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AIDS: LEGAL AND ETHICAL IMPLICATIONS FOR 

HEALTH CARE PROVIDERS. 

by 

Audrey Wolfson Latourette·· 

AIDS is a tragic disease of epidemic proportions. It constitutes the most 
serious public health problem confronting the United States. In the 1980's hmnan 
immWlodeficiency virus (HIV) infection emerged as a leading cause of death in 
the United States. Reports emanating from the Centers for Disease Control (CDC) 
indicate that HN infection/acquired immunodeficiency syndrome (AIDS) will 
continue to cause an increasing proportion of all deaths. 1 This contagious, 
devastating and fatal disease has as of September 30, 1993 been contracted by 
339,250 Americans since 1981, and of that nwnber 204,390 AIDS patients have 
died.2 The Centers for Disease Control have reported an acceleration in the 
number of diagnoses made~ thus, while it took eight years for the frrst 100,000 
cases to be diagnosed, it only took two years, between September 1989 and 
November 1991, for the second 100,000 cases to be determined. Moreover, the 
CDC estimates that only twenty percent of the one million Americans who have 
contracted the human immunodeficiency virus which causes AIDS have been 
diagnosed with the disease. While male homosexuals still comprise the majority 
of AIDS cases, the CDC has concluded that the ·incidence of the disease is 
spreading most rapidly among heterosexuals, and the percentage of AIDS cases is 
increasing among blacks, Hispanics 8nd women. 3 The largest proportionate 
increase of AIDS cases was experienced by heterosexuals, jumping 130 percent, 
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from 4,045 in 1992 to 9,288 in 1993. This dramatic rise in numbers helped boost 
the overall growth in AIDS cases in 1993 by Ill percent, far greater than the 75 
percent increase the CDC had earlier anticipa!ed.

4 
• Further, the World He~th 

Organization, in a report assessing the future dimensiOns of th~ AIDS pandenuc, 
stated that by early 1992 ten to twelve million people world Wlde bad contracted 
HIV. The agency anticipates that by the year 2000 the number of infections will 
have tripled and possibly quadrupled. 

5 

Scientists have indicated that AIDS is caused by infection with the hmnan 
immunodeficiency virus (HIV). AIDS is transmitted through sexual contact with 
an infected person, exposure to tainted blood or blood products and perinatal 
exposure. Notwithstanding the fact that scientific evidence does not support the 
transmission of AIDS through casual contact or exposure to saliva, tears or other 
bodily fluids, the public through fear or a lack of knowledge perceives the disease 
as an ominous threat, and this perception has prompted numerous instances of 
discrimination against actual or suspected carriers of the AIDS virus.

6 
Thus, HIV 

carriers have been denied adequate medical care where dentists and physicians 
have refused to treat them.7 Access to schools bas been denied by school boards 
who have voted to bar any student from attending class who has AIDS or is 
suspected of having it. 8 Many have been removed from employment, including a 
flight attendant, a university professor and a nurse. 9 Evictions or refusals to rent 
have occurred where landlords have regarded tenants as homosexuals or as AIDS 
carriers.10 Morticians have refused to provide proper funeral services or 
transferred the decedent to another funeral home, upon discovering that the death 
was caused by AIDS.11 Ambulance workers have refused to transport AIDS 

. h . al 12 patients to osptt s. 

These acts of discrimination have engendered numerous lawsuits. AIDS 
has in fact prompted more litigation than any other disease in history. As reported 
by AIDS Litigation Project, an activity of the U.S. Public Health Service's AIDS 
program, the number of AIDS lawsuits currently pending or decided exceeds 
1,000.13 This figure reflects a far greater number of cases than can be attributable 
to any other public health problem. While the majority of cases involve 
discrimination against people with AIDS, other cases focus on the responsibility of 
blood banks, physicians and hospitals for AIDS tainted blood transfusions. 
Commentators have noted that a significant trend in AIDS discrimination litigation 
is the exploration of the duty to treat issues in health care.

