcerating the wrongfully convicted, ignoring all other
aspects of the social cost of putting the wrong person in jail.

CONCLUSION
In sum, the authors believe that competitive self-regulation
would eliminate most errors in our criminal justice system,

while reducing taxpayer costs. Paraphrasing, and amending,
Madison in Federalist 51:

Competitive self-regulation supplies, by opposite and rival
interests, the defect of better motives and greater wisdom.
It makes each lab a check on the other, ensuring that the
private interest and understanding of every lab may be a
sentinel over the public rights.

It is important that we act effectively to ensure not only the
reliability of forensic science but also continued public trust
in the most vitally scientific element of our criminal justice
system. For that to happen, we must tear down the monopoly
structure, which has given us needlessly high error rates, and
bring forensic science within the fold of our system of checks
and balances.
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ENVIRONMENTAL [LAw & PROPERTY RIGHTS

BuvinGg GrREeN: THE GOVERNMENT STEPS Up
ENVIRONMENTALLY FRIENDLY PREFERABLE PURCHASING

By Alec D. Rogers*

ith an annual contract budget of over $400 billion,
g x / the U.S. government is the largest purchaser of
goods and services in the world. Approximately
$62 billion in that outlay is spent on information technology
equipment and related services. Unlike commercial entities,
however, the governments purchasing power is frequently
leveraged for purposes other than trying to obtain the item
sought at the lowest price. Such purposes include promoting
small women-owned and minority-owned businesses, those that
are owned by or employ the blind and/or handicapped, and
other groups that are considered to be disadvantaged. Similarly,
it is often used to punish those who commit other offenses,
barring them from the political marketplace for certain legal
offenses. In a few cases, it is used to punish otherwise lawful
behavior.!

One of the most recent trends has been to leverage
the procurement process to develop the marketplace for
environmentally sound products through a process known
as “environmentally preferable purchasing” (“EPP”). Broadly
defined, environmentally preferable products are those that
“have a lesser or reduced adverse impact on human health and
the environment than competing products that serve the same
purpose.”? While the practice is not exactly new at the federal
or state level, it has been given additional significant attention
in recent years, and the pace is only accelerating as other
government programs that provide certification and designation
of products as “green” grow and expand as well.

Such programs have existed at the federal level since the
Resource Conservation and Recovery Act of 1976 (RCRA),
which required federal agencies to develop purchasing programs
for products made with recycled waste materials and placed
certain mandates on federal grantees to do likewise. The history
of EPP, however, demonstrates the gap between policymakers’
high level intentions and the actual actions “on the ground” of
those doing the purchasing. This article will discuss this history
and recent developments aimed at closing the gap to move EPP
beyond the aspirational level to finally make it a reality in federal
purchasing thirty years after it was instantiated.

1. ENerGY PoLicy Act oF 1992

Despite the law’s general mandates and exhortations,
little was accomplished on EPP from 1976 through 2002, most
likely because the laws were focused on agency actions and did
not provide the sort of concrete, comprehensible direction for
individuals necessary for statutes to have any impact. After
all, agencies do not purchase goods and services; individual
government agents do. Some of these agents are warranted
federal procurement officers with extensive training. But much

* Alec D. Rogers is former Senior Counsel to the U.S. Senate Committee
on Governmental Affairs.
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federal purchasing is done with purchase cards by regular federal
employees who lack much formal training beyond being told
not to use their purchase cards to buy iPods and the like.

The Energy Policy Act of 2002 tried to reinvigorate EPP.
It required agencies to purchase energy efficient products and
created guidelines to encourage their purchase. In addition
it amended RCRA to require the purchase of recycled toner
cartridges.

A. Clinton Era Executive Orders

Executive Order 12873 created the Office Federal
Environmental Executive and mandated that the government
purchase paper with 20% recycled content. It was followed up
in 1998 by E.O. 13101, which, among other things, provided
greater direction to agency EPP efforts by directing them to
reference guidance from the Environmental Protection Agency
(EPA). This recognized that many agencies lacked the ability and
focus to create their own program, and would need guidance
from an expert source.

B. Environmental Designations

Defining what is a “green” item can be very tricky, and is
certainly outside the ken of the ordinary procurement official.
The federal government has been working on designations that
are being used both commercially and by the government to
serve as shortcuts to make procuring green technology easier.
The first is the EPA’s Energy Star program. Energy Star, which
is a standard developed in close collaboration with industry
to ensure that the designation is neither impossible nor easy
to attain, has the advantage of covering numerous product
categories. However, it relies heavily on a single environmental
metric—energy use—thereby limiting its overall usefulness in
incentivizing the development of a comprehensive marketplace
for environmentally preferable products.

Another program that is funded through the EPA
(and other sources) is the Electronic Product Environmental
Assessment Tool (“EPEAT”). EPEAT is more comprehensive
than Energy Star. It considers twenty-three mandatory criteria
and is flexible in that it allows for different levels of designation
(bronze, silver, and gold). However, it currently exists only for
desktops, laptops, and monitors. Standards for other categories
of equipment are currently underway, however, which will
greatly increase EPEAT’s usefulness as a tool for EPP in the
future.

C. Problems Identified with EPP Execution

Despite these executive orders, a 2001 General Accounting
Office (GAO)? report found that EPP suffered from two major
defects.” First, there was little data to verify compliance. Next,
there was a low level of awareness among federal employees
with contracting responsibilities. Agency procurement systems
lacked the necessary mechanisms to determine whether
products purchased possessed environmentally preferable traits.
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Reinforcing this lack of data collection is a lack of education
among agency officials regarding the legal directives on EPP.
“Until the 1990s,” GAO reported, “little action was taken to
promote such purchases in a government wide or agency wide
basis.” More discouraging, even after such efforts in that decade
to promote EPP, “many procuring officials and other federal
purchasers either do no know or implement RCRA requirements
for establishing affirmative purchasing programs.”

GAO recommended that that Federal Environmental
Executive and the Administrator of EPA work with officials
at major procuring agencies to develop a process for providing
officials with the relevant knowledge about EPP programs and
methods for implementing them. Further, the agency said, the
Office of Federal Procurement Policy (OFPP) should do more
to provide agencies with procurement with specific guidance
on fulfilling RCRA’s mandates in this regard. Next, GAO
recommended that the federal procurement data system be
altered to ensure that contractors were complying with RCRA
mandates to purchase recycled content products. Finally, GAO
recommended that the Office of Federal Financial Management
should amend the “Common Rule” to incorporate RCRA’s
requirements.

II. EArRLY BusH ADMINISTRATION EXECUTIVE ORDERS

In August of 2001, President Bush signed executive
order 13221—Energy Efficient Standby Power Devices. EO
13221 mandated that only those commercially available, off
the shelf, electronic devices that used less than one watt when
in “standby” mode be purchased by the US government. If not
available, those items with the lowest standby power use should
be purchased. This requirement, however, only applied where
such products were “life cycle cost effective and practicable”
and where the products “utility and performance was not
compromised.” GSA, DOD and Energy were to compile a list
of items subject to the requirements.

Although 13321 remains “on the books,” its utility is fairly
minimal. The exceptions pretty clearly undercut the original
rule, which was, itself; not very well thought-out. Mandating
the use of low power items except in those cases where it did not
make sense for one reason or another merely created a situation
where acquisition officials were burdened with criteria they were
not equipped to apply. 13221 has since been surpassed by more
far reaching legal requirements.

A. Energy Policy Act of 2005

Section 104 of the Energy Policy Act of 2005 requires
agencies to purchase Energy Star or a Federal Energy
Management Program (FEMP) designated products except in
those cases where a written determination is made that it is (a)
not life cycle cost effective or (b) reasonably available to meet
the agency’s needs. Although at first blush this might seem to
codify existing executive orders, in fact it significantly advances
EPP by placing the onus on procurement officials to take action
if they are not going to purchase an environmentally preferable
product. It also provides clear directions to government
purchasers by directing them to existing designated products
rather than giving them performance metrics, which could be
subject to lengthy analysis or, even less helpful, just general
direction to purchase “green” products.
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Understanding why this is important requires that
we contemplate the current state of the federal acquisition
workforce. That workforce is universally accepted to be
overworked and lacking in sufficient resources. Told that the
only way out of an environmentally preferable purchase is to
execute a finding, and that to do so would not be cost-effective,
or would result in the failure to meet the agency’s needs, most
overworked procurement officials will simply purchase the
environmentally approved item and move on to the next task.
The FEMP or Energy Star product is the default purchase
barring further analysis, which is not required. It is also
important that the Act does not use vague terms, but is specific
in what is required. If an Energy Star or EPEAT designated
version of what you are looking for is available, you must buy
it. Procurement officials are not left to wonder what they need
to do to make an “environmentally preferable” purchase.

B. Executive Order 13423
and Subsequent Administrative Action

In early 2007, President Bush signed E.O. 13423, which,
among other things, mandates that agencies meet 95 percent of
their electronic procurement requirements in those categories
with an existing EPEAT standard with EPEAT products among
other requirements. This was followed up by forty pages of
implementation instructions. Because the procurement mandate
is agency-wide, however, rather than focused on individual
officials, there will need to be further agency action to ensure
that it is implemented through individual performance.

In December, OFPP announced that it was preparing to
implement EO 13423 via a policy paper, and issued a draft for
comment. The draft provides both substantive guidance and
procedures for agencies to implement, and contains a handy
reference guide to the myriad provisions existing in law and
regulation calling for agency action on EPP. Among these is a
mandate that agencies “ensure representation of environmental
and energy experts, managers, or technical personnel on
integrated procurement teams for all major acquisitions,” and
consider sustainable design practices, life cycle costs, product
take back opportunities, and maximization of energy and
resource recovery. Agencies are also required to develop formal
affirmative procure programs (“APPs”). APPs will need to,
among other things, provide for adequate data reporting on
green purchasing, remedying one of the shortfalls identified
with EPP in GAO’s 2001 report.

CONCLUSION

More mandates, rules, and exhortations will only go so
far in getting federal procurement officials and others who
actually put their purchase cards on the counter at office
supply stores to look for Energy Star, EPEAT designations, and
other required indicia of environmentally preferable products.
The overburdened federal workforce will need help if it is to
ever implement EPP in a meaningful manner. First, it needs
to learn of the mandate and requirements. Next, it must be
presented with a clear set of operational instructions that
allow procurement officials to do their job without significant
additional burdens. Finally, there must be mechanisms for
meaningful oversight to ensure that these requirements are
not being ignored.
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One possible tool for oversight may be the development
by OFPP and OFEE of an annual scorecard to grade agencies
on environmental stewardship. One measure will be an
agency’s progress on EPP. Similar scorecards for other aspects
of the President’s Management Agenda have proven useful for
communicating to agency heads what administration priorities
they will be held accountable for. Scoring performance and
making personnel decisions based on it would go a long way
to making sure that EPP emerges as something other than just
one more box to be checked.

With the expansion of EPEAT, the means to meaningfully
implement EPP in a relatively painless manner will soon be
at hand. At the end of the day, however, sustained efforts will
be needed to communicate to the people “on the ground” the
importance of ensuring that the federal government purchases
green electronics. This can be done by dedicating the resources
to both training procurement officials, and by holding them
accountable if they fail to implement the rules. It will be up to
the next administration to continue the momentum if EPP in
the federal government is to move ahead. EPP’s troubled history
demonstrates that without sustained support from the top, the
progress made since 1976 may slip away as it has in the past.

Endnotes

1 A recent example of this is the prohibition against awarding Department
of Homeland Security contracts to those companies that executed a
“corporate inversion,” which results in a corporate restructuring that moves
the headquarters off shore, and reduces the company’s US taxes.

2 Federal Acquisition Rule 2.101
3 GAO has since been renamed the “Government Accountability Office.”

4 Report of the US General Accounting Office, Federal Procurement: Better
Guidance and Monitoring Needed to Assess Purchases of Environmentally Friendly
Products, GAO-01-430 (June 2001)
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FEDERALISM AND SEPARATION OF POWERS

A Froor, Not A CEILING: FEDERALISM AND REMEDIES
FOR VIOLATIONS OF CONSTITUTIONAL RIGHTS IN Danforth v. Minnesota

By Ilya Somin*

ew doubt that states can provide greater protection

for individual rights under state constitutions than is

available under the Supreme Court’s interpretation of the
Federal Constitution. More difficult issues arise, however, when
state courts seek to provide greater protection than the Court
requires for federal constitutional rights. Can state courts impose
remedies for violations of federal constitutional rights that are
more generous than those required by the federal Supreme
Court? Thatis the issue raised by the Court’s recent decision in
Danforth v. Minnesota." In a7-2 decision joined by an unusual
coalition of liberal and conservative justices, the Court decided
that state courts could indeed provide victims of constitutional
rights violations broader remedies than those mandated by
federal Supreme Court decisions. I contend that this outcome
is correct, despite the seeming incongruity of allowing state
courts to deviate from the Supreme Court’s interpretation of
the Federal Constitution. The Supreme Court should establish
a floor for remedies below which states cannot fall. But there is
no reason for it to also mandate a ceiling.

Part I briefly describes the facts and background to
Danforth. In Part 11, T provide a doctrinal justification for the
Supreme Court’s decision. It makes sense to allow state courts
to provide more generous remedies than those mandated by
the federal courts in cases where restrictions on the scope of
remedies are not imposed by the Constitution itself, but are
instead based on policy grounds. State courts can legitimately
conclude that these policy grounds are absent or outweighed
by other considerations within their state systems, even if
they are compelling justifications for restricting the scope of
remedies available in federal courts. State courts are in a better
position to weigh the relevant tradeoffs in a state legal system
than federal courts are. Part III explains the potential policy
advantages of allowing interstate diversity in remedies, most
importantly inter-jurisdictional competition and an increased
ability to provide for diverse citizen preferences and local
conditions across different parts of the country. The optimal
remedy for a constitutional rights violation in New York may
well be different from the optimal remedy for one that occurs
in Mississippi.

1. Danforth AND 115 ORIGINS

In its 2004 decision in Crawford v. Washington, the
Supreme Court held that the Confrontation Clause of the
Sixth Amendment requires that defendants have the right to
“confront” witnesses against them in person at a trial.? Three
years later, the Court held that states are not required to
apply this rule retroactively to pre-Crawford convictions.? The

* Ilya Somin is Assistant Professor of Law at George Mason University
School of Law. This article recently appeared in the Northwestern
University Law Review Colloquy.
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combination of these two rulings set the stage for Danforth.

In 1996, eight years before Crawford, a Minnesota Court
convicted Stephen Danforth of criminal sexual assault against
a minor. The six-year-old victim did not testify at the trial, but
the jury “saw and heard a videotaped interview of the child.”
Danforth challenged his conviction on the grounds that the
use of the videotape at his trial violated the Confrontation
Clause, as interpreted in Crawford. The Minnesota Supreme
Court rejected his argument, holding that Minnesota courts
were forbidden by federal Supreme Court precedent to “give
a Supreme Court decision of federal constitutional criminal
procedure broader retroactive application that that given by
the Supreme Court.” Previous Supreme Court decisions had
held that newly announced rules of constitutional criminal
procedure do not apply retroactively unless they fall into two
narrowly defined categories: rules that forbid state authorities
to criminalize the conduct in question and “watershed” rules
that “implicate the fundamental fairness of the trial.”® The
Minnesota Supreme Court held that Danforth’s case fell outside
the scope of both of these categories and concluded that state
courts were therefore barred from giving him retroactive relief
for this violation of the Sixth Amendment.”

In a 7-2 decision, the United States Supreme Court
overruled the Minnesota Supreme Court’s ruling that state
courts are forbidden to grant retroactive relief for violations
of constitutional rights in cases where the Federal Supreme
Court does not require them to do s0.® Ironically, the Court’s
ruling gives state courts greater latitude then they would have
been allowed under the Minnesota Supreme Court’s approach.’
The majority held that the case turned on a question of state
law remedies, not federal constitutional law.’® In a forceful
dissent, joined by Justice Anthony Kennedy, Chief Justice
John Roberts argued that remedies for violations of federal
constitutional rights are indeed a matter of federal law, and
that the Constitution requires nationwide “‘uniformity of
decisions throughout the whole United States” on all federal
constitutional issues.'" At least at first glance, it seems as
if Roberts has a point. After all, remedies for violations of
constitutional rights are elements of the rights themselves. For
example, the Fifth Amendment right to “just compensation” for
a taking of private property necessarily includes the right to sue
the government for compensation if it takes a citizen’s property
without paying for it."? There is, therefore, some intuitive appeal
to the claim that they must be uniform “throughout the whole
United States.” As Roberts put it, the majority’s approach
allows “the Federal Constitution... to be applied differently
in every one of the several States,” thus creating the kind of
“disuniformity” that the Constitution was in part established
to prevent.'” However, there are good reasons to permit this
kind of disuniformity that are largely ignored by both the
dissenters and the majority. Roberts’s logic is correct in so far
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as it requires states to provide a minimal level of remedies for
violations of federal constitutional rights—a floor. But his logic
does not apply with equal force to allowing the Supreme Court
to impose a ceiling.

II. FEDERALISM AND PoLricy-Basep Limits
ON REMEDIES FOR RIGHTS VIOLATIONS

Neither the majority nor the dissent in Danforth ever
seriously considered the fact that limits on the retroactivity
of remedies for rights violations do not rest on constitutional
mandates but instead rest on policy concerns."* When the
courts refuse to remedy an admitted constitutional rights
violation because of policy considerations that weigh against
retroactivity, they are, in effect, subordinating a constitutional
concern to a policy one.

Yet this is precisely what happened in Whorton v. Brockling,
the 2007 Supreme Court case that held that states are not
required to apply the Crawford Confrontation Clause decision
retroactively.”” In Whorton, the Court noted that the procedure
followed by the state court in convicting the defendant had
violated his Confrontation Clause rights by interpreting the
Clause in a way inconsistent with the intent of “the Framers”
of the Bill of Rights.!® However, the Court refused to apply this
ruling to pre-Crawford cases because the old rule—although
based on a flawed interpretation of the Sixth Amendment—did
not significantly increase the chances of an inaccurate conviction
and therefore did not outweigh the policy considerations
weighing against retroactive application of new Supreme Court
decisions under Teague."” Justice O’Connor, the author of
Teague, has characterized its presumption against retroactivity
as an example of how “federal courts exercising their habeas
powers may refuse to grant relief on certain claims because of
‘prudential concerns such as equity and federalism.”*® Other
relevant “prudential concerns” weighing against retroactivity
include the need to ensure finality in criminal proceedings®
and the danger of recidivism by offenders released prematurely
if their convictions are invalidated.

One might legitimately question whether it is ever
permissible for the Court to allow “prudential concerns” to
trump constitutional rights. After all, a crucial purpose of
enshrining any interest as a constitutional right is precisely
to ensure that it overrides ordinary policy considerations,
“prudential” or otherwise. The tradeoff between a constitutional
right and other objectives that might conflict with it is not for
the courts to decide. That decision has already been made by the
framers and ratifiers of the Constitution. There are good reasons
to believe that the policy judgments of the supermajorities that
produce constitutional amendments are likely to be better than
those of the Supreme Court.”’ Significantly, the framers and
ratifiers did not include a non-retroactivity exception in the Bill
of Rights. Perhaps the Court should respect that “prudential”
decision rather than subordinating the enforcement of
constitutional rights to its own interpretation of prudence.

Nonetheless, I do not pursue this more radical criticism
of non-retroactivity here. Justifiably or not, the Court often
weakens remedies for constitutional rights when it perceives
weighty prudential considerations on the other side. This
is particularly true when a new precedent overrides a long-
established decision that government officials have relied on in
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good faith. Most famously, the Court adopted this approach
when it ruled in Brown v. Board of Education II that southern
states need only desegregate their education systems with “all
deliberate speed,” rather than immediately?’—despite the
fact that continued segregation in what turned out to be a
lengthy interim period would lead to an ongoing violation of
constitutional rights.

At the same time, the Supreme Court should not have the
same kind of power to impose its “prudential” policy preferences
on the states as it does when it enforces actual constitutional
rights. Federal courts may indeed be in the best position to
weigh conflicting policy priorities in federal legal proceedings
(assuming that this is a legitimate judicial function at all). State
courts, however, are better placed to weigh these issues in the
context of state proceedings such as in Danforth.

Minnesota courts presumably have greater knowledge
about the impact of retroactivity on their own future proceedings
than the justices of the Federal Supreme Court. They also have
greater incentives to use their knowledge effectively. Should they
make a ruling that imposes undue costs on the Minnesota legal
system, Minnesota political authorities could curb the state
courts’ powers by choosing new judges with different views or
by passing jurisdiction-limiting legislation. In the twenty-two
states with elected judiciaries including Minnesota, judges are
subject to electoral checks.?? In other states, judges are appointed
by the governor with participation by state legislatures or
“merit commissions.”? Both methods give judges at least some
incentive to consider policy considerations important to their
states’ judicial systems. By contrast, Minnesota officials and
voters have much less influence over the selection of federal
judges.

Undoubtedly, both electoral and non-electoral constraints
on state judges have significant flaws. For example, widespread
political ignorance may greatly reduce the ability of voters
to monitor state judges performance and deny reelection
to those who have reached poor decisions.?* Even so, state
judges are clearly more accountable to their states’ voters and
government officials than federal judges, and therefore have
stronger incentives to give due consideration to state-level
policy concerns.

The superior knowledge and incentives of state judges
relative to federal judges may have little significance in cases
where state discretion is limited in order to enforce federal
constitutional rights. There, the Constitution does indeed
seck to impose “uniformity” of the kind emphasized by Chief
Justice Roberts in his dissent. However, the superior position
of state judges is very relevant to situations where the supposed
justification for federal imposition is simply a matter of
“prudential” policy considerations. Here, superior knowledge
and incentives counsel in favor of letting state courts set their
own rules.

This is especially true with respect to policy arguments
against retroactivity that do not apply to state courts invalidating
their own state’s convictions. For example, Justice O’Connor
listed “federalism and comity” among the “prudential concerns”
justifying the Teague rule.” Obviously, these considerations
simply do not apply to a state court reviewing the validity of
state convictions within its own jurisdiction. By definition,
there is no issue of comity in cases like Danforth, since
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comity problems only arise in a situation where one sovereign
refuses to respect the decision of another. Nor can there be
any “federalism” problem when one state court overrules the
decision of another court from its own state.

The Danforth majority did recognize that “federalism
and comity concerns” do not apply to state courts reviewing
their own state’s convictions, and also noted that “finality of
state convictions is a state interest, not a federal one.”* It even
emphasized that there is a “fundamental interest in federalism
that allows individual states to define crimes, punishments,
rules of evidence, and rules of criminal and civil procedure in
a variety of different ways—so long as they do not violate the
Federal Constitution.” This bedrock principle of federalism,
the Court concluded, cannot be overridden by “any general,
undefined federal interest in uniformity.”*® However, it failed
to draw the more general conclusion that state courts, not
federal courts, are in the better position to decide policy issues
arising from state judicial rules. Thus, there is a fundamental
difference between Supreme Court decisions that enforce federal
constitutional rights and those that limit such enforcement on
the basis of “prudential” policy considerations.

III. INTERSTATE VARIATION IN REMEDIES AND THE
BEeNEFITS OF FEDERALISM

Although T have argued that state courts are generally
better placed to evaluate policy concerns about state court
remedies than federal courts, it is theoretically possible that
Chief Justice Roberts is right to argue that federally imposed
“uniformity” in remedies is desirable.” Perhaps this is an
exception to the general rule that state courts are better judges
of state legal rules than federal courts. However, there is good
reason to believe that allowing interstate variations in remedies
captures some of the standard benefits of federalism. It allows
us to reap more of the benefits of interstate diversity, mobility,
and competition.

A. Diversity

The ability to satisfy the diverse preferences of populations
in different parts of the country is a classic rationale for
federalism. Both objective local conditions and citizen
preferences may differ from one state to another. It makes
sense to allow states to adopt divergent policies in order to take
account of such differences.*

This point applies to diversity in remedies as much as to
other types of policy diversity among states. There are many
reasons why the optimal remedy for a constitutional rights
violation in one state might be different from the optimal
remedy in another. For example, rights violations might be a
more common problem in some states than others, which might
justify stronger remedies in order to increase deterrence in the
state where government officials are more prone to violate the
right in question. Similarly, public opinion in State A might
value a particular right more than that in State B. A divergence
in remedies (with a more generous remedy in State A) could
help satisfy the preferences of voters in both states. A uniform
federal rule, by contrast, would leave at least one state’s voters
relatively dissatisfied.

There is also a strong case for interstate variation with
respect to the specific question of retroactivity at issue in
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Danforth. If a state has a long, egregious history of violating
a particular constitutional right, retroactive application of
remedies might be needed in order to root out the systemic
consequences of past rights violations. By contrast, this need
is likely to be less pressing in a case where the state has rarely
violated the right in question. To take one of the most notorious
examples in American history, many states—particularly in the
South—systematically violated the rights of African-American
criminal defendants for decades.’® In states with this kind of
record, retroactive remedies might be more defensible than in
states with less history of abuse. Additionally, the costs, as well
as the benefits, of retroactivity are also likely to vary between
states. In some states, for example, there may be less danger
of recidivism and less need to insist on finality of convictions
than in others.

These benefits of diversity do not undercut the case for
establishing a federally mandated “floor” for constitutional
remedies. In the absence of such a floor, states could deny
remedies for rights violations entirely, thereby negating the
main purpose of creating enforceable constitutional rights in
the first place. However, there is no comparable justification
for a federally imposed ceiling. If state courts, for their own
reasons, decide that they want to provide greater remedies
for constitutional rights violations than the Supreme Court
requires, they may well have good diversity-based reasons for
doing so.

B. Interstate Mobility and Competition

A second crucial rationale for decentralized federalism
is the ability of citizens to “vote with their feet” for the state
government whose policies they prefer.’ Citizens dissatisfied
with the policies of their state can vote with their feet against
them by migrating to a different jurisdiction whose policies
they find more congenial. If states are free to adopt diverging
policies, there will be more options for potential foot voters.
Moreover, competition for taxpaying residents and firms gives
states incentives to adopt policies that will attract migrants and
convince current residents to stay.”

However, foot-voting and competition may not apply as
readily to interstate differences in remedies as to other policies.
Given the costs of moving, few people or firms are likely to
migrate merely because one state has better remedies than
another for violations of constitutional rights. This, in turn,
reduces the likelihood that states will try to compete with
each other on this dimension. Nonetheless, there might be
exceptions to this generalization. Residents who are particularly
concerned about the danger of a given rights violation may take
remedies into account in their moving decisions. In the Jim
Crow era, when federal courts were extremely lax in enforcing
constitutional protections for African-American criminal
defendants, black migrants did indeed take into account the
fact that northern criminal justice systems treated them more
favorably than southern ones.** On the other hand, excessive
remedies that overdeter law enforcement might be curtailed
by migration on the part of residents seeking to move to areas
with lower crime rates.

On balance, foot-voting and interstate competition are
less compelling rationales for allowing variations in remedies
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than diversity. But they have some force, nonetheless.

CONCLUSION

There is good reason for the Supreme Court to establish
afloor for remedies for federal constitutional rights violations.
On the other hand, there is no comparable justification for
it to also establish a ceiling that state courts are not allowed
to exceed. To the extent that the Supreme Court’s Danforth
decision tracks this distinction, it should be welcomed.

At this time, the extent to the Court’s ruling applies
outside the Sixth Amendment context remains unclear.
Presumably, the Court’s reasoning applies to all cases where
state courts provide more generous remedies for violations of
federal constitutional rights than the Supreme Court mandates.
However, the Danforth decision fails to provide a comprehensive
explanation of the right-remedy distinction and also fails
to explicitly consider the question of how broadly its ruling
will apply. However, the Court did hold that “the remedy a
state court chooses to provide its citizens for violations of the
Federal Constitution is primarily a question of state law” and
is therefore not subject to a federal court-imposed ceiling.”
This suggests that its logic applies to all such remedies, not
just to those involving criminal proceedings. Certainly, the
justification offered here for the floor-ceiling distinction in
Danforth applies with equal force to similar cases involving
other constitutional rights.
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THE FOURTH AMENDMENT AND FEDERALISM:
TaE SurREME Court TussLE OVER THE Two

By Marc M. Harrold & Michael John Gorman*™

his term, the Supreme Court will decide two cases on

the Fourth Amendment. Both come from state supreme

courts (Arizona and Virginia) and demonstrate a subtle
but sizeable trend in state high courts to find greater individual
protections in the Constitution, without first looking to their
own charters of freedom. By finding those rights in the federal
constitution, state courts are forcing the Supreme Courts
hand. It is a needless game of chicken that good federalism
can avoid.

Commonwealth of Virginia v. David Lee Moore

Tension between the federal government and the several
states is nothing new. Indeed, it is expected in our system of
dual sovereignty. What makes Virginia v. Moore revolutionary
is its needless stretching of federalism’s tight strings.

About the Case

In September 2003, a Portsmouth detective overheard
radio chatter about a man known as “Chubs” driving around the
city. The detective knew that “Chubs” was recently released from
federal prison and had a suspended license. He radioed citywide
for officers seeing “Chubs” to stop him. Two other detectives
stopped “Chubs,” later identified as David Moore, who in fact
was driving on a suspended license. Although Virginia law
mandated issuing a citation to Moore,' the detectives chose
to arrest Moore. They handcuffed him, placed him in a squad
car, and read him the Miranda warnings. While in custody,
Moore also gave written consent to search his hotel room.
There the detectives realized that, through miscommunication,
neither officer had searched Moore at the scene of his arrest.
So they searched him at the hotel room, finding crack cocaine
and cash.

Moore admitted owning the crack. But at trial Moore
moved to suppress evidence obtained from the search of his
person, arguing that the search violated the Fourth Amendment,
among others. The trial court denied Moore’s motion and, at
a bench trial, found him guilty of possession with intent to
distribute.

On appeal, a panel of the Virginia Court of Appeals
found that Moore’s salvation lay in Knowles v. lowa,* where
the Supreme Court decreed that issuance of a citation for a
traffic offense does not justify a full field search. In doing so,
however, the panel may have ignored another Supreme Court
case, Atwater v. City of Lago Vista,? where the Court permitted a
field search for someone placed under custodial arrest for a traffic
offense. It justified its tight embrace of Knowles by explaining
that § 19.2-74 distinguished Moore’s case from Anwater, because
an officer cannot perform a custodial arrest for a traffic offense

* Marc Harrold is Senior Counsel at the National Center for Justice and
the Rule of Law and Visiting Professor at the University of Mississippi
School of Law. Michael John Gorman is a member of the state bar of
Georgia and a freelance appellate brief writer.
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pursuant to § 19.2-75. Only a citation may be issued. And so,
Moore’s arrest and subsequent search were unconstitutional,
making suppression “a logical and necessary extension of the
decision in Knowles.”*

The Commonwealth of Virginia moved for an en banc
consideration and the court of appeals obliged. The full court
reversed, holding that as long as the officers had probable cause
to believe an offense occurred in their presence, they could arrest
for that offense without offending the Fourth Amendment,
despite Virginia law. Just because Virginia Code § 19.2-74
mandated a citation instead of an arrest did not create a federal
constitutional violation and remedy. The court reinstated
Moore’s conviction. The Virginia Supreme Court reversed the en
banc court of appeals, distinguishing Azwater. Because Atwater
dealt with the validity of an arrest itself, not a subsequent search,
the Virginia Supreme Court found its force was weak. Also,
the court found that the officer in Arwater benefited from a
state statute that gave complete discretion to arrest; because of
§19.2-74, the officers in Moore did not. Because the detectives
could not have made an arrest under state law, Knowles (and
Virginia cases interpreting it) required suppressing the fruits
of a full, field-type search. By the Virginia Supreme Courts
handiwork, § 19.2-74 now had a federal constitutional patina;
the remedy for violating it was suppression.

The U.S. Supreme Court has decided to weigh in on that

conclusion.’

At the High Court

Besides the parties’ briefs, the court benefited from briefs
submitted by a modest set of seven amici. Virginia, along
with its amici,® feared an uncertainty in Fourth Amendment
jurisprudence. If each state could shellac constitutional varnish
onto its statutes, the constitution actually loses its luster. Police
officers, already perplexed by search and seizure standards,
would become impotent in the field, having to determine when
and how they can search after arresting.

Virginia also cried foul over its supreme court’s
encroachment on federal constitutional standards. Any
groundswell to supply greater protection should come from
state law sources (e.g., state constitutions), not from grafting
state statutory standards onto federal constitutional analysis. Its
own supreme court, the Commonwealth argued, had usurped
federal authority.

Standing squarely between the twin pillars of uniformity
and proper constitutional order, the Commonwealth and its
amici petitioned for a federal constitution without state law
accessorizing. Otherwise, as the United States as amicus made
clear, “[c]onstitutionalizing the myriad and often technical
state restrictions on arrest [would risk] creating a ‘bog of
litigation.””

Moore was more optimistic about the legal system’s ability
to cope. The Virginia Supreme Court’s decision, according
to Moore, was grounded in the principles of the Fourth
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Amendment. It was consistent with the Supreme Court’s search
and seizure jurisprudence:

As the Court has written since time immemorial, the
cornerstone of the Fourth Amendment is reasonableness. To be
reasonable an arrest and search must be justified by a significant
governmental interest. No significant governmental interest can
exists because Virginia’s legislature determined that a custodial
arrest was unnecessary under the circumstances.

By that logic, Moore continued, traces of state law are
always discernable in the federal constitutional analysis.® The
Virginia Supreme Court did nothing novel. Far from usurping
federal authority, the court followed it.

Oral Argument

Oral argument before the Supreme Court was contentious.
Justice Ginsburg began the questioning by asking Virginias
deputy solicitor general whether the search would have been
illegal if the detectives had followed state law (by issuing a
summons).

“Yes,” the deputy replied.

“So,” Justice Ginsburg asked, “would you explain the logic
to saying that when police violate State law, then the evidence
can come in; but when they comply with State law, it can’t?”

That exchange colored Virginia’s remaining time. Justice
Scalia wanted to know who has arrest authority (a federal
janitor, for instance) and exactly what the Commonwealth
wanted from the Court. The justices seemed interested in how
state law should affect federal constitutional doctrine. Should
the nature of the offense, defined under state law, color the
analysis? Should there be any color in the black-and-white
probable cause standard?

The United States was next. Justice Scalia asked the
deputy solicitor general whether the federal janitor at the Justice
Department could arrest.

“Well, certainly, Justice Scalia, such an individual wouldn’t
have positive law authority to engage in an arrest,” the deputy
responded.

“Just as this person here didn’t have positive law authority
to engage in an arrest.” Justice Scalia retorted.

To the United States, that may have been, but that does
not alter the proper analysis: reasonableness. In this arena, it is
exemplified by the black-and-white probable cause standard.
Positive law authority, weighted however, should be one
consideration in that standard. Thus, no state color is necessary
(or proper) according to the United States.

The justices peppered Moore’s attorney, Thomas Goldstein,
with practical considerations. Justice Breyer wanted to know
why the Fourth Amendment must turn on trivial things when
cases like Whren v. United States (garbage search) refused to go
down that road. Justice Alito and the Chief Justice wanted to
know where to draw the line. Was it at state statutes or perhaps
at departmental policy? Goldstein did not bite at the distinction.
He stayed focused on the singular theme that an illegal arrest,
no matter how it is illegal, breeds an unreasonable search.

The justices also broached the question of whether a
constitutional remedy was even appropriate. If Virginia did
not provide an exclusion remedy for violating its statute, why
should the Court? Goldstein answered, because the evidence
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flowed from unconstitutional conduct. In a broader sense, the
Court’s jurisprudence implicates state law in some, but not all,
cases. But this case surely does, Goldstein said.

Needlessly Stretching the Tight Strings

Indeed, primary control over this case rested with the
Virginia Supreme Court, which could have resolved it without
resorting to the Fourth Amendment. Under principles of
federalism and institutional legitimacy, the court should have
looked to its law first. Virginia law, not the Fourth Amendment,
should have been the harbor of Moore’s salvation. Perhaps
in the contours of the Virginia Constitution a remedy lay
slumbering. But it remained undiscovered because the court
jumped instead to the federal constitution. Why? In the past,
that court has held that the state constitution—the charter of
its sovereign character—offers no more protection than the
Fourth Amendment.” In Virginia, one’s sole recourse is to the
federal constitution, because Virginia courts have so chosen.
That is an unfortunate result, antithetical to principles of good
federalism.

Federalism demands more of Virginia courts. It demands
they reclaim the thrown of state constitutional analysis. It
demands they look to the state constitution as the primary
source of positive rights, before recourse to the federal
constitution. The court should look there even if it is likely to
find nothing. If the Virginia Constitution, after having been
meaningfully interpreted, provided no relief here, then so be
it. Proceed to the Fourth Amendment. In the end, the court
should recognize that the result is immaterial so long as the
analysis is not."

Had the Virginia court interpreted its constitution,
the case would have been over. Instead, the court jacked up
the federal constitutional floor across the country. Enter the
Supreme Court that now must explore legal propriety and
national implications. It is a needless exercise.

Arizona v. Gant

The U.S. Supreme Court’s upcoming opinion in Arizona
v. Gant'! will re-examine the breadth and nature of one of
the Fourth Amendments most well-established exceptions:
search incident to arrest.'? The ruling has the potential to be a
landmark. Besides affecting the Arizona state case, the ruling
has the potential to affect one of the most well-established and
enduring exceptions to the Fourth Amendment to the U.S.
Constitution."

The Facts

After receiving a tip about narcotics activity, two
uniformed Tucson police officers went to a house where Rodney
Gant answered the door.' The officers asked if the owner was
home. Gant told them that he would be returning later in the
afternoon. The officers left and ran a records check. They learned
that Gant had a suspended driver’s license and an outstanding
warrant for driving on a suspended license.

Later that evening, the officers returned to the house.
While they were at the residence, Gant drove up, parked in
the driveway, and got out of the car. As he exited, an officer
beckoned. Gant walked approximately eight to twelve feet
towards the officer, who immediately placed him in handcuffs.
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Gant was locked in the backseat of a patrol car, under the
supervision of a police officer. The scene was “secure.” The two
officers then searched the passenger area of Gant’s vehicle and
found a weapon and a plastic baggie containing cocaine which
led to criminal charges."”

The Arizona Supreme Court’s Misinterpretation of Robinson and

Re-insertion of Justification and Balancing’ Analyses

In Gant, the Arizona Supreme Court held that “Robinson
does not hold that every search following an arrest is excepted
from the Fourth Amendment’s warrant requirement.”'® This is
true. First, a search incident to arrest is not “every” search that
is performed post-arrest, but, instead is a search limited in scope
to the suspect’s person and open and closed containers within
the wingspan or control of the arrestee."”

The Arizona Supreme Court then went on to state
that “[o]nce those concerns are no longer present, however,
the ‘justifications [underlying the exception] are absent’ and
a warrant is required to search.” The court cites two cases
to bolster its holding; curiously both were decided prior to
Robinson.'® Contrary to what the Arizona Supreme Court
says, Robinson “teaches” us that additional justification is not
necessary, stating “[a] custodial arrest of a suspect based on
probable cause is a reasonable intrusion under the Fourth
Amendment; that intrusion being lawful, a search incident to
the arrest requires no additional justification. It is the fact of the
lawful arrest which establishes the authority to search....””

The Arizona Supreme Court decided on a factual basis
whether the “justification[s] [underlying the exception] "
present, even though the U.S. Supreme Court has expressly held
that no additional “justification” is needed. It is the status of the
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individual as one whom has been lawfully arrested (custodial
arrest) that allows the police to perform the search.?!

'The Arizona Supreme Court also ignores another aspect of
the Robinson holding: that the search incident to arrest doctrine
is not only an exception to the Fourth Amendment, but is also
a per se reasonable search under the Fourth Amendment. As
such, the type of balancing® the court engages in is unnecessary
and prohibited because the U.S. Supreme Court has already
determined that a search incident to arrest of a suspect who has
been subject to lawful custodial arrest is per se reasonable.

Gant’s Potential to Impact the Search Incident to Arrest Doctrine
as Applied to Digital Devices

The progression of a great deal of Fourth Amendment
caselaw can be seen in light of the emerging technologies that
make up the fact patterns at issue. Automobiles,* helicopters,”
buses, public phone booths,” pen registers,”® and portable
thermal imaging devices® are all examples of how Fourth
Amendment jurisprudence has evolved with how Americans
live, travel, and communicate.

Currently, the law permits the police, pursuant to a
lawful custodial arrest and without further justification (in
other words based solely on the custodial arrest) to search the
person of the arrestee and the area, including containers, (open
or closed) within the reach or under the arrestee’s control.*
While it may seem intuitive that this search would be limited
to a search for evidence, instruments of escape or items that
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could pose a danger to the arresting officers, Robinson rejects
the need to articulate the particular reason police perform a
search incident to arrest. The facts of Robinson are illustrative.
In Robinson, the police officer, after arresting an individual for
arevoked driver’s license, searched a crumpled cigarette package
and discovered heroin. There was no specific or additional
justification’® to search the crumpled cigarette package; it was
searched because it was on the person of an arrestee. Nothing
more. Nothing less.

As such, if digital devices (iPhones, iPods, Xboxes, laptops,
the list is long and ever-expanding) are simply containers (as
many courts have found them to be) then they can be searched
incident to arrest if they are on the person of, or within the
wingspan or under the control of, an individual subjected to
lawful custodial arrest without additional justification, consistent
with the U.S. Supreme Court’s holding in Robinson.

While the Gant case does not specifically involve the
search of a digital device, the ruling could have a major impact
on searches of digital devices incident to arrest. If the U.S.
Supreme Court limits the scope of Robinson by re-inserting a
justification requirement the effect will be two-fold: specifically,
the search of digital devices incident to arrest will be curtailed
dramatically and, more generally, it will mark a dramatic shift
in the application of one of the Court’s most well-established
Fourth Amendment doctrines.
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FinanciaL SErvices AND E-COMMERCE

RerLECTIONS ON CREDIT CARD PRACTICES AND LEGISLATIVE REFORM PROPOSALS

By Todd ]. Zywicki*

he growth in consumer use of credit cards over the past

three decades has transformed the American economy,

placing in consumers” hands one of the most powerful
financial innovations since the dawn of money itself. Credit
cards have transformed the ways in which we shop, travel, and
live. They have enabled the rise of the e-commerce economy,
delivering goods and services to consumers’ doorsteps and
permitting consumers to shop when and where they like,
unconstrained by traditional limits on competition and
consumer choice. They have enabled consumers to travel the
world without the inconvenience of travelers’ checks. And they
have transformed the way in which we live, from such small
improvements such as relieving us the inconvenience of checks
and frequent visits to ATM machines to large improvements
such as providing security against crime. Credit cards can be
used as a transactional medium, a source of credit, or even as
a short-term source of cash. Credit cards provide consumers
with additional benefits, from cash back on purchases, frequent
flier miles, car rental insurance, dispute resolution services with
merchants, and 24-hour customer service. It has been aptly
observed that that with a credit card you can buy a car; without
a credit card you cannot even rent one. Many of these benefits,
of course, have been most salient for lower-income, young, and
other similar populations, and unsurprisingly, growth in credit
card use has been rapid among those populations.

But the myriad uses of credit cards and the increasing
heterogeneity of credit card owners has spawned increasing
complexity in credit card terms and concerns about confusion
that may reduce consumer welfare. American consumers
encounter complexity every day in the goods and services they
purchase, such as cars, computers, and medical services, just to
name a few. And the complexity of credit card terms is modest
when compared to that of the Internal Revenue Code, as are
the penalties (financial and otherwise) for failure to understand
its terms. The relevant issue for regulation, therefore, is whether
the complexity is warranted in light of its benefits.

In considering whether further legislation or regulation
of credit card terms or disclosures is appropriate, two questions
should be considered. First, what is the problem to be
corrected through regulation? And second, will the benefits
of the regulation justify the costs, including the unintended
consequences of the regulation?

Based on what is known about consumer use of credit
cards and credit card practices, it is doubtful that an analysis
of these simple questions can justify further governmental

* Todd. ]. Zywicki is Professor of Law ar George Mason University. This
article is adapted from testimony before the House of Representatives
Financial Services Committee Subcommittee on Financial Institutions
and Consumer Credit Hearing on “Credit Card Practices: Current
Consumer and Regulatory Issues.” Portions of this testimony also draw
on a forthcoming book by the author on consumer credit and consumer

bankruprey.
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intervention in the credit card industry. In fact, the increasing
dynamism of the credit card industry suggests that regulators
would be better served by revisiting, modernizing, or
reconsidering certain extant regulations, rather than piling on
additional regulation.

This is not to imply that certain credit card issuers or
practices do not seem unfair or improper. But there are ample
tools for courts and regulators to attack deceptive and fraudulent
practices on a case-by-case basis when they arise. Unlike case-
by-case common law adjudication, however, legislation or
regulation addresses itself to categorical rulemaking, thus before
categorical intervention is warranted it is necessary to examine
whether categorical problems have arisen.

I. WHAT 1S THE PROBLEM
To BE CORRECTED THROUGH REGULATION?

Advocates of greater regulation have alleged three
problems that are purported to justify additional regulation of
the credit card market: (1) Consumer overindebtedness caused
by access to credit cards, (2) Unjustifiably “high” interest rates
on credit cards, and (3) A growing use of so-called “hidden”
fees. Reviewing the empirical evidence available on these
issues, however, there is no sound evidence that any of them
present a meaningful problem for which greater regulation is
appropriate.

A. Consumer Querindebredness

There is no doubt that consumer use of credit cards
has increased over time, as has credit card debt. But available
evidence reveals that this increase in credit card debt has not
in fact resulted in an increased financial distress for American
households. Instead, this increased use of credit cards has been a
substitution from other types of consumer credit to an increased
use of credit cards.' For instance, when consumers in earlier
generations purchased furniture, new appliances, or consumer
goods, they typically purchased those items “on time” by
opening an installment loan and repaying the loan in monthly
payments or through a layaway plan. A consumer who needed
unrestricted funds to pay for a vacation or finance a car repair
would typically get a loan from a personal finance company or
a pawn shop. Today, many of these purchases and short-term
loans would be financed by a credit card, which provides ready
access to a line of credit when needed, without being required
to provide a purchase-money security interest, dealing with
the up-front expense and delay of a personal finance loan, or
pawning goods.? Credit cards are far more flexible and typically
less expensive than these alternative forms of consumer credit,
thereby explaining their rapid growth in consumer popularity
over time. Federal Reserve economist Thomas Durkin observes
that credit cards “have largely replaced the installment-purchase
plans that were important to the sales volume at many retail
stores in earlier decades,” especially for the purchase of
appliances, furniture, and other durable goods.? Former Federal
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Reserve Chairman Alan Greenspan similarly observed, “[TThe
rise in credit card debt in the latter half of the 1990s is mirrored
by a fall in unsecured personal loans.”

In fact, the evidence suggests that the growth in credit
cards as a source of consumer credit is explained almost
completely by this substitution effect. Thus, even as credit card
use has risen rapidly over time, it does not appear that this has
contributed to any increase in consumer financial distress.’

Since 1980, the Federal Reserve has calculated on a quar-
terly basis the “debt

has fluctuated within a narrow band since 1989.°
This substitution effect of credit card for other types of
consumer credit has been most pronounced for lower-income
debtors, primarily because this group historically has faced the
most limited credit options; thus, credit cards are likely to seem
especially attractive to them. As a report of the Chicago Federal
Reserve Bank concluded, “The increase in the credit card debt
burden for the lowest income group appears to be offset by a
drop in the installment debt burden. This suggests that there has
not been a sub-

service ratio,” which stantial increase
measures the propor- Non-Mortgage DSR in high-interest
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income dedicated each income house-
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data series in 1980 percentage of
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the debt service burden of non-revolving installment credit, such
as car loans, retail store credit (such as for appliances or other
consumer goods) and unsecured loans from personal finance
companies, that mirrors the upward trend for the credit card
debt service burden over this same period, leaving the overall
consumer credit debt service ratio unchanged. Moreover, ac-
cording to the Survey of Consumer Finances, the percentage
of housceholds in financial distress (as measured by a total debt
service ratio, including mortgage credit, of greater than 40%)
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ratio, because
of peculiarities in the way in which the debt service ratio is
measured. First, there has been a dramatic increase in household
wealth holdings over the past decade or so, first because of the
roaring stock market of the late 1990s, and then the rapid ap-
preciation in housing values into the 2000s. Because consum-
ers rationally borrow against and consume some percentage
their accumulated wealth, during periods of rapidly increasing
household wealth (such as during the 1990s) consumers would
be expected to increase their consumption and consumer debt
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in order to liquidate some of this accumulated wealth. The
ratio of consumer credit to household net worth has been
about 4% of household wealth for at least the past fifty years;
thus, as consumer wealth rises, consumers will tend to increase
their debt holdings even though their measured income does
not increase.?

Second, the data used here to measure revolving credit
likely tends to overestimate the true amount of revolving credit
because of a rise in transactional use over time, an overestima-
tion that tends to grow over time. Revolving credit is measured
by the credit card balance outstanding at the end of a given
month, regardless of whether it is actually revolved or paid off
at the end of the billing cycle. As a result, the data also report
as part of outstanding revolving credit balances on transactional
accounts that will be paid at the close of the billing cycle, but
happen to be outstanding at the time of reporting. Because
some of this trans-

much of this growth in the median size of transactional pur-
chases probably results from a rise in cash-back and cobranding
benefits. In addition, because convenience users do not have to
pay for their purchases until the end of the billing period plus
the grace period after receiving their bill, they have the oppor-
tunity to take advantage of interest rate “float” during the time
between their purchase and payment of the obligation, which
may be as long as forty-five to sixty days. During that period, a
transactional user essentially receives a free loan from the credit
card issuer at zero percent interest,'’ during which time those
same funds can be invested in assets that generate a positive
return, even if only a money market account or similar safe,
short-term investment. In fact, empirical evidence tends to sug-
gest that consumers do exactly this—convenience users tend to
carry smaller precautionary balances in their checking accounts
than revolvers, suggesting that they are taking advantage of this

float. In addition,

actional debt is still revolvers are more
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use of credit cards
as a purchasing rather credit medium has been rising over time,
both in terms of number of credit card transactions as well as
dollar values. During the past fifteen years, convenience use grew
by approximately 15% per year, whereas the amount borrowed
on credit cards as revolving credit grew only about 6.5% per
year.’ In part, the increase in transactional use of credit cards has
been driven by the spread of rewards cards, such as cash-back
programs or frequent flyer miles.

‘The mismeasurement of transactional credit card use as
credit card borrowing tends to overstate credit card debt by
approximately ten percent, a figure that has doubled in the past
decade as a result of the rapid rise of credit card convenience
use.'® The percentage of credit card transactions that are paid off
at the end of each month relative to those that end up revolving
has risen over time, indicating a growth in convenience use. In
addition, the median monthly charge amount for convenience
users has risen over four times more rapidly for convenience
users than for revolvers. The median monthly charge for conve-
nience users has increased by about $130 (from $233 in 1991
to $363 in 2001), whereas the average charge of revolvers is
substantially smaller and has increased more slowly, rising only
$30 during that same time period (from $117 to $147). Again,
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credit cards has
caused consumers as a whole to become overindebted. In fact,
the rise in credit card use is the result of a substitution away
from other less-attractive forms of credit (because of cost, flex-
ibility, or other drawbacks such as the need to pawn personal
goods) to credit cards.

B. “High” Credit Card Interest Rates

Many commentators insist that the growth in credit card
use as a source of revolving credit is irrational in light of the
“high” interest rates charged on credit cards."”® But credit card
interest rates have fallen substantially over the past fifteen years
(see graph above).