14 
The concomitant 

issues of testing of patients and providers, issues of privacy and confidentiality as 
related to those tests, and issues of ethical duties to inform patients and providers 
of one's AIDS starus and to warn third parties about the AIDS status of a patient or 
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provider, are emerging as issues of particular importance to the health care 
provider. 

A myriad of legal issues have thus been raised by the AIDS disease; it has 
become as much of a legal and ethical dilemma as a medical crisis. This article 
will discuss those legal issues which particularly relate to the health care field, 
including the major pieces of pertinent federal legislation and court interpretations 
as to their applicability to AIDS victims; state legislative enactments regarding 
AIDS; and official postures of the judiciary, the CDC and the American Medical 
Association with regard to the ethical and legal issues raised by AIDS. 

Federal Legislation Which Protects The Disabled 

Section 504 of the Rehabilitation Act of 1973 15 prohibits employment 
discrimination against handicapped individuals who are otherwise qualified in 
federally funded programs. Section 504 defmes as handicapped an individual who 
has a mental or physical impainnent which substantially limits one or more major 
life activities, has a record of such impainnent, or is perceived by others as having 
such an impairment. Pursuant to this statute, an "otherwise qualified" disabled 
employee is afforded protection if with reasonable acconunodation on the part of 
the employer, the employee can perform the essential functions of the job. 
Further, the nature, severity and duration of the risk such an employee may pose to 
co-workers is examined. While AIDS is not specifically included within the 
statutory language as a handicap, the statute has been interpreted by the lower 
federal courts, 16 the Department of Health and Human Services and the United 
States Department of Justice17 to encompass victims of contagious disease, 
including symptomatic and asymptomatic AIDS carriers. 

It is interesting to note that the original posture of the U.S. Departinent of 
Justice with regard to whether AIDS constitutes a handicap under section 504 was 
that an asymptomatic carrier of HIV was not included within the purview of the 
statute. 18 The United States Supreme Court in School Board of Nassau County v. 
Arline19 decided shortly thereafter rejected much of the Justice Department's 
reasoning and concluded that a contagious disease, in this instance tuberculosis, 
constituted a section 504 handicap. While the Court declined to address the issue 
of whether a carrier of AIDS could be deemed handicapped, a number of lower 
federal courts have relied upon the Court's reasoning in Arline to conclude that 
symptomatic and asymptomatic carriers of HIV are handicapped?° Further, the 
Department of Justice, citing Arline. amended its position to assert that section 504 
of the Rehabilitation Act does protect both symptomatic and asymptomatic carriers 
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of mv?1 The scope of this statute is limited, however, inasmuch as it does not 
prohibit discrimination by private persons or entities. 

The landmark civil rights legislation, Americans With Disabilities Act 
(ADA) of 199<f-2 is far more exp~ive in_scope, prohibi?ng discrimina~on ag~st 
the disabled in employment, public sernces, and public accommodanons which 
would include doctors, dentists and any health care provider. Moreover, the 
statute was drafted to specifically include HIV infection as a covered disability, 
whether it be asymptomatic or symptomatic, thus affording HIV patients support 
in filing discrimination lawsuits against hospitals and physicians. Pursuant to this 
statute an employer must make reasonable accommodations for a qualified 
disabled employee unless so doing would create an undue hardship for the 
employer. Private persons or entities are included within this act; specifically 
those employing 25 or more as of July 26, 1992 and those employing 15 or more 
as of July 26, 1994. In some cases state statutes may apply similar restrictions 
with respect to employers of less than 15 employees. 

In accordance with the restraints imposed by ADA, queries can be made by 
an employer as to the ability of a job applicant to perform the essential functions 
of the job, but inquiries as to the nature or severity of an applicant's disability are 
not permitted. Once an applicant has been offered a job, but has not commenced 
work, an employer may require a medical examination, including an HIV test, if 
all applicants must take the same exam. However, the employer may not withdraw 
the job offer subsequent to such tests unless he or she can prove the employee is 
not "qualified" and cannot perform the essential functions of the job because of the 
disability. With respect to current employees, an employer may not require an mv 
test unless he or she can prove the test is necessary for the employee to perform 
the job. For those who are too ill to adequately perform a job because they are 
afflicted with full blown AIDS or with the opportunistic diseases to which HIV 
victims succumb, such as the deadly, drug resistant and contagious form of 
tuberculosis that has recently emerged, the ADA does not afford protection from 
discrimination. An employer need only make reasonable accommodations for a 
qualified employee.23 