Annual fees, which were once a standard component of
credit card contracts, virtually disappeared from credit cards
during this period, except for those cards that offer frequent
flier miles or some other benefit program that requires some
administrative activity." This elimination of annual fees, which
were in the range of $20-$50 per year, was a massive across-
the-board price reduction that not only reduced the cost of
credit cards to consumers, but also increased competition in
the credit card market by making it easier and less-expensive
for consumers to carry multiple cards and to use the cheapest
or most appropriate card for any given transaction.
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This rapid decline in credit card interest rates explains the
substitution from other types of consumer credit. Compare
credit cards to the closest alternative to credit card borrowing,
the traditional short-term unsecured installment loan, such as
from a personal finance company. The following figure (top)
displays interest rates on 24-month unsecured installment loans
versus credit card in-

term than those who revolve smaller balances.'® By contrast,
those who do not revolve balances tend to focus on other aspects
of credit card contracts, such as whether there is an annual fee,
the grace period for payment, or benefits such as frequent flier
miles. In fact, consistent with the observation of more aggres-
sive interest rate shopping by revolvers, those who revolve bal-

ances are charged

terest rates for the
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interest rates on
short-tem personal
installment loans
and credit card ac-
counts has narrowed
over time. Indeed, in
recent years the in-
terest rate on credit
card accounts has
frequently fallen
below that of short-
term personal loans.
A recent survey of
consumer banking
rates in the Wash-
ington, D.C., area
found the prevail-
ing interest rate on
credit cards was
8.16%, whereas the
prevailing rate for
personal loans was
10.45%." More-
over, once up-front
initiation fees on
personal loans are
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ation the overall cost
of personal loans
is almost certainly

higher overall.'® And
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lower interest
rates on average
than those who
do not.”
Empirical
evidence indi-
cates that credit
card interest rates
also generally re-
flect changes in
the riskiness of
credit card lend-
ing. Thus, when
credit card char-
geoffs increase,
the spread
charged between
the underlying
cost of funds and
the interest rate
rises.?
Further-
more, credit card
interest rates
have become less
“sticky” over time,
indicating that
technological and
risk-scoring in-
novations as well
as more flexible
risk-based pric-
ing (as detailed
below) has made
credit cards even
more responsive

this does not even

to competitive

consider the time, in-

convenience, and more limited usefulness of a personal finance
loan, or the more flexible repayment option of credit cards.
According to one survey conducted by the Federal Reserve,
73% of consumers report that the option to revolve balances
on their credit cards makes it “easier” to manage their finances
versus only 10% who said this made it “more difficult.”"”

This decline in credit card interest rates has resulted from
robust competition in the credit card market and savvy shopping
by consumers. Survey evidence indicates that consumers who
revolve credit card balances are extremely likely to be aware of
the interest rate on their credit cards and to comparison shop
among cards on that basis, and those who carry larger balances
are even more likely to be aware of and comparison shop on this

62

pressures. Accord-
ing to the General Accounting Office 93% of the cards they
examined in 2005 had variable interest rates—a rise of nine
percentage points in just two years.”! As a result, interest rates
on credit cards have become more closely tied to overall interest
rates in the economy, as illustrated in the bottom figure.

As can be seen, interest rates on credit cards historically
were relatively “sticky,” when compared to other types of
interest.” But note in particular that interest rates on credit
cards were equally sticky throughout the entire period of 1972-
1989. The era of the 1970s, of course, was an era of dramatically
increasing interest rates—essentially the mirror opposite of the
falling interest rates of the 1980s. During the period 1972-
1982, the federal funds rate rose form a monthly low of 3.29%
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in February 1972 to a high of 19.10% in June 1981. Annual
averages ranged from 4.43% in 1972, steadily increasing to
16.38% in 1982, before they started falling again. Thus, credit
card interest rates were also sticky during the 1970s and early-
1980s despite a rising cost of funds rate. Regardless of whether
the cost of funds rate is rising or falling, for a period of twenty
years the interest rate on credit cards has remained relatively
constant, until the decline in interest rates in recent years. If
credit card issuers were reaping large profits off the “spread”
between the cost of funds and interest rates in the 1980s, they
by definition were suffering equally large losses during the 1970s
and the early 1980s. In fact, during this period, the average
return on credit card operations was lower than for other sectors
of banking activity. So, in general, whether the cost of funds
rate has been rising or falling, interest rates on credit cards have
been much less responsive to changes in the cost of funds than
have other forms of consumer credit.

In recent years, however, credit card interest rates became
much more responsive to changes in the cost of funds rate
during this period. Beginning with the final quarter of 1994
to the present, the interest rates on credit cards became tied
much more closely to the cost of funds rate rose, and for credit
card accounts actually assessed interest, the fit is even tighter,
again likely reflecting the higher emphasis placed on this term
by revolvers when shopping for cards.?

On the whole, therefore, there appears to be no evidence
of any market failure with respect to interest rates on credit
cards. Competition and increasingly sophisticated consumer
choice have brought about lower and more responsive interest
rates over time. Alternative types of consumer credit offer similar
interest rates, but often higher fees and more inconvenience
than do credit cards.

C. Fees and Other Price Terms

Interest rates on credit cards have fallen and become
more flexible during the past decade, but during that same
time period late fees, overdraft fees, and other fees have risen
in frequency and amount. These fees remain only a relatively
small percentage of issuers’ revenues, however, only amounting
to about 10% of issuers’ revenues, whereas interest payments still
amount to about 70% of revenues.?* The remainder of revenue
is generated by merchant discount fees and the like. Moreover,
although the GAO was able to find some isolated instances
where assessment of these fees imposed an undue hardship
on particular consumers, it was unable to find any systematic
evidence of categorical abuse or misuse of these fees.

This increased use of penalty fees arose during the same
time period that credit card interest rates both became lower
and more flexible. This does not appear to be a coincidence.
Evidence indicates that, in general, these fees are risk-based
fees triggered by actual borrowing behavior and when used in
combination with interest rates provides issuers with greater
flexibility in pricing credit terms than relying on interest rates
alone. Interest rates are generally an ex ante before the fact
estimate of a given borrower’s likelihood of default. Late fees,
over-limit fees, and other similar fees, by contrast, are more
tightly tied to the borrower’s exhibited risky behavior. The
only systematic empirical study of these fees of which I am
aware concludes that these fees are risk-based and complement
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interest rates for efficient risk pricing.”> Massoud, Saunders,
and Scholnick find, for example, that a one standard deviation
in bankruptcy per capita leads to an increase in penalty fees
of $0.62 to $1.31. Similarly, a one standard deviation change
in the chargeoff ratio was found to change late fees in a range
of $4.35 to $7.57. In addition, they find that a 1 basis point
reduction in card interest rates will result in an increase in
penalty fees of between 0.88 and 4.11 cents. Thus, in their study,
a one standard deviation in credit card interest rates (273 basis
points) was estimated to change late fees by $2.40. Moreover,
they found no evidence that assessed penalties were larger for
low-income borrowers.

The increased use of risk-based fees has occurred at the
same time as increased variable-rate pricing on credit cards, as
the combination of these two pricing mechanisms is evidently
more efficient than interest rates alone. In addition, it appears
that consumers who pay these fees are not surprised by their
existence, but are aware of them before they enter into the
transaction that triggers the fee.?

In addition, if credit card penalty fees were actually some
sort of new form of consumer abuse, rather than simply a more
accurate pricing scheme, then this tradeoff between higher
risk-based fees and lower interest rates would result in larger
economic rents or “economic profits” to the banking industry.
In fact, return on assets has been largely constant for credit
card banks over the past two decades, even though there has
been a steady rise in the returns of other commercial banks.”
Thus, during the early days of credit cards, issuers relied heavily
on annual fees that were assessed on all cardholders, regardless
of risk. During the 1990s, issuers phased out widely-disliked
annual fees and moved toward greater emphasis on interest
rates that were more closely tied to borrower risk. The gradual
increase in the use of risk-based fees to supplement interest rates
has made credit pricing reflect risk still further. This suggests
that the transition to more risk-based pricing has come about
through market competition, resulting in more efficient pricing
of credit terms to consumers. First, there was a general phasing
out of annual fees and greater emphasis on interest rates, then
recent years has seen a gradual increase in the use of penalty fees
to further more closely tailor price to cardholder risk.

II. CosT-BENEFIT ANALYSIS AND UNINTENDED
CONSEQUENCES

Available evidence indicates that the credit card market is
competitive and responsive to consumer choice. Understanding
the economics of the credit card market therefore raises serious
challenges for any proposals to heighten regulation of the credit
card market. In fact, misguided regulation can have serious
unintended consequences that will end up reducing consumer
welfare; thus, any proposal for additional regulation should be
studied carefully to ensure that the benefits of any such regulation
exceed the costs, including any unintended consequences that
such regulation is likely to spawn. In addition, it would be
wise to examine the continuing relevance and utility of existing
regulations before proposing new regulations.

There are three basic manners in which credit can be
regulated: substantive regulation, disclosure regulation, or
market and common law “regulation.” Each has costs and
benefits.
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A. Substantive Regulation

The oldest and hoariest type of regulation of consumer
credit is substantive regulation of credit terms, such as usury
restrictions that cap the rate that can be charged on interest
rates. Substantive regulation of terms is generally frowned upon
today, as thousands of years of economic history have generally
demonstrated that the costs of substantive regulation generally
exceed any benefits that it would generate.

In particular, there are three predictable unintended
consequences that result from substantive regulation of
consumer credit terms: (1) term substitution and repricing,
(2) product substitution, and (3) rationing. Each of these three
would likely manifest themselves in response to efforts to place
new regulations on credit cards.

(1) Term Substitution and Re-pricing: Credit card contracts
are complicated, multiple-term contracts. Term substitution
refers to the phenomenon that regulation of some terms of this
multiple-term contract will cause issuers to adjust other terms in
order to reach the market clearing “price.” Even in the relatively
short history of credit cards, history is littered with examples.?
Prior to the Supreme Court’s decision in Marquette National
Bank v. First of Omaha Corp.,”> most consumer credit card
contracts were governed by usury restrictions that capped the
interest rate that could be charged on credit cards. As interest
rates generally rose during the 1970s, this rate ceiling meant that
card issuers could not charge a market rate of interest on their
consumer loans. The era witnessed a number of offsetting term
re-pricing adjustments by credit card issuers, all of which almost
certainly made consumers worse off. First, issuers imposed
annual fees on all cards to make up for the shortfall from the
inability to charge a market rate of interest. Not only was this
an inefficient pricing mechanism because it wasn’t calibrated to
borrower risk, it also forced transactional users of credit cards to
subsidize revolvers who were able to borrow at the sub-market
interest rate. Similarly, retailers would bury their credit losses
by marking up the price of the goods they sold on credit; for
instance, states with stricter usury ceilings also had higher retail
prices for appliances. Usury restrictions also had a number of
other unfortunate negative impacts on consumers. Customer
benefits were lower in states with stricter usury ceilings, such
as shorter banking hours and the elimination of other services
such as free Christmas gift wrapping at department stores.
Moreover, this term substitution also had the effect of making
credit more heterogeneous in nature, making it more difficult
and expensive for consumers to compare prices and shop. Most
notably, annual fees made it more expensive for cardholders to
carry more than one card, thereby making it difficult to switch
from one card to another that presented a better deal.

The immediate aftermath of Marquette was the opportunity
for credit card issuers to charge a market rate of interest for their
products. In turn, this led to the rapid elimination of annual
fees, which were no longer necessary to offset regulatory caps
on interest rates. In turn, this enabled greater competition
and consumer choice, which eventually resulted in a fall in a
proliferation of card variety, lower interest rates, and heightened
competition. According to a study by Thomas Durkin of the
Federal Reserve, 90% of consumers report that they are “Very”
or “Somewhat Satisfied” with their credit cards.?® Given the ease
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of comparison shopping and the wide variety of cards in the
marketplace, it should not be surprising that most consumers
have found products and issuers with which they are largely
satisfied.

Empirical evidence strongly suggests that efforts to place
substantive limits on credit card pricing today would likely
generate similar offsetting term substitution. As noted, empirical
evidence indicates that penalty fees imposed by credit card
issuers are generally tied to consumer risk and as a result have
an offsetting effect on interest rates. Any regulatory efforts to
cap or otherwise regulate late fees, overlimit fees, and the like,
would therefore almost certainly lead to increased interest rates
for all consumers, or other offsetting adjustments in credit
contract terms. It is not readily apparent why regulators would
seek to impose a regulatory scheme that forces responsible and
less-risky borrowers to pay higher interest rates to subsidize
irresponsible and risky borrowers who pay their bills late or
exceed their credit limits. This cross-subsidization is especially
unfair to low-income but responsible borrowers who would
otherwise be lumped into the same interest rate category as
these other borrowers. In fact, the GAO Report indicates that
at least one credit card issuer is experimenting with a credit card
that would eliminate all penalty fees—but in exchange would
impose a much higher interest rate (above 30 percent) if the
cardholder pays late or otherwise defaults on the terms of the
card.® Thus, while there appears to be some isolated instances
of penalty fees run amuck, blanket regulatory limitations on
these fees will likely make credit card pricing less efficient and
harm overall consumer welfare.

(2) Product Substitution: Notwithstanding the ability of credit
card issuers to readjust uncontrolled terms of the credit card
contract to try to price credit efficiently, in some situations
the inability to charge efficient risk-based prices will make
it impossible to extend credit card credit to some borrowers.
Nonetheless, Americans need access to credit to deal with life’s
surprises, such as the need for unexpected car repairs, medical
bills, to furnish a new apartment, or simply for a student to buy
an interviewing suit to seck a job. If these individuals are unable
to get access to credit cards, experience and empirical evidence
indicates that they will turn elsewhere for credit, such as pawn
shops, payday lenders, rent-to-own, or even loan sharks.>* As
noted above, there is no evidence that more widespread access
to credit cards has worsened household financial condition
because this growth in credit has been a substitution from other
types of consumer credit.

It is hard to see how a college student or any young
American is made better off by being denied a credit card and
thus forced to furnish her apartment through a rent-to-own
company. Nor is it readily apparent to me how a lower-income
family who needs schoolbooks or a clarinet for their child is
made better off by being forced to borrow from a payday lender
or pawn shop to make ends meet. The young and the poor
already have fewer and less-attractive credit options than middle
class families—restricting their credit options still further by
making it even more difficult for them to get access to attractive
credit on competitive terms does not seem to be a plausible way
of making their lives better.
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(3) Rationing: Finally, if issuers are unable to re-price terms so
as to reach a market-clearing price for all consumers, and those
consumers are unable to get needed credit from pawn shops,
loan sharks, and other less-attractive lenders, the eventual result
will be that some Americans will lack access to much-needed
credit. This is the well-established finding of thousands of years
of economic history, going back at least to Ancient Greece.
What of the person who needs access to credit to repair a
broken transmission so that he can get to work? In the end, at
least some consumers are going to be forced to survive without
credit that will allow them to repair their car, buy braces for
their children, or Christmas presents for their relatives. Simply
wishing that he could have access to credit on terms favored
by regulators will not make it so and it is not clear what policy
benefit is gained by pretending otherwise.

III. DiscLosure REGuULATION

The drawbacks of substantive regulation of consumer
credit terms are well-understood. As a result, it has become
increasingly common to mandate certain disclosures, rather
than to impose substantive regulations on consumer credit.
Evidence suggests that some disclosures, like the requirement of
disclosing the APR for credit card loans, has tended to facilitate
consumer awareness of competing credit offers and thus to shop
for the best deal available.*

But as with substantive regulation, there is a trade-off
to increased mandatory disclosures. Consumers have limited
attention for reading disclosures and issuers have limited
space and expense for making disclosures. Thus, mandating
some disclosures necessarily makes it more difficult to disclose
fully other card terms that some consumers may care more
about or may make it more difficult for consumers to find the
information that they care about.

For instance, approximately half of American consumers
do not revolve a balance on their credit cards. For those
consumers, the APR is a completely irrelevant term in shopping
for and using a card. And the evidence suggest that in fact
transactional users of credit cards pay much less attention
to the APR and Finance Charge than do those who revolve
balances (and the larger the balance the more attention is paid).*
Transactors generally care more about other aspects of cards,
such as grace periods, benefits (such as car rental insurance or
purchase price protection), and any rewards they offer (such as
frequent flier miles or cash back). Although requiring disclosure
of information of interest rates is certainly useful for those who
shop on that basis for the other half of card users who do not
revolve balances it is simply unnecessary clutter that makes it
more difficult for them to locate the information that they want
from a card issuer.

Moreover, experience demonstrates that once disclosures
are mandated, they become very difficult to update in light of
changing circumstances. This can be a particular problem in
rapidly-evolving markets such as the credit card market. For
instance, the “Schumer Box” requires disclosure of useless
or trivial information such as the amount of the minimum
finance charge, which according to the GAO Report, was
typically about 50 cents. Other mandatory disclosures, such as
the method for computing balances, may be too complicated
or of little importance to most consumers in choosing among
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cards.”® The GAO Report observes that the outdated structure
of the Schumer Box, TILA, and Regulation Z make it difficult
to accurately and effectively disclose many of the new terms on
credit cards that have been described, rendering such disclosures
less helpful than would otherwise be the case.

Nonetheless, trivial, outdated, or irrelevant disclosures
are given the same importance as other more important terms,
and newly important terms are difficult to disclose at all. For
mandatory disclosures to be an effective tool for facilitating
consumer choice, rather than a counterproductive distraction
and threat of information overload, regulators must be
committed to updating them swiftly and regularly in order
to keep up with rapid changes in the market and consumer
preferences.

Still another problem with the actual practice of disclosure
regulation is the apparent effort to use disclosure regulation
as a “back door” version of substantive regulation, to try to
guide consumers in the “right” direction. Thus, although it is
recognized that usury restrictions are counterproductive, it is
implicitly assumed that forcing disclosure of the “high” rate of
interest will shock consumers into moderating their credit use,
along the lines of “If consumers only knew how much they were
paying in interest, they would borrow less.” A related problem
is mandating disclosures in order to advance some political
or social goal, rather than to facilitate careful and responsible
consumer borrowing. Thus, Congress recently mandated the
disclosure of the amount of time it would take to pay off a
cardholders existing balance assuming that only the minimum
payment were made. Federal Reserve economist Thomas Durkin
estimates that this disclosure actually will be useful to only 4%
of cardholders who state that they actually intend to stop adding
new charges to the card and to repay their balance by making
only the minimum payment.* Although this disclosure effects a
very small number of consumers—who could otherwise get the
same information simply by calling their credit card issuers—it
will necessitate still further expense by cardholders and further
increase the costs to consumers of locating the information that
they actually care about. Properly implemented, standardized
disclosure may facilitate autonomous consumer choice by
making it easier for consumers to comparison shop among credit
products. But efforts to use disclosure as a back door version
of substantive regulation is likely to be ineffective at bringing
about the desired substantive outcome, while simultaneously
failing to provide the useful information to consumers that
disclosure regulation should produce.

Finally, according to another study by Durkin, two-thirds
of credit card owners find it “very easy” or “somewhat easy” to
find out information about their credit card terms, and only
six percent believed that obtaining this information was “very
difficult.” Two-thirds of respondents also reported that credit
card companies usually provide enough information to enable
them to use credit cards wisely and 73% stated that the option
to revolve balances on their credit card made it “easier” to
manage their finances versus only 10% who said this made it
“more difficult.” Finally, 90% of credit card owners were “Very”
or “Somewhat Satisfied” with their credit cards, versus only 5%
who were “Somewhat Dissatisfied” and only 1%—or one out
of 100—who were “Very Dissatisfied.”
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In short, consumers seem overwhelmingly satisfied with
their credit cards, the information they receive from credit card
issuers, and ease with which they can get information about
their cards. Credit card issuers appear to have the incentives to
provide timely and accurate information to consumers, and by
all accounts appear to be doing so.

IV. MArRkeT COMPETITION AND COMMON LAW As
ReGuraTION

It must also be kept in mind that market competition is a
form of regulation as well. The credit card market is extremely
competitive, with thousands of issuers constantly competing
to woo consumers with better offers. Consumers routinely
carry as many as four credit cards in their wallets, ready to
switch immediately to the card that offers a more attractive
package of benefits and terms. In such a market, it is unlikely
that oppressive or unfriendly contract terms would last, and
in fact this seems to be the case. The GAO Report found, for
instance, that only three of the twenty-eight cards that they
examined had “universal default” clauses in 2005.” The GAO
Report also found that between 2003 and 2005 only a minority
of credit card issuers used the so-called “double-cycle billing
method” of calculating finance charges and even those issuers
have eliminated that scheme today.”® In addition, only 2% of
cards charge annual fees, and virtually all of them provide some
rewards program in return. In fact, annual fees traditionally have
been the cost of credit cards most despised by consumers—in
fact, when annual fees were first implemented in the 1970s,
consumers cancelled 8% of their credit cards immediately.*’

In addition, courts have used traditional common law
rules and contract remedies to punish fraudulent or deceptive
practices by card issuers. This has been quite efficacious in
protecting consumers and raises further questions about the
need for additional regulation.

Thus, although issuers may try to impose on consumers
a variety of disagreeable terms, the ease with which consumers
can shift from one card to another, and the heated competition
among issuers for consumer loyalty, renders such a scenario
relatively implausible. Whether annual fees, universal default
clauses, or “double-cycle billing,” the market appears to be quite
self-correcting in terms of delivering to consumers the credit
card products that they desire—which explains the 90% positive
satisfaction rate described above.
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TREASURY’S BLUEPRINT: REGULATORY EFFICIENCY OR MORE RED TAPE?

By John Shu*

n March 31, 2008, the U.S. Department of the

Treasury issued its “Blueprint for a Modernized

Financial Regulatory Structure,” the largest proposed
revamping of federal financial regulation and oversight since the
Great Depression.! Although released in the middle of a national
financial crisis, the Blueprint is not designed to be a quick fix for
the current economic situation. Instead, it proposes significant
changes that will greatly affect financial institutions—and the
entities with which they conduct business—for many years
to come.

The Treasury Department developed its proposal over the
past year, with some of the ideas already existing for many years
and/or previously proposed. Divided into short, intermediate,
and long-term plans, the Blueprint proposes to expand the
Fed’s responsibilities and to streamline the regulatory plan for
depository institutions, securities firms, hedge funds, mortgage
originators, and the insurance industry.? But despite this stated
intent to streamline the regulatory framework, the Treasury’s
proposals call for the creation of several new regulatory
agencies, such as “Mortgage Origination Commission,” “Office
of National Insurance,” “Office of Insurance Oversight,”
“Mortgage Stability Council,” “Federal Insurance Guarantee
Corporation” (with a “Federal Insurance Guarantee Fund”),
“Prudential Financial Regulatory Agency,” and a “Conduct of
Business Regulatory Agency.”

MORTGAGES

While practically every American is painfully aware of the
current mortgage and housing sector difficulties, the Treasury
Department’s proposal is not specifically designed to address
the nation’s immediate real estate or financial problems. One
may wonder, then, why the Department of the Treasury is
getting involved with mortgages. Unlike 1933, mortgages
today are deeply intertwined not only with Wall Street, but
also the global economy. In fact, investors exposed to subprime
mortgages that do not comply with state and federal consumer
protection laws face the risk that the mortgages supporting
some of their investments may not be enforceable, which would
lead to extensive litigation. Thus, the Federal Reserve has long-
held rulemaking power regarding the Truth in Lending Act,
including the Home Ownership and Equity Protection Act.*

As an important part of its short-term planning, the
Treasury Department, recognizing the importance of mortgages
to the national and global economies, recommends creating a
Mortgage Origination Commission (MOC) to “evaluate, rate
and report on the adequacy of each state’s system for licensing
and regulating participants” (e.g., brokers and lenders) in the
mortgage origination process. Presumably this would include
creating licensing standards for state-regulated mortgage
companies and oversee how states oversee mortgage origination.

The MOC’s board would have representatives from the Federal

* John Shu is an attorney at Stradling Yocca Carlson & Rauth in Newport
Beach (CA). He served as a law clerk to the Hon. Paul H. Roney, U.S.
Court of Appeals for the Eleventh Circuit.
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Reserve, the Office of the Comptroller of the Currency (OCC),
Office of the Thrift Supervision (OTS), the Federal Deposit
Insurance Corporation (FDIC), the National Credit Union
Administration (NCUA), and the Conference of State Bank
Supervisors (CSBS). Because each state currently sets its own
minimum qualification standards, a certain number of mortgage
brokers and lenders do not fall under federal regulation and
instead are subject to varying degrees of state oversight.” These
state-regulated entities are responsible for more than half of the
subprime mortgages in the United States. The MOC would
not replace the states” regulation of mortgage origination but,
rather, would add an additional regulatory layer and provide the
marketplace with information regarding each state’s mortgage
compliance standards.® The MOC, similar to the OTS, would
be funded through assessments on mortgage originacors that
would be required to register through the National Mortgage
Licensing System & Registry.

One problem with the Treasury Department’s proposal
is that the state agencies would certainly balk at having to
operate under a federal minimum standard, instead of having
the autonomy to create their own. Also, a substantial number
of the troublesome subprime mortgages issued from federally
regulated entities, not state-regulated ones.” Additionally,
because of regulatory fragmentation, it remains unclear which
regulatory agency would have oversight and enforcement of
mortgage originators who are independent participants (i.e.,
unaffiliated with depository institutions), and those which
are affiliates, not subsidiaries, or depository institutions. The
Blueprint notes that state supervisory agencies must be given the
clear authority to enforce federal mortgage lending standards,
along with the appropriate federal regulator, and calls for
federal legislation either to set uniform minimum licensing
qualification standards for state mortgage market participant
licensing systems or to give the MOC the power to develop
and implement them.

TuEe FEDERAL RESERVE

'The Blueprint not only advocates that the Fed continue to
have rulemaking authority over the Truth in Lending Act and
the Homeowners Equity Protection Act, it proposes expanding
the Fed’s power and responsibilities. For the short term, the
Treasury Department suggests clarifying and enhancing liquidity
provisioning by the Federal Reserve and allowing the Fed to
conduct on-site examinations of non-depository institutions
under certain circumstances, presumably in conjunction with
the U.S. Securities & Exchange Commission (SEC) and/or
the U.S. Commodity Futures Trading Commission (CFTC).
This is partially an acknowledgement of what the Fed has
already done this year, e.g., opening up the discount window
to non-depository institutions, establishing the Term Securities
Lending Facility, and facilitating JPMorganChase’s buyout of
Bear Stearns.

For the intermediate and long-term, the Treasury
Department envisions the Fed acting as a “market stability
regulator,” with broad authority to monitor risks and take
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“corrective action” under certain circumstances across the
financial system, including investment banks, hedge funds
and commodity operators—not just the financial holding
companies, bank holding companies, and certain chartered
banks it already monitors. In order to do so, the Fed presumably
would want to be able to take “corrective action” sooner rather
than later, and would be required to evaluate the capital,
liquidity, and margin practices across the entire financial system,
(not just with depository institutions), as well as to analyze the
potential impact on overall financial stability. The Blueprint,
however, does not define at what point the Fed would be able to
step in and take “corrective action.” Part of this vision, however,
is the creation of a “Market Stability Council” which would
serve as a check on the Fed, and would have the Fed oversee
state-chartered banks and payment and settlement systems.?

Skeptics argue that the Fed already failed to properly
regulate those banks already within its jurisdiction. A number
of banks have had to write off billions of dollars in subprime
mortgage losses. There is some question whether the Fed could
handle expanded regulatory responsibilities (although the Fed,
unlike federal agencies such as the SEC, does not depend on
Congress for funding staffing increases). Further, the Treasury
Department’s proposal does not make clear what authority the
Fed would have to intervene or enforce existing regulations.
For example, if the Fed were to intervene only in times of
“extreme market stress,” then Congress or perhaps the Fed’s
Board of Governors would have to define the term and provide
clear guidance as to not only the insertion point(s) but also the
procedures that the Fed would take once it determined that it
had to take action.

INSURANCE

Insurance, like banking, is a sector which permeates
every aspect of American life. The subprime fallout adversely
affected insurers. For example, bond insurers such as Ambac
and MBIA suffered heavy losses as a result of their forays into
the Collateralized Debt Obligation (CDO) world, affecting
municipalities and investors across the country.

Recognizing this, the Treasury Department proposed
an intermediate-term plan to establish a federal insurance
regulatory structure, presumably with federal preemptive
powers. Traditionally, insurance regulation is left to the states.
As a result of the insurance industry’s increasing national and
international focus, the Treasury Department believes that the
current state-based regulatory framework is too cumbersome
for efliciently developing nationwide products and competing
abroad.

The Treasury Department’s proposed federal structure
would require creating an optional federal charter similar to
the current dual-charter banking system and would require a
new regulator: the Office of National Insurance. There is some
question as to how strict the federal regulatory structure would
be. There is also some question as to whether it is appropriate
to, in effect, nationalize a structure which traditionally has
been within the role of the several states. The Blueprint also
urges Congress to immediately establish an Office of Insurance
Oversight (OIO) within the Department of the Treasury. The
OIO would address international regulatory issues such as
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reinsurance and serve as the lead regulatory voice in promoting
American international insurance regulatory policies and
ensuring that the state insurance regulators achieve a uniform
implementation of declared U.S. international insurance policy
goals.

AGENCY STREAMLINING

Perhaps the most widely reported feature of the Blueprint
is the Treasury Department’s proposal to merge the CFTC with
the SEC and the OT'S with the OCC. These proposed mergers
are part of the Blueprint’s intermediate-term plan. Futures
trading is no longer limited to agricultural commodities and
the Treasury Department believes that product and market
participant convergence, market linkages, and globalization
warrant unifying the CFTC and the SEC. To maintain some
of the CFTC’s charter, the Treasury Department recommends
that the SEC adopt core principles for exchanges and clearing
agencies, expedite the SRO rule approval process, and provide
a general exception under the Investment Company Act of
1940 for already actively traded exempted products such as
Exchange-Traded Funds.?

Harmonizing the two agencies’ regulatory philosophies
and the many differences between securities and futures
regulation will be a daunting task. The SEC and CFTC have
separate, and sometimes disparate, rules regarding numerous
issues, such as margin, segregation, insider trading, insurance
coverage for broker-dealer insolvency, customer suitability,
short sales, SRO mergers, implied private rights of action,
portfolio managing, and the SRO rulemaking approval process.
For example, “margin” in the securities context refers to the
minimum amount of equity that must be put down in order
to purchase securities on credit, whereas in the futures context
“margin” means a risk-based performance bond system which
acts like a security deposit.

The suggested SEC-CFTC merger is not new, and has
drawn opposition from various trade associations, the CFTC,
the states, and within Congress. For example, commodities,
due to their agricultural history, fall under the jurisdiction
of the House and Senate Agricultural Committees. Those
committees would be reluctant to cede oversight power should
the CFTC and SEC merge. Notably, the futures markets have
always been known as more of a “Wild West” environment
than the securities markets, and the SEC has fallen under
repeated criticism for its failures to catch and stop behaviors
ranging from stock option backdating to Enron to the current
subprime fiasco. Critics point out that a combined agency
which would be SEC-heavy would fail to properly regulate the
already chaotic futures markets. Furthermore, state regulators,
whose “blue-sky” laws regulating securities have already been
somewhat eclipsed by the SEC and CFTC, may justifiably view
this proposed consolidation as a further infringement of their
regulatory authority.

PruUDENTIAL FINANCIAL REGULATORY AGENCY

For the long-term, the Treasury Department envisions a
single “Prudential Financial Regulatory Agency” to focus on
financial institutions with some type of explicit government
guarantee associated with their business operations, capital
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adequacy requirements, investment limits, activity limits, and
direct on-site risk management supervision. As an intermediate
step to that ultimate vision, the Treasury Department proposed
combining the Office of Thrift Supervision (the primary
federal regulator of saving associations and savings and loan
companies) with the Office of the Comptroller of the Currency
(the national bank regulator). Part of the Treasury Department’s
reasoning is that U.S. consumers have sufficient access to
residential mortgage loans and that thrifts and banks are nearly
indistinguishable in the modern day. The proposed combined
agency would oversee the safety and soundness of firms with
federal guarantees, while having authority to deal with affiliate
relationship issues.

Industry groups and the OTS have screamed foul. In fact,
the OTS has suggested that its authority ought to be expanded
in order to provide nationwide uniformity in regulating
mortgage bankers and mortgage brokers. The OTS-OCC
merger proposal, like the proposed SEC-CFTC merger, is also
an old idea. Thrifts have historically focused more on mortgage
lending, but they also offer various financial products. OTS’s
budget comes from assessments it levies on the more than 800
savings and loans it supervises. In a direct challenge to Treasury’s
proposal, OTS has suggested that it its role be expanded to
include supervisory powers over mortgage brokers, a task for
which Treasury proposed creating the Mortgage Origination
Commission.

Business ConpucT REGULATORY AGENCY

For the long-term, the Treasury Department ultimately
envisions combining a number of agencies, including the
SEC, CFTC, and perhaps even the Federal Trade Commission
(FTC) into a single “business conduct regulator” to protect
consumers and investors. This agency would presumably have
authority over disclosures, rule writing, business practices, and
chartering/licensing. The future agency would subsume most
of the roles of the SEC and CFTC, as well as the consumer
protection and enforcement roles of insurance and banking
regulators, with authority over mortgage disclosures. It is unclear
as to whether Treasury envisions the SEC, CFTC, and other
agencies to still exist, or to which agencies the non-subsumed
duties would go.

CONCLUSION

It is interesting that the Treasury Department, and thus
Secretary Henry M. Paulson, is the public face of the proposed
changes, rather than the President. The Administration was bold
in revealing the Blueprint, most of which, in principle, would
help government regulators keep up with rapidly changing
financial innovation. The devil, however, is in the details.
Beyond the political difficulties of turning any of the Blueprint’s
proposals into law, many are skeptical that a new regulatory
regime would be any better than the current one in terms of
protecting consumers and the overall market. If anything,
the nation’s current political mood appears to want more
government regulation, rather than less. There is also a structural
disconnect between the nationalization, and globalization, of
financial products and our federalist system of government.
Individual state regulators and state legislatures may decide to
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flex their own political muscles in trying to maintain or even
expand their powers and responsibilities.'

The irony of the Treasury Department’s Blueprint is that
it does not appear to streamline the regulatory environment all
that much. Even if the SEC/CFTC and OTS/OCC mergers
occurred, the Blueprint still proposes at least seven new entities,
and would require multiple new charters. As noted earlier, the
Blueprint also fails to adequately address several procedural and
enforcement questions.

Very little in the Blueprint can happen without
congressional action in the forms of legislation and
appropriations. Interested or potentially affected parties
already have attacked the Blueprint. Additionally, the political
realities of an administration in its last months, combined with
a Congress which is unlikely to be able to take any substantive
action regarding the Blueprint in a presidential election year,
means that, at minimum, the current regulatory structure
will survive well into the latter half of 2009. Further, global
economic difficulties related to the various subprime and
exotic mortgage-backed instruments have led many observers
to believe that more, not less, regulation and enforcement
could have prevented those difficulties. While politically the
Blueprint has forced Congtess to take some action (e.g., holding
hearings), Congress has often demonstrated a real lack of
courage and thoughtfulness in tackling pressing issues. Should
Congress pass new legislation as a result of the Blueprint, the
affected administrative agencies would still have to engage in
extensive rulemaking to satisfy the attendant administrative law
requirements and to fill in any legislative gaps. Even without
any new legislation, it is reasonably likely that certain agencies,
the Fed, or even the several states will take preemptive steps
to either maintain or expand their power and jurisdiction.
Financial sector companies would be wise to monitor Congress
and the relevant agencies to see what storm might be coming,.
Regardless of the final form of the legislation, there will certainly
be significant debate, and litigation, in this arena for years to
come.

Endnotes

1 The Blueprint is available at http://www.treas.gov/press/releases/reports/
Blueprint.pdf.

2 The current financial regulatory structure includes five federal depository
institution regulators, state-based regulators, separate federal securities and
federal futures regulators, self-regulatory organizations, and state-based
insurance regulators.

3 The Treasury proposal leaves in place the many Self-Regulatory
Organizations (SRO’s) and, in certain cases, enhances their powers.

4 'The Fed’s authority exists independent of Congress, which is currently
debating bills regarding mortgage standards. The Fed has been sharply
criticized for its perceived failures to better regulate the mortgage lending
industry. Approximately four months ago, the Fed proposed new standards
for exotic mortgages and for high-fee or high-cost loans to borrowers with
lower credit scores. The Fed’s proposal would require mortgage lenders to
disclose hidden fees and mortgage companies to show that their customers
could realistically afford their mortgages, and prohibit misleading advertising.
The Fed was planning to issue final rules sometime this summer, but the Fed
now appears to be leaning towards limiting the scope of its proposed rules
in response to mortgage industry comments. Consumer protection groups,
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Congress, and even some agencies such as the FDIC have publicly expressed
their concerns about the Fed’s seeming response to the various mortgage,
home builders, and realty trade associations.

5 Only seven states actively participate in the National Mortgage Licensing
System & Registry (NMLSR), which provides information regarding mortgage
market participants’ background, expertise and disciplinary history.

6 In proposing the Mortgage Origination Commission, Treasury borrowed
certain aspects from the mission of the Federal Financial Institutions
Examination Council (FFIEC), a formal interagency body created in 1979
which prescribes uniform principles, standards, and report forms for the
federal examination of financial institutions and makes recommendations
to promote supervisory uniformity. The FFIEC facilitates public access to
data that depository institutions must disclose under the Home Mortgage
Disclosure Act of 1975.

7 'The Blueprint also does very little, if anything, to address the current and
upcoming waves of mortgage and/or subprime-related litigation. Already
there are a significant number of lawsuits, including large class actions, against
almost every type of entity which is part of the mortgage lending process or
residential real estate, including the investment banks. The litigation claims
are diverse, but include categories such as inadequate disclosure, fraud and
securities fraud, commercial contract, and bankruptcy cases.

8 Payment and settlement systems are the mechanisms used to transfer
funds and financial instruments between financial institutions, and between
financial institutions and their customers to discharge certain obligations. On
a typical business day, U.S. payment and settlement systems settle transactions
with a value of more than $13 trillion.

9 An Exchange-Traded Fund (ETF) is an investment vehicle traded on stock
exchanges, much like stocks or bonds. An ETF represents a collection or
“basket” of assets such as stocks, bonds, or futures.

10 In certain areas, federal regulatory requirements tend to be less restrictive
than those of certain states, .., consumer privacy.
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FREE SPrEECH & ELECTION LAW

THE UNCERTAIN FUTURE OF THE PRESIDENTIAL PUBLIC FINANCING SYSTEM

By Audrey Perry*

he future viability of the once robust presidential public

I funding system is now questionable. First implemented

in 1976, the system has helped presidential candidates

focus less on fundraising and more on campaigning, and given

major-party candidates enough money in the general election to

finance their campaigns.' In the 2008 election cycle, however,

only one major candidate, Senator John Edwards, received

public funding during the primary election.? Furthermore, it is

possible that at least one major-party nominee will not accept

the general election public funds in 2008—for the first time
since the system began in 1976.

The system has seen its share of controversy this election
cycle. In February 2007, Senator Barack Obama requested
advice from the Federal Election Commission (FEC) about
public funding in the general election.> Obama wanted to
raise private funds at the time, but still preserve the option of
taking public funding for the general election.? In its request
for an advisory opinion, Obama’s campaign stated that “should
both major party nominees elect to receive public funding, this
would preserve the public financing system, now in danger of
collapse, and facilitate the conduct of campaigns freed from
any dependence on private fundraising.”

Since then, however, Senator Obama has backed away
from his commitment to the public funding system.® Even
though he will, if eventually nominated by the Democratic
Party, face in Senator John McCain an opponent who has
repeatedly expressed his desire to accept public funds in the
general election, Obama has recently called the system “creaky”
and said that he may not accept federal funds.”

The currently non-functioning FEC further complicates
the issue. At the moment, the Commission has only two
of six Commissioners seated. It takes four Commissioners
votes to approve a public funding request. The remaining
Commissioners’ nominations have been held up in a Senate
deadlock for months, with no end in sight. So, even if the
presidential party nominees decide to take public funding for
the general election, the FEC may be unable to certify the
candidates’ entitlement to the U.S. Treasury funds (raising
the question of whether a court order or unusual Treasury
Department action would be required to release the funds).

HisToRrY OF THE SYSTEM

'The presidential public funding system was put into place
as part of the sweeping election reform adopted in response
to the Watergate scandal. The public funding portion of the
Federal Election Campaign Act (FECA) was designed to reduce
corruption in the political process by providing public funds to
candidates to diminish candidates’ reliance on raising private
funds.

* Audrey Perry is currently an attorney for John McCain’s presidential
campaign.
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Since the 1976 election, presidential elections have been
financed to some extent by public money, which is provided
by voluntary tax check-off.® The tax check-off was meant to
build the public funding system on a mass base of small donors.
However, participation in the program has been waning—in
1980, the high point of the tax check-off was 28.7%, and in
2004 the check-off rate was 9.2%’°

In 2000, George W. Bush became the first presidential
candidate win a major-party nomination without taking
matching public funding in the primary election.® In 2004,
George Bush, John Kerry, and Howard Dean all did not accept
public funds in the primary election."! 2008 may be the first
year that a major party candidate does not accept public funding
for the general election.

PriMarRY MaTcHING FUuNDS

The primary matching funds portion of the public
funding scheme has been less than useful to viable candidates
in recent years. In fact, no eventual major party presidential
nominee has received primary matching funds since Al Gore
in 2000."

To qualify for primary matching funds, a presidential
candidate must establish that he or she is a serious candidate
with broad base support by raising more than $5,000 in at
least twenty states."

Furthermore, if they receive primary matching funds,
presidential candidates must agree to limit campaign spending,.
In 2008, for example, candidates are allowed to spend about $42
million. Their campaign spending in each state was limited to a
specified amount based on the number of voting-age individuals
in the state." Candidates must also contribute no more than
$50,000 to their own campaign and agtee to a post-campaign
financial audit by the FEC.

If a candidate meets these eligibility requirements, the
federal government will match $250 of an individual’s total
contributions to the candidate. Only contributions received
after January 1 of the year before the election will be matched.
The first matching fund payments are not made until at least
January 1 of the election year, and made monthly thereafter.

The increasingly frontloaded timing of state primaries
and caucuses has contributed to the primary matching fund
program’s increasing irrelevancy. Frontloading has made the
spending limits unrealistic by making the campaign longer
and increasing the length of the primary period. In the 2008
election cycle, a candidate who accepted primary matching
funds would not have been eligible to receive any such funds
until a few days before the lowa caucus. As of May 1, 2008,
Republican candidates had spent over $250 million in the
primary; the Democratic candidates have far surpassed that and
are still spending.”® The primary contribution spending limit
is clearly inadequate for waging the sort of primary campaigns
that have become standard in recent cycles.
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Furthermore, the frontloaded 2008 primary season made
the acceptance of primary matching funds impractical for
serious candidates because the eventual major party nominee
could have been chosen (and was in the case of the Republicans)
by early February. If, for example, Senator McCain had accepted
primary matching funds and the attached spending limits, he
would have been crippled against the Democratic nominee by
the spending caps which would have been in force undil the
September Republican Convention.

PartYy CoNVENTION FUNDING

The presidential campaign public financing system also
provides national party committees with an optional public
grant to pay for their nominating convention costs. If a party
committee accepts public funds, it may not spend more than
the amount provided, which is indexed for inflation. This year,
both the Democratic and Republican Party have already applied
for and received the full $16 million in available public money
to fund their conventions.!®

In addition to the public funds national parties may spend
directly on their conventions, the FEC allows cities that host
conventions to establish non-profit “host committees.””” That
committee may raise money to spend on convention-related
projects that might otherwise have been sponsored by the
national party with public funds. For example, a host committee
may spend money to welcome convention attendees to the city
with information booths or receptions, facilitate commerce,
furnish a venue for the party’s use, and offer construction and
convention-related services, etc.'s

FEC regulations regarding host committee fundraising
are decidedly more relaxed than those for other committees.
A host committee may receive unlimited donations from
corporations, banks, labor unions, and individuals for
permissible expenditures.” Since 2003, there has been no
requirement that the organizations contributing to the host
committee have a local presence in the host city.® The use
of host committees has been criticized by some because the
committees may accept unlimited money from corporations
and other normally prohibited sources. Critics argue that this
allows for the use of “soft money” for nominating conventions,
and thus in effect circumvents the Bipartisan Campaign Reform
Act (BCRA).H

In 2004, the New York Host Committee (for the
Republican Convention) received $85.7 million and the Boston
Host Committee (for the Democratic Convention) received
$56.8 million*—which combined was more than four times
the amount the national parties received in public funds.?
Although presidential candidates may not “establish, finance,
maintain, or control” host committees,** they may make a
“general solicitation of funds” for these committees.”

GEeNERAL ELEcTION FUNDING

Major party presidential nominees are eligible for a public
grant for the general election. In 2008, the Democratic and
Republican nominees will be eligible to receive $84.1 million
in public funds once their parties officially nominate them at
their respective conventions.?® Candidates may accept general
election funding even if they turned down primary matching
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funds. In order to be eligible for general election public funding,
a candidate must limit spending to the amount of the grant
and may not accept private contributions for the campaign.
Candidates are also not allowed to spend more than $50,000
of personal funds in the general election and must permit an
FEC audit after the election.

The FEC allows candidates who accept general election
public funds to establish a special account exclusively to pay
for legal and accounting expenses associated with complying
with campaign finance law. Expenses of this fund, commonly
known as “GELAC,” are not subject to normal expenditure
limits, and the legal fund may accept private contributions
within the federal limits and source prohibitions.”” Candidates
may fund GELAC accounts by re-designating primary-election
contributions® or soliciting GELAC contributions.” Past
major-party nominees have raised significant amounts in
GELAC contributions. In 2004, George W. Bush raised $18.8
million and John Kerry raised $11.9 million.*

GELAC funds may be used to pay for many of a
campaigns administrative, legal, and accounting expenses. For
example, “payroll, overhead[,] ... computer services” and other
costs associated with “legal and accounting services provided
solely to ensure compliance with” federal campaign laws and
regulations;® non-reimbursable costs incurred in providing
transportation services for the Secret Service and national
security staff;** costs associated with voting recounts;*® and
winding down expenses for legal and accounting compliance
activities. A candidate may not solicit GELAC funds before
April 1 of the election year, and GELAC contributions must
be returned if a candidate does not accept the general election
grant.*

Since the 1976 election, every major party nominee has
accepted the general election grant. This year, however, could be
an exception. As discussed above, Senator Obama has wavered
on his commitment to accept public funding in the general
election. Senator McCain, however, seems likely to take public
funding, although he has said he will reconsider if his opponent
does not accept public funds.? At this point, Senator McCain
has not been raising general election funds, and has publicly
expressed a desire to opt into the public financing system. It
makes sense for Senator McCain to accept public funds this
cycle.’® The Republican National Convention is late this year,
not concluding until September 4, 2008. Senator McCain
would have just over two months to spend the $84.1 million
public grant. Furthermore, Senator McCain’s well known
support of the public funding system and commitment to clean
elections and campaign finance make it a natural fit for him to
accept public funding in the general election.

CONCLUSION

Participation in the presidential public financing system
has been declining in recent years, as the system has received
increased attention—with periodic calls for either the program’s
abolition or reform. Several portions of the system are outdated,
which has generally eroded the system’s value. The way the
presidential public financing system functions during the
remainder of the 2008 election cycle could determine whether
the program is revived or abandoned.
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INTELLECTUAL PROPERTY

FirsT AMENDMENT CHALLENGES TO COPYRIGHT LAws:

Kable v. Gonzales AND Golan v. Gonzales
By David S. Olson*

’ I Yhere has been an attempt in the last few years to reverse
some of the territorial creep of copyright law that has
occurred in recent decades. These challenges have sought

to undo copyright term extensions, increase the purview of fair
use exceptions, and, in the cases discussed below, to constrict
Congress’s ability to expand copyright protections by use of
First Amendment arguments. There is a reason for this recent
pushback against copyright law. It is well known that the ways in
which we create, distribute, critique, imitate, and copy writings
and graphic arts have changed enormously in the three decades
since the advent of the personal computer. Much ink has been
spilled detailing the powerful changes that computers, cheap
memory, digitization, the Internet, and increasing broadband
adoption have wrought in the way that content is created and
copyright enforcement challenged. But at least as important for
copyright as technological changes are the profound changes
to copyright law itself that have resulted in an unprecedented
increase in the number of works copyrighted and the length
of time copyright endures. In 1976—the same year that the
Apple I personal computer was created'—Congress changed
copyright law from an “opt-in” registration system, in which
less than half of all new works were copyrighted each year and
the average copyright lasted only a short time,? to a longer-term
automatic copyright system from which it is relatively difficult
to “opt-out.”

Prior to the 1976 Copyright Act, authors had to comply
with formalities and register their works in order to receive
copyright protection. The result was that about half of
otherwise-qualifying works were never registered. In addition,
the copyright term was fairly short before 1976, lasting only 14
years at first, which was eventually extended to 28 years. If an
author wanted to renew his copyright, he had to pay a fee and
officially renew the work. Approximately 85% of copyrighted
works were never renewed.* This regime meant that for the
entirety of United States history prior to the 1976 Copyright
Act, (1) many works of authorship were never covered by
copyright atall, and (2) the vast majority of copyrighted works
lost copyright protection within 14-28 years.’

The 1976 Copyright Act worked a sea change on the
practice of copyright in the United States. The Act made two
important changes. It extended copyright terms to life of the
author plus 50 years, and it did away with the registration
requirement and all formalities for achieving copyright

* David S. Olson is an Assistant Professor at Boston College Law School and
Non-Resident Fellow at the Stanford Center for Internet and Society.He had a
very minor role in the appeal of Golan, and participated in a minor way during
Professor Larry Lessig’s preparation for oral argument of Kahle before the Ninth
Circuit. The views expressed here are therefore emphatically his own and should
not be attributed to plaintiffs in either case, the Stanford Law School Center for
Internet and Society, Professors Lessig or Christopher Sprigman, or to the other
attorneys involved in these cases.

June 2008

protection for a work. Thus, since January 1, 1978, virtually
every bit of expression set down in a “tangible medium” has
automatically received copyright protection for life of the
author plus 50 years (75 years for certain older works and works
made for hire). Subsequently, the Copyright Term Extension
Act of 1998 extended copyright terms to life of the author
plus seventy years (95 years for certain older works and works
made for hire).¢

Congress made these changes to copyright law out of
concern for copyright owners and to comply with the Berne
Convention for the Protection of Literary and Artistic Works.”
‘Thus, when it came to formalities, Congress was concerned that
copyright owners were losing their copyrights due to carelessness
in complying with copyright formalities. Eliminating the
formalities eliminated the problem. Likewise, when Congress
extended copyright terms after intense lobbying from corporate
copyright owners like the Walt Disney Company,® Congress
was concerned with keeping valuable intellectual property
in U.S. companies’ hands. What Congress does not seem to
have focused on is the interests of public users of copyrighted
works. Making copyright owners register and renew their
copyrights put the burden (which was low) of attaining and
keeping copyright on the copyright owners, who had the best
information as to copyright value and thus were the least cost
avoiders. Likewise, although copyright term extension benefited
a select group of copyright owners who owned work that had
long-term value, it denied the public the right to unrestricted
use of both commercially valuable and non-valuable copyrighted
works for an additional 20 years.

The significance of these copyright law changes on those
who would quote, copy, or otherwise use another’s pre-existing
work should not be underestimated. A researcher working
before 1978 would safely assume that things published more
than 56 years ago were in the public domain and could be
used freely. He would also likely assume that anything out of
print and published longer than 28 years ago was in the public
domain, and he would be correct about 85% of the time.
Finally, if a work bore no copyright notice, he would know
immediately that the work was not covered by copyright and
that he could freely use it.

Today’s would-be user of copyrighted material faces a
different scenario entirely. He knows that anything published
since 1978 is automatically copyrighted for the life of the author
plus 70 years. He knows that he may only safely use materials
published over 85 years ago—prior to 1923.” For works
published between 1923 and 1976 he must trace the history of
registration and renewal to determine copyright status."

Thus today’s researcher or user of copyrighted materials
faces a very different landscape than he did thirty years ago.
While the pre-1976 Act researcher could make use of the vast
majority of materials from just a generation or two earlier
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without running afoul of copyrights, today’s researcher may
need to seek copyright permission to use many materials from
the last three or four generations. The researcher of 2108 will
need to seek permission to use all materials created in the
preceding 70 years and many works that are over 100 years old
will remain covered by copyright.

Some may see little cause for concern because use of
others’ work has a flavor of theft to it—one thinks of college
students lobbying for the destruction of copyright so that they
may download music freely. But a growing body of literature
points out that the more one looks at the concepts of novelty
and originality in authorship, the more one realizes that, one
way or another, there truly is (as Ecclesiastes tells us) “nothing
new under the sun.” For instance, in Judge Posner’s recent book,
The Little Book of Plagiarism (2007), the author discusses how
Shakespeare could not have created his brilliant plays without
extensive (and uncredited) use of numerous, and often recent,
historical and literary sources." Likewise, only a couple of
generations ago, it was expected that persons of letters would
quote without attribution from the works of others."”? Such
allusions were the mark of a well-read person.

But even when a user of copyrighted materials seeks to
document each quote assiduously, and to add value to a work
rather than to divert sales, copyright law can stymie non-
exploitative use of copyrighted material. The case of Shloss v.
Estate of James Joyce is a good example." In that case, Carol
Shloss, a Stanford professor and Joyce scholar, wrote a book
on James Joyce’s relationship with his daughter Lucia and the
way that relationship and Lucias artistic work impacted, and
can be seen in, Joyce’s Finnegans Wake. Shloss's book in no way
competed for sales with Finnegans Wake or any of the other
materials from which she quoted. If anything, her book served
as a complementary good that increased interest in Finnegans
Wake. Nevertheless, because the copyright in Joyce’s works is
controlled by his grandson (Joyce died in 1941), who takes a
very dim view about any research whatsoever into his aunt, and
thus refused any discussion of licensing Joyce’s work for that
purpose, Shloss’s book was gutted of many of the supporting
quotations before publication.'* Shloss subsequently received
pro bono representation from Larry Lessig and the attorneys
of the Stanford Law School Center for Internet and Society
Fair Use Project and sued for a declaratory judgment of fair
use in order to post the supporting quotations on her academic
website. After a period of intense litigation, Shloss won her
right to quote Joyce’s work as needed for her project.” The
story ended happily for Shloss, though only after much time
and aggravation. But she never would have had to fight that
fight under the pre-1976 Act regime. And many authors never
would have found the resources to fight.

Copyright does not only affect those wanting to quote
written materials. Because dramatic arts such as music,
choreography, and plays are also copyrighted, under the post-
1976 Act regime, a community theater may not use dramatic
works without license. Thus, many of the works of the last
85 years are off-limits to those who cannot pay a license fee,
and going forward copyright will only be more restrictive, so
that the majority of works from the previous century will be
copyrighted.

76

The elimination of formalities with the 1976 Copyright
Act had other profound effects. As discussed above, prior to
1978, over 90% of works were in the public domain by the
time of their renewal. They had either never been copyrighted
(about half of published works) or they were not renewed
(about 85% of copyrighted works).!® Of the small percentage
of works whose copyrights were renewed, determining who
owned the copyright was fairly straightforward. Not only did
the work have to be published with notice and registered,
but upon renewal the copyright owner was on record again.
Thus, if one wanted to use a copyrighted work, generally one
could quickly and easily determine with whom one should be
negotiating. The abandonment of formalities and automatic
term renewal has changed all of this and created a huge number
of “orphan works.”

“Orphan works” is the term that has been coined to
describe the many works that are now in copyright but are
out-of-print, and for which it is difficult to determine the
copyright owner.”” Because copyright now lasts so long, even
when the original creator of a work can be easily identified, it
may be very difficult to determine who owns the copyright after
the originator has died. While the ownership of copyrights in
valuable works by famous authors will usually be established at
the time of death when other assets are divided, ownership of the
copyrights of more ordinary people is not generally determined
after death. Thus, such rights likely pass with the residue of the
estate. And once copyright ownership has passed beyond the
original author, it may continue to be sold, given, or devised
in a series of private, non-centrally-recorded transactions. The
puzzle of ownership can take significant time and energy to
untangle, if the ownership interests can be untangled at all
without an opinion from a court.'®

It is against this very changed backdrop of copyright law
that the Stanford Law School Center for Internet and Society
litigated the recent cases of Kahle v. Gonzales and Golan v.
Gonzales.

BACKGROUND: Eldred v. Ashcroft

Kable and Golan built on the litigation that began in
Eldred v. Ashcroft.”® In Eldred, plaintiffs challenged the Sonny
Bono Copyright Term Extension Act of 1998 (CTEA).? The
CTEA added twenty years to the term of copyright protection,
so that for works produced after January 1, 1978, copyright
protection lasts for life of the author plus 70 years.” For works
for hire and works published before 1978 and still in copyright
at the time of the CTEA, copyright was extended to 95 years.?
Plaintiffs made two main arguments as to why the CTEA was
unconstitutional, at least in part.” First, they argued that the
CTEA's extension of copyright terms to existing works violated
the Constitution’s limitation of Congress’s power to grant
copyrights only for “limited times.”** Plaintiffs argued that
allowing Congress to retrospectively extend copyright terms
of previously published works eviscerated the “limited times”
limitation and allowed Congress the ability to enact perpetual
copyright term a bit at a time. Second, plaintiffs argued that
extensions of copyright terms for new and previously published
works impacted the speech interests of those who would make
use of work that would otherwise fall into the public domain.
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Thus, plaintiffs argued, First Amendment scrutiny should be
applied to the CTEA, and such scrutiny should result in the
CTEA being held unconstitutional.

After losing at the district and circuit court levels, plaintiffs
argued their case before the Supreme Court. The Supreme Court
affirmed the lower courts, rejecting the plaintiffs’ arguments.
First, the Court addressed the plaintiffs’ arguments that
Congress could effectively grant perpetual copyright through
a series of term extensions that would apply both prospectively
and retrospectively.” The plaintiffs pointed out that a series of
term extensions had kept certain works in copyright for much
longer than originally expected. The Court acknowledged
the plaintiffs’ argument, but rejected that the CTEA’s term
extension had effectuated a perpetual copyright.?® The Court
seemed to think that Congress had extended copyright not out
of a nefarious plan to achieve perpetual copyright via continued
incremental term extensions but instead to harmonize copyright
term in the U.S. with the term adopted by the E.U. in 1993,
which is life of the author plus 70 years.”” Notwithstanding
that copyright term is now long, the Court held that on its face
it is clearly still “limited.”” In addition, the Court suggested
that extending copyright terms to existing work could promote
authorship because Congress’s policy of parity assures authors
that their works will get the benefit of future term extensions
whether they are published before or after a statute extending
copyright term.” Thus, according to the Court, the CTEA did
not violate the Copyright Clause of the Constitution.*

Next, the Supreme Court rejected the plaintiffs’ argument
that the CTEA violated the First Amendment. The Court did
“recognize that the D.C. Circuit spoke too broadly when it
declared copyrights ‘categorically immune from challenges
under the First Amendment.””' But said the Supreme Court,
when Congress passes copyright legislation that does not
“alter[] the traditional contours of copyright protection,
further First Amendment scrutiny is unnecessary.”* The
Court noted two important features of copyright law that
protect First Amendment interests—the idea/expression
dichotomy and fair use.** The idea/expression dichotomy
strikes a First Amendment balance in copyright law by allowing
protection only of an author’s expression of her ideas, but not
of the ideas themselves.* Likewise, the fair use exemption
to copyright protection allows use of copyrighted works,
including direct copying and quotation, “for purposes such as
criticism, comment, news reporting, teaching... , scholarship,
or research,”® and for purposes of parody.’® The Supreme
Court also noted that the CTEA included specific additional
protections for First Amendment interests including the rights
of libraries, archives, and the like to make certain uses of works
during their last twenty years of copyright for purposes such as
preservation, scholarship or research,” and exemptions for small
businesses and restaurants from paying performance royalties
for playing televisions or radios in their businesses.*®

The Supreme Court’s decision in Eldred was an unequivocal
defeat for the plaintiffs. But it was not a total defeat. The Court’s
rejection of the D.C. Circuit’s holding that copyright statutes are
“categorically immune” from First Amendment review left some
hope for those seeking to restrict copyright expansion on First
Amendment grounds. The logical converse of the holding that
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First Amendment scrutiny is not necessary where a statute does
not “alter[] the traditional contours of copyright protection” is
that, when a statute does alter those traditional contours, First
Amendment review should apply.

But what are the traditional contours of copyright
protection? The Court left this unanswered in Eldred. Are the
traditional contours of copyright protection present so long
as the idea/expression dichotomy and fair use protections
remain in the Copyright Act? Or are the traditional contours
of copyright protection altered whenever a statute passed under
the copyright clause differs from historical precedent?

Kahle v. Gonzales

Two circuit courts have recently addressed these questions,
each coming to a different conclusion.” Lead plaintiff in
Kable v. Gonzales, Brewster Kahle, runs the Internet Archive,
whose goal it is to archive the oft-ephemeral data and content
generated digitally on the Internet.*” Co-plaintiff Richard
Prelinger of Prelinger Associates, Inc., makes free copies of
ephemeral movies available on the Internet. These plaintiffs
made two challenges in Kahle. First, they challenged the
Copyright Renewal Act of 1992, which eliminated copyright
renewal requirements for works created between 1964 and
19774 Second, and probably unfortunately, they argued that
they should be allowed to present evidence that the Copyright
Term Extension Act (already challenged in Eldred) violated the
framers’ understanding of the “limited times” restriction on
copyright in the Constitution.

The Ninth Circuit quickly rejected the plaintiffs CTEA
argument. [t stated that even though Eldred had only addressed
in dicta what the framers would have thought the term
“limited times” meant,* the Court had nevertheless upheld the
constitutionality of the entire CTEA. True, the issue before the
Court in Eldred was whether the retroactive application of the
term extension was constitutional, while the plaintiffs in Kzhle
argued that the length of the term itself was unconstitutional.
Still, the Ninth Circuit deemed this difference too small to
merit review. The Ninth Circuit thought that the Supreme
Court’s reasoning as to why the CTEA’s retroactive application
was constitutional was broad enough to apply to the length of
the CTEA’s term as well. The Ninth Circuit stated that because
“[a]rguments similar to Plaintiffs” were presented in Eldred,
“[t]he Supreme Court has already effectively addressed and
denied Plaintiffs’ arguments.”*

The Ninth Circuit’s disregard for the plaintiffs’ argument
as to copyright term may have encouraged the Court to
give short shrift to their constitutional arguments about the
elimination of the copyright renewal requirement. The plaintiffs
argued that the elimination of the renewal requirement altered
the traditional contours of copyright protection because renewal
had long been a requirement for enjoying extended copyright
term in the United States.” They argued that the effect the
renewal requirement had of ensuring a large public domain
of published works was a traditional contour of copyright.
Plaintiffs pointed out, and the Court accepted, that renewal
requirements both limited orphan works and made it so that
“only a small percentage” of creative works were under copyright
for the maximum term.?
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The Court also acknowledged that “[e]liminating the
renewal requirement dramatically increased the average
copyright term and correspondingly decreased the number of
works currently entering the public domain.”* The plaintiffs
characterized this as a change from an “opt-in” patent system
to an “opt-out” system. Under the previous, opt-in system,
formalities were required to gain copyright protection, and
most copyrighted works were not renewed. Thus, the opt-in
system created a large public domain. Under the so-called opt-
out system, copyright attaches immediately to any expression
fixed in a tangible medium, and it lasts for the full term of
copyright without the author needing to do anything at all. If
an author does not want the full extent of copyright protection,
he must affirmatively opt-out of the default maximum copyright
protection. An author may either disclaim copyright in his
work or choose to reserve only limited rights via such licenses
such as those provided by Creative Commons.” Only a small
percentage of authors disclaim copyright or limit their copyright
interest in their works, however, resulting in a vast majority of
material that is automartically covered for the maximum term
of copyright.

The plaintiffs in Kahle limited their challenge to the
elimination of renewal requirements for works created between
1964 and 1977.% They did not challenge the elimination of
the renewal requirement or of other formalities generally. The
Ninth Circuit fixed on this fact, and instead of delving into
whether the elimination of the renewal requirement changed
the traditional contours of copyright law, the Court treated the
question as whether Congress could place existing copyrighted
work in parity with future works by eliminating the renewal
requirement for both. The Ninth Circuit held summarily that
Eldred disposed of this question. According to the Court, the
Supreme Court had already ruled “that when Congress passed
the CTEA, it ‘placed existing and future copyrights in parity. In
prescribing that alignment... Congress acted within its authority
and did not transgress constitutional limitations.””* Thus, a
broad reading of the Ninth Circuit’s reasoning in Kahle would
mean that under Eldred any retroactive change in copyright law
is constitutional so long as the change is aimed at providing
parity for existing and future works.

Golan v. Gonzales

The Tenth Circuit in Golan v. Gonzales addressed whether
a different change to copyright laws altered a traditional contour
of copyright, thus necessitating First Amendment review.”
Plaintiffs in Golan challenged section 514 of the 1994 Uruguay
Round Agreements Act (URAA), which provided copyright
protection to foreign works that were still in copyright in their
country of origin, but were in the public domain in the U.S.
because their authors failed to comply with U.S. copyright law
formalities, or because the U.S. did not recognize copyright
from the author’s nation at the time the work was created.”!
By agreeing to section 514, the U.S. accepted Article 18 of the
Berne Convention for the Protection of Literary and Artistic
Works, which the U.S. previously had refused to join for more
than 100 years.”> The Berne Convention requires member
countries to give equal copyright treatment to foreign and
domestic authors. It also does away with copyright formalities
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and requires that signatory countries grant copyright protection
to foreign works if those foreign works still have copyright
protection in their countries of origin.® Thus, when the U.S.
enacted legislation to comply with section 514 of the URAA
the legislation granted copyright status to certain foreign works
that were previously in the public domain in the U.S. due either
to copyright holders’ failure to comply with U.S. copyright
formalities or failure to renew their copyrights.”

Plaintiffs in Golan each relied on artistic works in the
public domain for their livelihood. They included orchestra
conductors, educators, performers, publishers, archivists, and
others who made use of works in the public domain. Many of
the plaintiffs made use of works in the public domain because
they could not afford to pay copyright licenses for uses that were
often local or non-profit. Others had created derivative works
based on foreign works in the public domain. The plaintiffs
claimed that the URAA unconstitutionally interfered with their
protected First Amendment interests in making use of public
domain works.*

The district court disagreed, and held both that “Congress
has historically demonstrated little compunction about
removing copyrightable materials from the public domain”
and that the plaintiffs had no First Amendment interests in
the now-copyrighted foreign works.”® The plaintiffs appealed
to the Tenth Circuit, which took a different view.

The plaintiffs made three arguments in the Tenth Circuit.
First, they argued that the CTEA’s twenty-year extension
violated the “limited Times” provision of the Copyright Clause
because the founders would have found the extended term
length “effectively perpetual.”” Second, and similarly, the
plaintiffs argued that the URAA’s extension of copyright to
works in the public domain violated the same “limited Times”
provision of the Copyright Clause because allowing Congress
to copyright works already in the public domain could enable
Congress to repeatedly and perpetually copyright works.*®
‘Third, plaintiffs argued that the URAA violated the plaindiffs’
First Amendment interests in making artistic use of the formerly
public domain foreign works.”

The Tenth Circuit, like the Ninth, made short work of
the plaintiffs CTEA argument. The court agreed with the
Ninth Circuits conclusion that Eldred precluded a challenge
to the CTEA’s twenty-year term extension.®’ It also held that
the URAA did not violate the Copyright Clause. The court
rejected plaindiffs’ argument that section 514 must be held
unconstitutional to prevent Congress from forever keeping
materials from the public domain. The court stated that, as
in Eldred, “a regime of perpetual copyrights is clearly not
the situation before us.”®' Moreover, the court rejected any
invitation to second-guess Congtess’s determinations of how
best to promote works of authorship under the Copyright
Clause. The court stated firmly: “The clear import of Eldred
is that Congress has expansive powers when it legislates under
the Copyright Clause, and this court may not interfere so long
as Congress has rationally exercised its authority.”®* The court
believed that compliance with the Berne Convention, thereby
assuring copyright protection for American works abroad, was
a rational basis for enacting section 514.%

But, said the Tenth Circuit, the URAA’s validity under
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the Copyright Clause did not make it immune to challenges
based on other provisions of the Constitution, such as the
First Amendment.** The Tenth Circuit began by addressing
the Supreme Court’s statement in Eldred that copyright laws
should get the presumption of constitutionality vis & vis the First
Amendment so long as the laws do not “alter(] the traditional
contours of copyright protection.”® After a detailed examination
of the history of copyright laws in the United States, the Tenth
Circuit concluded that “the traditional contours of copyright
protection include the principle that works in the public domain
remain there and that § 514 [of the URAA] transgresses this
critical boundary.” ¢

The Tenth Circuit analyzed how this alteration of the
traditional contours of copyright affected the First Amendment
interests of the plaintiffs. The Court found two First Amendment
interests that plaintiffs had in the formerly public domain
foreign works. First, the Court held that everyone has a non-
exclusive right to use material in the public domain. Second,
the Court held that “the First Amendment protects plaindiffs’
right to unrestrained artistic use of the works at issue.”®’

Thus, said the Court, “at the moment that Dmitri
Shostakovich’s Symphony No. 5 entered the public domain,
Plaintiff John Blackburn had a right to create a derivative work
for a high school band to perform at an event commemorating
9/11.”% Once created, the First Amendment protected
Blackburn’s right to perform his derivative work, according
to the Tenth Circuit. Section 514 of the URAA impinged on
Blackburn’s and the other plaintiffs’ First Amendment rights
because the owners of the now-copyrighted original material
could now charge fees for the performance of plaintiffs’ derivative
works.®” The court found the plaintiffs’ First Amendment
interests greater than those of the plaintiffs in Eldred, because
plaintiffs in Eldred had never enjoyed unfettered access to the
works in question. Here, by contrast, the works at issue belonged
to all when they were in the public domain, and the plaintiffs
relied on their rights to use the works in performing or planning
to perform the works and in building on the works for their
own artistic productions. Thus, by removing works from the
public domain, the court held that section 514 of the URAA
“hampers free expression and undermines the values the public
domain is designed to protect.””

The Tenth Circuit also held that “copyright’s built-in
free speech safeguards are not adequate to protect the First
Amendment interests at stake.””" The court held that neither
the idea/expression dichotomy nor the fair use defense were
adequate to protect plaintiffs’ First Amendment interests in
making use of the formerly public domain works. While the
idea/expression dichotomy protects speech interests by allowing
an author to copyright only her expression of an idea, but not
the idea itself, in this case plaintiffs had previously had rights to
the whole of the now-copyrighted works. The idea/expression
dichotomy did not serve to protect these rights. Likewise,
although fair use allows the use of a portion of a work for
certain purposes such as “criticism, comment, news reporting,
teaching... scholarship, or research,” it could not serve to protect
plaintiffs’ interests in using the whole of the works that had
been removed from the public domain.”

In addition, the court noted that unlike the CTEA, the
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URAA did not supplement the traditional First Amendment
safeguards of copyright law. When Congress passed the CTEA,
it gave additional protections to certain users of the works
whose terms were extended. The CTEA gave certain rights
to libraries, archives, and similar institutions for their actions
related to preservation, scholarship or research in the last
twenty years of a work’s copyright. The CTEA also exempted
small businesses and restaurants from paying performance
royalties for music played from the radio, television or the like.”
Unlike the CTEA, the URAA provided no supplemental First
Amendment protections, other than a one-year safe harbor for
using a restored work.”

The Tenth Circuit remanded the case to the district
court for consideration of whether section 514 of the URAA
is content-based or content-neutral and thus what level of First
Amendment scrutiny is appropriate. If the district court finds
that the URAA is content-based, then the district court is to
apply strict scrutiny to determine “whether the government’s
interest in promulgating the legislation is truly ‘compelling’
and whether the government might achieve the same ends
through alternative means that have less of an effect on protected
expression.”” If the district court finds that the URAA is
content-neutral, then it must determine whether the restriction
imposed by the URAA is “narrowly tailored to serve significant
governmental interests.”’®

The URAA seems content-neutral. It allows foreign works
to be copyrighted based on criteria that have nothing to do
with the content of the works. Thus intermediate scrutiny will
apply. In determining whether the URAA is “narrowly tailored
to serve significant governmental interests,” the district court
may look to footnote 5 of the Tenth Circuit’s opinion. There, the
Court notes that in complying with the Berne Convention, the
copyright laws of the United Kingdom, Canada, Australia, and
India give parties who incurred any expenditure or liability in
making use of a formerly public domain the right to continued
use of that work even after the work is covered by copyright.””
The copyright owner can only stop the reliance party from
using the work if the copyright owner pays compensation to
the user of the work, in an amount determined by negotiation
or arbitration.” If the court determines that the government
interest at issue is simply complying with the Berne Convention,
then allowing users of formerly public domain work greater
rights to continued use, as other countries have done, might be
a constitutionally required narrowing of the URAA. If, on the
other hand, the court determines that the government interest
behind the URAA was more than just complying with Berne,
and instead reflected Congressional judgment as to either the
proper incentive for authors or the bargaining position of the
United States with regard to international negotiations over
copyright protections for authors, then the court is much less
likely to second-guess whether Congress’s enactment of the
URAA was sufficiently narrowly tailored.

FirsT AMENDMENT CHALLENGES TO COPYRIGHT LAwsS
AFTER Kahle AND Golan

So where are First Amendment challenges to copyright
laws left after Kahle and Golan? First, the Tenth Circuit
seems plainly correct in holding that the traditional contours
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of copyright protection must extend farther than the idea/
expression dichotomy and the fair use defense. While these
traditional safeguards do much to protect First Amendment
interests, one can easily imagine legislation passed under the
Copyright Act that would impinge on First Amendment
interests notwithstanding the idea/expression dichotomy
and fair use defense. The plaintiffs in Kahle gave one such
example in their certiorari petition to the Supreme Court.
Noting that, “copyright law has traditionally been viewpoint
neutral,” plaintiffs set forth the following scenario: “Imagine the
European Union decided to deny copyright protection to ‘hate
speech,” and Congress, in an effort to ‘harmonize’ international
copyright law, did the same.”” The plaintiffs asked whether,
in such a case, First Amendment review would be appropriate.
It obviously would. Indeed, affirming that First Amendment
review of copyright laws may sometimes be necessary does
no more than affirm the general rule that legislation drafted
under one constitutional provision must be consistent with the
remainder of the Constitution.

Eldred should not be understood as a case defining when
the Copyright Clause trumps the First Amendment, or holding
that a couple of safeguards within copyright law are sufficient to
protect all First Amendment interests that might arise under any
conceivable copyright law. Rather, Eldred is better understood
as setting forth a simple rule of judicial economy. Eldred
makes two simple and straightforward assumptions. First, the
copyright laws that have developed over the last 200-plus years
in the United States have adequately protected speech interests,
and are therefore constitutional. Second, if a copyright law
conforms to these “traditional contours of copyright protection”
developed over the last 200 years, a court may presume that
the law adequately protects speech interests, and may forgo
First Amendment review. What are the “traditional contours of
copyright protection” and whether the presumption of adequate
First Amendment protection can be rebutted even when a law
conforms to the traditional contours was not decided in Eldred,
and is left for future courts to decide, as needed.

An interesting question is whether Golan is a one-off
departure from the traditional contours of copyright, the likes
of which we will not see again, It is hard to imagine future
copyright laws that will remove more material from the public
domain. Legislation under the URAA was enacted to harmonize
U.S. law with foreign copyright law. Now that the U.S. has done
away with formalities and “restored” copyright to those foreign
works that were formerly denied copyright due to idiosyncrasies
of U.S. law, it is extremely unlikely that other public domain
works will be copyrighted.

Are there other current or future copyright laws that may
depart from the traditional contours of copyright protection
and thus require First Amendment analysis? The elimination
of copyright formalities may be a candidate for direct assault.
As the Ninth Circuit acknowledged in Kahle, formalities have
long been a feature of copyright laws, and their elimination has
resulted in a vastly diminished public domain. Although courts
may be loath to second-guess Congress’s determinations of the
appropriate incentives for authors, the changes to copyright
law that have resulted in most works being in copyright for a
century or more plainly has an effect on the speech that others
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are allowed to make and the ways that others can communicate
and discuss copyrighted expressions of ideas.

If litigants bring a First Amendment challenge to the
elimination of copyright formalities (rather than just to the
elimination of the renewal requirement for existing works, as
plaintiffs challenged in Kahle), any First Amendment analysis
should be under intermediate scrutiny, because elimination of
formalities is content-neutral. Under intermediate scrutiny,
it is hard to see how litigants could force the resumption of
formalities given that the government has a significant interest
in complying with Berne (which demands elimination of
formalities that would deprive a copyright holder of “enjoyment
and exercise” of the economic rights appertaining to copyright).
But some reliance rights allowing continued use of works whose
copyrights were not voluntarily registered or renewed before
enforcement proceedings began might be both acceptable
under Berne and serve to more narrowly tailor U.S. copyright
law to account for First Amendment interests in the public
domain.*

At the end of the day, the courts seem to recognize that
determining the contours of copyright is a job for Congress.
Likewise, courts are likely to be deferential to Congress in
establishing the boundary between copyright and the public
domain, even when the First Amendment interests of users
of copyrighted material are considered. Whatever the success
of future First Amendment challenges to copyright laws that
depart from the traditional contours of copyright protection,
focusing attention on the fact that copyright laws can injure First
Amendment interests of users of copyrighted works is salutary.
Hopefully, Congress will consider the First Amendment
interests of copyright users in passing future copyright laws so
that courts need not attempt to navigate between the Scylla of
narrowly tailoring copyright laws so as to protect speech interests
and the Charybdis of second-guessing congressional decision-
making about how best to promote works of authorship.
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WHEN “ExcrLusive” 1s NOT “ExcrLusive” AND “CoMPULSORY. NOT “COMPULSORY:”

eBay v. MercExc/mnge AND Puice v. Toyota
By David L. Applegate*

he source of American patent law, Article I, section 8, of
the U.S. Constitution, empowers Congress to “promote
the Progress of Science and useful Arts, by securing for
limited Times to Authors and Inventors the exclusive Right
to their respective Writings and Discoveries.”! But what does
it mean to grant inventors the “exclusive Right” over their
respective inventions (albeit for limited times)? And have
Congress and the courts been faithful to that grant of power?
In a series of recent cases, the Court of Appeals for the
Federal Circuit, the district courts, and the Supreme Court
of the United States have all given cause to question whether
inventors indeed have “the exclusive Right” to their respective
discoveries, even for limited times.?

I. THE StATUTORY FRAMEWORK

The current U.S. Patent Code, the Patent Act of 1952,
mandates that the courts award compensatory damages upon
a finding of infringement, but merely permits the courts to
grant injunctions in accordance with traditional principles of
equity. In its entirety, the first paragraph of section 284 of the
Patent Act provides: “Upon finding for the claimant the court
shall award the claimant damages adequate ro compensate for the
infringement, but in no event less than a reasonable royalty for
the use made of the invention by the infringer, together with
interest and costs as fixed by the court.” In pertinent part,
section 283 provides: “The several courts having jurisdiction
of cases under this title 724y grant injunctions in accordance
with the principles of equity to prevent the violation of any
right secured by patent, on such terms as the court deems
reasonable.”

Just on the face of it, this statutory language presents a
problem. First, the well-established “principles of equity” that
section 283 explicitly incorporates require a plaintiff seeking a
permanent injunction to demonstrate, in part, that “remedies
available at law, such as monetary damages, are inadequate ro
compensate for that injury.”® But because section 284 requires
the court to award damages “adequate to compensate for the
infringement,”® and the infringement is the injury to be
compensated, sections 283 and 284 would seem to be mutually
exclusive.”

One way to harmonize this apparent contradiction is
to interpret section 284 to require the award of damages for
“the [past] use made of the invention by the infringer” and
to permit an injunction under section 283 to prevent “the
[future] violation of any right secured by patent....”® This
would in effect require courts to insert words that Congress did

* David Applegare chairs the Intellectual Property Practice Group of
Williams Montgomery & John Ltd., a Chicago-based firm of trial lawyers
devoted to business litigation nationwide. The opinions expressed here are
his own. Mr. Applegate discussed the meaning of “limited Times” in the
Copyright Clause in David Applegate, Eldred v. Asheroft: Just Another
Mickey Mouse Copyright Case? 3 ENGaGE 3 (2002).
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not include—but that is precisely what courts have generally
done in the past. Patent holders that have proven infringement
have typically received damages awards for past infringement,
plus permanent injunctions against future infringement.’ The
parties are of course free to negotiate other arrangements,
and frequently do; depending on the circumstances, many
parties settle infringement suits with the grant of a license to
the defendant to continue to practice the patented invention,
subject to geographic and temporal limitations.

This linguistically unsatisfactory scenario at least secures to
inventors the “exclusive Right to their respective. .. Discoveries”
by enjoining others, for the duration of the patent, from
exploiting the patented rights without the permission of the
patent holder. But “exclusive,” it seems, does not always mean
“exclusive.”

II. TENSIONS ON THE SYSTEM —
PatenT TROLLS AND BUsINESs METHOD PATENTS

Recognized nearly contemporaneously with the first
patent statute in 1790, “business method” patents have
become more widespread since the Court of Appeals for the
Federal Circuit (CAFC) decided in State Street Bank ¢ Trust
Co. v. Signature Financial Group, Inc."® that it was no longer
necessary for the courts or the Patent Office to distinguish
between “technology-based” and “business-based” patents.'!
Although the Federal Circuit has recently signaled its willingness
to revisit this holding, the increased acceptability in recent
years of business method patents and the increasing reliance
by businesses on computers and the Internet have led to the
realization that patents can be as valuable to owners that do
not directly practice them as to owners that do, giving rise to
patent holding companies.'?

Sometimes disparaged as “patent trolls,” patent holding
companies typically own patents, but do not actually
manufacture or sell a product or use the patented process.
Instead, they license the rights to do so to others, sometimes
after first charging others with infringement.”® As the name
“patent troll” implies, some view patent holding companies
as illegitimate abusers of the patent system, waiting like trolls
under the bridge to exact a toll. Others point out that patent
holding companies are simply doing what the law and the
Constitution permit. Regardless, the perceived inequity of
permitting one who does not use an invention—and may not
even be the inventor of that invention—to prevent others from
using the invention has helped shape current efforts at patent law
reform. Because injunctions are ultimately equitable remedies,
this perceived inequity influences the grant of injunctions.

Legislation is currently pending before Congress, for
example, that would change existing patent law in part by
limiting the remedies available for infringement.'* Proposals
include limiting damages for the two-year period before actual
notice of infringement for inventions not actually incorporated
in articles made, offered for sale, or imported in or into the U.S.
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(including but not limited to business methods)—i.e., patents
held by patent holding companies—as compared to upwards
of six years for other inventions."® At the same time, the courts
in general, and the Supreme Court in particular, have begun
to approach the grant of injunctions in patent infringement
cases more cautiously.

IIL. eBay Inc. v. MercExchange L.L.C.

In eBay Inc. v. MercExchange L. L.C., plaintiff MercExchange
obtained a jury verdict against online auction house eBay for
willfully infringing three MercExchange patents, which eBay
then appealed to the U.S. Court of Appeals for the Federal
Circuit.' The CAFC affirmed the judgment of willful
infringement and granted a permanent injunction against eBay,
and eBay then took an appeal to the U.S. Supreme Court."”

A. Majority Opinion and Justice Roberts Concurrence

On May 15, 2006, the U. S. Supreme Court repudiated
the notion that a prevailing patent infringement plaintiff is
automatically entitled to a permanent injunction. Instead,
the High Court redirected lower courts to consider carefully,
in deciding whether to enjoin infringing conduct, the four
traditional equitable factors: (1) adequacy of remedy at law,
(2) likelihood of success on the merits, (3) balancing of harms,
and (4) the public interest.'® In a unanimous opinion by Justice
Clarence Thomas, the Court found that the Patent Act did
not replace traditional equitable principles with an “automatic
injunction” rule, but also noted that a district court still has
discretion to order a permanent injunction, even ifa patent
holder unreasonably declines to use its patent.”

Concurring separately and joined by Justices Ginsburg
and Scalia, Chief Justice Roberts agreed that equitable
considerations indeed govern the grant of injunctions, but
cautioned that a patent holder’s right to exclude all others cannot
be protected through monetary damages that allow continued
use of the patent, and that a major departure from a long history
of equity should not be “lightly implied.”

B. Justice Kennedy Concurrence

Also concurring separately, Justice Kennedy strongly
suggested that part of the Court’s concern in eBay stems from
the emergence of business method patents and patent holding
companies, and that a twin-tiered system may therefore be
appropriate. “In cases now arising trial courts should bear in
mind that in many instances the nature of the patent being
enforced and the economic function of the patent holder
present considerations quite unlike earlier cases,” he began.
2! The difference, he noted, has been the emergence of patent
holding companies:

An industry has developed in which firms use patents not as a
basis for producing and selling goods but, instead, primarily for
obtaining licensing fees.... For these firms, an injunction, and
the potentially serious sanctions arising from its violation, can
be employed as a bargaining tool to charge exorbitant fees to
companies that seek to buy licenses to practice the patent.

As a result, Justice Kennedy continued, instead of an
injunction, continuing damages in the form of a royalty may
be the appropriate remedy:
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When the patented invention is but a small component of the
product the companies seck to produce and the threat of an
injunction is employed simply for undue leverage in negotiations,
legal damages may well be sufficient to compensate for the
infringement and an injunction may not serve the public interest.
In addition injunctive relief may have different consequences for
the burgeoning number of patents over business methods, which
were not of much economic and legal significance in earlier times.
The potential vagueness and suspect validity of some of these
patents may affect the calculus under the four-factor test.”?

But if a patent holder—including a patent holding
company—is not automatically entitled to enjoin a proven
infringer from continuing to infringe, then in what sense have
Congress and the courts secured for the inventor the “exclusive
rights” to the invention? In a case with no injunction, the patent
holder is left with only its damages remedy for continuing
infringement. That means, in practice, either the patent holder
has to bring multiple lawsuits to recover damages for what in
the future will become past infringement or, more sensibly,
the court will have to impose an ongoing royalty.** In either
case, however, the patent owner loses the “exclusive right” to
exploit the patent and is merely compensated for the partial
taking of that right. In effect, then, in derogation of the general
disapproval in the United States of compulsory licensing,” a
court that does not enjoin future infringement compels the
patent holder to license its patent to the infringer.”

IV. ApprryiNG THE EQUITIES

In some cases, a compulsory license seems fair and
equitable, but in others it appears less so. Suppose, for example,
that a researcher holds the patent on a life-saving drug, but
either chooses not to produce the drug or lacks the resources
to do so. Assume further that a pharmaceutical company is
willing and able to produce the drug, but that the patent
holder irrationally refuses to license the patent. After balancing
the harms, even assuming the plaintifPs likely success on the
merits, the public interest would fairly clearly call for denying
a permanent injunction and instead awarding damages in
the form of a lump sum or a continuing royalty—in effect, a
compulsory license.

In practice, of course, the equities are rarely so stark. One
can imagine, perhaps, a hypothetical situation in which an
inventor motivated enough to invent a life-saving drug would
be irrational enough to refuse to license its production, but
that is rarely the way the world works. Even if the inventor
for some reason disliked the drug company that approached
him or drug companies in general, a competitor that did not
share those disabilities would likely arise and the drug would
eventually find its way to market.

On the other hand, suppose an online shopping innovator
has a patent that permits repeat shoppers to store their payment
and shipping information online in order to make subsequent
purchases with a single mouse click, and that the patent holder
refuses to share it with other merchants. Does the resulting
inconvenience and annoyance to thousands, perhaps millions,
of shoppers, together with the attendant value of their lost
time, justify compelling the owner to license the patent to
competitors?
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Or suppose instead a patent holder has invented a new
technology that enables cars to run more cleanly, and that a car
company has infringed the patent, either because it was unaware
of the patent or because it took a different interpretation of its
claims. Should the court, upon finding infringement, enjoin the
car company’s production of infringing models, knowing that
doing so will put autoworkers out of work, disrupt the supply
chain, and increase pollution of the environment? Or do the
public interest and the balancing of harms once again justify
compelling the patent owner to license it?

In either case, supposing that the patent owner did not
want to share the patent at any price, should the court that
compels the patent holder to license the patent also force the
parties to set the price, or should the court directly set the price?
To what extent, in other words, is the court justified in ignoring
market incentives in the name of the public good? Or does the
answer depend on whether, in general, the patent holder has
shown a willingness to license the patent to others?

A. Commercializing vs. Licensing

Even though the Supreme Court in ¢Bazy admonished
lower courts to evaluate each case individually, post-eBay
experience suggests that the result of applying those equities may
still be in practice a two-tiered system.” In part, post-eBay cases
have found that the patent-holder’s willingness to license its
patents and its failure to commercialize the patented invention
itself—that is, whether the patentee is a patent holding
company—mitigate in favor of deciding that damages are
adequate.” Post-eBay cases also suggest that, on the other hand,
district courts are more likely to grant permanent injunctions
against continuing infringement, where the infringers compete
directly with the patent holders in manufacturing and selling
the patented invention.”” In effect, what is emerging in the
post-eBay world is a two-tiered system in which patent holders
that manufacture or sell their inventions are more likely to
obtain injunctions, and patent holders that merely license their
inventions are more likely to get continuing royalties instead.

B. Relative Contribution of Patent to Product

Justice Kennedy’s concurrence in eBay also noted that
legal damages may “well be sufficient” to compensate for the
infringement when “the patented invention is but a small
component” of the accused infringing product, and both
Congress and the lower courts have followed suit.* For example,
both S. 1145 and H.R. 1908 would require courts to take into
account, in assessing a reasonable royalty, the economic value
of the infringing product or process that is attributable to the
claimed invention’s specific contribution over the prior art.’!

District courts have also begun to emphasize the relative
contribution of the patented invention to the infringing
product. In IMX, Inc. v. LendingTree, LLC, for example, the
District Court of Delaware found that the infringing product
was based primarily on the asserted patent, which weighed
in favor of granting an injunction.? But in 24 Technologies,
Inc. v. Microsoft Corp., the Eastern District of Texas denied an
injunction where it found that Microsoft, the accused infringer,
“only uses the infringing technology as a small component of its
own software, and it is not likely that any consumer... purchases
these products for the [patented] functionality.”
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C. Treble Damages and Injunctions

The U.S. Supreme Court did not address the potential
relationship between an injunction and treble damages in ¢Bay,
but in the context of patent infringement actions both are
propetly considered equitable remedies.** In deciding whether
to award enhanced damages under section 284, courts balance
equitable considerations, SR/ International, Inc. v. Advanced
Technology Labs., Inc.,> and their award is not subject to the
Seventh Amendment right to a jury trial.*

In the context of willful patent infringement, therefore, a
court might still order an ongoing “treble royalty” as “equitable
relief” for future infringement that in most cases might have
the practical effect of an injunction.” This approach would
mitigate the harshness of an injunction against infringement,
while still providing patent holders with an equitable remedy.
Infringers with substantial non-patented interests at stake could
also still infringe and pay enhanced damages without risking
contempt of court, and would not face potentially exorbitant
demands by a hold-out patent owner. It appears, however, that
no court has yet awarded a patent owner treble damages based
on future infringement.

V. Paice LLC v. Toyota Motor Corp.

A. The District Court

Among the most prominent post-eBay cases to deal with
forced licensing in a patent infringement case is Paice LLC v.
Toyota Moror Corp, involving a transaxle used in Toyota Motor
Company’s environmentally friendly “hybrid” vehicles: the
Prius II, the Highlander, and the Lexus RX400h.%® After a
jury found that Toyota had infringed certain Paice patents for
hybrid electric vehicle transaxles, the district court nonetheless
denied an injunction against future infringement. Instead,
on its own initiative, the district court imposed an “ongoing
royalty” of $25 per infringing vehicle, with specified payment
terms, while leaving the parties free to negotiate other terms
if they wished.*”

At trial, the district court rejected the customary equitable
arguments in favor of an injunction. Regarding irreparable
injury, the district court found that not granting an injunction
would not adversely affect Paice’s ability to practice or to license
the patented technology, because Paice had allegedly adduced
only “vague testimony” that it had been “sidelined” in its
business dealings during litigation, and because Paice did not
actually manufacture any goods.* Given the relatively small
royalty awarded by the jury in relation to the overall value of the
vehicles, and the fact that Paice had offered a license to Toyota
during the post-trial period, the court also concluded that
monetary damages provided an adequate remedy.*' The district
court further found that the public interest favored neither
party, and that the balance of hardships favored Toyota because
an injunction would disrupt “related business, such as dealers
and suppliers,” could have an adverse effect on the “burgeoning
hybrid market,” and might damage Toyota’s reputation.®

B. The Court of Appeals
On appeal, the Federal Circuit upheld the jury’s finding
of infringement, the district court’s denial of an injunction, and
the district court’s order of an ongoing royalty without affording
Paice a right to a jury trial, but remanded the case because the
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“order provides no reasoning to support the selection of $25...”
as the ongoing royalty.* On remand, the CAFC observed that
the district court might consider additional necessary evidence
to account for economic factors arising out of an imposed
ongoing royalty and “may determine that $25 is, in fact, an
appropriate royalty rate going forward,” but “without any
indication as to why that rate is appropriate, we are unable to
determine whether the district court abused its discretion.”#

The CAFC began its analysis by observing that “the most
apparent restriction imposed” by the statutory language of 35
U.S.C. § 283 was not that injunctions be granted in accordance
with the principles of equity, but that “injunctions granted
thereunder must ‘prevent the violation of any right secured by
patent.”® “The more difficult question raised by this case,”
the court therefore said, “is whether an order permitting use
of a patented invention in exchange for a royalty is properly
characterized as preventing the violation of the rights secured
by the patent’—in effect asking whether a patent indeed gives
an inventor “the exclusive right” to the invention “for limited
times.”*¢

Under some circumstances, the court continued,
“awarding an ongoing royalty for patent infringement in lieu
of an injunction may be appropriate,” citing its own precedent
of In Shatterproof Glass Corp. v. Libbey—Owens Ford Co., in
which the court had upheld a 5% court-ordered royalty on
sales “for continuing operations.”” The Court also relied on
precedents in the field of antitrust law, in which “‘mandatory
sales and reasonable-royalty licensing” of relevant patents are
‘well-established forms of relief... particularly where patents
have provided the leverage for or have contributed to the
antitrust violation adjudicated.””* But awarding an ongoing
royalty “where ‘necessary’ to effectuate a remedy,” the Paice court
concluded, “does not justify... such relief as a matter of course
whenever a permanent injunction is 7oz imposed.”

Instead, in most cases, the court continued, “the district
court may wish to allow the parties to negotiate a license amongst
themselves regarding future use of a patented invention before
imposing an ongoing royalty.”? The Paice majority’s focus, in
other words, was not on whether to grant an injunction, or even
whether to compel an ongoing license, but merely whether the
parties or the court should set the terms of that license.

1. “Compulsory” License?
Majority View

With considerable disagreement in a concurring opinion
from Judge Rader, the CAFC nonetheless insisted that the
court-ordered royalty of $25 per vehicle that it upheld was not a
“compulsory” license. Unlike, for example, a compulsory license
under the copyright laws, the CAFC observed, the license that
the district court had compelled Paice to grant to Toyota was
restricted to Toyota rather than being generally available on
demand to other parties:

The term “compulsory license” implies that anyone who meets
certain criteria has congressional authority to use that which is
licensed. See, e.g., 17 U.S.C. § 115...%° By contrast, the ongoing
royalty order at issue here is limited to one particular set of
defendants; there is no implied authority in the court’s order for
any other auto manufacturer to follow in Toyota’s footsteps and
use the patented invention with the court’s imprimatur.”!
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2. “Compulsory” License? — Judge Rader View

In a separate concurrence, Judge Rader emphatically
disagreed: “calling a compulsory license an ‘ongoing royalty’
does not make it any less a compulsory license.” Rather, he
said, “this court should require the district court to remand this
issue to the parties, or to obtain the permission of both parties
before setting the ongoing royalty rate itself.”>* Not even Judge
Rader, however, would require the district court to enjoin future
infringement; his only concern seemed to be that the parties
have a chance to negotiate an ongoing royalty rate before the
district court imposed the rate itself.

“District courts have considerable discretion in crafting
equitable remedies,” Judge Rader continued, “and in a limited
number of cases, as here, imposition of an ongoing royalty
may be appropriate.... [But to] avoid many of the disruptive
implications of a royalty imposed as an alternative to the
preferred remedy of exclusion, the trial court’s discretion should
not reach so far as to deny the parties a formal opportunity to
set the terms of a royalty on their own.”>

3. Unanswered Questions

But suppose, knowing the district court has already
ordered a $25 per unit rate, either Paice or Toyota refuses to
agree to anything else? Can the district court then not safely
reinstate a $25 per unit royalty rate, after explaining in sufficient
detail to satisfy the court’s majority why it finds that rate
appropriate? Will the CAFC then not sustain the award as well-
reasoned? And if that should happen, then has not the court, in
fact as well as in theory, imposed a compulsory license?

VLI. Post-Paice v. Toyota
Since the CAFC decided Paice v. Toyota, it has vacated

a trial court’s grant of a permanent injunction where the jury
had already awarded a “reasonable royalty” that included an
amount equal to what plaintiff’s damages expert had testified
would, over time, amount to a reasonable licensing fee. In
Innogenetics N.V. v. Abbotr Laboratories, as in Paice, the plaintiff
did not actually sell or distribute any products employing the
patented invention, and had shown a willingness to license its
patents. The patent holder made arguments at trial from which
the court could infer that the jury’s award of damages included
the cost of future infringement.*® The CAFC therefore vacated
as an abuse of discretion the trial court’s grant of a permanent
injunction against future infringement, and remanded the case
to the district court to determine the terms of a “compulsory
license,” such as conditioning sales on the payment of a running
royalty.
CONCLUSION

So when under current law is a “compulsory” license
not “compulsory”? Not, in the opinion of the Toyota v. Paice
majority, when the equities of permitting the infringer to
continue infringing the patent outweigh the interests of
the patent owner, such as possible damage to the infringer’s
reputation.” And not, in the concurring opinion of Judge
Rader, when the patent holder is given a chance to negotiate a
royalty rate for future infringement before the court unilaterally
imposes one, for “[w]ith such an opportunity in place, an
ongoing royalty would be an ongoing royalty, nota compulsory
license.” 58
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And what of the Patent Clause of the Constitution?
The 7Toyota majority pays lip service to the right to exclude
others in asking whether permitting an infringer to use a
patented invention in exchange for paying a royalty is properly
characterized as preventing the violation of rights secured by
a patent.”® Although Judge Rader recognized exclusion of
infringers as “the preferred remedy,” he also recognized a patent
owner’s “opportunity to negotiate its own ongoing royalty [as
providing at least] a minimal protection for its rights extending
for the remainder of the patent term.”®

Perhaps, in the end, the best that can be said is that
the Constitution empowers Congress to grant inventors the
exclusive rights to their inventions, but on its face does not
require it.*!
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reasonable royalty for past infringement adequately supported by the record
at trial, and (b) the District Court believed that the same royalty should apply
to both past and future infringement. What the CAFC seems to criticize is
step (b), the District Court’s failure to explain why Toyota should compensate
Paice for past and future infringement at the same rate. Cf. Paice, 504 F.3d at
1315 (“Upon remand, the court may take additional evidence if necessary to
account for any additional economic factors arising out of the imposition of
an ongoing royalty.”). But perhaps this was merely an excuse to let the parties
negotiate their own royalty rate, as the concurrence had suggested. See Paice,
504 E3d at 1315, n.15 (“This process will also, presumably, allow the parties
the opportunity to present evidence regarding an appropriate royalty rate to
compensate Pace and the opportunity to negotiate their own rate prior to the
imposition of one by the court, as the concurrence suggests.”).

45 504 F3d at 1314 (citing Joy Techs. v. Flakt, Inc., 6 E3d 770, 777
(Fed. Cir. 1993) (for the proposition that non-infringing acts may not be
enjoined)).

46 Id. (emphasis added).

47 Although the parties in that case had contested the amount of the royalty,
which the court had styled a “compulsory license,” the parties did not dispute
the district court’s authority to impose it. See Shatterproof Glass Corp. v.
Libbey-Owens Ford Co., 758 F.2d 613, 628 (Fed. Cir. 1985).

48 504 F3d at 1314 (citing United States v. Glaxo Group Ltd., 410 U.S.
52,59 (1973)).

49 Id. at 1314-15 (emphasis added).

50 Under the copyright laws, musicians who record and distribute their
works thereby give up exclusive performance rights. 17 U.S.C. §115 provides
“When phonorecords of a nondramatic musical work have been distributed...
under the authority of the copyright owner, any other person... may, by
complying with the provisions of this section, obtain a compulsory license to
make and distribute phonorecords of the work.”

51 504 E3dat 1313 n. 13.

52 Id.at 1316.

53 Id.

54 Id.

55 Innogenetics N.V. v. Abbott Labs., 512 E3d 1363 (Fed. Cir. 2008).
56 512 E3d 1363, at *12-13.

57 504 E3d at 1303.

58 Id.1316.

59 Id. at 1313 n.13; see supra note 45.

60 Id.at1317.

61 “The exclusive right which Congress is authorized to secure to authors
and inventors owes its existence solely to the acts of Congress securing it
from which it follows that the rights granted by a patent or copyright are
subject to such qualifications and limitations as Congress, in its unhampered
consultation of the public interest, sees fit to impose.” The Constitution of the
United States of America, Analysis and Interpretation, Sen. Doc. No. 92-82
(Library of Congress, 1972) at 317 (citing Sears, Roebuck and Co. v. Stiffel
Co., 376 U.S. 225 (1964)); Compco Corp. v. Day-Brite Lighting, Inc. 376
U.S. 234 (1964); Wheaton v. Peters, 8 Pet. (33 U.S.) 591, 662 (1834); Evans
v. Jordan, 9 Cr. (13 U.S.) 199 (1815).
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ANTITRUST IMPLICATIONS OF PATENT SETTLEMENTS: BALANCING PATENT PoLicy,
ANTITRUST LAw, AND THE PrACTICAL L1MITS OF LITIGATION

By Michael K. Friedland*

n a perfect world, all patents would be valid and none

infringed. In a near-perfect world, a mechanism would

exist to rapidly and efficiently determine whether a patent
is valid and infringed. We live in neither world. Our method—
litigation—is not rapid or efficient. When disputes arise, parties
litigate, and then, most often, negotiate and settle.

Resolution by settlement is not unique to patent
disputes. However, it has a unique feature. The right to exclude
competition is a central right of patent owners. Very often,
the competitor will concede in the terms of the settlement to
discontinue selling its product. In entering such an agreement,
the parties raise issues of patent and antitrust law. They have
served the interest of the patent law; they have promoted “the
progress of science and the useful arts” by securing for the patent
owner “the exclusive right” to its invention.! However, they
have also implicated an issue of antitrust law: two competitors
have reached an agreement that might be characterized as a
restraint of trade.

When confronted with such agreements, courts have
attempted to fashion an appropriate test to distinguish
between legitimate settlements and those antitrust violations
masquerading as settlements. In doing so, the courts have
recognized that traditional antitrust rules are not well-suited to
the task. In their stead, courts have created new tests that seek a
balance between patent and antitrust interests. At the same time,
they have been mindful of a critical and practical consideration:
the judiciary cannot afford to discourage settlements.