State Legislative Enactments Rewding AIDS 

States are confronted with a two fold problem with regard to the AIDS 
epidemic. On one hand they seek to stem the tide of AIDS cases and to ease 
public fears through a variety of public health measures which include quarantine, 
contact tracing (notification of sexual partners and others at risk), voluntary testing 

5 

and counseling and reporting of results. On the other hand many states have 
endeavored to reduce the discrimination directed towards AIDS victims by 
enacting statutes which parallel the federal legislation and treat AIDS and HIV 
infection as protected handicaps.24 Several states have enacted legislation which 
prohibits discrimination against individuals with ffiV infection or AIDS. zs Other 
states such as New Jersey have accorded homosexuals (who are still 
disproportionately affected by AIDS) a ~rotected status, barring discrimination 
based on affectional or sexual orientation. 6 

Historically the legislative response to other communicable diseases has 
entailed the use of public health measures similar to those currently being used or 
considered for AIDS. Every state has forms of quarantine laws that relate to 
communicable diseases such as smallpox, typhoid or venereal disease and their use 
has traditionally been upheld by the courts. Recently several states such as 
California, Michigan, Florida and Oklahoma have applied quarantine laws to 
recalcitrant AIDS carriers who pose an ominous threat to the public. In these 
cases the carriers engaged in repetitive unprotected sex with partners who were not 
forewarned of their disease. 27 The Presidential Commission on AIDS supports the 
use of quarantine to control hannfu1. behavior by AIDS victims such as the selling 
of blood, spexm, organs and sexual services but does not support the use of 
quarantine to penalize a person who has AIDS or is HIV positive. The CDC 
presently reconunends quarantine only for patients who refuse treatment for 
extreme cases of drug resistant tuberculosis. 

Contact tracing 1s a public health strategy that has been utilized since the 
1940's for diseases such as syphilis and tuberculosis. It endeavors to identi..fY those 
persons who have been exposed to a sexually transmitted or contagious disease. 
The rationale supporting its use is that it is an effective control measure which 
treats infected third parties at risk as early as possible. The primary negative 
aspect to its use is that it invades the privacy of the afflicted disease carrier. With 
regard to AIDS the CDC has recommended that sexual partners of AIDS carriers 
be notified. Some states such as Colorado do engage in contact tracing on an 
active basis. Commentators have suggested that · physicians and health care 
workers be mandated to engage in contact tracing in the AIDS context. 28 

Legal and Ethical Obligation To Treat AIDS Patients 

Traditionally those in the health care field were free to accept or reject 
patients except in emergencies. Both the American Medical Association (AMA) 
and the Association of American Physicians and Surgeons set forth this standard in 
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their respective codes of ethics. ntis posture, however, has recently undergone 
marked change. The AMA has now deemed it lUlethical to refuse the treatment of 
AIDS patients even in nonemergency situations.29 Moreover, several courts have 
held health care providers civilly liable in damages for refusing to treat mv 
infected patients, premised on statutes prohibiting discrimination against those 
who are infected with AJDS.3° Finally , pursuant to the Americans with 
Disabilities Act of 1990 a health care provider would be prohibited from refusing 
to treat an individual due to that person's HIV status. 

Ethical Obligation of the HIV Positive Health Care Provider 

Commentators and courts regard the provider-patient relationship as one of 
a fiduciary nature. The physician or provider possesses an expertise and 
knowledge the other party Jacks, and is entrusted to utilize that expertise in the 
best interests of the patient. Arguably then, health care providers and institutions 
have an ethical responsibilily to perform only those procedures which pose no risk 
of transmission of AIDS. Further, the argument is advanced that disclosure of the 
providers' HIV status should be made to the patients so that they can fully 
appreciate the risks inherent in a given situation and give fully informed consent 
for the treatment to be provided. Without such disclosure a potential cause of 
action for negligence or intentional infliction of emotional distress exists. 
Significantly, no correspondin~ duty to disclose one's lllV status to the health care 
provider exists for the patient. 1 The posture of the CDC, and the Department of 
Health and Human Services is that the providers' reliance on universal blood and 
body fluid precautions is the best defense against workplace transmission of mv. 
Such precautions entail the use of gloves and protective clothing and the avoidance 
of skin punctures caused by needles and shaip instruments.32 