I. PATENT SETTLEMENT AGREEMENT:
PRreTEXT FOR COLLUSION?

Patent law and antitrust law have the same goal ultimately:
to promote economic growth. The former seeks to achieve
that goal by rewarding innovators with monopoly-type rights.
Under patent law, an inventor has “the right to exclude others
from making, using, offering for sale, or selling [his] invention
throughout the United States or importing the invention into
the United States” for a limited term of years.?

Antitrust law, on the other hand, seeks to achieve the
same goal by prohibiting behavior that would interfere with
competition. The Sherman Act prohibits “[e]very contract, ... or
conspiracy, in restraint of trade or commerce among the several
States™ and “monopoliz[ation] or attempt[s] to monopolize, or
combinlations], or conspir[acies]... to monopolize any part of
the trade or commerce among the several States.”

As the Eleventh Circuit put it, when evaluating patent
settlements, “a delicate balance must be drawn between the
two regulatory schemes.” If the interests of antitrust law were
ignored, patent law could be used as a pretext for collusion. A
company could use an invalid patent for, among other things,
cover for a price-fixing scheme.

* Michael K. Friedland is a partner of Knobbe, Martens, Olson ¢& Bear,
LLP in Irvine (CA). The views expressed here are his own.
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Suppose a seller obtains a patent that it knows is almost certainly
invalid (that is, almost certain not to survive a judicial challenge),
sues its competitors, and settles the suit by licensing them to
use its patent in exchange for their agreeing not to sell the
patent produce for less than the price specified in the license.
In such a case, the patent, the suit, and the settlement would be
devices—masks—for fixing prices....°

Ignoring the interests of patent law would lead to
an equally undesirable result. Under patent law, and the
Constitution, patent owners are granted the exclusive right to
exploit their inventions. A patent owner wanting to exercise
that right would not have the option of obtaining a settlement
that includes an agreement by its competitor to withdraw
from the market. Because such a settlement would be too
vulnerable to antitrust challenge, the patent owner would be
forced to litigate his patent suit to final judgment or give up
on his exclusive right.

Requiring parties to a lawsuit to either litigate or negotiate
a settlement in the public interest... is, as a practical matter,
tantamount to establishing a rule requiring litigants to continue
to litigate when they would prefer to settle and to act as unwilling
private attorneys general and to bear the various costs and risks
of litigation.”

II. BALANCING PATENT AND ANTITRUST LAW

Traditional antitrust law tests, such as the per se rule and
the rule of reason, are difficult to adapt to evaluation of patent
settlements because they do not take into account a patent
owner’s legitimate right to exclude. As stated by the Eleventh
Circuit in Schering-Plough Corporation v. FTC ® both the per

se rule and the rule of reason are

ill-suited for an antitrust analysis of patent cases because they
seek to determine whether the challenged conduct had an
anticompetitive effect on the market. By their nature, patents
create an environment of exclusion, and consequently, cripple
competition. The anticompetitive effect is already present.’

Early last century, in Standard Oil Co. v. United States,"
the Supreme Court stated that the starting point in establishing
a balance between the two interests is to determine whether
the dispute between the patent owner and the competitor is
legitimate.!! Courts since have generally followed this principle.
In In re Tamoxifen Citrate Antitrust Litigation,"* the Second
Circuit stated, “[u]nless and until the patent is shown to have
been procured by fraud, or a suit for its enforcement is shown
to be objectively baseless, there is no injury to the market
cognizable under existing antitrust law, as long as competition
is restrained only within the scope of the patent.”

Sitting by designation, Judge Posner set forth a test for
determining whether a suit is objectively baseless.!* The test
focuses on whether “a neutral observer would reasonably think
either that the patent was almost certain to be declared invalid,
or the defendants were almost certain to be found not to have

»15

infringed.
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In reviewing settlement agreements, courts have generally
been willing to give the settlement agreements the benefit of
the doubt. In Zamoxifen, a settlement agreement was reached
after a district court had invalidated a patent, and while the
judgment was on appeal to the Federal Circuit. The Second
Circuit held that the settlement was legitimate. The court found
that the risk of reversal on appeal was sufficient to justify the
agreement. “There is a risk of loss in all appeals that may give
rise to a desire on the part of both the appellant and the appellee
to settle before the appeal is decided.”*

III. REVERSE PAYMENTS

An additional issue is raised by a settlement agreement
known as a “reverse payment” settlement or “exit payment”
settlement. In a reverse payment settlement, the competitor
agrees to discontinue making and selling the accused product.
As part of the bargain, the patent owner agrees to make a
payment to the competitor. Such payments can be very large,
and they are most common in the pharmaceutical context.””

Courts have acknowledged that such settlements may
appear to be “suspicious” on their face.'® At the same time, they
have not been willing to create legal tests that would make it
easier to subject these settlements to antitrust liability.”? In /n
re Tamoxifen Antitrust Litigation, the Second Circuit held that
a reverse payment settlement does not violate antitrust law
“so long as the patent litigation is neither a sham or otherwise
baseless.”®

The Second Circuit in Iz re Tamoxifen also dismissed the
suggestion that an antitrust violation should be found where the
amount of the reverse payment exceeds the profit the competitor
could have earned had it continued to manufacture the accused
product. The Second Circuit stated that a large reverse payment
might betray the patent owner’s doubts regarding its ability
to prevail on the merits in its case. According to the court,
however, those doubts do not mean that the litigation is a
sham or baseless.

Of course, the law could provide that the willingness of the
patent holder to settle at a price above the generic manufacturer’s
projected profit betrays a fatal disbelief in the validity of the
patent or the likelihood infringement, and that the patent holder
therefore ought not to be allowed to maintain its monopoly
position. Perhaps it is unwise to protect patent monopolies that
rest on such dubious patents. But even if large reverse payments
indicate a patent holder’s lack of confidence in its patent’s strength
or breadth, we doubt the wisdom of deeming a patent effectively
invalid on the basis of a patent holder’s fear of losing it.*!

The court also reasoned that placing a cap on the amount
of a reverse payment would only benefit the patent owner.

We are unsure, too, what would be accomplished by a rule that
would effectively outlaw payments by patent holders to generic
manufacturers greater than what the latter would be able to
earn in the market were they to defend successfully against an
infringement claim. A patent holder might well prefer such
a settlement limitation—it would make such a settlement
cheaper—while a generic manufacturer might nonetheless
agree to settle because it is less risky to accept in settlement all
the profits it expects to make in a competitive market rather
than first to defend and win a lawsuit, and then to enter the
marketplace and earn the profits. If such a limitation had been in
place here, [the patent owner] might have saved money by paying
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[the competitor] the maximum such a rule might allow.... But
the resulting level of competition, and its benefit to consumers,
would have been the same. The monopoly would have nonetheless
endured—but to no apparent purpose, at less expense to [the
patent owner] and less reward for [the competitor].?

The court rejected the argument that permitting the reverse
payment settlement would disserve the public interest in having
the validity of patents litigated. As the court observed, “[t]he
Settlement Agreement was a virtual invitation to other generic
manufacturers” to challenge the validity of the patent.”

In Schering-Plough, the Eleventh Circuit rejected the
Federal Trade Commission’s assertion that reverse payments
settlement agreements violate section 1 of the Sherman Act and
section 5 of the Federal Trade Commission Act.* In reaching
this conclusion, the court acknowledged that some settlements
could result in economic inefficiency, but recognized that the
alternative to settlement is not a rapid and efficient method of
determining whether a patent is valid or infringed. Rather, it
is the ordeal of patent litigation.

Patent litigation breeds a litany of direct and indirect costs,
ranging from attorney and expert fees to the expenses associated
with discovery compliance. Other costs accrue for a variety of
reasons, be it the result of uncompromising legal positions,
differing strategic objectives, heightened emotions, lawyer
incompetence, or sheer moxie.”

A rule that encouraged patent litigation, the court reasoned,
could end up hindering innovation. “[ TThe caustic environment
of patent litigation may actually decrease product innovation
by amplifying the period of uncertainty around [an inventor’s]
ability to research, develop, and market the patented product
or allegedly infringing product.”*

Thus, the court reasoned that, although, a rule too liberal
in allowing settlements might not be perfect, such a rule would
be preferable to the next-best alternative, litigation. “The
intensified guesswork involved with lengthy litigation cuts
against the benefits proposed by a rule that forecloses a patentee’s
ability to settle its infringement claim.”?

CONCLUSION

Patent settlements raise unique issues for federal courts.
Courts are called upon to question whether a settlement is
legitimate or a sham. A rule that is too permissive risks allowing
competitors to collude, using patent litigation as cover. A rule
that is too restrictive risks forces competitors to litigate against
their will, potentially discouraging innovation and burdening
an already taxed judicial system with a new species of litigation.
Although some circuits have weighed in, these issues seemed
destined to reach the Supreme Court. Until that time, the risk of
government and private antitrust enforcement will cause parties
to be cautious in crafting terms of settlement agreements.

Endnotes

1 See U.S. ConsT,, art. I, § 8.
2 35US.C. § 154(a)(1)-(2).
3 15USC.§ 1.
4 15US.C.§2.
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5 Schering-Plough Corp. v. FTC, 402 E3d 1056, 1067 (11th Cir. 2005)).

6 Id.

7 In re Ciprofloxacin Hydrochloride Antitrust Litigation, 363 F. Supp. 513,
532 (E.D.N.Y. 2005) (citations and internal quotations omitted).

8 402 F.3d 1056 (11th Cir. 2005).

9 Id. at 1065-66 (citing Valley Drug Co. v. Geneva Pharms., 344 E3d 1294,
1312 (11th Cir. 2003). Cf In re Cardizem CD Antitrust Litigation, 332
E3d 896 (6th Cir. 2003) (an interim agreement in which the brand name
patent holder agreed to pay a potential generic entrant to delay entry pending
resolution of a lawsuit was per se illegal).

10 283 U.S. 163 (1931).

11 Id. at 171 (“Where there are legitimate conflicting [patent] claims, ...
a settlement by agreement, rather than litigation, is not precluded by the
Sherman Act.”)

12 Joblove v. Barr Labs, Inc. (In re Tamoxifen Citrate Antitrust Litigation),
429 E3d 370 (2nd Cir. 2005), reprinted as amended, 466 F.3d 187 (2nd Cir.
2006), cert. denied, 127 S. Ct. 3001 (2007).

13 Id. at 213 (quoting In re Ciprofoxacin Hydrochloride Antitrust
Litigation, 363 E Supp.2d 514, 535 E.D.N.Y. 2005).

14 Ashai Glass Co., Ltd. v. Pentech Pharmaceuticals, Inc., 289 E Supp.2d
986, 991 (N.D. Ill. 2003) (Posner, J. sitting by designation)

15 Id. at 993.
16 In re Tamoxifen Citrate Antitrust Litigation, 466 E3d at 205.

17 See Inre Tamoxifen Citrate Antitrust Litigation, 466 E3d at 206 (“[R]everse
payments are particularly to be expected in the drug-patent context because
the Hatch-Waxman Act created an environment that encourages them”).

18 [Id. at 208.

19 Cf In re Cardizem.

20 In re Tamoxifen Citrate Antitrust Litigation, 466 F.3d at 208.
21 Id. at 210.

22 Id. at211.

23 Id. at 212, n.25. Reverse payment settlement agreements in the
pharmaceutical industry have significantly increased since the Eleventh Circuit’s
Schering-Plough decision. In 2004, none of the 14 patent settlement agreements
filed with the Federal Trade Commission included reverse payment provisions.
See Agreements Filed with the Federal Trade Commission Under the Medicare
Prescription Drug, Improvement, and Modernization Act of 2003, Summary of
Agreements Filed in FY 2006, A Report by the Bureau of Competition at 4.
By 2005, three of 11 settlements contained such payments. /4. By 2006, that
number had increased to 14 of 28 settlements. /4.

24 Schering-Plough Corp., 402 E3d at 1076.
25 Id. at 1075.

2 Id

27 I
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INTERNATIONAL LAw & NATIONAL SECURITY

SaviNG WHAT THE Law Is: ARGUMENTS FOR AN ICJ THAT Is LEss DEFERENTIAL
TO SECURITY COUNCIL AND GENERAL ASSEMBLY RESOLUTIONS

By Mark Angehr*

he United Nations (UN) system operates differently
I than the three branches of American government.
Its political organs, the Security Council (“Council”)
and the General Assembly (“Assembly”), cannot make law. Its
judicial organ, the International Court of Justice (ICJ), has no
power of full-scale judicial review over the resolutions of the
political organs. Instead of checks and balances, the United
Nations Charter proposes a system of shared responsibility
and common political agenda. Such intra-organizational
cooperation may help advance United Nations policy, but
it threatens the judicial independence of the IC]. When the
political organs pass resolutions that resemble legislation or
contain interpretations of international law, the ICJ cannot
maintain its institutional legitimacy without to some extent
reviewing these legal interpretations in cases before it. This
article explores the legal contours of IC]J review over the factual
and legal determinations underlying Council and Assembly
resolutions. This situation arises when the ICJ must rule, in
accordance with international law, on a dispute that the Council
or Assembly have already treated in their political processes.
As the political organs flex their muscle with quasi-legislative
and quasi-judicial resolutions, the IC] must reassert itself by
reviewing the legal and factual determinations underlying those
resolutions in the course of deciding its cases.

The ICJ should not undermine the political organs’
roles in maintaining international security, but at the same
time it should not exhibit excessive deference to the judicial
determinations of political processes. The political process
is not suitable for adjudication of legal obligations under
international law. That role should be left to the ICJ, which
has the safeguards in place to ensure the proper adjudication
of the rights and obligations of parties before it. An IC] that
is less deferent to the political agenda of the Council and
Assembly will be more legitimate in the eyes of Member States.
This increased legitimacy will provide a better enforcement
mechanism against countries that violate international legal
norms, and thus contribute to the healthy functioning of the
United Nations system.

The ICJ is the “principal judicial organ” of the UN.! In
addition to deciding contentious disputes between States, the
ICJ possesses an advisory jurisdiction, under which it considers
legal questions received from the Council and Assembly.? The
UN Charter mandates that the ICJ decide these legal questions
in accordance with international law.?> The ICJ’s advisory

* Mark Angebr is a student ar Northwestern University School of Law.

He would like to thank John O. McGinnis and Rabul Kolhatkar for their
invaluable comments in preparing this article. An expanded version of
this article will appear in a forthcoming issue of the Northwestern Law
Review.
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jurisdiction has become a dustbin for intractable political and
humanitarian conflicts that the political organs have failed
to solve with their own resolutions. Therefore, to answer an
advisory opinion request, the ICJ often deals with resolutions
closely related to the underlying legal question. The Court
should retain its legitimacy as a judicial organ, but nonetheless
further the political goals of the larger UN system. It should
scrutinize the legal determinations of the UN’s political organs
or risk lending its judicial imprimatur to decisions based on
political, non-judicial processes.

The judicial autonomy and legitimacy of the ICJ are
centrally important to the healthy functioning of the UN
system. The structural principles embedded in the UN
Charter mandate that the ICJ not cede control over judicial
determinations to political organs guided by the national
interests of its Member States. Consequently, the IC] must
reclaim its judicial independence in the exercise of its advisory
jurisdiction by rehabilitating its fact-finding capabilities and
ensuring the correct application of international law to the
specific factual situation before it. Regardless of previous legal
action taken by the political organs, the IC] must bring to bear
on international disputes the inherent advantage of the judicial
process—namely, an adversarial process to find true facts and the
ability to ensure the correct application of international law.

The ICJ’s recent advisory opinion on Israel’s construction
of a security wall in the disputed West Bank illustrates the
danger to the Court’s institutional legitimacy posed by cases
that the Council and Assembly have already dealt with in their
political processes.? In this opinion, the ICJ held that the wall
violated international humanitarian law and international
human rights law, and ordered Israel to remove the portions
of the wall located in the West Bank.” However, Council
and Assembly resolutions had already reached the same legal
conclusion before the request for the advisory opinion. Just
nineteen days before the submission of the advisory request,
the Assembly passed Resolution 10/13, declaring the wall in
violation of international law and ordering its removal.® A
lengthy dossier submitted with the advisory request formed the
factual basis of the ICJ’s decision. This dossier included relevant
Council and Assembly resolutions, as well as UN-commissioned
fact-finding reports. Aside from written statements mainly
opposing the Court’s exercise of jurisdiction, the IC] did not
gather evidence outside of this dossier. The Wall Opinion
illustrates the risks to the Court’s institutional legitimacy, as
well as to international law as a whole, when the ICJ defers to
the factual and legal determinations of the political organs. If
the ICJ is to expand its role in fact-intensive disputes such as
those involving international human rights, it should increase
its fact-finding capacity so that it may act less like an appellate
body and more like a trial court of first instance.
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OrcanizarioNaL Dynamic or THE ICJ’s
ADVISORY JURISDICTION

The ICJ is largely modeled on its predecessor court, the
Permanent Court of International Justice (PCI]), established by
the League of Nations.” However, unlike the PCIJ, which was
not formally part of the League of Nations, the IC] is a principal
organ of the UN as well as the UN’s principal judicial organ.?
Only States may be parties in cases before the fifteen-member
Court, though the State need not be a member of the UN in
order to appear.” Member States may request that the Court
exercise jurisdiction over any dispute involving interpretation of
a treaty or international law, or the “existence of any fact which,
if established, would constitute a breach of an international
obligation.”"® Once jurisdiction has been established, the Court
must decide disputes in accordance with international law,
which is limited to international conventions, custom, and
general principles of law."

The Assembly and the Council are authorized to submit
advisory opinion requests to the ICJ on “any legal question,”
which the Court has broadly construed to include complex
factual disputes or political issues.'” The advisory opinion
request must be “accompanied by all documents likely to
throw light upon the question.”*® The advisory opinion, while
truly a peculiar notion to federal courts in the United States,
is permitted in many U.S. courts."* However, the advisory
jurisdiction as exercised in the World Court differs from the
practice in the United States of a state legislator requesting a
court’s opinion on the constitutionality of a proposed law.”
The ICJ’s advisory opinions have often involved hotly debated
political disputes'® and legal questions embedded in broader
bilateral disputes."” State consent, while required for the exercise
of contentious jurisdiction, is not required for the ICJ to exercise
advisory jurisdiction over a dispute.'®

The ICJ’s status as “principal judicial organ” of the UN
has been characterized as an “organic link” to the shared goals of
the UN system."” The IC]J, like all other principal organs in the
UN system, has a duty to further the purposes and principles
of the UN These purposes are to “maintain peace and security,”
and “take collective measures for the prevention and removal of
threats to the peace.”? The advisory function of the IC], even
more than its contentious jurisdiction, serves as a vehicle for
the Court’s participation in the “Purposes and Principles” of
the UN Charter.”!

Proponents of the advisory jurisdiction argue that by
rendering advisory opinions, the Court is able to place another
organ’s operation upon a firm and secure foundation. Judge
Bedjaoui has written that the Court’s advisory function assists
the political organs by taking into account “its preoccupations or
difficulties and by selecting, from all possible interpretations of
the Charter, the one which best serves the actions and objectives
of the political organ concerned.” In the Wall Opinion, the
Court explained that its obligation to clarify a legal issue for the
Assembly outweighed any concerns about the judicial propriety
of adjudicating an ongoing political dispute and armed conflict
between Israel and Palestine.?? Accordingly, the Court stressed
the organizational purpose of the advisory opinion: “The Court’s
Opinion is given not to the States, but to the organ which is
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entitled to request it.”* The IC]J characterized the opinion as
that which “the General Assembly deems of assistance to it in
the proper exercise of its function.”” Accordingly, the Court
placed the matter “in a much broader frame of reference than
a bilateral dispute,” as it was “of particularly acute concern to
the United Nations.””

The Court is strongly inclined to not only answer a request
for an advisory opinion, but to facilitate the larger aims of the
UN by arriving at a conclusion in line with the preference of
the political organ.” Judge Azevedo has stated that the Court
“must do its utmost to co-operate with the other organs with
a view to attaining the aims and principles that have been set
forth.”? The closer the institutional connection of the IC]J to
the requesting organ, he argues, the greater the usefulness of that
opinion to the operation of the requesting organ. However, the
advisory function threatens the institutional legitimacy of the
Court because it often resolves disputes without the consent of
the relevant States,” and the political organ making the request
has often already ruled on the issue.*

Organizational theory helps to explain why the IC] is not
functioning as a check on the actions of the political organs
in its advisory jurisdiction. By examining the benefits and
drawbacks of coordination among organizations and within
organizations, organizational theory predicts the most efficient
modes of cooperation.’ Studies of coordination mechanisms
within organizations suggest that the IC]J is likely motivated
to undertake advisory opinions out of a fear of institutional
isolation and marginalization.** An organization might “seek(]
to forestall or prevent future crisis which may imperil its success
or even continuation.”® Because organizations have incentives
to increase their authority and prestige, the Court is unlikely
to decline the opportunity to contribute to the progress of
international law by rendering an advisory opinion.** Given
the institutional incentives for rendering advisory opinions, the
ICJ will continue to do so as long as the perceived benefits of
cooperation outweigh the loss in judicial autonomy.* Similarly,
the political organ will make the request as long as the perceived
advantage to its operations outweighs any loss to its political
autonomy.

The ICJ’s reliance on the political organs to enforce
compliance with its decisions incentivizes the Court not only
to take on advisory opinions, but to give opinions in accordance
with the political preferences of the requesting organ. The main
impediment to coordination between the IC]J and the political
organ is the line between cooperation and competition. If the
degree of interdependence is high, and the degree of antagonism
is high, the result will be competition and conflict.* By contrast,
if the degree of interdependence is high, and the degree of
antagonism is low, the result will be cooperation. The IC]
has an incentive to reduce competition and increase smooth
cooperation in order to avoid alienating the requesting organ
and risking institutional isolation.

If we map the interaction of the ICJ and the Assembly
in the Wall Opinion onto this organizational dynamic, we see
a high level of interdependence due to their “organic link”
and a low level of antagonism due to the Courts incentive
to contribute to the shared goals of the UN as reflected in
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the stated policy preference of the Assembly. The resultant
“cooperation” between the two organs reduces the need for
information processing and furthers the shared mission of the
UN. By systematizing coordination through a process that
provides the Court with “an exact statement of the question” as
well as a “voluminous dossier” of documents “likely to throw
light on the question,”®® the Court is unlikely to conduct its
own investigation outside of the given universe of documents.
From an organizational theory perspective, the Court will not
engage in its own extensive review of the background material
and facts, because such a duplicative inquiry would bring the
Court into competition with the functioning of the requesting
organ. In relying on the resolutions and factual studies made by
the political organs, the likelihood that the Court will render
an opinion in line with the policy preferences of the political
organ is thus greater.

The results of such a model have been borne out in the
Court’s case law. In 1949, the Court held in an advisory opinion
that South Africa had no legal obligation to place its mandate,
South West Africa (now Namibia), under a trusteeship with the
UN? The Assembly had advocated for South Africa’s withdrawal
from South West Africa, but the Court found in favor of South
Africa’s continued occupation. The opinion weakened the
Court’s credibility, especially among African nations.*’ The loss
of political capital to the Assembly outweighed any potential
benefit of further coordination with the Court on the issue,
and, as a result, the Assembly never revisited the issue with
the Court.

Then, in 1971, the Council requested an advisory opinion
on the “legal consequences” of South Africa’s continued presence
in Namibia.”! The request was seen as an opportunity for
the Court to “redeem its impaired image,” since its advisory
jurisdiction had been unused since 1962.% The Council had in
fact already passed Resolution 276, which strongly condemned
the “illegal” presence of South Africa in Namibia.” The Court
in this iteration of coordination produced an opinion in line
with the clear political preference of the Council by holding that
South Africa’s presence in Namibia was illegal.* The Court’s
interaction with the Council was thus cooperative, and in
rendering an opinion that mirrored the effect of the Council’s
resolution on the issue, the Court avoided conflict with the
political organ. The Court consequently repaired its image
and staved off institutional marginalization by indicating its
willingness to cooperate with the political organs.

Although this coordination effect has positive value as
an explanation of the ICJ’s behavior, it should not be seen as
normative. The ICJ overestimates the institutional benefits
it receives from such coordination. The fear of institutional
isolation motivates the ICJ to defer to the political organ, but
there is little evidence that behaving in such a way increases in
the long-term the number of advisory requests that the Court
receives. If the Court were correct in the assumption that
advisory opinions deferent to the preferences of the political
organs lessen the court’s marginalization and increase the
volume of its advisory jurisdiction caseload, there would be an
increase in advisory opinions after the IC]J rendered a deferent
advisory opinion. Although advisory requests two and four
years later followed the deferent South West Africa opinion,
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a statistical breakdown of the Court’s advisory docket shows
no long-term changes in the number of opinions rendered
from its first opinion in 1947 to its last in 2004. The Court
averages about four advisory opinions a decade. As of 2008,
the Court has not received another advisory request since the
Wall Opinion, and it would appear that the Court will have a
below-average number of advisory opinions this decade, despite
the accommodation it provided the Assembly in the cooperative
Wall Opinion.

While the ICJ is concerned about institutional
marginalization and orders its behavior in rendering advisory
opinions accordingly, the motivation of the political organs
in requesting advisory opinions proves to be more complex.
First, the Council or Assembly may refer a dispute to the ICJ’s
advisory jurisdiction when the intractability of the dispute does
not lend itself to political resolution. Second, a referral to the
ICJ’s advisory jurisdiction can take place if the particular dispute
is susceptible to judicial resolution, that is, if the IC] can help
the organ overcome a political impasse by settling a question
of international law. Third, if the political organ doubts the
utility of the advisory opinion it will receive, or if it fears an
opinion not in line with its political preferences, it can take steps
to make known its preferences before the Court composes its
opinion. Therefore, the political organ’s perception of the IC]’s
propensity to render an opinion not in line with the organ’s
political preference is just one of three factors that determine
when the ICJ will be asked to exercise its advisory jurisdiction.
The Court’s fear of marginalization is thus overblown; the
factors determining when the organs refer a dispute to its
advisory jurisdiction depend more on the peculiar nature of
the dispute itself than on the Court’s perceived deference to
the political will of the Council or Assembly. In other words,
the Assembly’s decision to refer to the IC] the question of the
legality of the wall in Palestine depended more on the exigencies
of that particular situation—namely, the need for a legal and
not political resolution—than on the ICJ’s recent record of
deference to the Assembly in its advisory jurisdiction.

In light of the cost in loss of judicial autonomy and
reduced institutional benefits, a new calculation shows that
the Court should defer less to the requesting organ. The Court
should thus be more competitive by undertaking its own fact-
finding and by rendering decisions that may not line up with
the political preferences of the requesting organ. The result
of such an undertaking is more independent and legitimate
advisory opinions. As more authoritative statements of the law,
the opinions would provide a better enforcement mechanism
against the political organs to police the behavior of States that
have violated their legal obligations. By asserting its jurisdiction
over fact-finding and legal interpretation, the IC] would
signal to the requesting organ that the function each organ
was to perform had changed. In the long-term, the functional
differentiation of each organ would shift to accommodate the
Court’s new role, and the organs could ultimately resume a
cooperative interaction. The political organ would continue
to request opinions, because the benefit of receiving truly
independent advisory opinions would outweigh the risk of an
opinion not in line with its political preference. A revitalized
advisory jurisdiction could aid the political organs in providing

Engage: Volume 9, Issue 2



OO0 O OO OO OO OO OO OOOOOOOOOOOOOOOOOOO0

another strong enforcement mechanism against States that
violate international norms.

This model has the additional advantage of better serving
the shared goals of the UN system. In reclaiming its judicial
autonomy within its advisory jurisdiction, the Court is aiding
the UN’s settlement of international disputes “in conformity
with the principles of justice and international law.”* In
contrast, an opinion that reproduces the politically-determined
legal conclusion of the requesting organ does not further this
goal, because it abdicates judicial responsibility to a political
organ.

Tue ICJ’s Review or AssemBLY AND COUNCIL
REesoLuTIONS IN THE EXERCISE OF ITS ADVISORY
JurispicTioNn

The Charter contains no provisions directly addressing
the ICJ’s review, interpretation, or invalidation of Council
and Assembly resolutions. The legal effects of these resolutions
must therefore be interpreted from structural principles in the
Charter, the competencies of the organs, and the case law of
the IC]J. Although there is no hierarchical relation between
any of the principal organs of the UN, the IC]J is the principal
“judicial” organ,* and its primacy in that arena should privilege
its legal determinations over those of the political organs. In
exercising its jurisdiction, the ICJ cannot compromise its
judicial character.”” The Court cannot disregard the proprieties
of judicial behavior, which under Article 39(2) of its Statute
require jurisdiction over matters of international law.*® Review
of any resolutions interpreting international law is, therefore,
incidental to this Charter-derived responsibility.

As long as the political organs do not extend their
authority into quasi-judicial and quasi-legislative matters, the
model of cooperation functions correctly. As Judge Ni in the
Lockerbie case stated, “The Council has functions of a political
nature assigned to it, whereas the Court exercises purely judicial
functions. Both organs can therefore perform their separate but
complementary functions with respect to the same events.”®

However, as the political organs have flexed their muscle in
the post-Cold War world, their functions have begun to overlap
with those of the Court. The Court’s judicial criteria provide
a necessary complement to the political methods employed by
the other organs. Without ICJ review, the political organs will
continue to create legal norms through non-legal processes.

'The bipolar world of the Cold War stymied the Charter’s
vision of an executive Security Council policing a new world
order based on enforceable international norms.*® The Council
in that period, paralyzed by the static ideologies of a bilateral
power structure, could notact on matters of importance because
of the reciprocal veto.”! Although there are no formal checks and
balances in the Charter, the Cold War veto served as an effective
proxy.*? The demise of the Cold War witnessed a reinvigorated
UN, as the Council reasserted its authority in areas of collective
security.”® While the UN may now fulfill its intended role as
sovereign over a new world order, there is no check on its power
analogous to that of the reciprocal Cold War veto.

As the Charter contains no formal provisions for judicial
review of the political organs action,* the Council and the
Assembly must engage in auto-interpretation of the validity
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of their actions.” The political organs must act within their
competence as set forth in the Charter or risk the loss of
institutional legitimacy and the cooperation of Member
States.*® The onus is on the political organs to police their own
behavior, which is notoriously difficult for a political body that
makes determinations according to the national interest of its
members.”

The political organs’ relation to international law in
carrying out their Charter-related duties is fundamentally
different than that of the ICJ. The current President of the IC]
has characterized the political organs’ decision-making process
as decision not “according to the law,” but decision “within
the law.”® While Article 38 of the ICJ’s Statute requires that
it rely exclusively on international law when settling disputes,
the political organs resolve disputes “primarily according to
political criteria.” The political basis for their decision-making
is appropriate when resolving political disputes but problematic
when the organs act in a judicial or legislative capacity.®® There is
a “dissonance between juridical decisions and political decisions
in the international system” that renders the two forms of
decision-making incompatible.®' Unlike the political process,
the law is “primarily based on considerations of fairness and
normative application of rules.”®? Because the Court uses legal
concepts and legal methods of proof, its “tests of validity and the
bases of its decisions are naturally not the same as they would
be before a political or executive organ of the UN.®

In contrast, the function of a political organ is to examine
issues in their political aspect, and it therefore “follows that the
Members of such an organ... are legally entitled to base their
arguments and their vote upon political considerations.”*
Despite these differences in purpose and process, when a
political organ of the UN applies an international norm to a
specific factual situation, it is a “law-creative” act.®® Even if the
members insist their resolution applies only to that one specific
situation, the resolution has entered into the “stream of law” and
considerations of equal treatment will favor the rule’s application
in equivalent situations.*

International acts of aggression are susceptible to political
resolution by the political organs of the UN Situations such
as Iraq’s invasion of Kuwait in 1990 that lead to the First Gulf
War are uniquely unsuited to legal resolution. Indeed, one of
the purposes of the UN Charter is to facilitate prompt and
effective action to counter threats to international security.”
However, not only does the Assembly and Council counter
security threats, but they also create legal obligations and
interpret international law in passing their resolutions. As
such, these resolutions deal with questions of law that should
be “resolved through the normative application of rules.”® The
normative application of rules requires procedural safeguards
to apply the law correctly and to ensure the due process rights
of affected parties. However, the political organs do not have
procedural mechanisms to ensure due process of parties and
the normative application of the law. By contrast, the IC]J has
twenty-six articles in its Statute concerning the procedural
safeguards necessary to ensure the due process rights of the
parties before it.

The political organs thus disregard the due process rights
of affected parties when they pass resolutions that create legal
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obligations and foreclose possible legal defenses. When the
Council must adjudicate issues of law and fact without these
procedural safeguards, it is more likely to decide the issues
in an arbitrary and capricious manner. Consequently, when
confronted with the political organs’ creation of legal obligations
and clarification of international treaties, the IC] should exercise
its Charter-derived jurisdiction over the interpretation of treaties
and not defer to the resolutions’ factual and legal determinations.
Such reconsideration of resolutions would bring the ICJ into
more organizational conflict with the requesting organs, but it
is necessary to ensure the due process rights of affected States
and the correct application of international law.

UNCERTAIN LEGAL STATUS
of FuLL-ScaLE JupiciaL REviEw

The issue of the ICJ’s review of the legality of the political
organs’ resolutions was raised at the founding conference of the
UN.® The Belgian delegate proposed an amendment by which
a Member State could ask the ICJ to rule on the legality of a
Council or Assembly resolution.” The Conference rejected
the amendment on the ground that the political organs were
already required to act in accordance with the Charter, and
judicial review would weaken or delay action by the political
organs.”! However, the significance of this rejection is unclear.
Because the proposal was made in reference to the Council’s
non-binding, recommendatory power to settle disputes under
Chapter VI of the Charter, the withdrawal of the proposal could
mean that Belgium realized judicial review was unnecessary.”* In
any case, the Belgian proposal has not ended the debate about
the permissible scope of judicial review.

Judicial review may be used in different contexts, and it
is important to note that the review envisioned in the Belgian
proposal involved a “constitutional” review of the legality of
the resolution. This type of judicial review would examine
whether the organ acted #/tra vires, or beyond its power, and
thus exceeded its competency as provided for in the Charter.
While the IC] has never directly invalidated a resolution of
the political organs, it has ruled on the authority of the organs
to pass certain resolutions.” The uncertainty surrounding
judicial review is well-illustrated by the Namibia case, where
the Court considered two direct challenges to Assembly and
Council resolutions.” After declaring that it “does not possess
powers of judicial review,” the IC] proceeded to examine the
competency of the political organs to pass the resolutions, and
held that they “were adopted in conformity with the purposes
and principles of the Charter.””

Full-scale judicial review should be distinguished from the
review this article proposes of the political organs’ resolutions in
the exercise of the ICJ’s advisory jurisdiction. Reconsideration
of a resolution’s interpretation of international law differs
from an examination of the political organ’s Charter-derived
authority to pass the resolution in the first place. The former is
an assertion of the Court’s jurisdiction over the interpretation of
international law, while the latter is an inquiry into the Charter-
based authority of the political organ to take action.

Nevertheless, both commentators and judges have
promoted the concept of judicial review, in whatever form,
within the context of the IC]J’s advisory jurisdiction. Due to the
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nature of the judicial inquiry in the advisory jurisdiction, some
level of judicial review is simple pragmatic necessity. The ICJ has
stated that once the political organ has requested an opinion,
any limitations on the “logical processes to be followed in
answering it” would be “unacceptable because it would prevent
the Court from performing its task in a logically correct way.”’®
Also, some form of judicial review is necessary to satisfy the
exigencies of the judicial function. Judge Onyeama has stated,
“I do not conceive it as compatible with the judicial function
that the Court will proceed to state the consequences of acts
whose validity is assumed, without itself testing the lawfulness
of the origin of those acts.””” An inquiry into the lawfulness
of the acts—their “legality, validity, and effect”—follows from
the ICT’s function as the “principal judicial organ of the United
Nations.””® As a result, the review of a resolution’s legality in the
ICJ’s advisory jurisdiction is incidental to its judicial function of
deciding the dispute in accordance with international law.

LecaL ErrecTs oF REsoLuTIONS IN THE WALL OPINION

In reviewing the resolutions that form the basis of the Wall
Opinion, the Court is engaging in a legal interpretation of the
political organs’ application of international law. This review
differs from a political interpretation of the normative content
of the resolution. The ICJ has no authority to reconsider the
political content of the resolutions, because to do so would
undermine its judicial character. If the Assembly or Council
acts within its Charter-based authority in the area of collective
security, and that action is based on political imperatives
rather than legal interpretation, the ICJ should not review or
invalidate the decision. The ICJ could not conduct such review
without infringing on the political organs responsibilities to
maintain world peace. However, the IC]J can and should review
the underlying legal determinations of the political organs
resolutions, so as to fulfill its Charter-derived duty to decide
disputes in accordance with international law.

Part of the Wall Opinion involved an interpretation
of whether Israel had violated the Geneva Conventions in
transferring parts of its population into Palestinian territory.
Prior to the referral of the dispute over the wall to the IC],
the Council had passed Resolution 446 declaring the Israeli
settlements in the West Bank in violation of the Geneva
Convention.” While there were undoubtedly overriding
political considerations at play in Resolution 446, close
examination of the language of Resolution 446 reveals a
determination of illegality under the Geneva Conventions.
Paragraph three of the resolution explicitly invokes Israel’s
responsibilities under the Geneva Conventions.* It proceeds
to label Israel the “occupying power,” thus mirroring the six
provisions of Article 49 of the Geneva Convention, which all
begin, “The Occupying Power....” The last sentence of paragraph
three also shows that the court is relying on the Convention
to establish the illegality of the settlements, because it imputes
a violation to Israel that is a virtual transcription of Article
49 of the Convention.® The Resolution, therefore, relies on a
legal interpretation of an international treaty. Accordingly, the
Charter mandates that the IC]J review this legal interpretation,
and any reconsideration of the issue underlying Resolution
446 is incidental to its duty to decide the case according to
international humanitarian law.
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The ICJ’s reconsideration of the factual and legal
determinations underlying the Council and Assembly
resolutions is not meant to undermine the institutional
efficiency in allowing those political organs to react quickly
to political crises. The speed necessary to react to certain
situations of state aggression or humanitarian crises increases
the need for the IC] to act as a post facto corrective on any
collateral legal determinations hastily made in the Council
or Assembly’s resolutions. This post facto reconsideration of
the legal determinations contained in the political organs’
resolutions, however, should not invalidate legal obligations
placed on Member States bound by the Charter to follow
Council directives.

CONCLUSION

A more active role for the IC] in its advisory jurisdiction
capacity will create short-term conflict with the political organs
when it reconsiders the factual and legal determinations of
Assembly and Council resolutions. However, the antagonism
occasioned by this form of judicial review should evolve into a
mutually beneficial relationship with the political organs. An
advisory opinion that simply repackages the legal conclusions
of the political organs will not serve as a deterrent to States
who are in violation of their legal obligations. For an advisory
opinion to have force independent of the political enforcement
mechanisms of the Assembly or the Council, it must persuade
by way of a convincing application of international law to a
well-developed set of facts.

True participation in the “purposes and principles” of
the UN Charter requires that the Court perform its Charter-
imposed duties to rule on claims “well-founded in fact and
law.”82 The Court contributes to the shared political goals of the
UN not by ceding judicial responsibility to a political organ,
but by fulfilling its Charter-derived role as the UN’s principal
judicial organ. The ICJ’s reassertion of its role as principal
judicial organ is necessary to ensure the rights of litigants and
the normative application of law to factual disputes.

The developing areas of international human rights and
international humanitarian law are detailed, fact-laden areas
of law. If the Court is to develop the law in this growing area,
it must shed its reluctance to properly develop the factual
record. Refusal to find facts and review the legal conclusions
of the political organs in this field of law will contribute to the
ICJ’s marginalization as an international tribunal. Specialized
courts like the Human Rights Committee will take the lead
in developing international human rights law because of their
command of facts on both sides of the issue—humanitarian as
well as security concerns.

This article has endeavored to prove that there is room to
second-guess the political organs and clarify legal questions in
a way that does not compromise the Court’s judicial character
or infringe on the duties of the political organs to maintain
international peace and security. Although the Court’s desire
to remain institutionally relevant contributes to its overly
deferent stance to the political organs, the long-term effect of
this behavior is further isolation. To remain relevant, the IC]J
must do the opposite: aggressively review the factual and legal
determinations of the political organs.
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LLABOR AND EMPLOYMENT LAw

Tue SurrReME Court’s ADEA Caskes: How wiLL THE NINE GRAPPLE WITH A
GRAYING WORKFORCE IN THE WAKE OF Ledbetter?

By Alan E Smith*

he Supreme Court heard five age discrimination cases

this term which will have a significant impact on

employment law. Of special interest in these cases is
whether the Roberts Court will apply its allegedly pro-business/
pro-employer jurisprudence in the ADEA context." Not all
of the High Court’s recent decisions have pleased Congress,
particularly the House, which has shown a keen interest in
remedying some of the Court’s allegedly anti-worker decisions.
Depending on the outcome of this term’s cases, Congress may be
weighing in shortly with its opinion of the Court’s decisions.

Congress did just that last summer in response to Ledbetter
v. Goodyear? Ledbetter drew sharp protests from powerful
Democrats.> The House passed a legislative fix—by a 225-199
party-line vote—just two months after Ledbetter was handed
down.4 The House bill did not make it in the Senate, but Senator
Edward Kennedy has introduced legislation this session to fix
Ledbetter” There is ample reason to think that the Democrat-
controlled Congress will continue to seek legislative remedies for
decisions that it believes limit employee rights or remedies.

Given the graying of the American workforce, no matter
what the Court decides, it will likely face more ADEA cases in
the future.® The number of older employees who are continuing
to work is predicted to increase in the near future.” As the nation’s
overall population ages, these older employees will constitute
an ever greater percentage of the American workforce.® The
increased prevalence and importance of age-related cases will
undoubtedly lead to increased review by the appellate courts
and, presumably, by the Supreme Court itself.’

Such a development may, in turn, lead to more back-and-
forth between the two branches over this increasingly important
area of the law. The 110th Congress has taken a renewed
interest in employment issues and a continued resurgence of
employment legislation is likely, particularly if the Democratic
candidate wins the White House and Democrats pad their
existing congressional majorities next November.!® Even
with anticipated retirements, the Court’s liberal/conservative
makeup is expected to remain largely the same in the near
term, although it may become slightly more conservative if
a Republican wins the presidency this fall.'" This interesting
confluence may, therefore, continue for some time. Whether
the Court’s decisions this term will engender Ledbetter-like
condemnation by Congress and accompanying legislation
remains to be seen.

Sprint/United Management Co. v. Mendelsohn:
ADMISSIBILITY OF “ME Too” EVIDENCE OF
DISCRIMINATION

* Alan Smith is an Associate with Greehan, Taves, Pandak ¢ Stoner, PLLC
in Woodbridge (VA), representing local governments and public entities.
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Background

Ellen Mendelsohn was laid-off by Sprint as part of a
reduction in force (“RIF”)."? She sued under the ADEA and
sought to introduce the testimony of five other former Sprint
employees to support her claim. The other employees alleged
variously: (1) hearing at least one Sprint supervisor denigrate
older employees, (2) that Sprint used its intern program to
discriminate against older workers, (3) seeing a spreadsheet
indicating that age was a consideration in layoffs, (4) receiving
an unwarranted negative evaluation, (5) being “banned” from
working for Sprint because of age, and (6) that Sprint required
permission before hiring anyone older than forty.

District Court

Sprint sought to preclude the other employees’ testimony
as irrelevant. None of the other employees worked in
Mendelsohn’s department, reported to the same supervisors,
or alleged hearing discriminatory remarks by Mendelsohn’s
supervisors. The district court granted Sprint’s motion, allowing
“evidence of discrimination against Sprint employees who are
similarly situated,” but excluding evidence of “discrimination
against employees not similarly situated to [Mendelsohn].” The
Tenth Circuit held that the district court abused its discretion by
improperly applying a per se rule that evidence of discrimination
from employees with different supervisors is per se irrelevant.

Supreme Court

A unanimous Supreme Court held that evidence of
discrimination by other supervisors is neither per se admissible
nor per se inadmissible under the Federal Rules of Evidence.?
Whether this “me too” evidence is relevant in an ADEA case
is a “fact-intensive, context specific” determination based on
numerous factors. '* The Court specifically noted factoring
in “how closely related the evidence is to the plaintiff’s
circumstances and theory of the case.””

The Court further held that the Tenth Circuit did not
afford the district court the deference it deserved under abuse
of discretion review in determining the admissibility of evidence
under the Federal Rules.’® Nothing in the district court’s
decision indicated application of a per se rule, the Court said, "
and because the basis of the district court’s decision was thus
unclear, the Court vacated its ruling and remanded the case.

The Aftermath

Both sides, along with business interests and pro-employee
groups in general, are already claiming victory.'® Sprint, other
businesses, and business organizations are pleased because
the Court overturned the Tenth Circuit’s order and analysis,
allowing the “me too” testimony. Mendelsohn and other
employee rights groups see the Court’s ruling as a watershed,
because the Court has now affirmatively stated that this evidence
may be admissible on a case-by-case basis.
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Federal Express Corp. v. Holowecki:
WHAT ConsTITUTES AN EEOC “CHARGE” IN ADEA CasEs?

Background

In the mid-1990s, FedEx initiated two new programs
which tied employee compensation to performance measures.
Employees allege the programs are merely a “veiled attempt” to
force older employees to leave before they can receive retirement
benefits. Patricia Kennedy, a FedEx employee, filed with the
EEOC, alleging age discrimination. Kennedy and fourteen
other current and former FedEx employees, also over forty years
old, then filed suit, alleging age discrimination.

The issue is whether Kennedy filed a “charge.” After filing
an EEOC charge alleging age discrimination, an individual
must wait sixty days before filing suit.!” During this time, the
EEOC processes the charge, investigates, and attempts to resolve
the matter without litigation. Kennedy did not file a formal
charge form. Instead, she filed an intake questionnaire with
a signed affidavit attached. The district court held that these
documents were not a charge and dismissed the case, only to
be reversed by the Second Circuit.

The Supreme Court

The Supreme Court, by a 7-2 vote, held that Kennedy’s
documents were a charge. Because the ADEA did not define
“charge,” the Court, led by Justice Kennedy, deferred to the
EEOCs reasonable interpretation and regulations. The Court
adopted the EEOC’s permissive request-to-act standard to
determine whether a filing is a charge: in addition to the name
of the party charged with discriminating, the filing “must be
reasonably [and objectively] construed as a request for the
agency to take remedial action to protect the employee’s rights
or otherwise settle a dispute between the employer and the
employee.”?

The EEOC’s own interpretation and application of this
position was inconsistent.?' Inidally, for example, Kennedy’s
filing was not considered a charge by the EEOC field office that
received it.”* Because of this mistake, Kennedy sued before the
EEOC began its conciliation process with FedEx.

But the EEOC’s interpretation is still entitled to deference.
Its position is supported by its purpose and operations. The
EEOC is required to initiate informal dispute resolution
proceedings when an ADEA-related charge is received. But
the EEOC is also supposed to educate the public.? The EEOC
must have flexibility to weed out information requests from
enforcement cases. Otherwise, employees may not consult
the EEOC for information, fearing that this consultation will
initiate action against their employer. The ADEA was intended
to be easily accessible to average citizens and not to require the
use of attorneys.*

Kennedy's filing was a charge. Her intake questionnaire,
filed instead of the formal charge form, combined with her
“detailed,” signed affidavit were sufficient.”” Kennedy’s request
to “[p]lease force Federal Express to end their age discrimination
plan” is a request for EEOC to remedy the discrimination on
her behalf. To a reasonable extent, filings should be interpreted
to protect employee rights and remedies, and ambiguity should
not be held against the filer. Kennedy’s filing also included the
minimum information required by federal regulations.® The
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potential confidentiality of her affidavit did not prevent it from
becoming a charge.”

Because the EEOC did not originally consider Kennedy’s
filing a charge, it did not initiate the ADEA’s informal dispute
resolution process. FedEx was not notified of the allegations
until Kennedy sued and, therefore, it had no opportunity
to resolve the matter without litigation. The Supreme Court
advised the district court to stay the case on remand to give the
parties an opportunity to settle.

Justice Thomas, a former EEOC Chairman, wrote a
strongly worded dissent, which Justice Scalia joined, which
stated that the majority erred by introducing and applying an
overly broad, “vague,” “malleable,” and “vacuous” standard.?
The Court simply did not provide a clear standard for
distinguishing whether a filing is or is not a charge. “Charge,”
which is commonly defined as an “accusation” or “indictment,”
has an ordinary administrative law understanding, Thomas said,
including “the employment discrimination context where a
charge is a formal accusation that an employer has violated or
will violate, employment discrimination laws.”® The standard
must be grounded in the meaning of the word “charge.”

The dissent argued that Kennedy’s documents did not
clearly and objectively indicate her “intent to initiate the
EEOC’s processes” and ask it to “take #he particular form of
remedial action that results from filing a charge.”® Kennedy’s
request for help “cannot be equated with [her] intent to file a
charge.”! Her choice not to use the official charge form, while
not dispositive, was “strong evidence” of her intent. Unlike the
charge form, aspects of her filing indicated that it should not
be considered a charge; including the title, a statement that
additional steps were expected, and the filer’s ability to maintain
confidentiality.? The documents, in their entirety, did not
objectively indicate her intent to initiate EEOC enforcement
proceedings.

The EEOC’s handling of Kennedy’s filings and its general
complaint process bolster the dissent’s position. Initially,
the EEOC itself did not treat Kennedy’s filing as a charge.”
Typically, the EEOC does not consider intake questionnaires,
like Kennedy’s, to be charges. Instead, the EEOC uses
questionnaires to investigate and develop charges. Charges are
then completed and filed by the EEOC, not the employee.
While an intake questionnaire could be considered a charge,
Kennedy's filings were not sufficient.

The Fallout

The decision generally benefits employees and is likely
to meet with the approval of Congressional Democrats.* The
Court’s “permissive” standard gives the EEOC and employees
greater flexibility when filing, processing, and investigating
charges.” Althought the EEOC’s interpretation and application
were imperfect, its “request to act” standard will benefit
employees overall, at least as opposed to the alternatives.
Employees will also be encouraged by the Court’s emphasis
on the totality of the filing, and its strong reminder that the
process should be as “laymen-friendly” as possible. The Court’s
holding that post-filing conduct will not nullify an otherwise
valid charge is an additional positive for employees. The EEOC
was also directed to revise and clarify its forms and procedures

to minimize future “misunderstandings.”*
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Gomez-Perez v. Potter:
FEpERAL EMPLOYEE ADEA RETALIATION CLAIMS

Background

Gomez-Perez will decide whether the ADEA provides
federal employees with a private cause of action for retaliation.”
Myrna Gomez-Perez, a forty-five-year-old Postal Service
employee, was granted her request to transfer from New York
to Puerto Rico. She then requested and was granted a transfer
to another office which was closer to her sick mother. Shortly
after this request was granted, she requested a transfer back.
This request was denied, and the available position was changed
to part-time and filled that day. After Gomez filed a union
grievance and EEO complaint claiming age discrmination, her
supervisor and co-workers retaliated against her.

District Court
Gomez sued under the ADEA, claiming she was retaliated
against because of her EEO complaint. The district court held
that the suit was barred, because the United States had not
waived sovereign immunity for ADEA retaliation claims.

First Circuit

The First Circuit reversed the district court on sovereign
immunity, holding that sovereign immunity was waived and
did not bar Gomez-Perez’s ADEA claim. The court then turned
to whether the ADEA’s federal-sector prohibition against
“any discrimination based on age” includes “retaliation.”*®
Although Congress chose to explicitly provide a retaliation
claim for private employees under the ADEA, it did not do
so for federal employees.”” Congress’s conscious decision to
include a retaliation cause of action for private employees
under the ADEA, but not for federal employees, is important
and dispositive.” Unlike Title VII, where the federal employee
provisions explicitly incorporate the private sector provisions,
the ADEA’s federal employee provisions specifically do not
incorporate the private sector provisions. Congress simply
did not intend to apply the broad private employee ADEA
provisions to federal employees.