The case of David Acer, the Florida dentist who transmitted the mv virus 
to five of his patients, none of whom were aware of his AIDS, prompted calls in 
Congress for the mandatory AIDS testing of all health care workers engaging in 
invasive procedures.33 Although the measure did not pass, the CDC issued 
guidelines which recommend that doctors and dentists who perform invasive 
medical procedures refrain from doing them if they are HIV positive. And in one 
case a United States Court of Appeals upheld a hospital's right to demand the 
results of a nurse's HIV test where a reasonable suspicion existed that the nurse 
had been exposed to HIV. The hospital argued that under the CDC guidelines they 
were required to determine the mv status of employees potentially exposed to the 
virus to ascertain whether they posed a risk to the hospital cornmunity.34 The 
CDC is now instructing state health departments to determine on a case by case 
basis whether doctors, dentists and other health care workers with AIDS, HIV 

7 

virus or hepatitis B are a threat to patients.35 State health departments are to 
consider the skill and physical health of the infected workers and whether they are 
performing "exposure-prone" procedures where the health worker could be injured 
and bleed into an opening in a patient. 

Health care workers who perform procedures regarded as "exposure prone" 
encompass a variely of positions in addition to that of doctors, dentists and nurses. 
Physical therapists, for example, perform the type of invasive and high risk 
procedures which may be deemed Hexposure prone" pursuant to a state health 
department assessment. Physical therapists frequently treat patients with open 
wounds and chemical burns. The debridement and whirlpool therapies utilized 
expose both patient and therapist to a risk of HIV transmission. Physical 
therapists treating postoperative patients are exposed to many types of bodily 
fluids, as are cardiopulmonazy therapists who are exposed to airborne particles 
which include blood and sputum. Moreover, in a few states needle insertion 
electromyography (EMG) is performed by physical therapists. These invasive 
procedures engaged in by physical therapists underscore the need for adherence to 
universal precautions and a recognition that such procedures pose a risk of HIV to 
either the patient or the therapist, and that an HIV infected physical therapist could 
potentially be regarded as a threat to patients under CDC analysis. 

Mandatory HIV Testing for Patients 

In addressing the question of mandatory testing of individuals for exposure 
to the AIDS virus, the competing interests of the health care worker's right to know 
of potential exposure to HIV infection and the long recognized constitutional right 
to privacy must be balanced. Testing at first was not encouraged due to lack of 
effective treatment when diagnoses were made late in the course of the disease, 
and due to the potential negative manner in which such test results might be 
utilized. Today, however, early medical intervention has produced dramatic 
~enefits in . delaying or pr~ven~g orportunistic infection, progressive 
urununodefic1ency and neurologic disease. 3 Thus, the call for HIV testing to 
detect IDV in the early, asymptomatic stages becomes a more compelling issue 
than heretofore regarded. 

The major advisory bodies, including CDC and ·the Presidential 
Commission on AIDS advise against HIV blood screening for patients (and 
employees).37 Many states also prohibit testing unless the subject gives an 
informed consent.38 Both federal and state statutes require that an individual's 
HIV status remain confidential. Although health care workers are at somewhat 
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higher risk of contracting AIDS in the work place than other employees, (the CDC 
has docwnented 46 cases of health care workers being infected with the AIDS 
virus on the job) the posture of the CDC and Departmen~. of. Health and H~~ 
Services is one of strict adherence to what are deemed uruversal precautions 
with respect to all patients irrespective of infection sta_tus. ~ cases where a health 
worker experiences a needle suck or expo~ure to bodlly flutds or blood, the <?DC 
recommends seeking consent from the pattent to test for HIV. Confronted With a 
refusal it is suggested by the CDC that such workers seek medical evaluation and 

• 39 c . 
be retested at several times after exposure. Some states, such as onnecttcut 
have sought further protection for the safety of health care workers, recognizing a 
"right to lmow" among health care workers who have been potentially exposed to 
HIV infection. These statutes under certain circumstances, authorize the testing of 
patients even without their consent and disclosure of test results to those health 
care providers significantly exposed to the mv infection. 