The First Circuit would not imply a cause of action for
retaliation, as the Supreme Court did in Jackson v. Birmingham
Board of Education, because Title IX is significantly different
from the ADEA.#' The ADEA federal provision provides an
explicit right of action that does not include retaliation. Title IX
instead contains a broad prohibition against discrimination and
the Supreme Court has interpreted an implied right of action
from it. This expansive prohibition, and the unique ability of
teachers and coaches to vindicate student rights, led the Jackson
Court to include retaliation within the implied cause of action.*?
The ADEA does not need to protect other uniquely situated
parties from retaliation in the same manner as Title IX. Finally,
the ADEA federal sector provision was adopted in a different
historical context than Title IX.

Supreme Court
In a 6-3 decision, the Supreme Court reversed the First
Circuit, holding that the ADEA’s broad prohibition against age
discrimination in federal employment includes retaliation.®
Justice Alito wrote the majority opinion and was joined by
Justices Breyer, Ginsberg, Kennedy, Souter, and Stevens. The
majority followed Sullivan v. Little Hunting Park, Inc. and
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Jackson v. Birmingham Board of Education, noting that “[a]ll
three cases involve remedial provisions aimed at prohibiting
discrimination.”* The majority determined that the ADEA
language in this case is “not materially different from” the Title
IX language in jackson, and is the “functional equivalent of”
the section 1982 language in Sullivan. It further noted that
the government did not ask the Court to overrule Sullivan
or Jackson, nor did it question their reasoning. In fact, the
government asked the Court to follow Sullivan in Jackson and
in CBOCS v. Humphries, which was decided the same day
as Gomez-Perez.” 'This inconsistency was not lost on Justice
Alito, who, during oral argument, pointedly questioned the
government’s position that “a general ban on discrimination
includes a ban on retaliation except when the government is
being sued.”

'The Court held that the First Circuit erred in distinguishing
Jackson and Gomez-Perez. First, the First Circuit was wrong to
distinguish Gomez from Jackson because Title IX’s private right
of action is implied.”” The First Circuit improperly conflated
the question of whether a statute grants a private right of action
with the question of whether the statute substantively prohibits
certain conduct. Second, the First Circuit erred in distinguishing
Jackson because retaliation is more important under Tide IX
than under the ADEA. Both Jackson and Gomez-Perez are based
on the statute’s text, not policy considerations.® Third, the First
Circuit incorrectly held that Title IX was a response to Sullivan,
but the ADEA federal-sector provision was not.” The ADEA
was amended in 1974, five years after Sullivan, and only two
years after Title IX was enacted. Like Jackson, it is “appropriate”
and “realistic” to presume that Congress expected the Court to
interpret the ADEA federal provision as it did similar language
in Sullivan.

The presence of the private sector anti-retaliation
provision and absence of a similar federal provision did not
persuade the majority.”® Because private sector anti-retaliation
was enacted seven years before the public sector provision was
added, the negative implication here is “not the strongest.”
The prohibitory language in the two provisions also “differs
sharply.” The private sector provision specifically lists prohibited
employer practices (including retaliation), while the federal
sector provision instead broadly prohibits “discrimination.”
Again, Congress was presumably familiar with Sullivan and
expected the Court to interpret this broad prohibition as it
did in Sullivan. These differences yield a negative implication
which is not “sufficient reason to depart from the reasoning of
Sullivan and Jackson.”

The majority finished by dismissing the argument
that the federal civil service system provides the exclusive
means of addressing retaliation. There is no direct evidence,
only “unsupported speculation,” that Congress intended for
the civil service process to be the only remedial process for
retaliation. Finally, the majority questioned why the civil service
commission would assume that Congress expected it to prohibit
and remedy retaliation in federal employment when Congress
did not explicitly do so in the ADEA itself.

Chief Justice Roberts began by noting, even in dissent,
that broad anti-discrimination provisions may also prohibit
retaliation. But not “every express ban on discrimination
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must be read as a ban on retaliation as well,” because anti-
discrmination and anti-retaliation are distinct concepts and
have different purposes.”® The overall context here indicates
that the ADEA does not include a retaliation claim for federal
employees.

Congress “was not sloppy,” it consciously and deliberately
chose to include retaliation in the private sector provision,
but not in the federal sector. The negative implication raised
by the private sector anti-retaliation provision “may not be at
its ‘strongest,” but “it is certainly strong enough.” Congress
chose not to include retaliation because it intended for the
civil service system to address it. Congress is “quite familiar
with that detailed administrative system” and recognized that
regulating civil service is “complex,” “complicated,” and requires
the careful balancing of conflicting policy issues and priorities.”
When Congress extended the ADEA to federal employees, it
expected the civil service system’s “comprehensive regulatory
scheme” to administratively address retaliation as it had done
with Title VIL.>* Although the Civil Service Reform Act was
enacted after the federal sector provision, it prohibits retaliation
and includes a “host of administrative remedies.” Congress
intended to provide an administrative, not a judicial, remedy

for retaliation in federal employment.”

The Day After

Ironically, after the turnover on the Court and the
expectation of a dramatic rightward shift, the outcome in
Gomez-Perez is entirely consistent with Jackson v. City of
Birmingham. Justice O’Connor wrote the majority opinion in
Jackson, which some believed might be overturned, with the help
of Justice Alito, after she left the Court.”® Instead, Justice Alito
authors the majority opinion that upholds, strengthens, and
extends Jackson. Stare decisis and the role of precedent were an
important and controversial part of Justice Alito’s confirmation,
and they appear to have played a significant role in this case.”
Gomez-Perez, like Holowecki, is a pro-employee decision that
should be a pleasant surprise for Congress’ Democrat majority.
It has already received praise for its “new tone and direction...
in distinct contrast to [Ledbetter].”>® Rather than restricting
employee rights as many predicted, Gomez-Perez has expanded
them.

Meacham v. Knolls Atomic Power Laboratory:
WHo Bears THE BurpeN IN ADEA
DispraRATE IMpACT CASES?

Background

The issue in Meacham is whether an employee alleging
disparate impact under the ADEA bears the burden of
persuasion issue of whether the defendant employer had
reasonable grounds other than age itself for its conduct.”
Although this is not Meacham’s first trip to the Supreme Court,
this one will be a bit more extensive. In 2005, the Court vacated
the Second Circuit’s judgment (affirming the district court’s
judgment in favor of Meacham and the other plaintiffs) and
remanded the case for reconsideration in light of the Court’s
decision in Smith v. City of Jackson, which was decided while
Meacham’s certiorari petition was pending.®®

After being laid off by Knolls during an RIF, Meacham
sued alleging age discrimination. Specifically, he claimed that
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the RIF had a disparate impact on older employees because all
but one of the employees were over forty years old. In the RIE,
employees were ranked by their job performance, flexibility,
and the importance of their skills on a scale of zero to ten.
Managers identified the bottom-ranked employees in the RIF
and conducted an adverse impact analysis on the identified
employees, similar to the EEOC’s four-fifths rule.®’ A board,
followed by Knolls’ general manager and general counsel, then
reviewed the manager’s selections and the impact analysis.

Second Circuit

The Second Circuit applied the Wards Cove burden-
shifting framework for analyzing disparate impact cases under
Title VII, in light of Smith.%? In Smith, the Supreme Court
held that disparate impact is cognizable under the ADEA, and
that the appropriate test in ADEA cases is a “reasonableness
test,” not the Wards Cove “business necessity” test.”> The
reasonableness test requires that employers rely on reasonable,
specific, non-age factors to accomplish the employer’s legitimate
goals. The reasonableness test emanates from the ADEA itself,
which permits any “otherwise prohibited” action “where
differentiation is based on reasonable factors other than age.”**
The reasonableness test recognizes that “age, unlike race or
other classifications protected by Title VII, not uncommonly
has relevance to an individual’s capacity to engage in certain
types of employment.”®

The Second Circuit held that employees bear the burden
of persuasion on the “reasonable factors other than age”
defense.® Knolls had the burden of offering a legitimate business
justification, while Meacham bore the burden of demonstrating
that the proffered justification was unreasonable.” Knolls had
to offer a justification for its “unaudited and heavy reliance
subjective assessments of criticality and flexibility.”®® Knolls’
personnel manager and its expert testified that these assessments
were “ubiquitous” and “routinely used components of personnel
decisionmaking systems in general and were appropriate to
the circumstances.”” Knolls satisfied its burden, so the burden
shifted to Meacham to demonstrate the justification was
unreasonable.

The Second Circuit began its analysis of Meacham’s
burden by explaining that it would not sit as a “super-personnel
department” in judgment of the “[wide-]range of reasonable
personnel systems.” While Knolls’s process was not perfect, it
was also “not unreasonable.””® Knolls established guidelines and
standards that were intended to prevent and restrict arbitrary
decision-making by individual managers. And Knolls actually
did monitor the RIF process. The process will usually be
reasonable , even if decisions are based on subjective standards,
like flexibility and criticality, if these decision are made by
managers who directly supervise the employees. Because age
often correlates strongly with legitimate employment needs,
the age-distribution of the laid-off employees is not, by
itself, probative of the RIF’s reasonableness, the court said.
Meacham’s and the other plaintiffs’ ADEA claims failed to
meet their burden and establish that Knolls justification was
unreasonable.
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Supreme Court Outcome

Forecasting Meacham’s outcome is particularly difficult
due to the Court’s recent turnover and Wards Cove’s distance
in time. Justices Stevens, Scalia, and Kennedy are the only
members of the Court remaining who were also on the bench
when Wards Cove was decided in 1989. Kennedy and Scalia were
in the Wards Cove majority, while Justice Stevens authored an
impassioned dissent.” In Smith, Stevens did acknowledge that
Wards Cove governed ADEA disparate impact claims.” Justices
Kennedy and Thomas, who did not recognize disparate impact
in the ADEA context, agreed with Justice Stevens that if these
claims are cognizable, they are governed by Wards Cove. They
may have tipped their hand further by joining Justice O’Connor
in stating that “once the employer has produced evidence that
its action was based on a reasonable non-age factor, the plaintiff
bears the burden of disproving this assertion.””® Because Chief
Justice Rehnquist took no part in Smith, one cannot even his
decision as a rough proxy for that of Chief Justice Roberts.
Finally, Justice Breyer recused himself from this case, leaving the
more liberal members of the Court without a typically reliable
vote in employment law cases.

Perhaps the most interesting aspect of Meacham is what
the Court will not be deciding. This was apparent during
oral argument when former Solicitor General Seth Waxman
conceded that regardless of what objective standards and
requirements are in place, the RIF process still calls for human
judgment. Waxman stated that “ultimately you are relying on
one person’s judgment of another.” This he said, goes to the heart
of the second question presented on appeal, whether granting
supervisors broad discretionary authority during the RIF
constituted a RFOA. The Court did not grant certiorari on this
question. Ultimately, this question may have a greater impact
on ADEA cases, but it will have to wait for another day.

Kentucky Retirement Systems v. EEOC

Background

Kentucky Retirement Systems (“KRS”) addresses whether
using age as a factor in calculating retirement benefits is facially
discriminatory in violation of the ADEA.”*

The KRS plan provides two types of retirement benefits:
(1) normal retirement benefits (“normal benefits”) and (2)
disability retirement benefits (“disability benefits”). Workers
are eligible for normal benefits at fifty-five or sixty-five years
old (depending on whether they work in a hazardous position)
or after working twenty years.”” Workers disabled after they
are eligible for normal retirement still receive normal benefits.
Generally, annual benefits are 2.5% of final compensation
multiplied by years worked. But employees who become
disabled and are not yet eligible for normal retirement (i.e.,
under fifty-five and less than twenty years of service), have
years added to their actual service. Disabled employees receive
the number of years remaining until eligible for retirement
(i.e., undil they reach fifty-five or work twenty years), but not
more than the number of years they have already worked. An
employee in a hazardous position who is injured in the line
of duty and is eligible for disability benefits is also guaranteed
additional monthly benefits.”

As aresult, disability benefits may be greater than normal
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benefits for similarly situated employees: those with the same
years of service and final compensation. Employees receiving
normal benefits have their actual service multiplied by 2.5%,
while those receiving disability benefits have their actual
service plus the additional years multiplied by 2.5%. Workers
entitled to disability retirement at a younger age will also
receive greater benefits than other employees with the same
length of service.

KRS conceded that, “assuming every factor, other than
age... is identical,” the annual benefit for a younger retiring
worker “will frequently exceed (and will never be less than)” the
annual benefit for a worker retiring at an older age because of
disability.”” KRS also acknowledged that an employee retiring
due to disability (who is not eligible for normal retirement) will
always receive greater annual benefits than an older employee
with the same condition, service, and final compensation,
disabled after fifty-five and therefore ineligible for disability
benefits.

Charles Lickteig, a sixty-one-year-old deputy sheriff (with
only seventeen-and-a-half years of service) applied for disability
benefits.”® Denied because he was older than fifty-five, Lickteig
filed an EEOC charge. The EEOC investigated and determined
that KRS violated the ADEA. Conciliation was unsuccessful and
the EEOC sued. The district court granted summary judgment
for KRS, holding that the EEOC did not establish that the
plan was “discriminatory, either facially or through disparate
treatment combined with intent.””’

Sixth Circuit: Take One

A three-judge panel of the Sixth Circuit upheld the district
court’s decision granting KRS summary judgment. Although the
panel was troubled by the case, it felt constrained by precedent.®
In Lyon v. Obio Education Association & Professional Staff Union,
the Sixth Circuit upheld a strikingly similar retirement plan
that also attributed unworked service to younger workers when
determining benefits.®! “Because the retirement plan at issue is
materially indistinguishable from the early retirement incentive
plan in Zyon, the Kentucky Retirement plan cannot be held to
violate the ADEA.”®? If it were not controlling, the “difficulties
with the Lyon rationale and holding” may have resulted in a
different outcome.® But Lyon “foreclosed” inferring intent from
the employer’s knowledge of its own plan.5¢

Sixth Circuit: Take Two

The Sixth Circuit granted the EEOC’s rehearing request
and sitting en bang, it overruled the three-judge panel.* The
EEOC established a prima facie ADEA claim, the court held.
The facially discriminatory policy was, by itself, sufficient;
additional proof of discriminatory intent was not necessary. %
“[A]n employer’s intent to discriminate is directly evidenced by
the employer’s writing or adoption of a facially discriminatory
employment policy.”

Applying Supreme Court precedent renders the KRS plan
facially discriminatory “in at least two ways.” First, the plan
“categorically excludes” employees who are 55 or older and still
working from disability benefits because of their age. Second,
similarly situated employees who are eligible for disability
benefits will receive different benefits “for no reason other than
their age.”®® The plan is a “formal, facially discriminatory policy
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requiring adverse treatment” based on age.® Buttressing this
holding were the “persuasive” decisions of four sister circuit
courts, recognizing prima facie ADEA claims, in analogous
cases.”

There is also “compelling evidence” that Congress
intended to prohibit the age-discrimination in this case and in
Lyon. Responding to the Supreme Court’s decision in Public
Employees Retirement System of Obio v. Betts, Congress enacted
the Older Workers Benefit Protection Act.”* By amending the
ADEA, Congress intended “to prohibit discrimination against
older workers in all employee benefits except when age-based
reduction in employee benefit plans are justified by significant
cost considerations.”* Congtess passed the ADEA knowing
full well that there was no wide-spread discriminatory animus
towards older workers.” It could not have intended to combat
this non-existent strain of age discrimination. Instead, Congress
meant to prohibit discrimination based on “assumptions,”
having no factual basis, that age adversely affects employee
work.*

CONCLUSION

The decisions in these cases will indicate whether the
Roberts Court will interpret many employee rights and remedies
more expansively or restrictively. Whether or not the Court
has a pro-business or pro-employer slant, it is important for
practitioners, judges, and the public to have a clearer idea of
where the Court is going in the future in this important area
of employment law. With Congress in Democratic hands for
the foreseeable future, it will be interesting to see not only
how this Court addresses new, and presumably pro-employee,
legislation, but also how Congress responds legislatively to the
decisions of a more conservative Court. The Court’s first three
decisions appear unlikely to garner the wrath of Congress. These
decisions are arguably pro-employee and have received the
stamp of approval from Linda Greenhouse, the doyenne of the
Supreme Court beat. Greenhouse has surmised that the sharp
response to Ledbetter may have influenced the Court’s rulings.
Supreme Court watchers and employment law practitioners
alike will have to wait and see if this harmony continues with
a few more Fed Exes or whether the remaining decisions will
go over like a “Ledbetter” balloon. If it is the latter, expect more
congressional fireworks.
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WiDE LATITUDE FOR RETROACTIVE LITIGATION
ProroSED IN THE LirLy LEDBETTER FaIrR Pay AcT

By Donald R. Livingston*

’ I Yitle VII was built for speed. Discrimination charges
are to be filed within a mere 180 days “after the alleged
unlawful employment practice occurred” (300 days

if the charge is first filed with a state or local agency). The

EEOC can sue just thirty days after that, provided the EEOC

has been unable to settle. If the EEOC delays more than 180

days without filing suit, the EEOC shall notify the person

aggrieved, who has just ninety days to sue. Once a lawsuit is
filed, it is the duty of the court “to assign the case for hearing at
the earliest practicable date and to cause the case to be in every
way expedited.” If these periods will not get the case to court
quickly enough, the EEOC may seek immediate injunctions.

This rapid process was once considered “the very backbone” of

EEOCs effectiveness.'

What happened? It has been nearly forty-five years since
the passage of Title VII, and the EEOC never gets a case to
court in thirty days, seldom seeks immediate injunctions, and
frequently issues its notices of the right to sue beyond 180
days. And now? Congress is considering a special rule to extend
the deadline for filing some claims forever, by eliminating the
deadline for many cases involving a wage payment.

Underthebill thathas passed the House of Representatives,
called the Lilly Ledbetter Fair Pay Act of 2007, an escalator
principle would be applicable. A single pay decision that
was made two, five, ten, or even twenty years earlier could
be challenged zoday if the employee has not moved up to the
pay level he would have had if the earlier decision been more
favorable. To take a simple example, an employee awarded
a four percent pay raise at the end of 1998 could challenge
that pay raise in 2008 by making two assertions: (1) “but for”
her gender, race, national origin, religion, age, or disability,
she would have received a larger raise; and (2) the larger raise
would have caused her paychecks to be larger now. It would
make no difference whether the employee is currently paid
more or less than her peers or how long ago the challenged
decision occurred. The only issues would be whether a more
favorable decision in 1998 would have resulted in higher
current pay, and whether the earlier decision was influenced
by a discriminatory intent.

Should the bill become law, it will put considerable
pressure on employers to make gender- and race-conscious
wage decisions as prophylactic protection against stale claims.
This will result from the ease with which an employee can create
a prima facie case of pay discrimination using circumstantial
evidence. The plaintiffs burden, which establishes a refutable
presumption of discrimination, has alternatively been referred
not demanding,”
requires only that the plaintiff prove she was subject to lower

») «

W« .. « 4
to as “minimal, and “not onerous.” It

pay than a male employee in the same job classification. It is

* Donald R. Livingston is a Partner with Akin Gump Strauss Hauer &
Feld, LLR in their Washington D.C. office. He served as General Counsel
of the Equal Employment Opportunity Commission from 1990-1993.
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then the employer’s burden to clearly set forth, with admissible
evidence, the nondiscriminatory reasons for the pay disparity.
Generally, the employer cannot rely upon an after-the-fact
rationalization by someone who did not participate in the
decisions but must offer reasons that were relied upon by
actual decision makers. When the claims are stale, this is a
near impossible task for an employer relying on supervisors
to make thousands, or even hundreds of thousands, of pay
decisions each year.

Consider, for example, the allegations in the case that
gives the bill its name, Ledbetter v. Goodyear Tire and Rubber
Company.? Lilly Ledbetter became an employee of Goodyear
in Gadsden, Alabama, in 1979. She worked for Goodyear
until 1998. She was subjected to annual merit-based pay
decisions that each year gave her lower pay raises than her male
counterparts. Finally, in March 1998, she filed a discrimination
claim asserting that the cumulative effects of the annual pay
decisions cost her in terms of current pay. This claim placed at
issue every salary decision made during Ledbetter’s nineteen-
year career, and, as stated by the Eleventh Circuit Court of
Appeals, “put the onus on Goodyear to provide a legitimate,
non-discriminatory reason for every dollar of difference
between her salary and her male co-workers’ salaries.”

It was undisputed that Ledbetters claim was not
entirely time-barred. Any decision affecting her pay that
was made within Title VIIs 180-day limitations period
could be challenged. This challenge, observed the court of
appeals, “[would be] identical in form to the raise-denial
claims courts routinely consider.”® But Ledbetter also sought
to require Goodyear to defend the nineteen years’ worth of
decisions that resulted in the pay disparity that existed at the
end of her career. Her argument, said the court of appeals, is
“directly contrary to the central purposes of the time-filing
requirement,” which is to “encourage prompt resolution of
employment disputes.”

The proponents of the Lilly Ledbetter Fair Pay Act of
2007 agree that if Ledbetter had been demoted or denied a
promotion she would have had to file any sex discrimination
claim within 180 days of the event, even though the demotion
or promotion loss would have caused reduced paychecks over
the course of her career. Or, had she then become disabled by
a physical assault during this period, she would have had only
two years to bring an intentional tort claim under Alabama
law, regardless of whether the assault limited her ability to earn
wages into the future. But Lilly Ledbetter was not assaulted, or
demoted, or denied a promotion. Instead, she was subjected
to annual merit-based pay decisions that each year gave her
lower pay raises than her male counterparts.

We are told that the reason wage claims should have
a special rule, not applicable to assaults, demotions, or lost
promotions is the “reality of wage discrimination.” The
proponents of the bill say that pay disparities are significantly
different from other adverse actions because they often occur
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in small increments, develop over time, and must be shown
by comparative pay information that is often hidden by the
employer. But it is a distortion of how statutes of limitation
are interpreted to suggest they allow the employer to game the
judicial system to deprive a victim of recourse by hiding the
discriminatory act. Courts have protected claimants from the
harsh application of a statute of limitations where the claimant
did not have notice of possible discrimination.® The existence
of this “discovery rule” was recognized in the Ledbetter opinion,
though the Court declined to address the issue because it was
not argued by Ledbetter.” It seems that Ledbetter did have
notice of possible discrimination. She testified that she knew
at least three years before she filed her Title VII charge that her
pay was lower than her peers."

If the sponsors of the Lilly Ledbetter Fair Pay Act of 2007
were concerned about wage discrimination being hard to detect
during the 180-day charge filing period, they could legislate
to codify a discovery rule applicable to wage claims. Instead,
they propose to open up decades-old employment decisions to
current challenge even in situations where it is undisputed that
the claimant knew years earlier that an adverse pay decision
had occurred. In other words, this truthful statement in 1990,
“Mary, we are giving everyone a raise this year but you,” would
be treated the same as this lie in 1991, “Mary, we are giving
only you a raise this year.” Both claims could be challenged in
2008 as having an adverse impact on 2008 pay. Under present
law, the 1990 decision would need to be challenged within 180
or 300 days. The 1991 decision could be challenged within
180 or 300 days after Mary knew or should have known of
discrimination.

There is a statement in the preamble of the Ledbetter
bill that the intent of the bill is to return to pre-Ledbetter law.
The statement is supported by ample lower court authority,
but ignores Supreme Court precedent. In 1976 in United Air
Lines, Inc. v. Evans, for example, the Supreme Court held that
current application of a facially neutral seniority system is nota
discriminatory act, even when the seniority system perpetuates
the effects of past discrimination.' Subsequent opinions
in Delaware State College v. Ricks (1980), Lorance v. ATST
(1989), National Railroad Passengers Corp. v. Morgan (2002),
and Ledbetter v. Goodyear Tire & Rubber Company (2007)
consistently hold that an employment decision that pre-dates
the charge-filing period under Title VII cannot be challenged
as a current violation of Title VII, even where the decision
carries forward the effects of prior, uncharged discriminatory
decisions.'?

Itis not contested that this precedent rules out Ledbetter’s
claims. It is asserted, however, that the Supreme Court’s 1986
decision in Bazemore v. Friday carved out an exception for wage
claims under which “[e]ach week’s paycheck that delivers less to
a black than to a similarly situated white is a wrong actionable
under Title VII, regardless of the fact that this pattern was
begun prior to the effective date of Title VIL.”'* Numerous
lower courts have interpreted Bazemore to hold that a claim
based on a discriminatory pay decision could challenge the
current effects of that decision, even if the decision was made
years before the expiration of the limitations period. Each
paycheck could be challenged separately regardless of whether
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the pay differential had its genesis in a discriminatory act years
earlier. But the case law has not been entirely consistent on this
point, as illustrated by the observation of the Seventh Circuit
Court of Appeals that there is “a line of cases decided in this
court... that are in tension with the rule that treats each check
in a simple discriminatory pay claim as a new violation.”"

This “tension” corresponds to questions about the holding
of Bazemore. Did Bazemore refuse to insulate a pay scheme
that is presently illegal on the basis that it was not illegal when
adopted? Or did Bazemore hold that a past discriminatory pay
decision is a present violation until it is corrected?

It has been described both ways, even by the EEOC. In
Cardenas v. Massey, the EEOC described Bazemore as holding
that plaintiffs can currently challenge an ancient discriminatory
wage decision under Title VII, where the decision causes current
unequal wages. The EEOC distinguished Evans on the ground
the Bazemore is a wage case, subject to a special limitations rule
(“the Bazemore Court specifically distinguished wage cases from
cases like Fvans”)." In the EEOC’s brief to the Sixth Circuit
Court of Appeals in EEOC v. Ameritech, however, the EEOC
described Bazemore as a challenge to a “discriminatory wage
structure.” Because the pay structure was facially discriminatory,
it was immaterial that the pay structure had existed for years.
“Each paycheck,” said the EEOC, “was a new discriminatory
act.” The EEOC distinguished Bazemore from Evans, not on
the basis that Bazemore creates a special carve-out for wage
claims, but because Bazemore, unlike Fvans, involved a facially
discriminatory system that could be challenged at any time.*¢
This is precisely the way the Supreme Court distinguishes
Bazemore in its Ledbetter opinion. The Court states,

Bazemore stands for the proposition that an employer violates
Title VII and triggers a new EEOC charge filing period
whenever the employer issues paychecks using a discriminatory
pay structure. But a new Title VII violation does not occur and
a new charging period is not triggered when an employer issues
paychecks pursuant toasystem thatis “facially nondiscriminatory
and neutrally applied.”

Undoubtedly, a statute of limitations prejudices plaintiffs
by cutting off the right to challenge an offense. As the Ledbetter
facts attest, there are advantages to plaintiffs when there is no
time limit to challenge an action. However, a time limit imposes
discipline on the judicial process. It protects the parties from
speculative claims that have to be tried with foggy memories
and lost records, or, as in Goodyear’s case, without a key witness
who had died.

That wage discrimination may be hard to detect is not
an adequate justification for removal of any limitation period.
Other offenses are also hard to detect. Courts deal with this.
They employ equitable principles to mitigate harsh, unfair
results that would flow from a strict application of a time limit
in circumstances where a claimant could not have known to
file a claim. Because these equitable principles have not been
shown inadequate, there is no good justification for Congess to
remove Title VIDs limitations period for a claim that specific pay
decisions, long in the past, were motivated by discriminatory
intent. Justice is not served by extending a deadline for a
claimant who has neglected timely to assert her right, when
by the exercise of reasonable diligence she could have asserted
the claim timely.
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OTHER PEOPLE’'Ss MONEY...
By Rob McKenna & Geoffrey William Hymans*

avenport v. Washington Educational Association had all

he ingredients of a blockbuster: a campaign finance

case with First Amendment speech and association
claims, important federalism implications, and major players
with significant resources (a large labor union and the State
of Washington) on each side.! Of the thirteen judges who
examined the case before it reached the United States Supreme
Court, eight thought the statute unconstitutional, while five
held the opposite view.> In the Washington State Supreme
Court, six justices voted to strike down the campaign finance
law, which had the approval of the electorate and protected
non-union members. Their opinion rested heavily on a short
phrase drawn from a U.S. Supreme Court precedent: “dissent
is not to be presumed.” Yet when the opinion was handed
down from the United States Supreme Court, it was a 9-0
decision, with three justices stating that they would not even
have reached all the union’s claims.* Placing the lower court’s
misapplication of the phrase in proper context, the case resulted
in a decisive victory for the rights of public employees to dissent
and protected the ability of states to experiment with varied
worker-protection and campaign finance regulations.’

The Statute

As Justice Scalia noted in the unanimous opinion he
authored, “the National Labor Relations Act leaves States free to
regulate their labor relationships with their public employees.”
States have adopted varied approaches to their regulation of,
and relationship with, public sector labor unions. In a “closed
shop” state, all employees are required to be members of a
labor union.” In an “agency shop” state, public employees do
not have to belong to a union but they must still pay a fee,
known as an “agency shop fee,” to the union to support its
collective bargaining activities.® In a “right to work” state, public
employees typically are not required to belong to a union or to
pay agency shop fees.’

Washington is an “agency shop” state.'® Under Washington
statutes and collective bargaining agreements in place at the time
Davenport arose, public sector employees were required to pay
an agency shop fee to labor unions equivalent to union dues, and
those fees were deducted from public employees’ paychecks and
deposited in the union’s accounts.' The acknowledged purpose
of requiring payment of such agency shop fees as a condition
of employment is “to prevent nonmembers from free-riding on
the union’s efforts, sharing the employment benefits obtained
by the union’s collective bargaining without sharing the costs
incurred.”"?

In 1992, the citizens of the Washington State approved
an initiative known as the Fair Campaign Practices Act.'? That
act was approved by an overwhelming majority of Washington

* Rob McKenna is the Attorney General for Washington State and
personally argued Davenport at the United States Supreme Court. Geoffrey
William Hymans is an Assistant Attorney General in Washington State
and was the law clerk for Justice Richard Sanders when Davenport was
before the Washington State Supreme Court.
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voters, with 73% voting in favor.'* The Act contained the
provision at issue in this case, which stated:

A labor organization may not use agency shop fees paid by an
individual who is not a member of the organization to make
contributions or expenditures to influence an election or to
operate a political committee, unless affirmatively authorized
by the individual.™

This statute provided a deceptively simple limitation on union
election spending. A union could not spend agency shop
fees—the fees paid by non-members of the union to support
collective bargaining—“to influence an election” unless the
non-member “affirmatively authorized” such expenditures. The
provision did not specify how such affirmative authorization
was to be obtained and did not set in place any documentation
or record-keeping requirements. The provision did not regulate
the spending of union member dues (presuming that all union
members agreed with the unions’ election-related expenditures).
The restriction was limited to expenditures to influence an
election or operate a political action committee (PAC). There
were no statutory restrictions on a union spending member
dues, or non-member agency shop fees, on other “political”
activities, such as lobbying or “public education” campaigns.

The Precedent

The U.S. Supreme Court has, in a series of cases,
established limits on the ability of unions to use their members’
dues for political purposes without their members’ consent.!®
In Abood v. Detroit Board of Education,"” the Court held that
“public-sector unions are constitutionally prohibited from using
the fees of objecting nonmembers for ideological purposes
that are not germane to the union’s collective-bargaining
duties.”*® In current parlance, the amount of union dues that
is “germane” to collective bargaining activities is “chargeable,”
and the remaining portion of union dues (or agency shop fees)
is “nonchargeable.” Abood grounded the dissenter’s rights in the
First Amendment, both in the freedom from compelled speech
and the freedom from forced association."

In Teachers v. Hudson,” the Court “set forth various
procedural requirements that public-sector unions collecting
agency fees must observe in order to ensure that an objecting
non-member can prevent the use of his fees for impermissible
purposes.”? These constitutionally mandated “Hudson
procedures” require a public-sector union to notify non-
members of their right to object to paying fees for non-
chargeable expenses and to provide the non-members with
“an adequate explanation of the basis for the fee, a reasonably
prompt opportunity to challenge the amount of the fee before
an impartial decisionmaker, and an escrow for all amounts
reasonable in dispute while such challenges are pending.”*
Hudson thus held that the ability to “opt-out” of paying
non-chargeable expenses was constitutionally required, and
legislative schemes which reflect such procedures are referred to
as “opt-out” statutes.” A statute such as Washington’s, requiring
affirmative assent before a union could spend a subset on non-
chargeable expenses, is an “opt-in” legislative scheme.
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The Case Below

In 2001, the Washington Education Association (WEA)
was sued by both the State of Washington and a group of
non-members who had been required to pay agency shop
fees. The WEA is the exclusive collective bargaining agent
for approximately 70,000 public educational employees in
Washington.

One case began when the Evergreen Freedom Foundation,
a Washington nonprofit public policy group, filed a complaint
with the Washington State Public Disclosure Commission
(PDC). This state agency has general statutory authority to
enforce state campaign finance laws. The complaint alleged
violations of section 760, and the WEA entered into a
stipulation with the PDC agreeing that the WEA had violated
section 760 during the 1999-2000 fiscal year. The PDC referred
the case to the Office of the Attorney General, and the Attorney
General filed an action alleging that the WEA had violated
section 760 from 1996-2000. The trial court judge granted the
state’s motion for partial summary judgment holding section
760 constitutional, and proceeded to a bench trial to determine
whether the union had in fact violated the statute. After the trial
the judge issued a letter opinion in which he held that the WEA
had violated section 760 and assessed a fine of $400,000. With
statutory costs and attorney’s fees the total judgment against
the union was $590,000.%

The second action also began in 2001, when five public
educational employees who were not WEA members, including
the named plaintiff, Gary Davenport, filed a class action against
WEA seeking a refund of the portion of agency shop fees used
for political expenditures.” The trial court stayed proceedings
pending interlocutory appeal, and the cases were consolidated
for review in the Washington State Court of Appeals.”® The
court of appeals split 2-1, with the majority holding that section
760’s:

[A]ffirmative authorization requirement... would unduly require
a union to protect nonmembers who disagree with a union’s
political expenditures but are unwilling to voice their objections.
The procedures imposed on unions by federal law fully protect
nonmembers’ First Amendment rights. Further restrictions, such
as an opt-in procedure, upset the balance between nonmembers

rights and the rights of the union and the majority.””

The case thus arrived at the state supreme court, which
affirmed the state court of appeals, holding in a 6-3 decision
that section 760 was unconstitutional. Before the state supreme
court, the WEA initially argued that “the Hudson process
satisfies the requirement of affirmative authorization because
it provides each individual non-member the opportunity to
object, to obtain a refund, and to prevent fees from being used
by WEA[.]”# Thus, the union actually argued that a teacher’s
failure to respond equaled affirmative authorization. The state
supreme court majority did not expressly reject this linguistic
oxymoron, but ultimately accepted what the plain language
“seemed” to state:

Because § 760 does not define “affirmative authorization,” it is
unclear whether the Hudson process satisfies the authorization

requirement. The plain language seems to indicate a nonmember
must provide an expression of positive authorization. Failure to
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respond to the Hudson packet may be considered acquiescence,
but it would not fulfill the affirmative authorization requirement.
The difference is that affirmative authorization seems to indicate
that the member must say “yes,” instead of failing to say “no.”*

The majority then turned to the union’s constitutional
challenges to the statute. Examining the U.S. Supreme Court’s
Street, Abood, Ellis and Hudson cases, the majority determined
that these cases not only provided a constitutional “floor”
setting forth requirements to protect dissenting non-member’s
rights, they also imposed a constitutional “ceiling” limiting
the amount of protection for dissenters a state could provide.
‘The majority plucked a phrase from Streer: “[Dlissent is not
to be presumed—it must affirmatively be made known to the
union by the dissenting employee,” then examined Abood
and concluded that the U.S. Supreme Court “affirmed that the
burden is on the employee to make his objection known.”!

‘The majority stated that “Section 760 impermissibly shifts
to the union the burden of the non-members’ rights. This has
the practical effect of inhibiting one group’s political speech (the
union and supporting non-members) for the improper purpose
of increasing the speech of another group (the dissenting non-
members).”* It went on to accept the union’s assertion that
the administrative procedures required to procure affirmative
authorization would be “extremely costly and would have a
significant impact on the union’s political activities.”*® Finally,
the majority held that “a presumption of dissent violates the
First Amendment rights of nonmembers as well” because “[i]t
assumes that because an employee has not joined the union,
he or she disagrees with the union’s political expenditures....
For those non-members who agree with the union’s political
expenditures, section 760’s presumption of dissent presents an
unconstitutional burden on the right to associate themselves
with the union on political issues.”

Three justices dissented. The dissent’s author, Justice
Richard Sanders, began with a quote from Thomas Jefferson
“[t]hat to compel a man to furnish contributions of money for
the propagation of opinions which he disbelieves and abhors is
sinful and tyrannical.” The dissent noted that:

"The majority turns the First Amendment on its head. Unions have
a statutory, not constitutional, right to cause employers not only
to withhold and remit membership dues but also to withhold and
remit fees from nonmembers in an equivalent amount. Absent
this statutory mechanism for the withholding and remission of
agency fees (or membership fees for that matter), there is no right,
constitutional or otherwise, for the union to require it.*>

Justice Sanders stated that since the legislature (or the people,
acting through the initiative process) could eliminate the
compelled payment of an agency fee altogether, it was “nearly
beyond comprehension” that the compelled collection of such
fees could not be qualified to protect dissenters even above the
constitutional “floor.” Finally, the dissent expressed skepticism
that non-union employees who elected not to associate with
the union would nevertheless want to have their fees used to
support the union’s political activities, and the dissent concluded
that simply requiring those rare individuals to “check a box”
would constitute no constitutionally cognizable burden on their
association or speech rights.
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The Case Arrives

Davenport thus arrived at the U.S. Supreme Court with
the potential to redefine accepted First Amendment interests
of union members and non-members. It also raised significant
federalism issues, as noted in the amicus brief of the States
of Colorado, Alabama, Idaho, Ohio, Utah, and Virginia.
As set forth in that brief, states have adopted a wide variety
of legislation regulating the collection of public employee
union dues, from “right to work” states that ban compulsory
fees to requirements that unions maintain separate political
accounts funded only by voluntary contributions to legislative
implementation of the Hudson procedures.*®

The case attracted a significant number of amicus briefs
(thirteen) filed in support of the State of Washington, but only
a single amicus brief filed in support of the WEA.? Several of
those briefs are worthy of mention. The Solicitor General filed a
brief on behalf of the United States which essentially tracked the
arguments made in the dissent below. The Davenport plaintiffs
and several amici filed briefs arguing that dissent on the part of
non-members should be presumed, and thus the constitution
should be interpreted to require an opt-in approach. Some amici
argued that even union members should be presumed to dissent
from the political spending of a union unless they affirmatively
authorize the use of their dues for such purposes.®

Oral argument took place on January 10, 2007.%
Washington State Attorney General Rob McKenna appeared
on behalf of the State of Washington and United States Solicitor
General Paul Clement appeared on behalf of the United States
in support of the state. John M. West appeared on behalf of the
WEA. The bench was active, initially focusing on the apparent
intent of section 760 as a campaign regulation rather than as a
worker protection measure and whether the Court was bound
by the state supreme court’s determination of legislative intent
with respect to the statute. Solicitor General Clement discussed
the federalism aspects of the case. Perhaps his most interesting
colloquy came when Justice Alito echoed several amici by asking
“why should the First Amendment permit anything other than
an opt-in scheme?” General Clement replied that the First
Amendment interest distilled from the Abood line of cases was
“in not having a compelled extraction, and as part and parcel
of the constitutional violation, it seems to have assumed there’s
a need for a stated objection.” This response likely unnerved
those hoping the Court would replace “opt-out” with “opt-in”
as the constitutional floor.

Justice Alito, in questioning the WEA’s counsel,
expressed skepticism that non-members who want their fees
used for the union’s election spending even exist. Chief Justice
Roberts questioned the extent of the administrative burden
an opt-in requirement would actually place on the union, and
Justice Scalia’s questioning focused on what would become the
crux of the opinion—the legislature’s underlying authorization
for the union to compel payment of agency shop fees as a
condition of public employment.

The Finale
The Court’s unanimous opinion was issued on June
14, 2007. Following a short recitation of the facts and a brief
history of the union compelled-speech cases, Justice Scalia
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noted that “it is undeniably unusual for a government agency
to give a private entity the power, in essence, to tax government
employees.” Justice Scalia then characterized section 760 as
“simply a condition on the union’s exercise of this extraordinary
power[.]”%

The Justice then turned to the lower court’s opinion. His
first target was the lower court’s focus on Street’ oft-quoted
phrase, “dissent is not to be presumed.” Scalia wrote that the
lower courts view of a constitutionally mandated “balance”
(making Hudson procedures both a floor and a ceiling) extended
the “agency-fee cases... well beyond their proper ambit. Those
cases were not balancing constitutional rights in the manner
respondent suggests, for the simple reason that unions have
no constitutional entitlement to the fees of non-member-
employees.”"! Scalia went on: “The mere fact that Washington
required more than the Hudson minimum does not trigger
First Amendment scrutiny. The constitutional floor for unions’
collection and spending of agency shop fees is not also a
constitutional ceiling for state-imposed restrictions.”**

Justice Scalia then set the “dissent is not to be presumed”
maxim in its proper context, stating that:

We meant only that it would be improper for a court to enjoin
the expenditure of the agency fees of all employees, including
those who had not objected, when the statutory or constitutional
limitations established in those cases could be satisfied by a
narrower remedy.... [A]s the dissenting justices below correctly
recognized, our repeated affirmation that coxrzs have an obligation
to interfere with a union’s statutory entitlement no more than is
necessary to vindicate the rights of nonmembers does not imply
that legislatures (or voters) themselves cannot limit the scope of
that entitlement.”

In a section joined by five other justices,* Justice Scalia
dismissed the union’s claims that the Court’s campaign finance
cases mandated strict scrutiny of section 760’s election-related
expenditure limitation, rejecting the union’s contention that
the expenditure limit was an unconstitutional content-based
restriction on speech:

“We do not believe that the voters of Washington impermissibly
distorted the marketplace of ideas when they placed a reasonable,
viewpoint-neutral limitation on the State’s general authorization
allowing public-sector unions to acquire and spend the money of
government employees.... The restriction on the state-bestowed
entitlement was thus limited to the state-created harm that the
voters sought to remedy.”®

Justice Scalia ended on a cautionary note, emphasizing
that the Court was upholding the opt-in scheme only as to
public sector unions. The distinction in the mechanism of
coercion—government mandate as compared to contract—
might produce a different outcome. Justice Scalia even qualified
his qualification in a conspicuous footnote (“We do not suggest
that the answer must be different.”).

Postscript
A decisive victory for dissenting worker’s compelled speech
and association rights, Davenport actually raised concerns for
one commentator.” And the opportunity to determine whether
an opt-in mechanism is constitutionally required, as Justice
Alito appeared inclined to accept at oral argument, awaits
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another day. But the case decisively established the Abood line
of cases as protective of dissenting workers’ rights, and put
to rest the notion that those cases serve as a straightjacket on
states, limiting their ability to experiment with greater worker
protections. Davenport is therefore best seen as perhaps one of
the more understated, yet important, federalism decisions of
the 2007 term. The decision fulfilled its promise more subtly
than originally anticipated, but perhaps with greater long-term
effect.
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Locke v. Karass: SHOULD THE COURT OVERRULE Lehnerts TEst FOR DETERMINING
WHETHER UNION EXPENDITURES ARE RELATED TO COLLECTIVE BARGAINING?

By Phineas E. Leahey*

n the fall 2008 term, the U.S. Supreme Court will hear

argument in Locke v. Karass, a case of more potential

significance than suggested by the narrow question
presented: whether, consistent with the First Amendment,
the State may compel non-member employees to fund
litigation by the affiliate of a union certified as their exclusive
bargaining agent. Certiorari was granted to resolve a circuit
split over whether such “extra-unit” litigation expenses are
“chargeable” to dissenting non-members, but Locke presents
a possible opportunity for the Court to revisit the prevailing
constitutional standard for determining when public sector
unions may compel financial support for their activities from
non-members.

In Locke, both the non-members and their exclusive
bargaining agents under Maine law urge the Court to rule
in their favor based on Lehnert v. Ferris Faculty Association,'
where the majority opinion of a splintered court led by Justice
Blackmun—joined, in relevant part, by Justices Rehnquist,
White, Stevens, and Marshall—announced a three-part test
under which non-members are responsible for costs that: (1) are
“germane” to collective bargaining; (2) are justified by the states
interest in “labor peace” and avoiding “free riders”; and (3) do
notsignificantly add to the burdening of free speech inherent in
laws permitting extraction of service fees from non-members.
In a concurring and dissenting opinion, Justice Scalia—joined,
in relevant part, by Justices O’Connor, Kennedy, and Souter—
would have limited compelled contributions to “the costs of
performing the union’s statutory duties as exclusive bargaining
agent,” warning that Justice Blackmun’s broad approach would
engender further “confusion.” Neither approach was wholly
unsupported, but rather were distillations of statements in
prior case law.*

Applying Ellis v. Railway Clerks,® a private sector union
case decided under the Railway Labor Act, Justice Blackmun’s
plurality opinion held that litigation “that does not concern
the dissenting employees’ bargaining unit” would be not be
“germane” under the First Amendment either.® Lower courts,
including the Third and the Sixth Circuits, have ruled otherwise
by reasoning that only Chief Justice Rehnquist and Justices
White and Stevens joined in that portion of the opinion;
and, in any event, the holding in E/fis is limited to “direct
contribution” of local union monies to litigation efforts by an
affiliate “without expectations of reciprocal contributions.”
Finding that, in Locke, local monies were “pooled” as part of a
cost-sharing agreement, the First Circuit likewise distinguished
Ellis and, under Lehnert’s three-part test, determined that the
extra-unit litigation expenses at issue were chargeable.®

* Phineas E. Leabey is an Associate in the Issues & Appeals practice in
the New York office of Jones Day. He successfully represented a dissenting
non-member employee in Seidemann v. Bowen. The opinions expressed
here are solely those of the author and do not necessarily reflect those of
Jones Day or any of that firm’s clients, past, present, or future.
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Since Lebnert was decided, the composition of the
Supreme Court has changed significantly,’ which raises the
possibility of the Court overruling the three-part test.

The narrow question presented in Locke concerns the
ambiguity as to whether unions may charge non-members the
costs of extra-unit litigation when there is a pooling arrangement
between the exclusive bargaining agent and the affiliate.!
Although Justice Blackmun considered extra-unit litigation
“akin to lobbying”!'—which is not chargeable unless related
to contract “ratification or implementation”'*—litigation may
vary from the partisan political to the “germane.”"* Even Justice
Scalia’s discussion of “on demand” services for the direct benefit
of the bargaining unit might be read to implicitly reject a per se
ban on charging non-members for pooling extra-unit litigation
expenses.'® The current “case-by-case” approach of Lehnert
supports the conclusion of the First Circuit that “litigation is
not susceptible to a single label,” but may be, on a particular
set of facts, “expressive” or “central to the negotiation and
administration of a collective bargaining agreement.”"

But Lehnert is the product of a badly fractured court,
which arrived at divergent views on the chargeability of six
expenditures.'® In its immediate aftermath, one commentator
opined that the Court should “reexamine” chargeability
jurisprudence in part because “unions will be lost in a destructive
morass of judicial busy work such as the kind Lehnert fosters.”"”
The same concern applies equally, if not more so, to non-
members who, as the Locke petitioners note, are placed in the
“untenable position of litigating for years or decades seeking
refunds of money that should never have been collected from
them.”'® Both non-members and unions are more inclined,
under a fluid test, to what Justice Scalia referred to in Lehnert as
“give it a try litigation.”"” Even though a five-justice agreement
on the three-part test in 1991 is stare decisis, “when governing
decisions are unworkable or are badly reasoned,” the Court
“has never felt constrained to follow precedent,” particularly in
constitutional cases.”’ Justice Scalia’s approach, if clarified (or
modified), would permit incursions on the First Amendment
rights of non-members on/y when necessary to achieve the
objective of the compulsory agency shop or to otherwise provide
direct benefits to a local bargaining unit.”!

Last year, in Davenport v. Washington Educational
Association, Justice Scalia delivered a unanimous opinion for
the Court upholding a Washington law requiring unions to
obtain affirmative consent of non-members before using their
agency fees for political causes.”? As he noted there, a union’s
entitlement to any monies from non-members, even fees
for collective bargaining, is a creature of federal or state law,
not a constitutional mandate.” That does not mean a state
legislature should prohibit all compelled contributions, nor
that such laws are constitutionally infirm. Each legislature, to
the outer limits of the First Amendment, may decide whether
to prohibit compulsory dues, condition them on affirmative
consent, or extract them under fair procedures that require the
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union to return a pro rata portion of them spent on activities
unrelated to effectuation of collective bargaining agreements.
Justice Scalia’s approach in Lehnert would limit compelled
contributions, where authorized by state or federal law, to
expenses reasonably necessary to performing the duties of an
exclusive bargaining agent; which, in turn, allows unions a fair
measure of compensation for protecting the interests of non-
members on a par with their own.

Justice Blackmun’s critique of Justice Scalia’s “statutory
duties” approach highlights the generality of state laws
authorizing agency shops, which he considered a “poor
criteri[a]” for determining which charges violate the First
Amendment because the obligations of the union “extend
beyond those delineated in skeletal state labor law statutes.””
But Justice Scalia would concede that his approach limits
compelled contributions to a narrower set of circumstances
commensurate with the union’s state-mandated duties to
represent non-members.” He does, however, incorporate state
common law, including judicial construction of labor statutes
in suits alleging breach of the duty of fair representation, and
he appears to allow risk pooling between local bargaining units
and their affiliates.”

If the Court adopted Justice Scalia’s test, then states
would determine in the first instance the scope of the exclusive
bargaining agents’ duties. Even if state statutes and their
common law varied in material respects, as noted, many do
not even permit extraction of compulsory dues from non-
members. That others would authorize exclusive bargaining
agents to collect such fees and define their duties with varying
degrees of specificity seems to be little cause for concern.
Indeed, Davenport illustrates the manageability of allowing
states to define the duties of exclusive bargaining agents and
the corresponding obligations of non-members.?

Defining First Amendment limits by reference to state
law might be a concern where legislatures or courts significantly
broaden the duties of exclusive bargaining agents. But
statutes expanding their duties outside the “financial core” of
“collective bargaining, contract administration, and grievance
adjustment’—a trio approved by the Court in Communication
Workers v. Beck—would be constitutionally suspect.® States
should be permitted to establish, for public sector unions, a duty
of lobbying for the narrow purpose of ratifying or implementing
the non-member’s collective bargaining agreement as well
as pooling, but only for reasonably anticipated extra-unit
expenses.’ As such, the “statutory duties” test need not be so
narrowly construed but would limit forced compensation to
unions from non-members to expenses reasonably necessary
for them to fulfill their legal, yet constitutional, mandates and,
where appropriate, to provide the local unit direct benefits.
Even assuming that “scant” guidance in state labor law rendered
Justice Scalia’s approach problematic, an alternative would be
to limit chargeability to “financial core” duties, in addition to
pooling for direct benefit to the local unit as a reasonable means
of performing them.