40 

Mandatorv Testing ofHealth Care Workers 

While recognizing that transmission of mv to patients can occur and has 
occurred in the health care setting of Dr. ·David Acer's Florida dental office, the 
official guidelines set forth by the CDC do not support mandatory HIV testing of 
health care workers. The risk of transmission is highest where health care workers 
perform invasive procedures, and in these instances the CDC recommends that the 
infected worker's physician and the institution's medical director determine 
whether changes in work assignments are advisable.41 And, as noted earlier, the 
CDC is directing all state health departments to decide on a case by case basis 
which health care workers pose a risk to patients. Again the CDC has assumed the 
position that full implementation of "universal precautions" will minimize the risk 
of transmission of the virus to patients. The AMA has adopted a stronger stance in 
advocating that a physician who lmows he or she is HIV positive should not 
engage in any activity that creates a risk of transmission of the disease to others.42 

In contrast, the Presidential Commission on AIDS asserts that there is no medical 
or scientific basis for restricting the practice of AIDS infected health care 
professionals. The Commission contends that strict adherence to infection control 
procedures should prevent transmission of the virus.43 Although the law is not 
clear in this area, mandatory testing of health care workers will probably only be 
mandated where the worker has been exposed to the AIDS virus and/or if it is 
limited to those who engage in the type of invasive procedures where the risk of 
transmission is the greatest. 
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Duty to Warn Third Parties About the AIDS Status of a Patient 

The issue is currently being debated as to whether a health care worker has 
a duty to warn foreseeable third parties who are engaged in high risk behavior with 
an AIDS patient. Many courts have imposed a duty upon physicians, 
psychotherapists and psychiatrists to warn family members, other. health care 
workers and those perceived to lie within a foreseeable zone of risk about the 
contagiouS condition of a patient (such as scarlet fever or tuberculosis)44 or of a 
mental condition of a patient that created a threat of physical harm to third 
parties.4s In these cases the disclosure of confidential information was deemed 
necessary to protect the interests of innocent parties, and hence was viewed as a 
more significant factor than the concomitant loss of privacy of the individual 
patient. One court, in particular, stressed.that the privacy right in an individual's 
medical condition is not absolute and can be invaded to satisfy compelling 
governmental interests.46 The rationale for applying this legal reasoning to the 
AIDS epidemic would urge that such notification could prevent the transmission of 
the virus, and would aid the early detection, treatment and retardation of the 
progression of the disease, public health protections which some commentators 
suggest support an infringement to the right to privacy and physican-patient 
confidentiality. 

In response to this perceived need for limited disclosure of the status of an 
HIV patient, and breach of the physician-patient privilege, some states have 
enacted laws affording inununity from liability for breach of confidentiality 
lawsuits, to physicians who disclose a patient's AIDS status to the patient's spouse 
or sexual partner.

47 In fact, some states such as Colorado, Georgia, Idaho, Tilinois 
and Wisconsin require physicians and other health care providers to report the 
mv status of their patients (with identifiers) to state health authorities within a 
short period after treating them. Some commentators have urged that inasmuch as 
AIDS is incurable, the physician's legal and ethical duty to warn foreseeable third 
parties of the risk of infection becomes a more com~elling case than exists with 
other contagious or sexually transmitted diseases. s Such proposals invoke 
vehement opposition from public interest groups who argue that the institution of 
such a requirement will only serve to further burden and discriminate against 
AIDS victims. 
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Liability for transmission of AIDS Through Transfusion 