While activities beyond this “whittled-down” core might
benefit non-members, “private speech often furthers the
interests of nonspeakers, and that does not alone empower
the state to compel the speech to be paid for.”* As the Elfis
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Court explained, “free riding” on “the union’s organizing
efforts outside the bargaining unit” is “not the type of free
riding that [the Railway Labor Act] seeks to prevent.”** Nor
are non-representational activities the type of “free riding”
that the First Amendment should permit a state to remedy.
The Court has twice observed—implying that such limitations
on chargeability would be appropriate—*“by allowing the
union shop at all, we have already countenanced a significant
impingement on First Amendment rights.”** Accordingly, the
benefits from the union’s performance of activities outside the
scope of the union’s duties as bargaining agent do not support
more impingement on non-member rights than is reasonably
necessary to effectuate the purpose of the agency shop and, in
the case of pooled expenses, to provide for the direct benefit of
the local bargaining unit.®
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LITIGATION

Stoneridge Investment Partners : THE SUPREME COURT REJECTS “SCHEME LIABILITY”

By Larry Obhof*

n January 15, 2008, the Supreme Court issued

its decision in Stoneridge Investment Partners

LLC v. Scientific-Atlanta, Inc., a case heralded by
commentators as the “most important securities case in
decades.” The Stoneridge decision rejects a theory of scheme
liability that would have greatly expanded the universe of
potential securities class action defendants.

What makes Stoneridge so important? In simple terms, the
plaintiff sought to expand the scope of Section 10(b) actions
beyond the securities markets and into the realm of ordinary
business operations. The defendants were customers and
suppliers to Charter Communications, Inc., the company that
issued the securities in question. They did not directly mislead
investors, “but were business partners with those who did.”* If
accepted by the Court, the plaintifP’s theory of scheme liability
could have extended the Section 10(b) private right of action to
cover any transactions involving publicly-traded companies, so
long as those transactions are later incorporated into the public
company’s financial statements. Such a “sweeping expansion”
of the right of action would have exposed customers, suppliers,
and other secondary actors to billions of dollars in liability when
other parties make misstatements to the market.?

The Supreme Court prudently declined to extend the
private right of action. It is well established that a plaintiff
seeking to impose primary liability for securities fraud must
prove reliance on the defendants deceptive conduct, not the
conduct of other parties. This requirement ensures that there is
a causal connection between the defendant’s misrepresentation
and the plaintiffs injury. The Stoneridge plaintiff, however, did
not rely on the defendants’ alleged acts when purchasing or
selling securities. Congress has repeatedly declined to extend the
private right of action to cover such circumstances. The Court’s
decision in Sroneridge respects that choice and sends a strong
signal that policymaking, including the decision to create or
expand a cause of action, is properly left to Congtess.

Section 10(b) of the Securities and Exchange Act makes
it unlawful “[tJo use or employ, in connection with the
purchase or sale of any security... any manipulative device or
contrivance in contravention of such rules and regulations as
the [Securities and Exchange] Commission may prescribe.”
Pursuant to this section, the SEC promulgated Rule 10b-5,
which makes it unlawful “[t]o employ any device, scheme, or
artifice to defraud... [or] engage in any act, practice, or course
of business which operates or would operate as a fraud or deceit
upon any person... in connection with the purchase or sale of
any security.”® Rule 10b-5 encompasses only conduct already
prohibited by Section 10(b).°

* Larry Obhofis an associate at Kirkland & Ellis LLP The views expressed
in this article are his own.
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Although the text of the Securities and Exchange Act
does not provide for a private cause of action for Section 10(b)
violations, the Supreme Court has found an implied private
right of action in the statute and Rule 10b-5.7 A plaindiff
bringing a Section 10(b) private action must prove “(1) a
material misrepresentation or omission by the defendant; (2)
scienter; (3) a connection between the misrepresentation or
omission and the purchase or sale of a security; (4) reliance
upon the misrepresentation or omission; (5) economic loss;
and (6) loss causation.”®

The Supreme Court has made clear that the implied
private right of action does not extend to aiders and abettors
of securities fraud. In Central Bank of Denver, N.A., v. First
Interstate Bank of Denver, N.A., the Court held that “a private
plaintiff may not maintain an aiding and abetting suit under
§10(b).” The lack of a private action for aiding and abetting is
not an oversight—Congress imposed other forms of secondary
liability as part of the 1934 Act. Thus, Central Bank points to the
“deliberate congressional choice” against imposing secondary
liability in private securities fraud actions.'

This does not mean that secondary actors are always free
from liability. Any person or entity that “employs a manipulative
device or makes a material misstatement (or omission) on which
a purchaser or seller of securities relies” may still be liable as a
primary violator under Rule 10b-5, as long as all of the usual
requirements for liability are met.!" For example, primary liability
could attach where the secondary actor himself disseminates
or transmits false information to investors, such as when an
accountant knowingly certifies false financial statements or an
attorney knowingly prepares false opinion letters.’? Aiding and
abetting, however, falls short of the mark. A plaintiff “must
show reliance on the defendant’s misstatement or omission to
recover under 10b-5."" By its very nature, a claim for aiding
and abetting secks to impose liability on a secondary actor for
facilitating the primary actor’s misstatements or omissions.
Investors rely upon #hose misstatements or omissions—which
are made only by the primary actor—when purchasing or selling
securities. Investors are not aware of, and thus do not rely on,
the conduct of the secondary actor. A plaintiffs reliance on
representations made by someone other than the defendant
cannot form the basis of liability.!

Congress explicitly addressed the issue of secondary
liability in the aftermath of Cenzral Bank. Rather than restoring
private aiding-and-abetting liability, it left enforcement to the
government and effectively removed private plaintiffs from the
equation.”” Congress enacted Section 20(e), giving the SEC,
but not private litigants, the authority to prosecute parties who
provide “substantial assistance” to those engaged in securities
fraud.’® “Congress decided, both when it enacted Section
20(e) in 1995 and again when it enacted Sarbanes-Oxley in
2002—not to extend the right to enforce this liability to private
plaintiffs.”"” Thus, Congtress has consistently rejected the idea
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of secondary liability in private securities fraud actions, both
before and after Central Bank.

he Stoneridge complaint alleged that Charter

Communications, Inc., engaged in a pervasive fraudulent
scheme intended to artificially boost its reported financial
results.’® Among other things, Charter overstated its operating
cash flow by hundreds of millions of dollars for both 2000 and
2001." The market price of Charter’s securities fell substantially
when its financials were eventually restated to reflect economic
reality.?® Stoneridge Investment Partners subsequently broughta
securities fraud class action on behalf of Charter’s shareholders.
In addition to Charter and its executives, the plaintiff named
as defendants Arthur Anderson, LLP, which had served as
Charter’s independent auditor during the class period, and two
equipment vendors, Scientific-Atlanta, Inc. and Motorola, Inc.
(the “Vendors”).

How could the plaintiff sue the Vendors for Charter’
misstatements? Stoneridge Investment Partners attempted to
circumvent the limitations of Censral Bank by pleading a theory
of scheme liability. The plaintiff alleged that the Vendors entered
into “wash” transactions with Charter—transactions that had
no economic substance, but enabled Charter’s overstatement
of its revenue and operating cash flow. Charter agreed to pay
the Vendors excessive amounts for the set-top cable boxes they
provided, with the understanding that the Vendors would then
use the additional funds to purchase advertising from Charter.”!
The companies drafted documents to make it appear as though
the transactions were unrelated. For example, “Scientific-
Atlanta sent documents to Charter stating—falsely—that it had
increased production costs.”** The set-top box agreements were
backdated to make it appear as though they were negotiated a
month before the advertising agreements.”

According to Stoneridge Investment Partners, the Vendors’
actions had the purpose and effect of furthering Charter’s scheme
to overstate its revenue and cash flow.** Charter improperly
capitalized its increased equipment expenses, but treated the
returned advertising fees as immediate revenue.” This allowed
Charter to inflate its revenue and operating cash flow by
approximately $17 million in the fourth quarter of 2000.%
Stoneridge Investment Partners argued that the Vendors were
more than aiders and abettors of Charter’s fraud—they were
primary violators because “they engaged in classic fraudulent
behavior themselves.””

Although Stoneridge Investment Partners labeled its
theory “scheme liability,” the allegations set out a model example
of the type of secondary liability already prohibited by Central
Bank.®® The plaintiff alleged “fraudulent practices engaged in
by Charter... to present a false picture of financial growth and
success.”” The Vendors’ deceptive acts did not relate to the
purchase or sale of securities—they involved the sale of goods
and the purchase of advertising. The Vendors played no role
in preparing Charter’s misleading financial statements. * The
Vendors “did not themselves disseminate the false information
to the securities market.”!

The plaintiffs claims closely resembled the statutory
definition of aiding and abetting. Section 20(e) defines aiding
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and abetting as “knowingly provid[ing] substantial assistance”
to one who commits securities fraud. Stoneridge Investment
Partners used very similar terms to define its allegations against
Scientific-Atlanta and Motorola. The question presented by
the petitioner’s brief alleged that the Vendors “enabled” the
publication of inflated financial statements by Charter.>
Whether one uses the words “providing assistance” or
“enabling,” the crux of the claim is the same: Stoneridge and its
lawyers sought to impose liability against the Vendors because
they engaged in business transactions with Charter, and Charter
later accounted for those transactions improperly.®

The Stoneridge decision makes clear that this chain
of events is too remote to impose liability on the Vendors.
Secondary actors can be held liable for securities fraud where a//
of the requirements for primary liability are met. The Stoneridge
complaint, however, is deficient in at least one regard: it does
not allege that Stoneridge Investment Partners (or any other
investors) relied upon the Vendors’ statements when purchasing
or selling Charter’s stock.> Reliance is an essential element of
the Section 10(b) cause of action. The requirement ensures
that there is a causal connection between the defendant’s
misrepresentation and the plaintiffs injury.®

While courts will often presume reliance on the part
of shareholders, neither of the reasons for that presumption
apply to the facts of Stoneridge*® The Vendors had no duty to
disclose facts to Charter’s shareholders.?” Because the Vendors’
deceptive acts were not communicated to the public, the fraud-
on-the-market doctrine does not apply.®® Thus, the only possible
reliance in Stoneridge is indirect. It was Charter, not the Vendors,
that filed the fraudulent financial statements. Investors relied
only on Charter’s deceptive acts when purchasing or selling its
stock. Stoneridge Investment Partners tried to side-step this
problem by arguing that in an efficient market investors rely
not only upon the public documents relating to a security but
also the transactions that those statements reflect.” Under
this theory, the cause of action could reach any company with
which the issuer does business, because all transactions with the
issuer are ultimately incorporated into its financial statements.
'The Stoneridge decision rejects this expansive theory of indirect
reliance, bluntly stating that “there is no authority” for such
arule.®

Like the Court in Central Bank, the Stoneridge majority
emphasizes that Congress has considered the issue of secondary
liability and made a deliberate choice not to extend the private
right of action. “Petitioner’s theory,” Justice Kennedy writes,
“would put an unsupportable interpretation on Congress’
specific response to Central Bank.”*' “Were we to adopt this
construction. .. we would undermine Congress’ determination
that this class of defendants should be pursued by the SEC and
not by private litigants.”* The majority also sends a strong
signal that courts should not be in the business of creating or
expanding causes of action. The Court will not find an implied
cause of action unless the underlying statute demonstrates the
intent to create one.* Where courts have already created a cause
of action—such as the implied private right of action found
in Section 10(b) and Rule 10b-5—the decision to extend the
cause of action must be made by Congress.*
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The majority’s opinion suggests that courts, moving
forward, must be more respectful of Congress’ role as the creator
of federal statutory claims. This emphasis on the separation of
powers is notable. Stoneridge represents a significant shift in
the way the Court views its role relative to that of Congress.
The Section 10(b) private cause of action is, after all, a judicial
construct. The statutory text does not provide for private
claims.® The Court has acknowledged that “there is no
indication that Congress, or the Commission when adopting
Rule 10b-5, contemplated such a remedy.”“® Nevertheless, in
the 1970s the Supreme Court “acquiesced” in the lower courts’
“acceptance” of a private right of action.”

In the intervening decades the Supreme Court has reigned
in the impulse to create new causes of action. It is now well
settled that private rights of action to enforce federal law must be
created by Congress, rather than the courts.”® The judicial task
is not to determine whether particular remedies are desirable.
Rather, a court’s duty is to “interpret the statute Congress has
passed” to determine whether there is a Congressional intent
to create a particular remedy.* If Congress does not intend to
create a private right and a private remedy, “a cause of action
does not exist and courts may not create one.”

Stoneridge directly addresses the separation of powers and
puts to rest any doubts about the relative roles of the courts and
Congress. “In the absence of congressional intent the Judiciary’s
recognition of an implied private right of action ‘necessarily
extends its authority to embrace a dispute that Congress has not
assigned itself to resolve.””! It is Congtess, not the courts, which
must decide whether to extend the Section 10(b) to secondary
actors like the Stoneridge defendants. Congress chose not to
extend the private right of action to cover this type of liability.
The Stoneridge decision respects that choice and properly defers
to the legislative branch.>

n retrospect, of course, the claim that Stoneridge is the

“most important securities case in decades” may seem a bit
hyperbolic. That is only true because we know the outcome.
Adopting the plaintiffs theory of scheme liability would have
been a significant departure from settled law. The Section 10(b)
cause of action would have extended beyond the securities
markets into the realm of ordinary business operations.* As the
Court aptly states, “the federal power would be used to invite
litigation beyond the immediate sphere of securities litigation
and in areas already governed by functioning and effective
state-law guarantees.”

The practical results of this change would have been
significant. If securities class actions were untethered from
the element of reliance, there would be little limitation on the
number of potential class action defendants or the scope of their
potential liability. Any transaction ultimately accounted for in a
public company’s financial statements could become the subject
of a claim for securities fraud. Section 10(b)’s implied cause of
action would effectively reach the entire marketplace in which
publicly traded companies do business.” The consequences of
such an expansive rule are not lost on the Court. The Stoneridge
majority emphasizes that scheme liability would “expose a new
class of defendants,” including innocent parties, to increased
“uncertainty and disruption.”*® According to the Court, this

120

would effectively raise the cost of doing business in the United
States, thereby deterring foreign investment and shifting
securities offerings away from domestic capital markets.”

Of course, whether scheme liability would cause
unintended harm is a separate question from whether the
plaintiff’s theory properly fits within Section 10(b). Even
where Stoneridge discusses the practical consequences of the
plaintiff’s theory, it is clear that the Court bases its decision on
law, rather than on policy. For example, although the majority
worries aloud that scheme liability would “reach the whole
marketplace,” the Court does not rely on that fact. The majority
rejects the plaintiff’s theory because “there is no authority”
for such a broad expansion of the implied right of action.®
“Congress rather than the courts controls the availability of
remedies for violations of statutes.””

It is worth mentioning what Stoneridge does not do. The
Court does not absolve secondary actors from all liability. Parties
engaging in (or facilitating) securities fraud can (and should) be
punished. Secondary actors are still subject to criminal penalties
and civil enforcement by the SEC.® The SEC may obtain
injunctive relief, issue administrative orders, and impose large
civil penalties on any companies engaged in aiding and abetting
fraud.®' These enforcement mechanisms are not toothless.
In fiscal year 2006 alone, the Commission initiated 914
investigations, 218 civil proceedings, and 356 administrative
proceedings.? That same year, the Commission recouped over
$3.3 billion in disgorgement and other penalties.”® Similarly,
the Department of Justice’s Corporate Fraud Task Force has
obtained more than 1,200 corporate fraud convictions in
the past five years.* Some states’ securities laws also permit
state authorities to seck fines and restitution from aiders and
abettors.®

Nor are secondary actors immune from private suit.
Stoneridge does not affect shareholders’ ability to pursue actions
against secondary actors who commit primary violations.*®® As
before, a plaintiff may allege primary liability where all of the
usual requirements, including reliance, are met. The securities
statutes also provide an express private right of action against
accountants and underwriters in certain circumstances.”’ Where
a party’s fraud involves transactions unrelated to the purchase or
sale of securities—such as with the sale of goods or purchase of
advertising—plaintiffs will have causes of action for fraud. They
just will not have claims for securities fraud. That limitation is
consistent with the statutory scheme, which was designed to
provide remedies for securities-related misconduct, not to serve
as a catchall federal remedy for fraud.®®

lthough Stomeridge had the potential to be the most

important securities case in decades, the Court’s decision
is perhaps best viewed as an affirmation of the status quo. The
Court dutifully applies Central Bank and respects Congress’
decision not to extend the private right of action to cover
this type of liability. Stoneridge shows the Supreme Court’s
reluctance to find new implied causes of action or to expand
existing ones. It is a strong reaffirmation of the principle that
Congress, not the courts, determines the remedies for violations
of federal statutes.
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CaNADIAN Crass ActioN Law: A FLaweDp MoDEL FOR EUROPEAN CLASS ACTIONS

By John Beisner, Karl Thompson & Allison Orr Larsen*

ctivists urging European Union nations to adopt the
class action device have recently begun citing Canada
samodel. Like the United States, Canada has adopted
formal class action rules that permit plaintiffs to bring class
proceedings. And there is a perception that, to date, Canada has
been spared the sort of rampant, U.S.-style class action litigation
that has been widely criticized for imposing “huge, avoidable,
and unnecessary cost[s]” on the economy.! Some European class
action advocates have therefore suggested that Canada provides
a guide to creating a class action regime without opening a
“Pandora’s box” leading to the American experience.?

On closer inspection, however, Canadian class action law
turns out not to be the ideal model it is sometimes claimed to be.
European policy makers should think twice before importing it.
Perhaps the most striking feature of Canadian class action law
is its exceptionally permissive standard for class certification,
which makes it markedly easier to certify a class in Canada than
in the United States. This feature of the Canadian system stems
not simply from permissiveness among Canadian judges or any
other similarly contingent cause but rather from a core structural
feature of Canadian class action law itself: the lack of a formal
“predominance” requirement prohibiting class certification
unless common issues predominate over individualized issues
in a proposed class.

The permissiveness of Canadian class certification
procedures makes Canada a dangerous model for Europe,
because it opens the door to the kind of class action abuse found
in the United States. As experience in the U.S. and Canada
shows, class certification is the key battleground in class action
litigation: although class action statutes typically contemplate
that certification will only be the first step in a class proceeding,
the reality is that in nearly all instances, it is the last step as
well. This is so because once a class is certified the risk of trial
loss to a company’s financial stability can be so great, even as
to extremely weak claims, that corporations have no choice
but to settle. Permissive class certification rules thus create a
powerful and dangerous incentive that encourages plaintiffs to
file weak or even frivolous claims, simply to take advantage of
their potential settlement value. This value is enhanced—and
the incentive to file such suits heightened—because permissive
class certification rules also lead to inherently unfair and abusive
class procedures, such as “perfect plaintiff” classes, “common
issues” trials, and “trials by statistics,” that (as discussed below)
tilt class proceedings sharply in plaintiffs’ favor.

These kinds of abusive procedures have already appeared
in Canada, apparently as a direct result of its permissive
certification rules. However, to date, other features of the
Canadian system, such as the “loser pays” rule and the implicit
bar on contingency fee arrangements, appear to have kept the
volume of class action litigation below that of the U.S. But
class actions in Canada are a relatively recent innovation, and
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the full character of the Canadian system probably has not
fully emerged—in the United States, for example, pervasive
class action abuse took decades to develop fully. European
policymakers should therefore not simply assume that
procedural rules like fee-shifting authorizations or contingency
fees prohibitions will hold the line against class action abuse
in the long run.

Notably, U.S. plaintiffs’ lawyers have recently begun to
use Canadian class actions as an integral part of cross-border
litigation strategies, filing parallel class actions in the U.S. and
Canada, attempting to use U.S. discovery to support Canadian
claims, and generally taking advantage of efficiencies of scale to
decrease the cost of bringing class actions in foreign countries.
The ultimate impact of these kinds of strategies on Canadian
class actions remains to be seen. But given this uncertainty, it
would be foolish to assume that Canada is somehow immune
from the kind of class action abuse found in the United States,
simply because such abuse has not yet fully blossomed.

Instead of relying on this kind of rudimentary (and
misleading) empirical correlation, European policymakers
should look more closely at the substance of Canadian class
action law itself. That law is characterized by liberal certification
rules that create a powerful incentive to file class action
claims—regardless of merit. It may be that, in some instances,
this incentive can be counterbalanced (at least temporarily) by
other features of a legal system. But rather than attempting
to adjust these conflicting incentives to achieve a balance that
avoids U.S.-style abuse, European policymakers would be far
better served by rejecting the Canadian model and declining
to import this flawed structure in the first place.

I. History OF CrLAss AcTIONS IN CANADA

The permissiveness of Canadian class certification
procedures is no accident. The history of Canadian class actions
evidences a clear effort to create a procedure that is more
amenable to certification than the U.S. model. Class actions (or
“class proceedings”) are a relatively recent innovation in Canada.
Although Quebec became the first Canadian province to adopt
class action legislation in 1978, the move toward widespread
class action legislation in Canada did not begin until 1982,
when the Ontario Law Reform Commission issued a Report on
Class Actions. That report set forth three objectives for future
lawmakers to consider—(improving judicial efficiency, affording
greater access to justice for individuals, and achieving behavior
modification among manufacturers)—and recommended that,
to meet these objectives, provinces adopt a class certification
procedure modeled after U.S. Federal Rule of Civil Procedure
23.4 The Commission’s recommendation, however, departed
from U.S. law in one crucial respect: rather than a separate
requirement that common questions predominate over those
that are specific to individual members of the class, the report
recommended that courts consider predominance as just “one
of the factors employed to gauge whether the class action is

. !)5
superior.
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The report had little impact at first, but in the mid-
1990s two provinces passed significant legislation aimed at
accomplishing the Reform Commission’s missions: the Ontario
Class Proceedings Act in 1992, and the British Columbia
Class Proceeding Act of 1995.¢ Both laws “draw heavily on the
experience under Rule 23 of the U.S. Federal Rules of Civil
Procedure,” but, like the Commission’s report, are in certain
respects substantially more permissive of class certification than
the U.S. rule.” This was deliberate: the drafters of the Ontario
Act “expressly adopted a regime thought to be more hospitable
to the certification of class actions than had previously been
exhibited for many years in the United States.”® Under both
the Ontario and the British Columbia statutes, courts “shall”
or “must” grant certification of a class if seven conditions are
met:

1. The pleadings invoke a cause of action;’

2. there is an identifiable class of two or more persons;

3. the claims of the class members raise common issues;

4. the class proceeding is the “preferable procedure” for
resolving the common issues;

5. the class representative fairly and adequately represents
the interests of the class;

6. the class representative produces a plan for the proceeding;
and

7. the class representative does not have a conflict with the
interests of the class members.!°

These laws have set the legal standard under which most
class actions in Canada are litigated. Ontario and British
Columbia are two of the most populated Canadian provinces;
further, courts in those jurisdictions are willing to approve
national class actions, certifying classes even when some (or
even most) members of the class reside in other provinces.'' In
addition, with the exception of Quebec—whose certification
laws are even more liberal—other Canadian provinces and
territories that have enacted comprehensive class action
legislation have followed the lead of the Ontario and British
Columbian legislatures and adopted substantially similar
certification requirements.'

Today, Canadians in every province have the option of
bringing class actions, even if the province in which they reside
has not passed class action legislation. In 2001, the Canadian
Supreme Court decided Weszern Canadian Shopping Centres,
Inc. v. Dutton, which extended class actions to all Canadian
jurisdictions, holding that “[a]bsent comprehensive legislation,
the courts must fill the void [using] their inherent power.”"?
After surveying the class action legislation enacted throughout
the country, the Court pointed to the Ontario and British
Columbia statutes as models that should “provide guidance”
to courts throughout Canada. It then distilled four minimum
criteria for the certification of a class:

1. The class must be “capable of clear definition;”

2. there “must be issues of fact or law common to all class
members;”

3. there cannot be conflicting interests among class
members—victory for one must mean victory for all; and
4. the class representative must adequately represent the
class.'
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The Court also articulated several discretionary factors
that could be considered in a class certification proceeding,
including whether “[c]lass members... raise important issues
not shared by all members of the class.”"> Accordingly, in these
provinces as well, predominance is at best a discretionary factor,
rather than a required element for class certification.

II. Canapa’s LiBERAL CLASs CERTIFICATION TEST

The enactment of class proceedings legislation in Canada
has, unsurprisingly, led Canadian courts to grant certification
“in many cases that would not traditionally have qualified
as representative actions” under the common law.'* More
significantly—particularly for those who would look to Canada
as a model of class-action restraint—the enactment of class
action legislation in Canada has produced a system that is
even more liberal in its certification policy than the U.S. class
action regime."”

In the United States, Rule 23 of the Federal Rules of
Civil Procedure provides that a class may not be certified unless
“[common] questions of law or fact... predominate over any
questions affecting only individual members.”'® As a result, in
U.S. class action proceedings, federal and state courts “devote
a great deal of attention to whether there is sufficient identity
of interest or cohesiveness among the class members” to
warrant certification, “particularly when separate transactions,
acts, or omissions are involved.”" For example, putative class
actions in the U.S. are generally “doomed to fail” if part of the
proposed lawsuit involves evaluating injuries and damages on
an individual basis.*® The rationale behind the predominance
requirement is, as the U.S. Supreme Court has explained, to
ensure that “proposed classes are sufficiently cohesive to warrant
adjudication by representation”'—i.e., to ensure that class
action litigation does not devolve into multiple trials of issues
and facts relevant to only some of the class members.*

In practical terms, the predominance requirement serves
an important screening function: it is “an attempt to achieve
a balance between the value of allowing separate actions to be
instituted so that individuals can protect their own interests
and the economy that can be achieved by allowing a multiple
party dispute to be resolved on a class-action basis.”? Put
differently, the predominance requirement exists to ensure that
the class action device is not unmoored from its fundamental
purpose—namely, “to facilitate the adjudication of disputes
involving common questions and multiple parties in a single
action.”?

In Canada, “the threshold for class certification” is
“generally considered to be lower than in the United States,”
mainly because there is no formal predominance requirement.”
Legislatures in Saskatchewan, British Columbia, Alberta,
Newfoundland, and Manitoba have purposely and expressly
disclaimed this requirement in the text of their laws, directing
courts to certify classes if the class members raise common issues,
regardless of “whether... those common issues predominate
over issues affecting only individual members.”* Laws in other
provinces (e.g., Ontario) are silent about the predominance
requirement, but at the direction of the Supreme Court, courts
there, as elsewhere, have consistently required only that class
members share “a substantial common ingredient;” they have
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not found it “necessary that common issues predominate over
non-common” ones.” Laws in one province—Quebec—have
an even Jower commonality requirement than the rest of
Canada,”® permitting certification if the class members’ claims
raise “identical, similar, or related questions of law or fact.””

The permissiveness of class certification procedures in
Canada is (at least in some instances) exacerbated by other
procedural and evidentiary rules that make it even easier for
plaintiffs to certify classes. In Quebec, for example, a decision
certifying a class cannot be appealed by the defendant, but if a
class is noz certified, the would-be plaintiff s allowed to appeal
Moreover, “recent changes to Quebec’s procedural rules make
it very difficult for defendants to challenge the veracity of the
plaintiffs’ factual submissions at the certification hearing.”!
It is actually a matter of the court’s discretion whether a
defendant has a right to present evidence at the certification
stage at all.”

These permissive standards have led Canadian courts to
certify classes that would almost certainly have been rejected in
the United States. One court in Quebec, for example, authorized
a class proceeding for 2,400 members of a community who had
suffered damage to their homes due to industrial air pollution.*
The court acknowledged vast differences among the class
members: only some owned their homes (others were tenants),
only some were long-term residents, and only some had houses
constructed with material vulnerable to damage from the
relevant form of pollution.* In fact, the court observed that it
was “doubtless” that “the damages and inconvenience caused by
the air pollution varied from house to house, depending on the
nature and value of the house and the distance from the port
installations and its location with reference to the prevailing
wind.”® But despite these differences among class members,
the court certified the class anyway, concluding that the law did
not require that all—or even the majority—of the questions
in the case be related.* It was enough, the court held, “if the
claims of the members raise some questions of law or fact that
are sufficiently similar or sufficiently related to justify a class
action.””’

This kind of liberal authorization of class actions has
been widespread. In Boulanger v. Johnson & Johnson, in the
aftermath of alleged cardiac reactions connected to Propulsid
(a drug designed to treat stomach disorders), a Canadian court
in Ontario certified a class of all persons in Canada outside
of Quebec who ingested the drug.’® The court’s opinion
acknowledged that “not all class members stand to recover
damages at the same level,” and that “some class members may
not be able to demonstrate that they have sustained injuries
and losses” at all.* Nevertheless, the court continued, Canadian
class action law imposes only a “low bar, and the fact that many
individual issues may remain after resolution of the common
issue... is not a bar to certification.”®

To be sure, Canadian courts do give limited consideration
to whether a proposed class action turns on common issues as
opposed to individual ones. They address this factor, however,
only when evaluating the catch-all test in their certification
process—whether the class action is the “preferable procedure”
to resolve the dispute.?' Statutes in some provinces explicitly
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list predominance as one of the “preferable procedure” factors;*
courts in other jurisdictions have considered it without explicit
legislative direction to do so. Consideration of predominance
in this way, however, has generally been treated as a matter of
discretion that lies solely with the judge: if individual issues
are present in a lawsuit, these do not bar the certification of
the class.® Thus, to the extent courts apply a predominance
restriction in Canada at all, it is a diluted version of its U.S.
counterpart.

The upshot of these structural features of Canada’s class
action law is that a large proportion of proposed classes in
Canada are certified. There is a general scholarly consensus
that Canadian class certification is more liberal than that in the
United States.* For example, in the medical products liability
field, there was “no successful opposition to certification... in
Ontario [from] 1994” to at least 2003.%

III. WaY 1T MATTERS:
Tue CoNSEQUENCES OF A LIBERAL CERTIFICATION RULE

Canada’s low bar for class certification, driven by the
conspicuous absence of a formal predominance requirement,
has important practical consequences that should alarm
European policymakers contemplating Canada as a model for
class action form. Any class action system has the potential
to increase the pressure on defendants to settle cases, simply
because a verdict in a class action will result in liability to
numerous class members, rather than to a single plaintiff.
This pressure is increased by liberal certification rules. That
is true in part for the straightforward reason that liberal rules
make it easier for class plaintiffs to subject defendants to this
class-based pressure to settle. But it is also true because liberal
certification rules can lead to a series of class procedures that
are tilted severely in plaintiffs’ favor. For example, absent a
strict requirement that the named plaintiffs prove the elements
of each individual class member’s claim, courts may authorize
“perfect plaintiff” classes, “common” issues trials, and “trial by
statistics.” These procedures prevent defendants from defending
themselves fully. The use of such procedures—which skew the
class action process in favor of plaintiffs—forces defendants to
choose between two unpalatable options: either face an unfair
trial they are likely to lose, or settle plaintiffs’ claims regardless
of their merit.

A. The Prejudicial Procedures Resulting From Liberal
Certification Rules

The loose class certification requirements currently applied
in Canada make it possible to certify a broad class that includes
plaintiffs who are more different than they are alike, making
a fair trial of all class members’ claims virtually impossible.
Because such classes involve dissimilar plaintiffs alleging highly
individualized claims, it is not possible for a court to determine
whether each class member can establish the elements of his or
her claims based on common evidence alone. Thus, courts must
instead determine a class action defendant’s liability to the class
“generally.” This often occurs in one of three different ways: (1)
the determination of liability based on a “perfect plaintiff’s”
claims; (2) the certification of “issues” classes; or (3) the use of
“trial by statistics.” These generalized methods of adjudicating
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class claims essentially stack the deck in plaintiffs’ favor, allowing
plaintiffs to prevail without ever having to demonstrate that
individual class members can establish the elements of their
claims through common proof. As a result, defendants are
often forced to settle claims regardless of merit, due to the risk
inherent in trying claims on a class-wide basis where plaintiffs
are not required to prove key elements of their claims.

1. Defending Against a Fictional, Composite Plaintiff

In a class action, representative plaintiffs are appointed
to litigate their claims on behalf of the other members of the
proposed class: if the representative plaintiffs claims succeed,
so do the claims of every class member. As a result, class
actions function correctly only if the named plaindff is so
similarly situated to the class members that a finding in the
representative’s case applies fairly and equally to every other
class member’s case as well.

If, however, a court certifies a class in which the plaindiffs’
claims vary, plaintiffs can “stitch together” the strongest portions
of their various cases—for example, highlighting evidence that
the defendant made serious misrepresentations to one plaintiff,
that a second plaintiff relied on defendants’ statements, and that
a third plaintiff suffered damages. An action based on such “a
fictional composite” is often “much stronger than any plaintiff’s
individual actions would be.”* Some courts have referred to
this as the “perfect plaintiff” problem,” because plaintiffs enjoy
“the practical advantage of being able to litigate not on behalf of
themselves but on behalf of a ‘perfect plaintiff’ pieced together
for litigation.” ¢

Allowing class members to prevail based on the fictional
case of a “perfect plaintiff” is problematic for several reasons.
First, it raises serious fairness concerns, as it allows the fact-
finder to ignore the weaknesses in one plaintiff’s case in light
of the strength of another plaintiff’s case. As such, it forces
the defendant to defend against a much stronger collection
of claims than it would have to face absent class certification.
But, perhaps more importantly, it often leads to class recovery
in cases where the individual members of the class would be
unable to establish the elements of their claims standing alone.
If two individual plaintiffs were alleging separate tort claims
against a single defendant, each would have to prove that the
defendant owed them a duty, breached that duty, and as a
result caused them damages. If each individual plaintiff could
not prove both elements—if, for example, one plaintiff could
not prove that the defendant owed her a duty and the other
plaintiff could not prove that she suffered injury as a result of
defendant’s conduct—neither could prevail. However, in a
“perfect plaintiff” scenario, those two plaintiffs can effectively
join forces, with one plaintiff providing evidence of a duty and
the other proving causation and damages. This kind of patently
unfair result is exactly what occurs in class actions involving
plaintiffs alleging individualized claims, as class members with
weak claims are allowed to combine to present an airtight case
against the defendant.

2. “Common Issues” Trials
Some Canadian courts have attempted to avoid the
problems inherent in class trials of dissimilar claims by
certifying classes for the limited purpose of addressing one or
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more “common issues” that the court has determined apply to
each class member’s claims, and then leaving the individualized
aspects of the claims to be resolved in subsequent individual
trials.

For example, in Hewerd v. Eli Lilly & Co., the court
certified an issues class brought by users of the anti-psychotic
drug, Zyprexa, who claimed personal injury as a result of
using the drug.® In that case, the court determined that
seven “common” questions would be answered as to the entire
class based on a single trial, including whether “defendants
knowingly, recklessly, or negligently breach[ed] a duty to warn
or materially misrepresent[ed] any of the risks of harm from
Zyprexa” and whether “class members [are] entitled to special
damages for medical costs incurred in the screening, diagnosis
and treatment of diseases related to Zyprexa.”® Similarly, in
Boulanger v. Johnson & Johnson Corp., the court certified a class
of users of the acid reflux drug Propulsid who claimed that
the drug caused cardiac injury.”' There, the court determined
that issues such as “whether [Propulsid causes] adverse cardiac
events” and whether defendants engaged in the “negligent
design, manufacture, marketing, and sale of [Propulsid]” were
common to the entire class and therefore could be resolved in
a single proceeding.”

The idea behind these types of issues classes is to streamline
the resolution of common questions applicable to all plaintiffs
and to try individual issues separately. In reality, however, it is
impossible to resolve these issues in a vacuum, divorced from
the facts of each plaintiff’s case. For example, in the product
liability suits described above, the Canadian courts certified
questions such as whether the product at issue could cause
the injury plaintiffs allege or whether the defendant generally
failed to warn consumers about the product’s risks. However,
answering these questions in the abstract, without reference
to the facts of any particular plaintiff’s case, does nothing to
advance the class members’ cases. For instance, an issues trial on
“general causation” asks the court (or jury) to answer the highly
prejudicial question of whether plaintiffs have shown that the
product is capable of causing harm. This is an undeniably easy
standard for plaintiffs to meet since they do not have to prove
that the product actually did cause injury to class members—a
showing that would require evidence of each class member’s
medical history, susceptibility to injury, and risk of injury from
other sources. Instead, plaintiffs must merely prove that such
an injury is generally possible.

The same is true with regard to an issues trial on the
question of whether a class action defendant generally “failed to
warn” consumers about the risks associated with a product. In
such a trial, plaintiffs would only be required to prove that the
defendant’s statements would /ikely have misled consumers, not
that the statement did mislead each individual consumer—an
inquiry which would require highly individualized evidence
related to, inter alia, each consumer’s exposure to the defendant’s
statements, the changing nature of the defendant’s own
knowledge of the risks of its product, and the availability of
risk information from other sources.

'The supposed purpose of an issues trial is to resolve common
issues in one trial so that a second trial on individualized issues
can be conducted quickly for each plaintiff. However, because
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“general” findings as to causation or failure to warn made in
an issues trial do not relate to the facts of any individual class
member’s claim, they offer no real efficiency benefit. Instead,
issues trials simply stack the deck against defendants because:
(1) the “common issues” are so generalized that they are almost
certain to result in a plaintiff verdict; and (2) the second phase of
the trial—i.e., the actual trials of individual plaintiffs’ claims—is
inevitably infected by the verdict from the first phase.

Plaintiffs in an issues trial are not required to present any
case-specific evidence; they merely need to “establish” general
liability—whether on the issue of general causation, failure
to warn, or some other allegedly “common” issue. Thus, it is
almost impossible for a defendant to prevail on the issues phase
of such cases. And even though each class member would have
to prove in a subsequent trial that the defendant actually caused
his or her injury specifically, that second trial would inevitably
be affected by the initial finding that the defendant’s actions
could have caused harm to the class. In essence, the defendant
is forced to defend the individualized second-phase trials with
a red mark next to its name.

Moreover, even though it does not result in even a cent
of actual liability, an issues trial verdict against a class action
defendant can have serious public relations and investment
consequences. Even before a single class member has proved
that he or she was actually injured as a result of the defendant’s
conduct, or legally entitled to any relief, plaintiffs are
nevertheless able to claim publicly that they have “established”
general liability. The resulting media coverage can have a
serious negative impact on a class action defendant’s business
and financial well-being. As a result, defendants are effectively
subject to economic punishment despite the fact that no
plaintiff has ever proved his or her claim.

3. Class Trial by “Statistics”

Permissive class certification requirements that allow
certification of dissimilar, highly individualized claims can also
lead to the use of generalized “statistics” as proof of plaintiffs’
claims. Simply put, if class members™ claims vary, it may not
be possible to resolve all of their claims based on the facts of a
representative plaintiff’s case. As a result, class action plaintiffs
often attempt to prove highly individualized elements of their
claims—such as causation and damages—on a class-wide basis
using over-generalized statistical evidence that fails to address
the merits of any one class member’s claims.

The problems inherent in such a “trial by statistics”
are obvious. Like a “common” issues trial, a trial based on
statistical evidence and expert testimony does not establish the
defendant’s liability as to individual class members. Instead,
statistical evidence merely indicates that it is probable that the
defendant’s actions caused harm to the group as a whole. Thus,
assessing liability based solely on this type of generalized proof
essentially allows individual class members to recover without
ever having to prove the basic elements of their claims. As a
result, defendants are forced to compensate an entire group of
plaintiffs without any one of those plaintiffs having to prove that
he or she was actually injured or that his or her injury occurred
as a result of the defendant’s conduct.
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In addition, assessing a defendant’s liability as to an
entire class based on statistical evidence robs the class action
defendant of the ability to adequately defend itself against
plaintiffs’ claims. For example, in a product liability failure-to-
warn case, the defendant will likely have a variety of defenses
against an individual plaintifPs claims based on the individual
circumstances of that plaintiff’s exposure to warnings, history
of heeding warnings, and knowledge of the alleged risks from
other sources. Some plaintiffs will have a history of ignoring
warnings and using dangerous products. Other plaintiffs
may have heard from another source about the risks that the
defendant allegedly withheld. Thus, those plaintiffs will have a
much weaker failure-to-warn case than a plaintiff who had no
knowledge of the alleged risks and is adamant that she would
never have used the product if she had been aware of the risk. A
trial by statistics makes no allowance for such distinctions—even
though common sense suggests that a more or less random
sample of consumers, with highly varied habits and histories,
will have very different claims. As a result, even though some
plaintiffs’ cases may be fatally flawed (including plaintiffs who
cannot establish all of the elements of their cause of action or
whose claims are susceptible to individualized defenses, such as
the statute of limitations), those flaws will never be uncovered
during a “trial by statistics.”

In short, a trial by statistics is more akin to a theoretical
“trial by average” where it is determined that the defendant’s
actions would probably have harmed the “average consumer,”
but never established that the defendant actually harmed any
real consumer. Like a trial of putatively “common” issues, it is
an example of “rough justice” at its most stark: an acceptance
of prejudice to defendants and unproven recovery to plaintiffs,
simply to achieve the expediency of disposing of multiple
claims at once.

B. The Pressure to Settle

The risks to a defendant from “perfect plaintiff” trials,
“issues” trials and “trials by statistics” all have the same
effect: they exacerbate the already-existing pressure on
defendants to settle class actions regardless of the merits of
the plaintiffs’ claims. In any class action system, there is a risk
that opportunistic plaintiffs, with an eye towards settlement,
can seek to identify potential classes, knowing that once the
potential liability for a claim is multiplied by the number of
class members, the defendant will face tremendous pressure
to settle, regardless of the merits of the underlying claims.”
As noted earlier, the mere fact that a defendant faces a class,
rather than an individual plaintiff, dramatically increase the
downside risk of proceeding to trial. The bulk of this pressure
to settle, as one American court recently explained, is felt at the
moment a class action is certified: “class certification may be
the backbreaking decision that places ‘insurmountable pressure’
on a defendant to settle, even where the defendant has a good
chance of succeeding on the merits.”* Thus, in the U.S., the
class certification proceeding is the “major battleground” of the
litigation.” Once a class action has been certified, in the eyes
of many defendants, the game is over.

The weight of settlement pressure is magnified where class
certification standards are relaxed. In Canada, for example, it is
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relatively rare for class action lawsuits to proceed all the way to
a trial. By one commentator’s count, only two class action cases
in Canada were tried between 1993 and 2001, and, although
some class actions were resolved by summary judgment, most
concluded in settlement.”® This tendency toward settlement
is likely linked not simply to the permissiveness of Canadian
class certification requirements but also (and more specifically)
to Canadian courts” general acceptance of “issues classes.” Put
simply, once a class is certified, class action defendants are faced
with a lose-lose proposition: either spend substantial sums
litigating a case that begins with a series of “common” issues
trials they are destined to lose, or agree to pay out substantial
settlement costs to class members whose claims have never been
tested and are likely without merit.

For this reason, the “relatively undemanding” criteria
for class certification in Canada are a cause for deep concern
among potential class action defendants in that country—and
should likewise concern policymakers tempted to use Canada
as a model for class action legislation.”” If classes are even easier
to certify in Canada than in the United States, plaintiffs’ lawyers
will have an even greater incentive to file unmeritorious claims,
simply to exploit their potential settlement value. This can, in
turn, cause a variety of disruptive effects common to American
class action litigation, such as causing companies to minimize or
avoid investment in particular jurisdictions, or causing them to
divert resources from innovation and other productive activities
to the defense of class action litigation.

IV. AvoipinGg UNINTENDED CONSEQUENCES:
LEARNING LESSONS FROM AMERICAN MISTAKES

Even if Canada has, to date, avoided some of the excesses
(particularly the volume of litigation) that characterize the U.S.
class action regime, the structure of the Canadian system, with
its lack of a predominance requirement and permissive class
certification requirements, render it even more inherently prone
to abuse than the U.S. system. Indeed, as discussed, the kinds
of inherently unfair procedures that generally accompany liberal
certification rules (such as “common” issue trials) are already
visible in Canada. The fact that Canada has avoided all forms of
U.S.-style abuse to date does not mean it will remain immune
from such problems.

In this regard, it is instructive to recall that the kind of
class action abuse that permeates the U.S. system did not appear
overnight. In 1966, when U.S. rule-makers amended Federal
Rule of Civil Procedure 23 to alter certain features of U.S. class
action law, they “apparently believed that they were simply
making rule 23 a more effective procedural tool.”® According
to its accompanying note, the 1966 amendment, which re-
formulated the text of the rule, was intended:

(1) to redefine the cases that could proceed under rule 23, by
adopting more functional definitions of class actions, (2) to clarify
the effect of a class action judgment on members of the class,
(3) to codify some of the better class action practices that federal
judges had developed, (4) to provide district court judges more
guidance regarding their procedural powers and responsibilities,
and (5) to deal explicitly with the notice that should be provided
to absent class members.”
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This seemingly benign adjustment to the law’s structure was
not driven by “revolutionary notions,” but rather by far more
modest and benign intentions: to create a more efficient legal
“mechanism for securing private remedies.”® As U.S. civil
procedure scholar Arthur Miller has explained, “the class action
onslaught caught everyone, including the draftsmen [of Rule
23] by surprise.”®!

The development of rampant class action abuse resulted
in large part from the unforeseen interaction between these
apparently modest changes in class action law and other
developments in U.S. law that were still under way when
Rule 23 was revised. Specifically, in the second half of the
twentieth century, Congress and the American federal courts
began recognizing new substantive rights in the areas of (inzer
alia) civil rights, antitrust, securities litigation, and consumer
protection laws.®* American product liability law, for instance,
has undergone massive changes since the 1960s, evolving from
“a rule that held that manufacturers were not liable unless they
had been negligent in the manufacture of their products to a
(mostly judge-imposed) rule that manufacturers were liable
(even if there had been no negligence) if products left the
factory in an ‘unreasonably dangerous’ condition.”*® Though
these changes were not initially enacted with the class action
device in mind, entrepreneurial American class action lawyers
were quick to see the advantageous marriage of the class action
device and these broad new substantive rights.

Meanwhile, as the potential uses for the American class
action device began to grow, there were no safeguards in place
to prevent abusive litigation. Lawyers who bring class actions
in the United States provide their services in exchange for an
(often large) percentage of the ultimate settlement or award.
This contingency-fee arrangement, in combination with the
lack of a “loser pays” rule in the U.S., makes it relatively easy
and inexpensive for U.S. plaintiffs to institute class actions.
Moreover, plaintiffs’ lawyers have ample incentives to bring such
suits almost regardless of their merits, due to the potentially
enormous awards (which can include a large punitive damage
component) and the fact that the percentage devoted to the
lawyer’s fee is typically quite high.® Further adding to the
potential for abuse is the fact that liberal American discovery
rules impose extraordinarily high costs on defendants from
the start of litigation, a fact that plaintiffs can leverage into an
early settlement.”

In short, although Rule 23 was crafted with modest
intentions, unforeseen interactions with evolving substantive
law, together with the peculiarities of U.S. procedural rules, led
to the widespread abuse that now characterizes the American
class action regime.

CONCLUSION

The fact that Canada has not yet been overrun with
the same volume of class actions as the United States is no
reason to recommend it as a model. Indeed, any limitation on
the zeal of class action lawyers in Canada comes not from its
liberal class action rules but from other features of Canadian
law. Canadian plaintiffs’ lawyers are not allowed to take cases
on pure contingency arrangements. Instead, courts determine
how much compensation a Canadian class action lawyer is
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entitled to collect by considering the number of hours worked
and the size of the ultimate award collected.®® Further, these
fees are generally not as large as the ones collected in the U.S.,
due to caps on pain-and-suffering damages and restrictions
on punitive damages.” Moreover, under Canadian law, when
the defendant prevails in a class action, the class representative
himself is responsible for the defendant’s legal fees. This, too,
serves as a disincentive to mounting a frivolous suit.®®

But European policymakers should #oz conclude from this
Canadian experience that they can simply import the Canadian
system into Europe with impunity, thereby avoiding some of the
abuses that have plagued the United States. Canada’s class action
regime is less than thirty years old and is still developing. As
demonstrated above, U.S. class action abuse problems did not
appear overnight, and were not anticipated by the framers of the
U.S. class action rules. It would be naive to assume that the same
harms can be easily and casually avoided by others now. The fact
that Canada has thus far managed to avoid some of the excesses
of the U.S. system does not mean the structure of Canadian
class action law is the secret of its success. To the contrary: as
discussed above, the structure of Canadian class action law, and
in particular its lack of a formal predominance requirement,
has already led to inherently unfair class procedures, and
leaves the Canadian regime even more inherently vulnerable to
manipulation than the law in the United States.

Moreover, as class actions continue to grow in Canada,
political pressure will likely mount to shed some of the
safeguards (such as contingency fee restrictions and “loser pays”
rules) that until now appear to have protected the country from
pervasive class action abuse. Several Canadian provinces, for
example, have already adopted strategies to alleviate the harsh
consequences of the traditional loser pays rule for the named
plaintiff: Quebec has made class representatives liable for only
nominal costs; British Columbia excuses class representatives
from paying defendants’ legal costs unless the failed suit was
“frivolous or vexatious;” and Ontario legislation provides that
the named plaintiff has to pay the defendant’s costs only if the
action was a “test case, raised a novel point of law or involved
a matter of public interest.”®

The character of Canadian class action practice is also
under pressure from the recent increase in cross-border
litigation. As other commentators have noted, the U.S.
plaintiffs’ bar is making aggressive moves into Canada, and has
increasingly engaged in concerted cross-border strategies, such
as attempting to use U.S. discovery and expert testimony in
Canadian courts, or using parallel litigation in the United States
and Canada to increase the overall pressure on defendants to
engage in a settlement.” These developments both reduce the
costs of litigating class actions in Canada, and sweep Canada
into a multi-national dynamic that includes, and is driven by,
class action litigation in the United States.

The ultimate effect of these developments is still uncertain,
but there is good reason to believe that class action abuses
in Canada will continue to mount. Accordingly, European
policymakers should look past the simple, unreflective empirical
conclusion that Canada has fewer class actions than the United
States and instead look more closely at how exactly Canadian
class action law is structured. And on such examination,
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it becomes clear that Canada provides an extremely liberal
certification regime, with a firmly embedded structural bias in
favor of permissive certification. This bias, in turn, creates both
inherently biased class procedures, and a powerful incentive
toward bringing class actions—even class actions based on
frivolous claims.
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evidence necessary to support their motions for certification in Canada.”).

An example of this emerging cross-border coordination can be seen in the
Vitapharm litigation. See Vitapharm v. E Hoffman-LaRoche, Ltd, [2001] 11
C.PR. (4th) 230 (Ont. Super. Ct.) (affirmed, [2002] 18 C.PR. (4th ) 267
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defendant’s motion.
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PROFESSIONAL RESPONSIBILITY & LLEGAL EDUCATION

ELECTING STATE JUDGES: UNPLEASANT, BUT NOT UNCONSTITUTIONAL

By Ed Haden & Conrad Anderson, IV*

€ € States, we don't like your method of judicial selection.
In fact, it is downright terrible. But we strike down only
unconstitutional laws, not stupid ones. Change it if you
want, but it’s not our problem.” This seems to be the message
of the U.S. Supreme Court in its recent decision, New York
State Board of Elections v. Lopez Torres.!

ELection oF NEw YORK’S JUDICIARY

Under the New York State Constitution, justices on the
supreme court, that state’s trial court of general jurisdiction,
are elected to fourteen-year terms in one of the twelve
judicial districts. The constitution provides that the candidate
selected by each party automatically appear on the ballot with
the party’s endorsement. While the method for the parties’
selection has seen changes, for the past eighty years candidates
have been selected by a convention composed of delegates
elected by party members.

Under this “convention” selection method, each party
holdsadelegate primary in which party members elect delegates
from each of the state’s 150 assembly districts. These delegates
then attend the nominating convention in one of the twelve
judicial districts where they nominate the party’s supreme
court candidate to run at large in that district. The selected
nominees automatically appear on the general election ballot
and may be joined by independent candidates and candidates
of smaller political organizations who gain access by obtaining
a set number or percentage of signatures.

This system has been widely criticized as leading to
corruption and turning New York’s trial courts into puppet
shows for party bosses. Apparently, party members often do
not know enough or simply care little about the delegates
who attend the nominating convention. The party bosses
organize a slate of delegates in each district who either run
unopposed or against poorly funded opponents. A candidate
seeking the party’s nomination without the support of party
leadership would have to organize his or her own slate of
delegates, get them elected at the delegate primary, and do this
in numerous assembly districts to have meaningful support at
the nominating convention. Thus, the candidates favored by
party leadership inevitably win the delegate primaries. Once
elected, these delegates attend the convention and follow
the instructions of the party boss in choosing the district’s
nominees. Under this arrangement, both the delegates and the
nominees tend to be allies of the party bosses, and upsetting
the boss can quickly end judicial aspirations, as the respondent
before the U.S. Supreme Court found out.

* Ed Haden is an attorney with Balch & Bingham LLP in Birmingham,
Alabama, where he is a member of the firm’ litigation section and leads
its Appellate Practice Focus Group. Conrad Anderson IV also practices
in the litigation section of Balch & Bingham LLP in Birmingham,
Alabama. Mr. Anderson’s practice focuses on intellectual property and
business litigation.
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Tue System Is UNFAIR IF I CANT WIN

In 1992, Margarita Lopez Torres, a nominee of the
Democratic Party, was elected to one of New York’s county
courts, which are of more limited jurisdiction than the
supreme court. She unsuccessfully sought the party’s supreme
court nomination in 1997, 2002, and 2003. In 2004, she
and a group of voters and other failed candidates filed suit
against the New York Board of Elections, the governmental
agency in charge of the state’s election laws. She claimed
that party leaders unfairly used their influence to block her
attempts to gain the supreme court nomination because she
refused to make patronage hires. She alleged that the state’s
election method burdened the rights of candidates who were
not favored by party leadership because it made it virtually
impossible for them to get elected (even though she could still
run as an independent, she claimed that there was no realistic
opportunity of winning the election as an independent). She
further asserted that the law deprived voters and candidates
of their right to ballot access and the right to associate in
choosing the party’s candidates, all in violation of the First
Amendment.

The district court enjoined the state’s use of the
convention system. The Second Circuit Court of Appeals
affirmed, holding that Torres had a First Amendment right
to a “realistic opportunity to participate in [a political party’s]
nominating process, and to do so free from burdens that are
both severe and unnecessary.”> According to the court of
appeals, the reality was that the judicial districts were subject
to “one-party rule” and a candidate had no legitimate shot
of winning as an independent. Candidates therefore have a
constitutional right to access to the party’s convention in the
court’s opinion.

Tue SurreME CourTt WEIGHS IN

The U.S. Supreme Court unanimously reversed the
Second Circuit. Writing for the Court, Justice Scalia explained
that there is no precedent suggesting a constitutional guarantee
of a “fair chance” at winning a party’s nomination. While the
Court has acknowledged a right to vote in the party’s primary,
and has invalidated state laws that unduly burden that right,
it has not acknowledged any right to run in the primary.
Furthermore, even if the Court were to find such a right, New
YorK’s signature and deadline requirements are reasonable and
survive constitutional scrutiny.

The real concern for Torres and the other respondents,
the Court stated, is not that they cannot vote or run in the
election, but that the state’s convention process does not give
them a realistic shot at winning the party’s nomination. This
outcome, however, is not a result of the state’s election laws
themselves but, rather, the simple fact that the party leadership
is able to get more support for the candidates it favors than an
unsupported candidate can gather. The Court explained: “Our
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cases invalidating ballot-access requirements have focused
on the requirements themselves, and not on the manner in
which political actors function under those requirements.”
Furthermore, although the Court has permitted states to enact
laws which level the playing field for “insurgent” candidates,
the Court has never required it—such questions as to what is
a “fair shot” are up to the legislature, not the Court.

Finally, respondents pointed out that “one-party rule”
prevailed throughout several of the judicial districts and argued
that the First Amendment must be used to create competition.
According to the Court, “This is a novel and implausible
reading of the First Amendment.”* One-party rule, the Court
explained, is typically a result of the voters” preference for the
party’s candidates. Although states can discourage this result,
such as by removing party affiliations from the ballot, the First
Amendment does not require such competition.

The Court summed up its opinion by stating, “If [New
York] wishes to return to the primary system that it discarded
in 1921, it is free to do so; but the First Amendment does not
compel that.”

CaAuTIONARY CONCURRENCES

Justice Stevens, joined by Justice Souter, concurred only
to make clear that the Court’s determination that a law is not
unconstitutional does not mean that the Court believes the
law is a good one. Quoting former Justice Thurgood Marshall,
he stated “The Constitution does not prohibit legislatures
from enacting stupid laws.”®

Justice Kennedy, joined by Justice Breyer, concurred in
the judgment, noting that the respondents would have a much
stronger First Amendment claim if the parties’ convention
method were the only way to get on the ballot; but the fact is
that it is not—the state also permits candidates to appear on
the ballot, albeit without party endorsement, by obtaining a
reasonable amount of signatures to a petition.

Justice Kennedy also saw fit to close with commentary
on the propriety of having an elected judiciary. He noted
that it is difficult to reconcile having elected judges with the
goal of having an independent judiciary, and while states are
not prohibited from electing judges, they should strive to
find methods of selecting a qualified judiciary and should
demonstrate an actual concern for such independence.
Although conceding that the laws were not unconstitutional,
Justice Kennedy proclaimed, “If New York Statutes for
nominating and electing judges do not produce both the
perception and the reality of a system committed to the
highest ideals of the law, they ought to be changed and to be
changed now.””

To Erect or To ArPOINT?

'The Supreme Court’s opinion seems to suggest, in part,
that while allowing people to elect judges has distasteful
effects, the Court is not going to deny the people that right.
Moreover, while States methods of judicial election may
not be unconstitutional, they are not necessarily something
to be proud of. The Court’s decision raises, once again, an
oft-debated question: Are elected judges a good thing? And
if electing judges is a good thing, what is the best way to do
that?
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Those in favor of election suggest that it produces
accountability—judges must make decisions that are in line
with the expectations of the public at large if they want to
be re-elected. Elected judges, they suggest, are not beholden
to the relative few that put them behind the bench through
legislative or gubernatorial appointment, but rather are
responsive to the community in which they preside.

Opponents of electing judges urge that the selection
of these few and powerful persons with such significant
responsibility isa decision thatshould beleft to the “experienced
elite,” rather than the masses. Appointment, they suggest,
leads to independence and allows a judge to apply the law
in a neutral manner without concern for any special interests
that may have funded the judicial campaign. Of course, this
ignores the reality that those who do the appointing have
selected a particular judge for a reason, and while a judge may
not have any political affiliation or aspiration, those who do
the appointing often do. It is no secret that appointments are
often a result of the perceived political views of the appointee.
If the judge is periodically reviewed, he or she may be beholden,
as one who is elected, only to a smaller and more powerful
group of people.

Providing life tenure may prevent a judge from becoming
beholden to the electorate or to those who appointed him or
her. With no review and no re-election, the judge would seem
to have the independence to decide the law without any outside
pressure. Of course, providing such independence can leave
unchecked the ambition of judges to enhance their notoriety
by solving social problems, running executive agencies, and
striking down legislation they personally find distasteful.
While deferring to the text and plain meaning of constitutions
and statutes exemplifies professional integrity and the judicial
function, it does, after all, allow the political branches to
exercise most of the power and be more important. Because
history has shown that men and women are not angels, a check
can be more useful than professional integrity in protecting
the rule of law. Sometimes judges whose job is not in jeopardy
have a desire to “leave their mark” on the law, such that they
become “legal creators” rather than “legal interpreters.”

StATE JUDICIAL SELECTION METHODS

Left with the choice, most states have chosen to use
some form of an elected judiciary. The methods for selection
are varied.

Twenty-two states provide for the direct election of
judges, seven of them in partisan contests. In those states,
a party’s nominee is selected either through a primary or
convention and appears on the general election ballot with
the party’s endorsement. In the other fifteen states that have
direct elections, party affiliation is not noted on the general
election ballot, even though, in most instances, the nominee
was selected through a partisan primary or convention.
“Nonpartisan” does not necessarily mean non-political,
however. In the recent non-partisan election for a seat on the
Wisconsin Supreme Court, the Associated Press reported,
“Democrats and labor groups... along with 220 judges and
groups tepresenting mote than 18,000 law enforcement
officers” supported the losing incumbent, while “Republicans
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and the majority of the state’s district attorneys and sheriffs”
supported the challenger.®

Other states employ a so-called merit selection system,
a non-partisan method with a goal of selecting judges based
on qualifications rather than political affiliation. This system
developed from what is known as “The Missouri Plan,”
and although there is some variation throughout the states
employing it, the general procedure is the same. Whenever
there is a vacancy, those interested in filling the position
submit applications and interview with a non-partisan
judicial commission, usually made up of attorneys, citizens,
and the chief justice. The commission submits the names of
a set number of qualified candidates to the governor for his
or her selection. In some states, senate confirmation of the
governor’s choice is also required. After at least one year in
office, the judge’s name is placed on a judicial ballot (without
party affiliation) of the next general election and voters decide
whether the judge continues to serve. The judge must receive
a majority of votes in favor of being retained in order to serve
the next full term.

In theory, such a procedure combines some of the best
aspects of both the appointed and election systems. At least
some of the “experienced elite” get to choose the candidate
based on qualifications; once elected, however, the judge is
accountable to the community and not to those relative few
who made the initial selection. In practice, however, there
appears to be littdle accountability because the judges run
unopposed in an unpublicized “campaign.” The voting public
is not as informed about the judge’s qualifications or judicial
record as they would be if there was an opponent to raise
these issues. As such, judges “elected” through merit selection
by and large serve as long as they desire. Moreover, studies
have shown that judges selected by this method are no better
qualified than those elected by the public.’

The lack of accountability is evidenced by the fact that
in Missouri’s seventy-year history, not a single supreme or
appellate court judge has lost a retention election. In 2006,
only 27.5% of the 192 lawyers participating in a survey
recommended the retention of a circuit judge in St. Louis.”
She was retained. And when a vacancy on the Missouri
Supreme Court arose, the Appellate Judicial Commission sent
the Republican Governor three nominees who did not appear
to fit his desire for a judge who would not legislate from the
bench.!" This has led some of the state’s leadership to push for
constitutional amendments that would give some control to
the legislature. Under “The Accountable Commission Plan,”
four seats on the nominating commission currently filled by
the Missouri Bar Association and the chief justice would be
filled by lawyers selected by the state house and senate. Also,
rather than the commission nominating a panel of candidates
for the governor to choose from, the governor would submit
his selected candidate to the commission for approval. Under
“The Federal Model for Appointment,” the governor would
nominate the candidate to be confirmed by the senate. Under
a third proposal, “Effective Retention and Removal,” the
retention vote currently held by the public would be taken
and given to elected representatives; judges would be reviewed
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each decade and must obtain a simple majority of votes to
keep their seats.

While Missouri is seeing efforts to get away from this
plan, at least one state is trying to join. Last year, the Nevada
legislature passed a proposal to amend the state’s constitution
and adopt a merit based election system. The measure must
pass again in the 2009 legislative session to be placed on the
general election ballot.

CONCLUSION
After Torres, the debate on judicial selection methods
will continue, and ultimately be decided by the voters and
their state representatives. Until men and women who serve
on the bench are angels, democracy will continue to be “the
worst form of government, except for all those other forms
that have been tried from time to time.”'?
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RELIGIOUS LIBERTIES

MinisTERSs, MINiMUM WAGES, AND CHURCH AUTONOMY

By Thomas C. Berg*

en Judge Richard Posner expounds on an area of

law in one of his opinions for the Seventh Circuit,

the result is almost always thought-provoking and

fun to read. So it is with his recent panel opinion in Schleicher

v. Salvation Army,' which applied the “ministerial exception” to

employment laws to dismiss a suit for minimum wages brought
by two former Salvation Army ministers.

Steve and Lori Schleicher were captains in the Salvation
Army, ordained by the group to act as clergy and serving
as administrators of its Adult Rehabilitation Center in
Indianapolis. Such centers operate as “self-contained religious
communities,” in Posner’s words, for alcoholics, drug addicts,
and others who reside there and “whom the Salvation Army is
attempting to redeem.”” The complex includes not only living
and dining areas but a chapel where the Schleichers preached,
led worship and singing, and taught classes in Bible study
and Christian living. The Schleichers” duties also included
administering five thrift shops, staffed by the center’s residents,
which sell donated goods to the public.

Salvation Army ministers receive no wages, only “an
allowance... sufficient for basic needs.” The Schleichers each
received $150 a week, which fell below the federal minimum
wage, given the number of hours, including overtime, they each
worked. They brought suit alleging violations of the minimum-
wage and overtime provisions of the Fair Labor Standards Act
(FLSA).* The Army expelled them for bringing suit. The district
court dismissed the suit for lack of subject-matter jurisdiction
on the basis of the so-called ministerial exception, and the

Schleichers appealed.®
Tue MiNisTERIAL EXCEPTION

‘The ministerial exception is a cornerstone of constitutional
protection for religious organizations. It was first recognized
thirty-five years ago in another employment suit by a Salvation
Army officer (minister).® Billie McClure brought a Title VII
claim alleging discrimination in pay and benefits because of
her sex, but the Fifth Circuit affirmed a dismissal for lack of
jurisdiction. Recognizing the Army as a church and McClure
as one of its ministers, the court held that applying Title VII
to that relationship would “cause the State to intrude upon
matters of church administration and government,” areas “of
religious freedom which it is forbidden to enter by the principles
of the free exercise clause of the First Amendment.”” Title VII
contains no textual exception from race or sex discrimination
claims, the court noted—in contrast to the provision allowing
religious organizations to hire and fire based on religion®—but
following the principle that a statute should be construed so as
to avoid “‘a serious doubt of [its] constitutionality,” the court
held that Congress in Title VII “did not inten[d] to regulate
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the employment relationship between church and minister” for
any claims of discrimination.’

Since McClure, dozens of lower court decisions have
dismissed claims by clergy against their religious employers
alleging violations of Title VIIs sex, race, or age discrimination
provisions;' the Americans with Disabilities Act;'' and
various state statutes or common law doctrines governing the
employment relationship.'” The exception extends to non-
Christian clergy and houses of worship; to clergy in other
religious organizations such as hospitals;'* and to non-ordained
employees, such as music or education directors, whose primary
duties involve teaching the faith, church governance, or
supervising ritual or worship.' The exception has even grown
since the Supreme Court held in Employment Division v. Smith
(1990) that the Free Exercise Clause usually does not require
any exemption for religious conduct from a “neutral law of
general applicability.””® Every circuit to consider the issue has
held that the ministerial exception survives Smith’s shrinking
of free exercise rights.'®

The ministerial exception is also more absolute than even
the most protective free exercise standards before Smith. Courts
do not ask whether any compelling governmental interest
justifies the burden on religious institutions from clergy suits;
for example, race discrimination claims are dismissed even
though the Supreme Court has found a compelling interest in
eliminating race discrimination in other contexts.”” Moreover,
unlike most other free exercise exemptions, the ministerial
exception is not limited to cases where discrimination is
motivated by religious beliefs, such as the male-only rule for
Catholic priests or Orthodox rabbis. A race or sex discrimination
suit is barred even if the church’s doctrine strongly condemns
such discrimination and its agent acted on the basis of pure
prejudice.'®

The ministerial exception remains vigorous because it
has deep and historic roots, not only in principles of religious
freedom, but in the related doctrine of church-state separation.
In Schleicher, before applying the exception to the minimum-
wage case, Posner touches on these foundations:

[TThough [the exception] is derived from policies that animate
the First Amendment, the relevant policies come from the
establishment clause rather than from the free-exercise clause....
The assumption behind the rule—for it is an interpretive
rule—is that Congress does not want courts to interfere in the
internal management of churches, as they sometimes do in the
management of prisons or school systems. In a religious nation
that wants to maintain some degree of separation between church
and state, legislators do not want the courts to tell a church whom
to ordain (or retain as an ordained minister), how to allocate
authority over the affairs of the church, or which rituals and
observances are authentic.

This passage recognizes, importantly, that the purposes for
g g Y

the exception are not limited to claims by ministers; indeed,

Posner says, it “is better termed the ‘internal affairs’ doctrine.”

135



QOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOOO

The freedom of religious organizations to govern their internal
affairs extends to a number of other situations, including at
least the handling of members and congregants—the terms and
conditions for their admission, discipline, or expulsion—and
the promulgation of the organization’s teaching to its members,
employees, and volunteers. An influential judge’s use of the
umbrella term “internal affairs” should encourage courts to
connect these other situations to the well-established ministerial
exception. (The countervailing risk is that the term “internal”
might incorrectly suggest to judges that church autonomy is
wholly irrelevant whenever a church’s conduct has any external
effects—as a great many forms of conduct do.)

The precise constitutional source of the exception has
been disputed. Posner locates it solely in the Establishment
Clause and its principle of church-state separation. The non-
establishment rationale certainly makes sense, and some judges,
like Posner, have been drawn to it in order to sidestep Smith’s
disapproval of mandated exemptions under the Free Exercise
Clause.! A prime feature of the English established church
was that the government decided clerical matters such as the
appointment of bishops (technically it still does so today) and
other ecclesiastical matters such as the content of the Book
of Common Prayer. As a result, several decisions have rested
the ministerial exception on the ground that lawsuits would
create “excessive entanglement” between church and state in
violation of the third prong of the Lemon v. Kurtzman test for
establishment issues.?

More broadly, as several academic commentators have
argued, the Establishment Clause reflects a model of “dual
jurisdictions,” state and church—in the words of Carl Esbeck,
two “spheres of competence” covering temporal matters (the
state) and spiritual matters (the churches).” Non-establishment
of religion means that the state has no control over religious
affairs. In Ira Lupu and Robert Tuttle’s words, the state disclaims
“jurisdiction over [the] ultimate truths” that are the subject
of religion.? This jurisdictional separation makes the state a
“penultimate” institution with a limited horizon,” forswearing
any “comprehensive claim to undivided loyalty.”” Religious
institutions and associations have sovereignty in the sphere
of spiritual matters, and this “places a powerful limit” on the
ambitions of the state.”? Indeed, “at crucial points in Western
history,” Esbeck emphasizes, religious institutions have “had a
‘pivotal role in guarding against political absolutism”*—from
the medieval conflict between pope and emperor over the
power of appointing clergy to the twentieth century’s religiously
inspired resistance movements against Communism. Church
autonomy is crucial in our constitutional order, therefore,
for the sake not only of religious freedom but of limited
government.

The line between state and church jurisdictions is not
always clear, and they may overlap; but as the medieval conflict
suggests, a crucial feature of an independent religious sector
is the ability of religious organizations to choose their leaders
according to their own standards. For the state to interfere in
such decisions would wrongly make it the “coauthor” of faith;
thus, the ministerial exemption is among “the entailments of
the jurisdictional limitations that the Establishment Clause
places on the state’s role.”
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This non-establishment ground runs deep, but Posner is
mistaken to write off the Free Exercise Clause as an alternative
ground for churches’ right of control over their internal affairs.
The Supreme Court has specifically based this right in free
exercise. Holding more than fifty years ago thata state could not
throw its weight on one side of a schism in the Russian Orthodox
Church, the Court endorsed “a spirit of freedom for religious
organizations, ... in short, power to decide for themselves,
free from state interference, matters of church government
as well as those of faith and doctrine. Freedom to select the
clergy, where no improper methods of choice are proven, [has]
federal constitutional protection as a part of the free exercise
of religion.”” McClure relied on this passage to hold that the
ministerial exception was necessary to protect free exercise.”
Indeed, it may be most natural to think of a secular intrusion
on clergy selection, by a state with no established church, as
violating free exercise rather than non-establishment.

Employment Division v. Smith does not dispose of the free
exercise argument; on the contrary, Smith’s language preserves
it. Before announcing its general rule against exemptions, the
Court made clear that the Free Exercise Clause still forbids the
government from, among other things, “lend[ing] its power to
one or the other side in controversies over religious authority or
dogma.”! For that proposition, Smith cited the very same case,
Serbian Eastern Orthodox Diocese v. Milivojevich, that Posner
cites as authority for the “internal affairs” exception.”

In fact, both Religion Clauses work together in this
context; institutional free exercise coincides with institutional
separation from government. Thus, in several cases affirming
churches’ autonomy, the Court has simply cited “the First
Amendment” without differentiating the clauses.*

Posner is also on shaky ground when he calls the
ministerial exception merely “a rule of interpretation, not a
constitutional rule” (albeit a rule “derived from the policies
that animate the First Amendment”).?®> Most cases treat it as
a constitutional mandate, not just a statutory construction
designed to avoid constitutional questions.*® Even McClure,
which spoke in terms of avoiding “serious doubts” about
constitutionality, made clear that a Title VII suit would draw
the court into areas “it is forbidden to enter by... the First
Amendment.” The distinction between interpretive rule and
constitutional mandate matters, not because Title VII is likely
to be amended to authorize ministers’ suits, but because state
statutes might be interpreted to authorize them. That is exactly
what happened in the union context; after the Supreme Court
construed the National Labor Relations Act’s coverage to exclude
teachers at parochial schools because of potential constitutional
difficulties,” lower courts applied state labor laws and brushed
aside the constitutional questions.*” Posner himself has criticized
the canon “that statutes should be construed not only to save
them from being invalidated but to avoid even raising serious
constitutional questions,” on the ground, among others, that
it leaves constitutional boundaries too vague.®

As we will see, treating the ministerial exception as a
rule of narrow construction may make somewhat more sense
for the FLSA than for Title VII and other antidiscrimination
laws.#! But for antidiscrimination suits, Schleicher's dictum is
best read to say that they fall outside Title VII because they are
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unconstitutional, not because they merely raise constitutional
questions.

MiNniMUM-WAGE Suits AND THE EXCEPTION’S SCOPE

Most, although not all, ministerial exception cases have
involved Title VII or other antidiscrimination claims. The
Schleichers argued that their minimum wage suit was different,
raising none of the evils that the exception aims to prevent. In
most cases about clergy wages, this would be irrelevant, and
the ministerial exception unnecessary: the FLSA applies only to
“an enterprise engaged in commerce” (clarified by regulation to
mean “ordinary commercial activities”), which most churches
and religious organizations do not do.** But the Schleichers’ case
was complicated, and interesting, because part of their duties
was to supervise the commercial thrift shops. The shops, as
Posner pointed out, resembled those involved in the Supreme
Court case of Tony & Susan Alamo Foundation v. Secretary of
Labor®—commercial businesses used to finance a religious
organization and staffed by the alcoholics and addicts whom
the organization was trying to rehabilitate—and the Court had
held the Alamo staffers covered by the FLSA. The question
was whether the Schleichers as ministers were different. Did
their claim implicate the evils the ministerial exception aims
to avoid?

The narrowest evil from a minister’s suit is that it
may require the court to decide theological questions, a
task plainly outside the power of civil authorities under the
separate-jurisdictions, Establishment Clause framework
described above.* As Posner noted in Schleicher (following
several other decisions), a church will often answer a Title VII
antidiscrimination suit by claiming that the plaintiff was fired
or disfavored because she performed poorly as a minister, and
“to evaluate such a defense—to determine, that is, whether it
was sincere or pretextual—would require a court to weigh in on
issues of [religious] doctrine and practice.”® The court would
inquire whether the minister did perform poorly or worse than
others who were not fired. The impropriety of setting such
standards is why courts have also uniformly rejected tort suits
alleging so-called clergy malpractice in pastoral counseling
relationships.

But if inquiries into clergy performance and standards
are the only wrong to avoid, a suit that required no such
determination could proceed. That is what the Schleichers
argued about their FLSA claim, since the duty to pay
minimum wages does not depend on the employer’s motive
for withholding them. Indeed, even Title VII suits, the core of
the ministerial exception, do not always or necessarily raise the
issue of the minister’s religious performance. The rationale for
the exception must be broader.

Thus, Schleicher emphasizes, along with many other
decisions, that the ministers’ exception more expansively
protects “a church’s ability to determine who shall be its
ministers.”®” The minister is (in McClure's words) the church’s
“lifeblood,” “the chief instrument by which [it] seeks to fulfill its
purpose,”® and (in the Third Circuit’s words) “the embodiment
of [the church’s] message,” its “public representative, its
ambassador, and its voice to the faithful.”® As a result, as the
Third Circuit puts it, the ministerial exception bars any claim
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“the resolution of which would limit a religious institution’s
right to select who will perform particular spiritual functions,”
“even when such actions are not based on issues of church
doctrine or ecclesiastical law.””*® The protected choice of
ministers is implicated obviously when a Title VII plaintiff
seeks reinstatement, but also when he seeks to impose liability
for the church’s hiring or firing decision.

But the Schleichers argued that their suit did not implicate
this concern either. Prima facie, it seems, the Salvation Army
could retain its right to choose its ministers while paying
them above-minimum wages (at least when they supervised
commercial activities).

Posner nonetheless applied the ministerial exception,
articulating two arguments. First, he analogized the case of
Salvation Army ministers receiving subsistence wages and
supervising thrift shops to the example of monks who “take
a vow of poverty” and produce wine “in order to finance the
operation of the[ir] monastery.”' The monks would not fall
within the FLSA as employees of an organization “engaged
in ordinary commercial activities”: “[t]he vow of poverty is
a hallowed religious observance,” and “an intent to destroy it
cannot reasonably be attributed to the [FLSA’s] draftsmen,” for
“[n]o one would think the curious precapitalist economy of a
monastery an ordinary commercial activity.”** Similarly, while
the Salvation Army’s thrift shops might be commercial and
their sales staff subject to the FLSA per Alamo, the Schleichers
were employed not by the shops but by the overall Adult
Rehabilitation Center, which is a church—with its worship
services and Bible studies—and for which the Schleichers’
duties including preaching, teaching, and counseling as well
as supervision of the shops. The Schleichers therefore were like
the bishop of a cathedral with a profit-generating gift shop;
the bishop remains fundamentally an ecclesiastical rather than
commercial administrator, outside the FLSA. “The commercial
tail,” Posner concluded, “must not be allowed to wag the
ecclesiastical body.”*

This reasoning may seem simply an interpretation of the
statute: clergy working for an overall religious organization are
not employees of an enterprise “engaged in ordinary commercial
activities” simply because the organization has a commercial
component. But the interpretation plainly was motivated by
considerations related to the ministerial exception. Schleicher
ultimately adopts “a presumption that clerical employees
are not covered by the [FLSA].”>* The presumption can be
defeated by a showing that the “minister’s function is entirely
rather than incidentally commercial,” for example if “a church
received by inheritance a steel plant, and it happened to have
among its ministers a former steel executive whom it assigned
to manage the plant full time.” But this appears to leave the
ministerial exception applicable to another category: ministers
whose primary duties involve a commercial enterprise with a
religious motivation like the Salvation Army thrift shops or
the Alamo Foundation businesses. Suppose, for example, the
Schleichers had done all their work in the thrift shops, not just
a small share.

Ultimately, in treating nearly all ministers as outside
the FLSA, Posner offers reasons grounded in the ministerial
exception. One, already mentioned, is that the vow of poverty
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for clergy is a “hallowed religious observance.” At least
some minimum-wage cases, therefore, implicate a church’s
doctrinal belief in voluntary poverty for its leaders—just as
a sex discrimination case against the Catholic Church would
implicate the Church’s doctrine of a male-only clergy. When
such a doctrinal belief is involved, a ministerial exception need
not rest on a broader right of church autonomy.

But Posner adds a second argument that does sound in
church autonomy: that even minimum wage suits ultimately
reduce to (impermissible) challenges to a church’s ability to
choose and evaluate its ministers. The Schleichers, for example,
were dismissed from the Army when they filed suit, but they
added no retaliation claim nor could they—because if the
Army had answered that “their filing a suit seeking to enforce
wage and overtime claims was inconsistent with their religious
obligations as ministers and was thus an independent and
adequate ground for firing them, the court would [improperly]
have to explore the doctrines of the Salvation Army that define
the role of its ministers.”*® Given that the Army had a policy
against ministers filing suit, and given that its firing of ministers
was unreviewable, “then however we rule no Salvation Army
minister will ever receive the minimum wage. We are disinclined
to take the first step on a path that leads so swiftly to so dead
an end.”

Schleicher’s IMPLICATIONS

By virtue of the church autonomy arguments in the
preceding two paragraphs, Schleicher extends beyond a statutory
interpretive rule that ministers normally fall outside the FLSA’s
coverage of “commercial” activities. The logic that a church
can dismiss a minister for bringing a suit deemed inconsistent
with the ministerial role, and that therefore it is pointless
for a court to entertain the suit in the first place, creates a
powerful constitutional shield covering a wide range of terms
and conditions of clergy employment.”® This coincides with
the statement in McClure, the original ministerial-exception
case, that the church’s protected interests include not only the
selection of a minister but “the determination of a minister’s
salary, his place of assignment, and the duty he is to perform in
the furtherance of the religious mission of the church.” It also
coincides with the idea that the church-minister relationship is,
at least in the vast majority of situations, outside the civil courts’
jurisdiction. If other courts follow this aspect of Schleicher, it
would strengthen the ministerial exception.

On the other hand, Schleicher does not speak directly to
the situation where courts have been most uneven in shielding
churches’ decisions concerning clergy: third-party suits alleging
that the church was negligent in hiring or supervising a minister
who sexually abused a child or adult parishioner. Some courts
have held that such suits do not affect church autonomy because
negligence is a wholly secular standard and the church’s interest
in selecting its ministers is not implicated in suits by third
parties as opposed to suits by ministers themselves. The Ninth
Circuit went so far as to hold that even a minister’s suit—a
Jesuit trainee’s claim against the order for negligently failing to
stop alleged sexual harassment by his superior—could proceed
because the Jesuits still favored the plaintiff’s ordination and
therefore the order’s “freedom to choose its representatives”
would be unaffected.®® But this ignores the order’s interest
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in freedom to act concerning the clergy who are potential or
alleged wrongdoers. A religious organization’s ability to select
clergy according to its preferred model can be severely affected
by liability, imposed in hindsight, for failure to predict that a
minister would become a wrongdoer, or to intervene; and that
determinations of what a “reasonable bishop” would have done
in such circumstances can easily require courts to impose their
own vision of a proper ecclesiastical structure.®!

At the same time, third-party suits do involve the interests
of people—especially children—who, unlike clergy plaintiffs,
have not voluntarily entered into a church-minister relationship.
A sensible balance of these competing interests would hold
churches liable for failures to supervise that are reckless or
intentional—that is, knowing of a substantial risk of a minister’s
abusive tendencies—as opposed to merely negligent.® Courts
will only draw this balance if they recognize that even third-
party suits can affect fundamental interests in clergy selection.
But suits by ministers themselves, such as Schleicher, do not
call attention to that fact.

The final point in Schleicher is the court’s conclusion that
the dismissal of the plaintiffs’ suit, although proper, should have
been on the merits, through judgment on the pleadings, not for
lack of subject matter jurisdiction.® This too is questionable. If
the separation-of-jurisdictions model is accurate, then suits over
clergy matters really do exceed the civil court’s jurisdiction.*
Numerous ministerial-exception decisions, beginning with
McClure v. Salvation Army itself, have dismissed suits for lack
of subject matter jurisdiction.® Posner argues that “[a] federal
court could not entertain a suit to restore the Latin mass or to
declare Christian Science a heresy. But it does have jurisdiction
to decide cases brought to enforce the Fair Labor Standards
Act.... Jurisdiction is determined by what the plaintiff claims
rather than by what may come into the litigation by way of
defense.”® But the defense of sovereign immunity is generally
treated as jurisdictional, and it resembles the ministerial
exception. Both place fundamental limits on the powers of
civil courts in order to preserve the sovereignty of another actor,
whether government or church.”
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Tue ArprrLicaTiON OF RFRA 1O OVERRIDE EMPLOYMENT
NonN-DiscRIMINATION CLAUSES EMBEDDED IN FEDERAL SocCIAL SERVICE PROGRAMS

By Carl H. Esbeck*

g I Yhe basic federal employment nondiscrimination law
is Title VII of the Civil Rights Act of 1964." The Act
prohibits discrimination in employment on the basis

of race, color, national origin, sex, or religion, and is binding

when an employer has fifteen or more employees. However,
section 702(a) of the act acknowledges the freedom of religious
organizations to take religion into account in their employment
decisions.” Moreover, the section 702(a) exemption is not
forfeited when a faith-based organization accepts government

grant funding,® nor does the exemption thereby become a

religious preference in violation of the Establishment Clause.

There is more to federal civil rights compliance than Title VII,

however, and strictly speaking the section 702(a) exemption is

applicable only to claims brought under Title VII.®

I. PRoGRAM-SPECIFIC NON-Di1SCRIMINATION CLAUSES IN
FEDERAL LEGISLATION

Almost all federal funding awards to independent-
sector organizations to provide social services take the form
of a “grant” or “cooperative agreement,” rather than the
form of a government “contract” for services.® Some federal
social service programs have embedded in their authorizing
legislation a nondiscrimination clause binding on the recipients
of program grants. While this is true of only a minority of all
federal welfare programs, still the number of programs with
embedded clauses is not insubstantial. The principal thrust of
these clauses is to prohibit discrimination against the ultimate
beneficiaries of the social service programs. However, a few
of the embedded clauses expressly prohibit discrimination
by a service provider against its employees in addition to
discrimination against the ultimate beneficiaries. In still other
programs the embedded clauses prohibit discrimination against
the “intended beneficiaries” of the funded social services,
but “intended beneficiaries” has been interpreted broadly in
judicial decisions to prohibit discrimination not only against
the program’s ultimate beneficiaries but also against the service
provider’s employees.”

These embedded employment nondiscrimination clauses
are presumptively binding on all recipients of federal grants
awarded under the programs in question. Examples are the
Workforce Investment Act of 1998,% administered by the United
States Department of Labor, and the first title of the Omnibus
Crime Control and Safe Streets Act of 1968,° administered by
the United States Department of Justice. An embedded clause,
if it covers employees as well as ultimate beneficiaries, typically
prohibits discrimination against a grantee’s employees only
while the employees are working in the government-funded
program. Two programs, AmeriCorps VISTA and AmeriCorps
State and National, both operated by the Corporation for
National and Community Service, are unusual in this regard.

" Carl H. Esbeck is the R.B. Price Professor and Isabelle Wade & Paul C.
Lyda Professor of Law at the University of Missouri.
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These programs have an embedded clause restricting religious
staffing, but the restriction is limited only to employees newly
hired (if any) with the federal program funds in question.'

II. Tue Rericious FREEDOM RESTORATION ACT OF 1993

The Religious Freedom Restoration Act of 1993
(RFRA)" gives relief to persons of faith and to faith-based
organizations.'* RFRA prohibits intentional discrimination on
the basis of religion, but more importantly it also gives relief
from substantial burdens on religion when the burden is the
unintended impact of a generally applicable federal law.'? For
the religious claimant there are three elements to a prima facie
case under RFRA: (1) that the professed religious practice is
sincere; (2) that the burden on the practice is substantial; and,
(3) that the practice is an exercise of religion. The government
or other RFRA defendant has the affirmative defense (and
thus the burden of proof to show) that application of the law
is in furtherance of a compelling governmental interest and
is the least restrictive means of achieving that governmental
interest.'

When the aforementioned embedded employment
nondiscrimination clauses apply to faith-based social service
providers that staff on a religious basis, may these providers
turn to RFRA for protection? The United States Department
of Justice has answered in the affirmative. In October 2007
the Office of Justice Programs [O]JP], which administers the
social service programs within the Department of Justice, along
with the Taskforce for Faith-Based and Community Initiatives
within the Office of the Deputy Attorney General, posted on the
Department of Justice webpage the determination that RFRA
enables religious organizations to be eligible for federal grants
while continuing to employ those of like-minded faith."”> And
faith-based organizations may do so “even if the statute that
authorized the funding program generally forbids consideration
of religion in employment decisions by grantees.”'® Successfully
invoking RFRA is conditional on the sincerity of the faith-based
grantee’s professed religious motive for involvement in the
program, and whether requiring the grantee to choose either
religious staffing or federal funding would be a substantial
burden on its religion."”

The October 2007 posting by OJP came about as a result
of a formal request submitted by World Vision, a Christian
world relief and community development organization. In early
2005, World Vision was awarded a $1.5 million grant by OJP
to address an escalating gang presence and juvenile crime in
Northern Virginia. The grant was awarded under the Juvenile
Justice and Delinquency Prevention Act, which is subject to
provisions of the Omnibus Crime Control and Safe Streets Act.
The latter requires that grant applicants not discriminate in
employment on the basis of religion when using grant monies.'®
As with many faith-based organizations, World Vision does
consider religion when hiring and thus sought a determination
that it could safely rely on RFRA and continue its hiring
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practices. After some delay, in June of 2007 the Office of Legal
Counsel (OLC) at the Department of Justice provided OJP with
a written legal opinion to the effect that RFRA did override
conflicting federal employment nondiscrimination clauses,
that World Vision was religiously motivated in its practice of
staffing on a religious basis, and that World Vision would be
substantially burdened if it could not continue to employ staff
of like-minded faith while administering the grant. Although
the OLC legal opinion provided to OJP is confidential under
the attorney-client privilege, World Vision was soon advised
as to the favorable conclusion. The aforementioned posting on
the Department of Justice webpage in October 2007 made the
ultimate determination available to other religious organizations
awarded or applying for OJP grants. Because RFRA applies
to social service grants issued by the Department of Justice, it
necessarily follows that RERA applies to grants awarded by other
departments and agencies such as the Department of Labor and
the Department of Housing and Urban Development.

RFRA protects religious practices from substantial
burdens that are imposed by the federal government." Religious
charities have a strong interest in maintaining their religious
character, and that character in turn is modeled to the poor
and needy through its employees. The White House Office of
Faith-Based and Community Initiatives published a booklet
in June 2003 acknowledging that a faith-based organization’s
ability to select employees that share its religious values is vital to
the group’s self-identity and continued ministry.? It argues that
nonreligious organizations receiving federal grant monies freely
hire based on their core mission, just as Planned Parenthood
requires that employees be pro-choice and Sierra Club screens
applicants based on their view of global warming. Religious
groups likewise cannot remain true to their founding creedal
purposes unless employees are aligned with the energizing core
of the mission.

It is true, of course, that when the aid is direct the
government-funded social services must be delivered
without prayer, proselytizing, or other inherently religious
activities,” all as required by the separation of church and
state. So congressional critics have argued that the delivery of
government-funded services does not require an employee of a
particular religion. The quip heard among the critics has been:
“An evangelical homeless shelter doesn’t need an evangelical
employee if all she is doing is ladling soup in a feeding line.”
But the quip evidences an ignorance of religion. More to the
point is Justice William Brennan’s observation in his concurring
opinion in Corporation of the Presiding Bishop v. Amos.** Justice
Brennan notes that a religious organization is “an ongoing
tradition of shared beliefs, an organic entity not reducible to
a mere aggregation of individuals.”? The organization’s choice
of whom to hire is an important means by which the group
“defines itself.”** The civil courts should be solicitous of those
choices because “furtherance of the autonomy of religious
organizations often furthers individual religious freedom as
well.”® Religious charities often regard the provision of social
services as a means of fulfilling religious duty and as providing
a ready example of the life of faith they seek to foster. Religious
organizations like World Vision will tell you that their work in
reducing gang violence and juvenile delinquency is successful
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among hard-to-reach adolescents because its employees credibly
do what they do with the genuine care and sustained love that
only their faith makes possible.

Not all employment discrimination is the same.
Disapproving of a job applicant because of her race is
senseless and invidious.?® But one’s religious beliefs speak to
real and important differences about life’s present purposes
as well as the ultimate meaning of life, which in turn shape
one’s vocational objectives and job performance. While the
Constitution ascribes no value to racial discrimination, a
religious organization’s employment discrimination on the basis
of religion is often protected as a matter of free exercise. One
who has never disagreed with others about religion is not thereby
commendably tolerant, but is treating religious differences as
trivial, as if religious beliefs do not matter. That is just a soft
form of religious bigotry.

III. AbprTIONAL ARGUMENTS BY CRITICS OF THE FAITH-
BaseD INITIATIVE

The most common response to a request such as that
of World Vision is that if a faith-based organization does not
want restrictions on its hiring then they should not take the
money. But there is little doubt that a religious hiring restriction
puts enormous pressure on faith-based organizations to recant
on a cardinal religious tenet or lose the grant and with it the
opportunity to help America’s poor and needy. RFRA defines
“exercise of religion” broadly to include “any” exercise, whether
or not the exercise is “compelled by, or central to, a system
of religious belief.””” Every personnel decision by a religious
organization has the potential for being an exercise of religion.
And in an organization highly integrated in its faith and the
delivery of social services, every personnel decision has the
very real potential to be an “exercise of religion” as defined in
RFRA.

Opponents continue to insist, however, that a religious
organization can easily avoid the religious burden by simply
forgoing the competition for federal grant monies. But requiring
withdrawal from involvement in modern public life is hardly
equitable treatment. Just as the government cannot justify
restricting a particular form of speech (e.g., passing out handbills
on a public street) merely by pointing to other opportunities
that a person has to express herself (e.g., writing a letter to the
editor of a newspaper), so the government cannot restrict a
particular exercise of religion by pointing to some other course
of action where the organization’s religious practices are not
penalized. And in any event, the question is free of serious
doubt under RFRA. RFRA states that a “denial of government
funding” on account of a social service provider’s religion or
religious practice can trigger RFRA’s protection.?® This is only
logical. Congress enacted RFRA to “restore” the standard
of protection for religious free exercise originally reflected
in Sherbert v. Verner,” a case about a denial of government
funding.?® The Supreme Court held in Sherbert that an
individual refusing to take a job entailing work on her Sabbath
could not be put to the “cruel choice” of either forfeiting her
claim for unemployment benefits or violating her religious
Sabbath. Likewise, a faith-based organization cannot be put to
the “cruel choice” of either forfeiting its ability to compete for
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valuable federal grant monies or violating its religious practice
of employing those of like-minded faith.

As noted above, the term “religious exercise” is broadly
defined in RFRA to include “any exercise of religion, whether
or not compelled by, or central to, a system of religious belief.”*!
Nonetheless, opponents of the faith-based initiative argue
that for government to decline to facilitate the free exercise
of religion is not a religious burden at all, whether substantial
or de minimis. The argument will not stand close analysis. It
is true, of course, that the Free Exercise Clause of the First
Amendment is written in terms of what the government cannot
do to a faith-based organization and not in terms of what a
faith-based organization can exact from the government. But
that line of argumentation does not describe what is occurring
here. The government may indeed choose to deliver all social
services by itself. In such circumstances, the fact that a faith-
based provider cannot win a grant is not a free exercise burden
because no one in the independent sector is eligible to win a
grant.”? The federal government, however, has not chosen such a
path. Instead, almost all government social services are delivered
by the independent sector. Having chosen to deliver welfare
services through providers in the independent sector, the federal
government cannot then pick and choose among the available
providers using eligibility criteria that have a discriminatory
impact on faith-based providers. A discriminatory impact on
a religious practice as a result of an otherwise neutral law is the
very type of occurrence that Congtess sought to halt by enacting
RFRA. RFRA states that “[g]overnment shall not substantially
burden a person’s exercise of religion even if the burden results
from a rule of general applicability.”*

Conceding, as they must, that by its terms a denial of
grant funding can trigger RFRA protection, opponents of the
faith-based initiative argue that RFRA cannot be invoked by
a religious charity because the loss of grant monies is not a
“substantial” religious burden.* This makes no sense. It is true
that religious organizations making claims of increased financial
burden, without more, have not been excused from compliance
with general regulatory and tax legislation. * That is, it is not
enough simply to show that a religiously neutral law increases
a faith-based provider’s cost of operation. But such cases have
no resemblance to the claim of substantial burden here. Instead,
an embedded restriction on religious staffing uniquely harms
a faith-based organization by preventing it from sustaining its
religious character by hiring those of like-minded faith. The
harm is not financial or increased operating cost; the harm is
uniquely religious.** A prohibition on religious staffing cuts
the very soul out of a faith-based organization’s ability to define
and pursue its spiritual calling, as well as its ability to sustain
its vision over generations.

RFRA itself can be overridden, of course, upon proof
by the federal government of a “compelling governmental
737 In the recent case of Gonzales v. O Centro Espirita
Beneficente Uniao do Vegetal,”® the Supreme Court held that
under RFRA the government’s showing of a compelling interest
is limited to the particular exercise of religion by the claimant

interest.

in the case.” In Centro Espirita, a religious group asked for an
exemption from the Controlled Substances Act so that it could
import a particular narcotic used only by adults during one
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of its religious ceremonies. The federal government opposed
the importation request insisting that there was a “compelling
governmental interest” in the uniform enforcement of the
Controlled Substances Act.®’ In other words, the government
claimed a compelling interest in no exceptions for anyone for
any reason because to grant an exception for one would mean
having to consider other requests for exemptions.*! The Court
rejected that interpretation of RFRA. The Court said that the
proper statutory inquiry was more focused in that “RFRA
requires the Government to demonstrate that the compelling
interest test is satisfied through application of the challenged law
‘to the person’'—the particular claimant whose sincere exercise
of religion is being substantially burdened.”® Following the
Court’s rationale in Centro Espirita, the compelling-interest
inquiry in a religious staffing case is not in uniformly preventing
employment discrimination on a religious basis by all religious
grantees. Rather, the government has to more narrowly show
that it has a compelling interest in preventing the particular
practice of religious staffing by the particular religious grantee
in question.

It is a near impossibility for the government to meet
such a focused evidentiary burden, and it is absurd to claim
that the elimination of religious staffing by a particular faith-
based organization is a compelling interest. Congress sought
to achieve just the opposite when it provided in section 702(a)
that Title VIDs ban on religious discrimination should not apply
to religious organizations. Section 702(a) is a parallel policy
choice by Congress to accommodate the religious freedom of
religious organizations. If anything, accommodating religious
staffing expands religious freedom—and the expansion of
religious freedom is a strong governmental interest, the leading
example of which is the First Amendment. Lastly, it has been
observed that protecting the religious character of faith-based
organizations that participate in government programs expands
the array of choices available to the poor and needy, some of
whom desire to seek out assistance at robustly faith-centered
providers.®?

Permitting religious charities to staff on a religious basis
does not undermine compelling social norms or enduring
constitutional values. Just the opposite is true. The religious
staffing freedom minimizes the influence of government
actions on the religious choices of both religious providers and
those wanting to receive services from a faith-based provider.
Finally, safeguarding a faith-based organization’s freedom of
religious staffing advances the Establishment Clause value
of noninterference by government in the religious affairs of
religious communities.* Senator Sam Ervin (D-N.C.) said it
more colorfully upon the revision of Title VII when he stated
that the aim of the staffing freedom is to “take the political hands
of Caesar off of the institutions of God, where they have no
place to be.” In Corporation of the Presiding Bishop v. Amos, the
Supreme Court put its seal of approval on that congressional
judgment concerning proper church-state relations.®

CONCLUSION
Freedom for religious staffing by faith-based grantees
enhances our nation’s religious pluralism and undeniable
dynamism. Authentic pluralism* is rightly accommodated, not
diminished, when the government affirms the equal treatment
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of these independent-sector providers to participate in social
service programs. To do otherwise would privilege secularism,
driving robust faith-based organizations underground and
away from participation in modern public life. That would
be more like hostility toward religion than neutrality toward
religion. By the same token, the approach of government
neutrality permits faith-based organizations to preserve their
institutional character which is necessary to perpetuate their
distinctive way of life. These are the social norms to be upheld
and the enduring constitutional values to be reinforced. In the
face of these realities, the opponents’ bald assertions that a ban
on religious staffing by federal grantees holds the moral high
ground is little more than self-flattery.

Many religious organizations care deeply about retaining
the ability to participate fully and equally in modern public life,
while retaining their full character as religious organizations
of integrity and vision. Not every religious grantee will care
about the freedom to staff on a religious basis, of course, but
many do.”” And even this variance among religious groups goes
to underline America’s religious pluralism made possible only
when America’s religious freedom is extended to all. When
RFRA overrides embedded employment nondiscrimination
clauses, the rule of law chooses freedom over a crabbed notion
of equality that acts to oppress the vital need of robust religious
organizations to retain their institutional autonomy. This
freedom, made possible by Congress in passing RERA, is to be
celebrated as in the best of our nation’s legal traditions.
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HoMEescHOOLING BATTLE IN CALIFORNIA

By Raymond J. Tittmann*

constitutional crisis hit California this spring, although

it was noticed more for its social than legal significance.

On February 28, 2008, in the case /n re Rachel L., the
Second District Court of Appeal in Los Angeles, California,
found that the state’s truancy statute prohibited homeschooling
without a teaching credential for the grade taught: under
California case law “parents do not have a constitutional right
to home school their children.”

California’s truancy statute obliges all children to attend
public school unless (1) the child is enrolled in a private full-
time day school, (2) the child is tutored by a person with a
state teaching credential for the grade being taught, or (3) other
limited exemptions apply.” The father of the homeschooled
children argued that homeschooling was protected by the first
exemption because he had enrolled his children in a private
school that directed the homeschooling. But the court disagreed,
finding that homeschooling was governed by the second
exemption, and the parents therefore had to obtain a teaching
credential for the grade being taught.

Newspapers in California reported “shock waves” rocking
the homes of some 166,000 California homeschooled children.?
Days later, the executive branch—both Governor Arnold
Schwarzenegger and Superintendent of Public Instruction Jack
O’Connell—announced its refusal to follow the decision of
the appellate court. Superintendent O’Connell declared that
Department of Education policy “will not change in any way
as a result of this ruling.” He said that the Department policy
would remain, as before, pro-homeschooling: “Parents stil/
have the right to home school in our state.” The Department
of Education blatantly repudiated the court’s decision—even
using the same language but replacing the phrase “do not” with
“still.”® Governor Schwarzenegger did not pull any punches
either: “This outrageous ruling must be overturned by the courts
and if the courts don't protect parents’ rights then, as elected
officials, we will.””

Like the Cuban Missile Crisis, this constitutional standoff
was resolved in a mere two weeks when the instigator withdrew.
On March 25, 2008, the court of appeal granted rehearing,
in effect vacating the precedential value of the opinion.?
Parties submitted briefs for the rehearing on April 28, 2008,
and the court invited amicus parties to file briefs by May 19,
2008. However, like the Cuban Missile Cirisis, the short-term
resolution does not settle the long-term problem. The court
is expected to issue another decision in the summer or fall,
followed by an appeal to the California Supreme Court.

I. THE LEGAaLITY OF HOMESCHOOLING
‘Was Not PROPERLY AT ISSUE

The court’s decision in /7 re Rachel was remarkable for its
lack of judicial restraint, with respect to both the legal issue and

* Raymond . Tittmann is a board member of Catholics for the Common
Good, dedicated to defending Catholic social doctrine in the public square,
and a partner at the law firm of Carroll, Burdick & McDonough LLP

The views expressed here are his own.
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the factual issues framed by the court. Judicial restraint requires
courts to avoid unnecessary constitutional issues when other
grounds are dispositive.” The father here argued that the proper
legal issue was not the constitutionality of homeschooling at
all, but rather the safety of the children."”

The father’s argument is based on the procedural history.
The case arose from a juvenile court proceeding in which
attorneys appointed to represent the children argued that the
court should intervene and order the children to school. The
California Welfare & Institutions Code grants a court narrow
authority to intervene in the parents’ decisions concerning the
education of their children; it is limited to situations where
intervention is “necessary to protect the child.”'! Courts
have interpreted this section to require, as a prerequisite to
intervention, evidence establishing a “substantial risk” of “serious
physical harm or illness.”"* Thus, for example, one court declined
to intervene when a transient parent’s child consistently failed
to appear at her enrolled school because the parent’s conduct
did not cause serious physical harm."?