It has been estimated by the CDC that 29,000 transfusion recipients 
received HIV infected blood during the period between 1978 and 1984.49 The 
1980's witnessed but a small number of these cases being litigated; now several 
hundred transfusion associated AIDS cases have been filed. During that period a 
:mai-ked change in the posture of the courts with respect to the liability of blood 
banks has been observed. Historically blood banks have been afforded virtua1 
immunity from suit premised on the ·belief that the adequacy of the blood supply 
must be maintained and that blood donor organizations adhered to strict notions of 
safety precautions in screening donors and blood. Blood donor organizations were 
consistently construed as providing a service, and not a sale of goods, and hence 
theories of liability such as warranty and product liability were viewed as 
inapplicable. Moreover, "blood shield" statutes (which were written with liab~ 
for hepatitis in :ntind) codified this philosophy in every state except New Jersey. 
Thus, the only avenue of recovery for a plaintiff was to ground its case in 
negligence, and under the "blood shield" statutes these were generally 
unsuccessful. 

Today the negligence theory of recovery has been utilized successfully 
against blood banks wherein the blood bank failed to use surrogate tests to 
eliminate AIDS tainted blood prior to 1985, failed to use the ELISA test (enzyme 
linked immWl.osorbent assay) when it became available in 1985 or failed to employ 
an adequate screening process for donors. Plaintiffs have prevailed against 
physicians and hospitals where they could demonstrate that negligent treatment 
caused the need for transfusions (a tonsillectmt~y, for example, was negligently 
handled, prompting the need for transfusions) or that negligent failure to use the 
patient's blood existed (plaintiffs specifically requested that their own blood be 
used to avoid AIDS; tainted donor blood was used instead) . .s1 

Conclusion 

AIDS constitutes a tragedy for those who are afflicted with this contagious, 
incurable and fatal disease. It further constitutes a worldwide public health 
problem which has been termed by one court as the modern day equivalent of 
leprosy. 52 As the rate of reported AIDS cases continues to escalate so too wiU the 
burgeoning AIDS related litigation. The unique questions that it raises for health 
care providers with regard to issues of ethical and legal duties, privacy, 
responsibility and the balancing of competing private and public interests are ones 
that should be of significance to all health care professionals. 
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I. Background 

The doctrine of caveat emptor in the housing industiy is dying.4 In the past 
twenty-five years, nearly all jurisdictions hav: re~~ced or at least ~~y m~~ 
it with either an implied warranty of habitability or some modificatJ.on of 1t 
Unfortunately, neither builders nor purchasers are able to predict what the court­
created warranty requires or offers. The piecemeal birth of the warranty has resulted 
in a ghost child who assumes different shapes and names depending upon the 
jurisdiction of its birth. It is not the purpose of this section to closely examine each 
inconsistency, but merely to state the general rule or trend. 

The first case directly touching upon the warranty of habitability issue in this 
cotmtry appears to be a 1957 case from the Ohio court of appeals.6 The plaintiffs, in 
this case the homeowners (and initial-purchasers), alleged that the contractors­
defendants failed to construct the home in a workmanlike manner since sewage and 
water flooded the home's basement. The cowt focused on the fact that the sale of the 
house took place priQ! to the completion of the house. 

note 
This remained an important concept since the cowt went to great lengths to 

In this opinion we will not go into a discussion of the duty of the 
seller of a completed house to the buyer, with every varying 
circwnstance surrollllding such sale. Nor will we discuss the legal 
questions of caveat emptor and express wamm.ty, except to say only 
that the vendor of a completed house, in respect of which there is no 
work going on and no work to be done, does not generally, in the 
absence of some express bargain or warranty, undertake any obligation 
with regard to the condition of the house ... 7 

The Ohio cowt,stating that " ... we have found but few cases bearing upon the 
question. We have folllld none in this state directly touching it",8 cited to and focused 
on established English precedents holding that " ... upon the sale of a house in the 
course of erection, there is an implied warranty that the house will be finished in a 
workmanlike manner. "9 

Seven years later the Colorado Supreme Cowt would wrestle with the same 
dearth oflegal precedents as the Ohio appellate court. There the Conrt also relied upon 
established English precedent in adopting the implied warranty citing to the same 
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English cases explained in the Ohio decision. 10 However, the Colorado conrt 
expanded the English decisions. While the Ohio court, like the English courts, 
premised the implied warranty as ex:isting in a sale occurring before the house was 
fully constructed. the Colorado conrt encompassed not only houses still under 
construction but also newly finished houses. The court reasoned: 

That a different rule should apply to the purchaser of a house which is 
near completion than would apply to one who purchases a new house seems 
incongruous. To say that the foimer may rely on an implied warranty and the 
latter cannot is recognizing a distinction without a reasonable basis for it.11 

This well-reasoned Colorado opinion provi<Ies the starting point for most jurisdictions' 
subsequent adoption and modification of the implied warranty of habitability. 