Given this onerous standard, the juvenile court predictably
ruled that homeschooling did not present a “substantial risk”
of “serious physical harm or illness,” and declined to order the
children into school.! The proper standard on appeal was abuse
of discretion. Consequently, to grant a writ ordering the children
out of their home school, the court of appeal had to find that
homeschooling unquestionably posed a risk of “serious physical
harm or illness’—nothing more and nothing less. The court,
however, did not decide or even consider the safety issue and
instead broadly addressed the legality of homeschooling under
the state’s truancy statute, deciding at the same time both too
much and too little.

In similar circumstances, the First District Court of
Appeal recently reversed a decision by the family court for its
failure to exercise judicial restraint. It found that the family
court did not need to decide the constitutionality of the Indian
Child Welfare Act because it failed to first apply the statutory
provisions to determine whether a constitutional issue actually
existed."

Likewise here, the court should have applied the provisions
of the Welfare & Institutions Code to determine if it had the
authority to intervene. If the court lacked the statutory authority
to intervene (i.e., if the children’s safety was not threatened),
the constitutional and statutory legality of homeschooling was
irrelevant.

II. THE Court OUuTLAWED HOMESCHOOLING
PracTiciEs oF NON-PARTIES

The court also demonstrated a lack of judicial restraint
by deciding factual situations not before it. The parents in /n
re Rachel homeschooled through a private school, but several
other methods of compliance, implicating different statutory
provisions, were not at issue and were improperly addressed
by the court.
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Public charter home schools (not at issue): California permits
state-funded and state-run charter schools to establish home
independent study programs. The state not only knows
about this homeschooling, it sponsors, funds, and monitors
the homeschooling pursuant to a statutory framework. The
children in In re Rachel were not enrolled in such a charter
school, and the parents therefore had no incentive to present the
statutory framework authorizing public charter home schools.
Nevertheless, the court called homeschooling through public
charter schools illegal when the parent teacher is not credentialed
precisely because “the parents present[ed] no authority” to
justify such public charter schools, ignoring that the parents
had no interest in presenting such authority.'® Technically this
finding is dicta and not enforceable, but it is nevertheless a
dangerous statement that could—if it survives rehearing—be
misunderstood to ban established state schools.

Home private schools (not at issue): The Home School Legal
Defense Association (HSLDA) and several other home school

organizations have long asserted that parents in California can
declare their home a private school by filling out a Form R-4
affidavit.”” California law does not prohibit private schools from
operating on a residence, using parents as teachers, or enrolling
children living in the residence. Accordingly, California law does
not prohibit private home schools. The parents in /n re Rachel
did not submit an R-4 affidavit declaring their home a private
school. Accordingly, the parents had no incentive to argue the
mechanics and legality of the R-4 affidavit in this context, and
the HSLDA and other affected non-parties had no opportunity
to argue this issue. The court nevertheless rejected the argument
that a home school could avoid credentialing requirements by
calling itself a private school: “parents instructing their children
at home” do not “come within the private full-time day school

. »18
exemption.

Private schools directing home school (only method at issue):

Numerous private schools allow homeschooled students to
enroll and then the school assists parents in the education of
their children. Like the state-funded charter schools, private
home schools may provide curricula, books, resources, grading,
advice, tutoring, and consultation. The children in /n re Rachel
were enrolled in Sunland Christian School, a private school
of this type. The court found that this method also “does not
qualify for the private full-time day school... exemption|]
from compulsory education in a public full-time day school.”
However, the entities with the most interest in this issue, such
as the Sunland Christian School and the numerous associations
representing such schools, were not parties and therefore were
unable to brief the issue.

'The decision in [ re Rachel therefore not only decided the
wrong issue, it also outlawed practices without hearing from
the parties whose conduct was being outlawed. The courts
presumably granted rehearing to correct at least some of these
procedural improprieties.

III. Tae Court FAILED To ANALYZE THE STATUTORY AND
CONSTITUTIONAL IssuEs THOROUGHLY

Critics of the /n re Rachel decision disagree not only on
procedural grounds but on substantive grounds as well. The
court relied heavily on People v. Turner*
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These provisions of the Education Code [prohibiting
homeschooling, under the court’s interpretation] were held to
be constitutional in People v. Turner (1953) 121 Cal. App. 2d
Supp. 861, and an appeal to the United States Supreme Court
from that decision was dismissed for want of a substantial federal
question in Tirner v. People of the State of California (1954) 347
U.S. 9722

The careless reader might think the decision in /n re Rachel
was, legally speaking, nothing new—homeschooling has been
illegal for at least fifty years, under binding California authority
implicitly endorsed by the United States Supreme Court. In
fact, there is no such binding authority in California. Tirner
was decided by the appellate department of the superior court,
which decides appeals of such matters as parking tickets and
small claim disputes. It is not binding precedent.”? Nor is
the citation to the U.S. Supreme Court helpful; the Court
devoted a mere sentence to the matter: “The appeal is dismissed
for the want of a substantial federal question.”” The court’s
decision finding homeschooling illegal and not constitutionally
protected was not only shocking to homeschoolers, it broke
new legal ground as well.

Though California had not specifically resolved the
homeschooling issue before /n re Rachel, federal and state
constitutional law has generally recognized parents’ “right
of control” and “natural duty” concerning their children’s
education.”® Given the constitutional rights implicated, the
court should have construed the truancy statute to “avoid
constitutional infirmities.”” Here, the statute could have
been construed to avoid compromising the parents’ rights.
The Education Code, strictly speaking, is silent as to whether
homeschooling may qualify as a “private school” under
Education Code sections 48222 and 33190. Those sections
require “the owner or other head” of the private school to file
an affidavit with the Superintendent of Public Instruction.
Nothing in either section precludes application of the statute
to homeschools or private schools that enroll homeschooled
children.

The court followed Zisrner in finding that these sections
addressing private schools were not “intended” to apply to
home schools because the legislature must have intended the
tutor exception (which, importantly, requires state teaching
credentials) for homeschoolers.?¢ Parents should not be allowed
to escape the credentialing requirement by purporting to enroll
their homeschooled children in a private school. The court’s
interpretation is plausible, but it invites rather than avoids a
constitutional issue. The alternate interpretation, that home
schools are legal under the private school exemption, is also
reasonable and does not compromise fundamental parental
rights.

After construing the Education Code to prohibit
homeschooling without a state teaching credential, the court
conducted a brief constitutional analysis. The court did not apply
the “strict scrutiny” called for when parental rights of this sort
are implicated.” In fact, the court did not even decide what sort
of scrutiny should apply. The word “scrutiny” does not appear
anywhere in the decision. The only case cited in the court’s
constitutional analysis—Wisconsin v. Yoder’*—held thirty-six
years ago that an Amish community did have the right to school
their own children for religious reasons.” Constitutional law
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professors on the left and the right have criticized the decision
for its abbreviated constitutional analysis, leaving out the last
several decades of First Amendment jurisprudence. *

One can only assume that the case was briefed summarily.
It is doubtful that the parents or the children (all represented
by court-appointed counsel) had significant resources to brief
the constitutional issues with any great detail. And, as noted,
the groups with greater interest and resources, such as Sunland
Christian and the Home School Legal Defense Association,
were not parties to the case. Consequently, the court’s decision
to vacate and invite briefing by interested amicus parties does a
great service to this important issue.

Thus, as the Cuban Missile Crisis did not end the Cold
War, the court’s grant of rehearing does not settle the legality
of homeschooling. The issue remains.
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TELECOMMUNICATIONS & ELECTRONIC MEDIA

A LA CarTtE REGuLATION OF PAaY TV: GooDp INTENTIONS Vs. GooD EcoNnoMmics

By Jeffrey Eisenach & Adam Thierer*

n his insightful works on political economy, Professor
IThomas Sowell warns of the dangers of lawmakers allowing

good intentions to trump good economics when crafting
public policy. It is a theme which Friedrich Hayek,' Milton
Friedman? and others articulated before him, of course, but
Sowell has more fully developed this cautionary principle in
books like A Conflict of Visions and The Vision of the Anointed.
Sowell teaches us that noble intentions alone do not necessarily
translate into sound public policy, and cautions against the
hubris that leads policymakers to believe that they can easily
improve on market outcomes. Even the best-intentioned
policies can spawn unintended consequences, giving rise to still
more regulatory interventions as policymakers seek to rectify
past mistakes.

The Federal Communications Commission (FCC) would
be wise to heed Sowell’s advice in the ongoing debate over “ala
carte” regulation of cable and satellite television networks and
programming. The notion—giving consumers the right to pay
for only the cable TV channels they want, without having to
purchase a full bundle—is highly appealing on the surface, and
well-intended advocates on both sides of the political divide,
including the Consumer Federation of America’s Mark Cooper
and FCC Chairman Kevin Martin, are no doubt acting out of

the best of intentions. But a closer look suggests that a la carte
regulation would be a classic case of what we refer to as Sowell’s
Law of Wishful Thinking. Indeed, it would likely have zhe exact
opposite effects of what its proponents intend, leaving consumers
and families worse off than they are today.

I. Topay’s Pay TV MARKETPLACE

On the face of it, the pay TV marketplace appears to be
functioning efficiently. By any conceivable statistical measure,
consumers today have access to more video outlets and options
than at any time in history, and 86% of Americans subscribe to
cable, satellite or telco-provided television services.

Certainly there is no shortage of programming. Indeed,
the long-heralded “500-channel” cable universe is now a reality.
The overall number of video programming channels available
in America has skyrocketed, from just seventy channels in 1990
to 565 channels in 2006.% The resulting diversity “on the dial”
has been astounding . There is hardly any human interest or
hobby that is not covered by some video network. As the FCC
concluded in its 2003 Media Ownership Proceeding, “We are
moving to a system served by literally hundreds of networks
serving all conceivable interests.” Exhibit 1 below shows the
sheer diversity of programming on pay TV today.

CABLE AND SATELLITE TV PROGRAMMING OPTIONS
News: CNN, Fox News, MSNBC, C-Span, C-Span 2, C-Span 3, BBC America

Sports: ESPN, ESPN News, ESPN Classics, Fox Sports, TNT, NBA TV, NFL Network,
Golf Channel, Tennis Channel, Speed Channel, Outdoor Life Network, Fuel

Weather: The Weather Channel, Weatherscan
Home Renovation: Home & Garden Television, The Learning Channel, DIY

Educational: The History Channel, The Biography Channel (A&E), The Learning Channel,
Discovery Channel, National Geographic Channel, Animal Planet

Travel: The Travel Channel, National Geographic Channel
Financial: CNNfn, CNBC, Bloomberg Television
Shopping. The Shopping Channel, Home Shopping Network, QVC
Female-oriented: WE, Oxygen, Lifetime Television, Lifetime Real Women, Showtime Women

Family / Children-oriented: Animal Planet, Anime Network, ABC Family, Black Family Channel, Boomerang, Cartoon Network, Discovery
Kids, Disney Channel, Familyland Television Network, FUNimation, Hallmark Channel, Hallmark Movie Channel, HBO Family,
KTV - Kids and Teens Television, Nickelodeon, Nick 2, Nick Toons, Noggin (2-5 years), The N Channel (9-14 years), PBS Kids Sprout,
Showtime Family Zone, Starz! Kids & Family, Toon Disney, Varsity TV, WAM (movies for 8-16-year-olds)
African-American: BET, Black Starz! Black Family Channel
Foreign | Foreign Language: Telemundo (Spanish), Univision (Spanish), Deutsche Welle (German), BBC America (British), AIT: African
Independent Television, TV Asia, ZEE-TV Asia (South Asia) ART: Arab Radio and Television, CCTV-4: China Central Television, The
Filipino Channel (Philippines), Saigon Broadcasting Network (Vietnam), Channel One Russian Worldwide Network, The International
Channel, HBO Latino, History Channel en Espanol
Religious: Trinity Broadcasting Network, The Church Channel (TBN), World Harvest Television, Eternal Word Television Network
(EWTN), National Jewish Television, Worship Network

Music: MTV, MTV 2, MTV Jams, MTV Hits, VH1, VH1 Classic, VH1 Megahits, VH1 Soul, VHI Country, Fuse, Country Music
Television, Great American Country, Gospel Music Television Network

Movies: HBO, Showtime, Cinemax, Starz, Encore, The Movie Channel, Turner Classic Movies, AMC, IFC,
Flix, Sundance, Bravo (Action, Westerns, Mystery, Love Stories, etc.)
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of dollars in recent years to

provide more channels, digital delivery, video-on-demand, and,
most recently, high-definition. As the FCC itself concluded in
its most recent report on the video programming marketplace,
“competition in the delivery of video programming services
has provided consumers with increased choice, better picture
quality, and greater technological innovation.”

Given these results, what is the case for regulation?
Proponents of an a la carte mandate suggest that they can
improve on the market in two primary ways. First, since people
would no longer be forced to pay for channels they do not
watch, they would pay less for cable television. Second, since

* Jeffrey Eisenach is Chairman of Criterion Economics and Adam Thierer
is a Senior Fellow with the Progress & Freedom Foundation.

June 2008

people could choose not to buy certain channels, they would no
longer be forced to subsidize programming (particularly “racy”
programming) of which they disapprove. Thus, an a la carte
mandate is presented as both economic regulation, designed
to reduce prices, and social regulation, designed to “clean up
the airways.”

II. A La CartE as EconoMic REGuLATION

The economic case for an a la carte mandate rests on two
premises. First, it is argued, cable prices are rising faster than
inflation, and government action is therefore appropriate to
give consumers lower prices. Second, a la carte regulation would
reduce the prices people pay for cable programming. Neither
premise withstands scrutiny.
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If cable prices were rising faster than inflation, there might
well be a strong political (though not an economic) case for
regulation. Indeed, much of the case for a la carte has been
premised on this notion, with advocates pointing, for example,
to the most recent FCC report on cable prices, which shows
that the average price paid for the basic tier of cable channels
rose 93% over the ten-year period between 1995 and 2005,
compared with the consumer price index, which increased only
28%. But there are two problems with this data.

First, the FCC’s data is three years old. More recent
data from the Bureau of Labor Statistics shows that cable
price increases have moderated and, indeed, that cable prices
in 2007 and 2008 have actually risen less rapidly than the
Consumer Price Index (CPI). Perhaps this change is due
to increased competition, or to efficiencies associated with
the increasing ability of cable companies to spread the fixed
costs of their infrastructures over multiple services, such as
broadband and telephony. Whatever the reason, cable price
increases have slowed, and the political case for regulation has
thus weakened.

The second problem with the price increase argument is
more fundamental, and ultimately more important: the price
increase figures cited by a la carte advocates fail to account for
changes in quality, which can be captured by taking into account
either the number of television channels included in the basic
tier or the time people spend watching cable TV. When cable
prices are looked at in terms of the price per channel, the real
price of pay television has fallen throughout the past decade.®
And because television viewing overall is increasing, and cable’s
share of viewing hours is also going up (relative to over-the-air
TV), the price paid per viewing hour has actually declined even
in nominal terms.” Thus, the basic underlying political argument
for economic regulation of cable is, to be blunt, a lie: by the
most accurate measure, cable prices are not only not rising faster
than inflation, they are actually going down!

Most people would agree, of course, that rising prices—
even if they were rising—would not by themselves constitute
a basis for regulation. Rather, regulation should be considered
only if a case can be established for market failure—in which
case it might be possible, at least in theory, for regulation to
improve on the market outcome and lead to lower prices in the
long run. But a la carte advocates have failed to demonstrate
that bundling constitutes a market failure of any sort.

Bundling is, course, pervasive throughout the economy,
and while the economics of bundling are complex, economists
universally agree that it is generally efficient and beneficial
to consumers. Bundling improves economic efficiency in a
variety of situations, including when there are economies
of scope and scale. One particularly significant and relevant
efficiency motivation, advanced many years ago by Nobel
Prize winner George Stigler,® occurs when there are high fixed
costs of production and consumers have differing preferences
for various “flavors” of a product. A simple example illustrates
the point.’

Suppose there are two cable TV channels, “sports” and
“business,” each of which costs $10 to produce. Suppose further
that there are two consumers, one of whom is willing to pay $7
for the sports channel and $4 for the business channel, while
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the other is willing to pay only $4 for sports, but will pay $7
for business. If the two channels are offered separately, there
is no price at which demand will be suficient to cover cost: if
each is offered for $10 (its cost), no one buys either channel;
if each is offered at $7 and is purchased by one consumer,
revenue is $7 and each channel loses $3; and, if each is offered
at $4 and purchased by both consumers, revenue is $8, and
each channel loses $2. In short, in an a la carte world, neither
channel is produced.

If bundling is permitted, on the other hand, the two
channels can be offered together for $10, and both consumers
(each of whom values the two channels at a total of $11)
will purchase. Revenues are now $20, covering the costs of
both channels, and each consumer receives $1 in consumer
surplus.

This argument is only one of several that explain why
bundling of cable TV channels is economically efficient.
Bundling also provides a means for cable channels to expand
their distribution, thereby increasing advertising revenues (and
defraying costs that would otherwise be passed on to consumers
in the form of higher subscription fees); it allows consumers
to sample cable channels, thereby reducing marketing costs;
and, it reduces transactions costs by avoiding the need for
cable operators to constantly add and subtract channels from
individual consumers’ feeds.'

Economists also recognize that bundling can, in certain
(very limited) circumstances, be a sign of market power, and a
la carte advocates have suggested this is the case in cable TV.!!
But they have failed miserably to prove their case. Indeed, as
noted above, competition in pay TV is growing: virtually
all consumers now have a choice among at least one cable
TV provider and two satellite providers, and many can also
choose to get their service from cable overbuilders or telephone
companies. If a la carte was an economically efficient business
model, we would expect to see at least some of the firms in a
competitive market to offer it voluntarily, yet none have done
so.

Back in 2004, when the FCC first considered (and
rejected) a la carte regulation, a group of respected economists
wrote to the agency’s Media Bureau warning that the proposal
would not achieve its purported objectives. Their conclusion:
“(1) mandatory a la carte distribution would very likely raise
overall prices; (2) consumers viewing decisions would very
likely be distorted and their ability to sample alternative
networks and shows would very likely be suppressed; and
(3) mandatory a la carte distribution would very likely harm
new and niche networks, which would result in fewer viewing
options for consumers.”"?

In short, when it comes to a la carte, the economics of cable
TV are clear: Rather than reducing prices and increasing choice,
as proponents hope, it would do precisely the opposite.

II1. A La CARTE As SociAL REcuLATION

A la carte proponents point to another supposed benefit
of regulation: it could help “clean up” the character of pay TV.
Many policymakers have expressed a desire to extend content
controls to cable and satellite TV, but realize that direct efforts
to regulate subscription-based media platforms would likely
be held to be in violation of the First Amendment." A la carte
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regulation has been pitched by some of those lawmakers as an
indirect method of accomplishing that same objective. But
will it really work? It is highly unlikely, at least in the fashion
many lawmakers and family groups hope for.

'The reason is two-fold. First, as made clear above, a la carte
regulation threatens the wonderful diversity of programming on
television today. That also explains why a la carte proponents
are wrong when they suggest that it would “clean up” pay
TV and allow us to purchase just the “good stuff.” The “good
stuff” is not likely to survive in a world of mandatory ala carte
regulation. Most family-focused/children’s networks, female-
oriented channels, and religious programmers oppose a la carte
mandates for this reason. They understand that their programs
attract only a small subset of the overall universe of viewers. If
their networks are not bundled alongside other channels, they
might disappear entirely. Colby May, director of the Faith
and Family Broadcasting Coalition, which represents religious
broadcasters, last year called a la carte regulation “a dagger
aimed at the heart of religious broadcasting in America,” and
predicted that it would “decimate religious broadcasting and
the wholesome, family-oriented programming carried on niche
cable channels.””

Second, the channels that some lawmakers want driven
off basic cable—MTYV, F/X, Comedy Central, Spike, and so
on—will likely continue to do just fine. They are all among
the Top 20 networks on cable and satellite TV today and have
a strong following on DVD and the Internet. Even under a
new regulatory regime, people will still flock to these networks
in fairly large numbers.

So the “choice” consumers will be left with in a world
encumbered by a la carte regulation is one of fewer choices of
television programming. If smaller, niche-oriented networks
begin to disappear, lawmakers will be dismayed obviously, but
they will be absolutely furious if the channels that they really
wanted to see vanish end up surviving anyway.

Again, wishful thinking cannot change the basic rules of
markets and economics. Policymakers might like to see “racy”
programming disappear and “family” programming rule the
“airwaves,” but imposing a la carte regulation would likely have
precisely the opposite effect.'®

CONCLUSION

From a policy perspective, a la carte regulation is worse
than a solution in search of a problem; it is a problem waiting
to happen. As prices rose and programming became less
diverse in the wake of an a la carte mandate, policymakers
would find themselves besieged by consumers and interest
groups demanding yet another “solution.” Perhaps they would
frankly admit error and reverse course, repealing the misguided
policy they had so recently put in place. On the other hand,
it is just possible that they would proffer still more regulatory
solutions—price controls, for example—which would be
politically attractive on the surface, but equally flawed in their
underlying economics. No doubt the new rules would also be
motivated by the best of intentions.
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NARUSCA v. FCC: FEDERALISM, LINE ITEM BILLING,
AND THE FUTURE OF WIRELESS CONSUMER PROTECTION

By Seth Cooper*

tates can regulate line items in customer billing for cellular

wireless services. Thus spoke the U.S. Supreme Court, it

seems, when it refused to hear National Association of State
Utility Consumer Advocates v. EC.C. The denial of certiorari
left standing a Eleventh Circuit Court of Appeals decision that
state truth-in-billing rules for wireless are oz preempted under
federal law. Here follows a look back at the Eleventh Circuit’s
ruling, as well as a short take on the past, present, and possible
future of wireless consumer protection regulation.

CONGRESSIONAL WIRELESS PoLicy AND
THE FCC’s TRUTH-IN-BILLING PROCEEDING

The Communications Act of 1934 vested the Federal
Communications Commission with authority to regulate
radio frequencies used in cellular wireless services.' In 1993,
Congress amended the Act to grant the federal government
the exclusive authority to the “rates charged” and the “entry”
of wireless carriers.? In significant respects, this cordoned off
wireless carriers from state regulation. Under the amendment,
however, states were permitted to continue regulating “other
terms and conditions” of wireless services.?

In May, 1999, the Commission adopted Truth-in-
Billing Rules “to ensure that consumers are provided with
basic information they need to make informed choices in a
competitive telecommunications marketplace, while at the same
time protecting themselves from unscrupulous competitors.”
The Commission applied those rules to wireline services, but
exempted wireless providers from several such rules.

The State Consumer Advocates later petitioned the
Commission for a declaratory ruling that prohibits wireless
providers “from imposing any separate line item or surcharge
on a customer’s bill that was not mandated or authorized by
federal, state, or local law.” A line item is “a discrete charge
identified separately on an end user’s bill.”® The State Consumer
Advocates argued that those line items do not allow customers to
accurately assess what they are being billed for or whether they
are being billed for government-mandated taxes and fees.

In March, 2005, the Commission issued its “Second
Report and Order,” amending and clarifying the application
of truth-in-billing rules to wireless providers. It concluded that
wireless providers were no longer exempt from requirements
that billing descriptions be “brief, clear, non-misleading and in
plain language.”” The Commission also issued a “Declaratory
Ruling,” in which it denied the Consumer Advocates petition
and declared state laws requiring or prohibiting use of line items
on bills for wireless services preempted by Section 332(c)(3)(A)
of the Communications Act of 1934, as amended.?

The Commission’s preemption of state regulations for
wireless line-item billing “rates” included “rate levels,” “rate
* Seth Cooper is the Director of the Telecommunications and Information
Technology Task Force at the American Legislative Exchange Council in
Washington, D.C., the nation’s largest nonpartisan, individual membership
organization of state legislators.
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structures,” and “rate elements.” It concluded that line items
are “rate elements” and that state regulations prohibiting or
requiring line items directly affect how wireless providers
structure their rates. On the other hand, the Commission also
concluded that state taxes, state universal service support charges,
and other state regulations only have an “indirect effect... on a
company’s behavior.”'® The Commission’s preemption ruling
cited “the pro-competitive, deregulatory framework [for wireless
providers] prescribed by Congress” in 1993.!' According to the
Commission, different state laws regulating line items would
result in a variety of conflicting rules.

In preempting state regulations for wireless line item
billing, the Commission left undisturbed state authority to
impose taxes on wireless services, assess state universal service
support charges, and enact other disclosure laws. However, it
also requested comments about the role of states in regulating
truth-in-billing issues and whether federal law preempted other
state regulations of billing practices.

National Association of State
Utility Consumer Advocates v. E.C.C.

The State Consumer Advocates, joined by the National
Association of Rate Utility Commissioners (NARUC),
petitioned for legal review of the Commission’s ruling, Wireless
providers Sprint Nextel and Cingular Wireless were granted
intervenor status in support of the Commission.

In National Association of State Utility Consumer Advocates
v. EC.C. (“NASUCA v. FCC”), a unanimous panel of the
Eleventh Circuit reversed the Commission’s preemption
ruling."? The court’s opinion was penned by Judge William
Pryor. A federalism-minded jurist, Judge Pryor’s analysis of
the Commission’s preemption order began with citation of the
Supremacy Clause of Article VI of the U.S. Constitution:'

This Constitution, and the Laws of the United States which shall
be made in Pursuance thereof; and all Treaties made, or which
shall be made, under the authority of the United States, shall be
the supreme Law of the land; and the Judges in every State shall
be bound thereby, any Thing in the Constitution or Laws of any
State to the Contrary notwithstanding,

The basics of modern preemption doctrine followed.! In the
context of administrative law, federal agencies acting within
their scope of congressionally delegated authority may preempt
state regulation. Agencies entrusted with discretionary powers
must not exceed their statutory authority or act arbitrarily.

Judge Pryor cited case authorities for a clear-statement rule
of federal preemption: “the assumption that the historic police
powers of the states are not superseded by federal law unless
preemption is the clear and manifest purpose of Congress.”"
“[TThis presumption, he wrote “guides our understanding of
the statutory language that preserves the power of the States to
regulate ‘other terms and conditions.””*¢

Judge Pryor cited the Commission’s finding that
“Congress did not specifically define ‘rates, ‘entry, or other key
terms in section 332(c)(3)(A), but explained that ‘rate regulation
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extends to regulation of ‘rate levels' and ‘rate structures” for
wireless service providers.”” But the court took exception to
the Commission’s rationale.

In the panel’s view, “[t]he language of section 332(c)(3)(A)
unambiguously preserved the ability of the States to regulate the
use of line items in cellular wireless bills.”*® This determination
was made through an examination of the defined terms of the
Communications Act, as well as the meaning those defined
terms and common dictionary definitions give to the undefined
terms of the Act. Deeming a “rate” to be an amount of charge
or payment, Judge Pryor wrote that “[t]he prohibition or
requirement of a line item affects the presentation of the charge
on the user’s bill, but it does not affect the amount that a user
is charged for service.”" Whereas states may regulate billing
practices of wireless providers, but not the amounts charged
to consumers, “the presentation of line items on a bill is not
a ‘charge or payment for service'... it is an ‘other term or
condition’ regulable by the states.”

Moreover, the panel found fault with the Commission
for failing to follow the definition of “rates” that it relied upon
in its previous rulings. In prior proceedings, the Commission
defined “rates” as an “amount of payment or charge based
on some other amount,”* and defined “rates charged” as
prohibiting states from “prescribing, setting or fixing rates” of
wireless providers.”?

In seeking to preempt state line item billing requirements
for its alleged effect upon rates, the Commission’s stance was
complicated by its own decisions upholding state universal
service charges on wireless customers as an “other term or
condition.”® The Commission argued that line items had a
“direct effect” on rates, whereas universal service charges only
have an “indirect effect” on rates. The panel flatly rejected this
argument as unavailing and without logical distinction.

The panel also concluded that the legislative history of
the 1993 amendments to the Communications Act “shows that
Congress intended to leave the authority to regulate line items
with the states.” If line items were a matter of “rates,” concluded
the panel, the Commission could preempt almost any form of
state regulation of wireless service. Wrote Judge Pryor, “[t]he
failure of the Commission to delineate the proper scope of rate
regulation allows the Commission indefinitely to expand its
authority without regard to the mandate by Congress that ‘other
terms and conditions’ remain the realm of state regulation.” In
so concluding, the panel vacated the Commission’s preemption
ruling, remanding the case to the Commission.

S1STER CIRcUIT CASE COMPARISON

The Eleventh Circuit panel’s opinion in NASUCA v. FCC
did not include any close examination of related decisions from
other circuit courts of appeal. But its ruling against any easy
preemptive presumptions for state laws relating in some way
to wireless rates under 47 U.S.C. § 332(c)(3)(A) nonetheless
finds some consistency in circuit court case law.

For instance, Fedor v. Cingular Wireless Corporation
considered an argument to “interpret the preemption provision
as covering any claim that touches on the rates charged in
any manner.”* The Seventh Circuit rejected that argument,
concluding that position “overstates the scope of the preemption
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and in fact is a position that has been repeatedly rejected by the
Courts and the FCC.”® The Seventh Circuit panel reviewed
prior rulings by the FCC concerning wireless regulations and
preemption—including rulings also analyzed by the Eleventh
Circuit in NASUCA v. FCC. “Those decisions,” ruled the
Seventh Circuit, “reject the argument that any claims related to
the billing amount are automatically preempted under section
332.% Instead, the Seventh Circuit concluded that courts must
“examine whether the claims require the state court to assess
the reasonableness of the rates charged, or impact of market
entry.”

In Fedor, the Seventh Circuit held that state law claims in
contract and under state consumer protection laws for a wireless
providers’ improper attribution of calls and charges did nor
address rates themselves, but only the conduct of a provider in
failing to adhere to those rates. Ultimately, the state law claims
atissue in Fedor were not preempted but were “preserved for the
states under §332 as the ‘terms and conditions” of commercial
mobile services.”

Tue Future oF LINE ITEM BiLLiNG REGuLATION

The U.S. Supreme Court declined to hear, and thereby
upheld the Eleventh Circuit panel’s decision, in January.”
(Defendant intervenors Sprint Nextel filed the petition
with the Supreme Court, as the FCC declined to pursue
further litigation.) The FCC is therefore now forbidden
from preempting the states on line item billing requirements
for wireless carriers as “other terms and conditions” under
Section 332(c)(3)(A). But the future suggests the possibility
of regulatory reform in consumer protection—including line
item billing—for wireless customers.

At present, state regulation of consumer protection in
wireless services coincides with private self-regulation. In
the past few years, wireless carriers have embraced some self-
policing efforts. For instance, in 2003 the wireless industry
adopted the “CTIA Consumer Code for Wireless Service.”*
Established through the industry’s primary trade association,
the CTIA Consumer Code is a ten-point set of best practices
that its members agreed to for marketing services and billing
customers. Also, in 2004, several wireless carriers entered into
the “Assurance of Voluntary Compliance” with thirty-three state
attorneys general.?' The agreement set out nationwide consumer
protection standards that wireless carriers agreed to follow.

However, the wireless industry has recently become more
vocal in articulating its own vision for a National Regulatory
Framework for Wireless. CTIA President Steve Largent has
urged Congress to “close the ‘other terms and conditions
loophole,” and establish “a clear, regulatory framework for all
wireless consumers in all states.”** According to Largent, states
should continue to regulate wireless just like any other industry
through its generally applicable state consumer protection
laws.? But specific requirements for wireless carrier consumer
protection would be federalized.

Moreover, legislation in the 110th Congtess proposes
express rulemaking authority for the FCC to address billing
requirements for wireless carriers. For instance, Senator
Amy Klobuchar has introduced the Cell Phone Consumer
Empowerment Act of 2007.** Among other things, Sec. 5(f)
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of the bill requires the Commission to initiate proceedings
under the Communications Act to establish regulations for line
item billing. The Klobuchar bill includes a section expressly
preempting state laws inconsistent with those of the legislation,
except for “any State laws that provide additional protection to
subscribers of wireless telephone service.” In addition, Senator
Mark Pryor has introduced the Uniform Wireless Consumer
Protection Act.* The bill requires the Commission to adopt
consumer protection regulations for wireless customers within
one year of the legislation’s enactment. But Pryor’s bill does not
contain an express preemption section.

More recently, House Representative Ed Markey has
circulated a draft bill titled the Wireless Consumer Protection
and Community Broadband Empowerment Act of 2008.%
This draft bill includes a section requiring the Commission
to issue line item billing regulatory requirements for wireless
carriers. But Markey’s draft bill also does not include any express
preemption section. These legislative proposals have not gone
uncriticized.*

CONCLUSION

In sum, the Supreme Court’s denial of certiorari in
NASUCA v. FCC appears to bring some finality to the issue of
whether states can regulate line items in wireless service. The
Eleventh Circuit opinion in the case is a straightforward federal
preemption ruling. States are not preempted from adopting
line item requirements, and any action undertaken by the FCC
on remand from the Eleventh Circuit must be made in that
light. The judiciary has expounded on Congress’s purposes in
the 1993 amendments to the Communications Act. Whether
Congress will take a different path through future legislation
remains to be seen.
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Reviewed by Paul Horwitz*

at do we want of our judges? And what can we

reasonably expect from them? However much these

questions bedevil us, we rarely ask them so directly.

The first question has featured prominently in every contested

federal judicial nomination and presidential campaign since

Robert Bork, but the public and politicians generally neglect

the second question. Constitutional theorists often act as if

the role and limitations of judges are a mere nuisance; surely,

they will suggest sorzo voce, the best judge is the one who most

closely tracks my own thinking—institutional constraints be
damned.

Happily, two recent developments in legal scholarship
have led some to consider these questions more closely and
more clearly. The ever-widening gyre of law and economics, and
its cousin, behavioral law and economics, has led an increasing
number of scholars to put the judge, with all his motivations,
incentives, and cognitive limitations, in the spotlight. And a
small but promising band of legal scholars, influenced by the
flourishing study of virtue ethics elsewhere in the academy, has
begun to consider the role of virtue in judging.

These contrasting approaches are on vivid display in two
rich new books. H. Jefferson Powell’s Constitutional Conscience:
The Moral Dimension of Judicial Decision takes a page from
virtue ethics in offering an expansive and ruminative vision
of the ethical virtues and vices that characterize the judge in
a constitutional case. Judge Richard A. Posner, in How Judges
Think, brings his economist’s toolkit (supplemented, as usual,
by a variety of disciplinary adjuncts and a bracing dose of
pragmatism) to many of the same questions—although his
object is somewhat different from Powell’s and his conclusions
are strikingly so.

Powell begins his exploration of the role and duty of the
constitutional judge in territory that has been oft-explored but
still leaves much to be discovered and discussed: John Marshall’s
opinion in Marbury v. Madison. In mustering his arguments for
judicial review, Marshall asked of the Constitution:

Why otherwise does it direct the judges to take an oath to support
it? ... How immoral to impose it on them, if they were to be used
as the instruments, and the knowing instruments, for violating
what they swear to support! ...

Why does a judge swear to discharge his duties agreeably to
the constitution of the United States, if that constitution forms
no rule for his government? ... If such be the real state of things,
this is worse than solemn mockery. To prescribe, or to take this
oath, becomes equally a crime.

* Paul Horwitz is an Associate Professor of Law at the University of
Alabama.
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This passage has been criticized and sometimes mocked almost
since its inception. In his famous dissent in Eakin v. Raub (1825),
Judge Gibson wrote that the oath is “taken indiscriminately by
every officer of the government, and is designed rather as a test
of the political principles of the man, than to bind the officer
in the discharge of his duty.” More recently, Judge Posner, who
serves as a foil in Powell’s book, called the oath “a loyalty oath
rather than a direction concerning judicial discretion.”

Thankfully, and quite rightly, Powell—reaching through
the mists of history to a time in which oaths had far-reaching
consequences based on a wider sense of honor and virtue at
large in the society—sees something more to it than that.
Marshall’s appeal to the oath, he writes, suggests a “juxtaposition
of the judiciary’s governmental role and the judge’s personal
conscience.” Thus, the practice of judicial review is related not
only to the broader constitutional structure that demands it
but “Hows as well from the judge’s individual obligations as a
moral actor.” The inescapable aspect of moral obligation at the
center of the judge’s duties thus “implies a closer connection
than is sometimes acknowledged between how we understand
constitutional law and how individual judges understand the
moral circumstances in which they carry out their duties.”

From this departure point, Powell derives two central
themes. The first is that it should be possible to derive a set
of standards for evaluating the work of the judge or justice in
moral or ethical terms. The second is that we can understand
constitutional law from within this ethical perspective as
an attempt to establish a fair process of resolving inevitable
political and social conflicts without expecting “consensus or
even broad agreement on many issues.” What we think of as the
actual practice of constitutional law—the “game” whose rules,
Justice Holmes famously observed, one must “play by,” rather
than simply “doing justice’—is the suite of acceptable and
traditionally well-worn forms of arguments which constitute
that practice. These practices involve much that is careful,
precise, and “technical” about reading the Constitution; but
even a good-faith attempt to reach a constitutional ruling
on this basis ultimately may drive us “beyond the realm of
professional expertise and algorithmic reasoning” into “a
sphere in which intellectual and moral integrity are essential.”
On this basis, he again presses his central point: the elements
of good and bad faith that we can derive from an examination
of sound constitutional judging simultaneously make evident
that constitutional judges enter “the realm of moral obligation
to which Marshall appealed in his discussion of the judicial
oath,” and provide us with a metric to see how well or poorly
they traverse that territory.

What are the virtues that constitute a moral constitutional
judge, in Powell’s view? It is not unfair to say that they are few,
and fairly abstract—although Powell is a skilled exegete and
makes the most of them. The first is good faith: the belief that
the Constitution has an intelligible meaning, and the will to
discern and honor that meaning as best one can. Second, given
the open spaces in that document, judges must display candor,
by which Powell means a willingness to fully and transparently
express in words the judge’s sincere effort to grapple with
the meaning of the Constitution, and integrity: “the virtue
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of seeking in any given situation that interpretation of the
Constitution that honestly seems to the interpreter the most
plausible resolution of the issues in the light of the text and
constitutional tradition.” Powell’s description of the remaining
virtues is often more substantive than simply procedural or even
ethical as such. He describes humility as being not about the
judge’s own frailties, but about the judge’s willingness to accept
that the Constitution leaves some divisive issues to be settled by
the political process. Moreover, he names “acquiescence” as a
constitutional virtue—a judge’s willingness to accede to long-
standing precedents of constitutional law and practice even if
the judge might not reach those conclusions independently.
Without these virtues, Powell bluntly concludes, “American
constitutionalism is a fraud.”

Powell concedes, as he must after such a stirring, but
distinctly romantic, view of the judge’s task and our own shared
duty to “live out in the political and moral life of the Republic
at large the virtues which the Constitution expects of its official
interpreters,” that his ideals “can be accused of fantasy, a failure
to see that the political enjoys priority in a much harsher sense
than I have conceded, that there is not and cannot be anything
other than the agonistic struggle of political preferences.”

That is as good a place as any to say: “Enter Richard
Posner.” Powell would drape the figure of Lady Justice in new
and glorious robes, albeit robes of ancient design. Given his
druthers, Posner would criticize the cut of Justice’s robes, scoff
that they are not warm enough to have any useful function,
and digress to note that the taboo against nudity is itself a
historically contingent and only locally applicable social norm.
(Seriously. Doubters may consult the index entries on “nudity”
in Posner’s Sex and Reason.)

Posner begins by doubting that most judges themselves
are especially reliable authorities on the role of the judge.
They are too apt to spout “the loftiest Law Day rhetoric” and
be “cagey, even coy, in discussing what they do. They tend to
parrot an official line about the judicial process... , and often
to believe it, though it does not describe their actual practices.”
Like their brethren in the wider legal profession, they have
developed “a mystique” about judging “that exaggerates not
only the professional’s skills but also his disinterest. Judges
have been doing this for thousands of years and have become
quite good at it.”

Posner will have none of this. Judges are not, he
says, “moral or intellectual giants (alas), prophets, oracles,
mouthpieces, or calculating machines. They are all-too-human
workers, responding as other workers do to the conditions of
the labor market in which they work.” They are not “legalists”
in a strict sense, working at formal proofs like so many logicians
ata blackboard. Belief in legalism as the solution to the judicial
puzzle is “the falsest of false dawns.” Rather, Posner says, judges
are “political,” a loaded term by which he simply means that
their decisions on divisive moral issues that “cannot be resolved
by expert analysis, let alone by conventional reasoning,”
petforce must be influenced by a range of factors including
ideology, background, personal preference, and so on. They are
“occasional legislators” who use these and other factors to reach
decisions in the open spaces afforded them by statutes and by a
200-year-old Constitution of broad reach and limited clarity.
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Above all, in his view, they are “constrained pragmatists”:
“rule pragmatists” who decide cases with regard to their
consequences, with all the potentially free-floating policy
considerations that entails, but who are subject to a host of
internal and external constraints on their decision-making. A
constrained pragmatist judge may well decide cases in “legalist”
fashion, but she will do so because legalism can have systemic
beneficial consequences, not because legalism is compelled
in some deeper sense. Like Holmes, Posner’s constrained
pragmatist “must play by the rules of the judicial game, just
like other judges.”

With barely concealed glee, Posner unapologetically
warns readers that they will have to “brace themselves” for such
analytic jargon as Bayesian decision theory, “reversal aversion,”
“utility function,” and “agency costs.” Although judges might
not think in those terms, he emphasizes that “we must consider
what judges want. I think they want the same basic goods that
other people want, such as income, power, reputation, respect,
self-respect, and leisure.” Indeed, much of his book is given over
to a consideration of the elements that make up the “judicial
utility function”—a congeries of personal, psychological,
broadly economic, and other factors that influence both the
supply and demand curve for judges and the way they work.

He does not disdain the kinds of legal craft constraints that
surely form a large part of Powell’s picture of the judge. These
craft considerations are an important part of the judge’s makeup
and constitute a significant part of his pleasure in the job at hand.
Neither, though, does Posner romanticize legal craft or believe
that it offers much clarity or direction in difficult cases. The law
student, he writes, must learn all the conventional techniques
of the lawyer—“en route to transcending them. But transcend
them (or at least begin the process of transcending them) he
must.” Posner does not mock reason, but he believes firmly in its
limits, particularly in constitutional law, whose open-endedness
and emotionally charged content can turn reason into a mere
patina, providing a gloss on “reasons” that reason knows not: “A
Supreme Court Justice—however questionable his position in
a particular case might seem to be—can, without lifting a pen
or touching the computer keyboard, but merely by whistling
for his law clerks, assure himself that he can defend whatever
position he wants to take with enough professional panache to
keep the critics at bay.”

It is no labor to review a writer as eminently quotable
as Judge Posner. Here he is downgrading the “committee of
lawyer aristocrats” that make up the Court: “Cocooned in their
marble palace, attended by sycophantic staff, and treated with
extreme deference wherever they go, Supreme Court Justices
are at risk of acquiring an exaggerated opinion of their ability
and character.” He makes similarly short work of both Antonin
Scalia and Stephen Breyer, neither of whose apologia for their
preferred brands of judging he finds persuasive. He derides
Anthony Kennedy—in many respects the acme of a Powellian
Justice, obsessed with the moral character of judging—as a
mystic and messiah manqué in judge’s robes, and adds, of his
opinion in Gonzales v. Carbart, “What does it tell us about the
commitment to legalism of the four most conservative Justices
of the Supreme Court that they should have joined such a wild
opinion?” Under his pen fall Henry Hart, Erwin Griswold, the
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former President of the Israeli Supreme Court, the liberal law
professors who contested the Solomon Amendment in Rumsfeld
v. FAIR, and legions besides.

The only difficult task for a reviewer is to thread a path
through this book, which is strewn with divagations on topics
as diverse as the rules of baseball as applied to Chief Justice
Roberts’s infamous “umpire” metaphor, the citation of foreign
law, and the elasticity of salary incentives for judges. Still,
Posner’s endpoint is clear enough. However much judges and
others may wish to deny it, there is an unavoidable personal and
political element in their decisions on the most contested areas
of law, especially constitutional law. Although even constrained
pragmatism is no antidote, it can at least encourage us to reach
our decisions—and analyze the virtues of those decisions—in
a clear-eyed way that takes into account all of the internal and
external factors that drive them.

There is no doubt that Powell and Posner differ in their
approaches and at least some of their conclusions. The books’
indexes tell the story well. Posner observes early on that a
classic text on American judges lacks entries for “politics” or
“ideology.” Posner’s own book likewise lacks entries for words
such as “oath,” “honor,” and “duty,” while Powell neglects a
raft of social and economic terms that might have added some
leavening realism to his rhapsodic account. Surprisingly, both
lack an entry for “Weber, Max.” This is a shame (and, where
Posner is concerned, a shock), because both might have done
well to consider the extent to which either the constitutionally
virtuous judge or the brilliant and wide-ranging, if constrained,
pragmatist judge has much of a role left to play in an increasingly
routinized, bureaucratic, and disenchanted age.

However, despite their wildly divergent paths, Posner and
Powell in fact share many common ties. Both, for example,
share interesting and important views on how we might reform
legal education—in Powell’s case, to focus more on “how
constitutional questions can be resolved with integrity and
their resolution expressed with clarity”; in Posner’s, to master
conventional legal skills and then move beyond them and focus
on the actual underpinnings of judicial decision. Although
Posner might reject Powell’s approach as tending towards
the “moral vanguardism” of a Justice Kennedy, he repeatedly
emphasizes that some of the most important constraints on the
judicial task are, “first, the desire for self-respect and for respect
from other judges and legal professionals generally, which a
judge earns by being a good judge, and, second (and closely
related), the intrinsic satisfactions of judging, which usually
are greater for a good judge than for a bad one.” So even a
Posnerian judge may have recourse to the kinds of quasi-moral
constitutional “virtues” that are at the heart of Powell’s work.

Both also share some of the same blind spots. Foremost
among them is their regrettable focus on federal appellate
judges, particularly the Justices of the Supreme Court. To be
sure, as Powell writes, the Court “has by a very large margin
the loudest institutional voice in constitutional debate,” and it
often writes in the most open margins of the law, rendering ita
fit subject for Posner’s thesis. But if we are to take seriously the
importance of virtuous judging (in Powell’s case), or judging asa
mixture of subtle constraints and motivations (in Posner’s case),

and of good and bad faith judging in both writers’ case, perhaps
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it would be better to focus on judges whose every action is not
in the public spotlight. Those judges may fall prey more easily
to the temptation to act in bad faith despite the loose shackle of
precedent—especially since, as Posner notes, most lower court
decisions are no longer subject to serious review. Both writers,
for example, have something to say about race and Brown v.
Board of Education. But if they are to think seriously about the
courts’ role and constraints in this area, and to examine whether
judges act in good faith in such a controversial field, perhaps
they would have been better off examining what the district
courts and the old Fifth Circuit did in implementing, extending,
and, in the case of many district courts, resisting Brown. Powell
and Posner’s approach is like asking about the honesty of the
constabulary by examining the probity of the Chief of Police
instead of looking at the lowly, lonely, constantly tempted desk
sergeant in the evidence room of the local precinct.

My head is with Posner. Too much is missing from Powell’s
account. Nowhere in his book do we find a serious treatment
of the many real world factors that influence judicial decision
making: the role of law clerks as canned reasoners for judges
who perforce need do little reasoning of their own; the extent
to which judging is a social and collegial process rather than
the purely solitary and deliberative act of a cloistered monk in
a cell; the host of human motivations and limitations that drive
and hem in a judge and impede any effort to set down a reliable
instruction manual for any would-be judicial Hercules; and any
number of broader institutional factors that might add depth
to his romantic view of the judiciary. His constant refrain that
his picture of constitutional virtue must be true because “much
of what we do and say and do in constitutional interpretation”
would otherwise be meaningless (a “solemn mockery”) begs
the question: What if it is? You cannot prove God’s existence
by saying that life would be bleak if God did not exist. No
more can Powell prove the necessity of his approach by arguing
that it would be depressing to think otherwise. Posner writes
that “for judges to acknowledge even just to themselves the
political dimension of their role would open a psychologically
unsettling gap between their official job description and their
actual job”; Powell’s apparent response is: “So let us then not
acknowledge it.” But that is not a proof. Powell is mixing his
‘is’ and his ‘ought.’

One might also pick a number of fights with the
substantive “virtues” Powell has selected, and some of the vices
he deplores. His vision of “acquiescence” is in more tension than
he acknowledges with the role of the oath—which requires a
judge to exercise in good faith some independent judgment about
what the Constitution requires. To be sure, precedent plays a
part. But a conscientious judge cannot utterly displace his own
obligation finally to make a judgment of his own. His privileging
of what he calls “the priority of the political’—that is, his view
that judges must respect the priority of decision-making in the
public and political realm rather than in the courts—may be
an unquestionable good as a default position in constitutional
judging, but that does not make it a virtue in a deeper ethical
sense. Powell’s attack on “instrumentalist” judges such as Posner
is flatly unconvincing in light of the fuller picture Posner
himself paints in How Judges Think. As he points out, there is
no reason why pragmatism cannot be considerably bounded
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and constrained, both by the Constitution itself and by the host
of traditions and practices in which it is embedded.

Posner has his flaws, too. His non-formalist position on
foreign judicial materials, which seems to boil down to “read
but don’t cite,” is close to incoherent. He might also have done
well to look for examples of legal and judicial virtue beyond the
canonical and unrepresentative Holmes, as Powell does with a
19 century legal opinion by Attorney General Amos Akerman.
But as a description of what judges do and what they are likely
to continue to do in anything other than the best of all possible
worlds, Posner easily wins this match on points.

Still, my heart, I must confess, lies substantially (although
not entirely) with Powell. Posner, it would seem, regards
naivete as zhe cardinal sin: he would rather explain (and revel
in) judges’ limits than seek even a tentative path beyond them.
‘This is unfortunate. Virtue ethics’ status as a growth stock in
the academy has slowly but surely fostered some important
efforts to think about virtue and its relationship to the judicial
task, as exemplified in recent treatments by Lawrence Solum,
Suzanna Sherry, and Daniel Farber. These early efforts are still
more shallow than deep, still largely nostrums—more “Law
Day rhetoric” than deep treatments of the issue. But they are,
[ believe, the right path. In that sense, Powell’s book, with its
yearning and eloquent reach in that direction, is a good step
forward.

But much more than idealism is required. A paean to the
judicial virtues will have little impact, in light of the much more
solid evidence mustered by Posner, without a substantial shift
in the culture surrounding it—if not the whole culture, then at
least the legal culture. If we are to have the judges Powell wants,
honoring and inhabiting the kinds of virtues he lauds, we are
unlikely to get them piecemeal. We need generally to recapture
a sense of public and private virtue that has largely been lost in
the face of the rationalistic and disenchanted spirit of our age—a
spirit, it should be said, that is not without virtues of its own.
We need to recapture and adapt a sense of the virtues in our own
time, and internalize that sense in a way that can actually serve
as a meaningful constraint on judicial action. Powell, is right,
I think, to hearken back to Marburys invocation of the oath,
for surely obedience to the oath requires something more than
shallow loyalty. For those who take it seriously, every judicial
act should partake of a quality of commitment and obligation
that is distinctly moral; the judge should constantly ask herself
whether she is acting in accord with the deeper sense of honor
that she puts at stake by taking the oath. But honor is largely an
obsolete value today, and it will take considerable imaginative
work to retrieve it.

We should not fool ourselves: however Edenic Powell’s
world may be, it is not the world we live in, and likely never
was. We live in Posner’s world, with all its human imperfection.
No single judicial approach, whether one of legalism or loose
constructionism, and no lofty Law Day rhetoric, can bring us
out of it. But we can wish for Powell’s world, and take small steps
to make it our own. To bring the judicial virtues to life, however,
we will have to take stock honestly of the world we actually live
in. Ironically, to get to Powell’s virtue, and the virtue of judges
and lawyers at the center of Powell’s affections, like Marshall
and Akerman, we may need more than a little dose of Holmes
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and Posner and their acid bath. We can and should emulate
Powell, but we ought to make sure that at least a small corner
of our minds has learned well and retained Posner’s lessons.
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