Consequently, a summary of the various court decisions reveals generally: 
When a builder-vendor sells a home to an initial purchaser there is created an implied 
warranty of habitability. However, in any specific circumstance it would be unwise to 
exclusively rely upon this general rule because of its many and varied exceptions. 
Following is a general discussion of seven factors which most C9urts consider in their 
analyses of the applicability of the implied warranty. 

ll. Factors 

Builder-vendor 

Most jurisdictions have specifically limited liability to a builder vendor. 12 A 
builder-vendor has been defined as "one who buys land and builds homes upon that 
land for purposes of sale to the general public. "13 One court explained why the 
builder-vendor should be the responsible party: 

The applicability of the implied warranty is based upon the premise that, 
with respect to the sale of new homes. the purchaser has little choice but to rely 
upon the integrity and professional competence of the builder vendor. The 
public interest dictates that if the construction of a new house is defective, its 
repair cost should be borne by the responsible builder-vendor who created the 
defect and is in a better economic position to bear the loss, rather than by the 
ordinary purchaser who justifiably relied upon the builder's skill. 14 
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The definition of builder-vendor has been further refined by some courts to also 
include that the builder-vendor be engaged in that profession. Consequently, the sale 
is couunercial rather than casual or personal in nature. 15 Titis limitation has been 
placed to protect those vendors who have no greater skill relevant to determining the 
quality of a house than the purchaser.16 As with the UCC "merchant", any person who 
holds himself out as having particular skill and knowledge in his trade should be held 
to a higher degree of responsibility. 

Courts in a few jurisdictions have chosen to expand the number of persons 
potentially liable for breach of the implied warranty. Some have held vendors, .who 
were not also the builders, liable.17 Vendors of the real estate were held liable 
although an independent contractor had constructed the defective house. One court 
explained its reasoning by noting that the vendor bad "placed the house in the stream 
of commerce and had exacted a fair price for it Its liability -is not foWld upon fault, 
but because it has profited by receiving a fair price and, as between it and an innocent 
purchaser, the innocent purchaser should be protected from latent defects." 18 

Another comt fmmd a builder who was not the vendor liable. The court could 
see no difference between a builder or contractor who constructs a home and a 
builder-developer. It doesn't matter whether the builder constructs the residence on 
land he owns or land the purchaser owns. It is the structure and all its intricate 
components and related facilities that are the subject matter of the implied warranty. 
Mere builders must be as accountable for their worlananship as are builder 
developers.19 

Although the majori~ of jurisdictions agree that the implied warranty attaches 
to the sale of new housing/ some questions as to what is "new housing" have arisen. 
Early in the development of the implied warranty, several states, relying on the English 
precedents, distinguished between sales made while the homes were still under 
construction and sales of completed homes?1 The earlier decisions limited recovery to 
cases where the home was under construction at the time of sale, following what is 
commonly referred to as the "Miller Rule."22 However, as reasoned by the Colorado 
Supreme Court, most jurisdictions have reversed their earlier decisions,23 finding no 
sound rationale for the distinction. 

Some courts, however, have substituted the word "construction" for "housing" 
when finding an implied warranty.24 The result is warranty protection which extends 
to apartment buildings,25 grain elevator~ and condominiwns.27 It has been argued 
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that the extension is tmwise and unsubstantiated when considered with the purpose of 
the warranty itsel£28 Relatively unknowledgeable buyers are those the warranty is 
supposedly designed to protect. In contrast, purchasers of larger constructions should 
have greater expertise or the funds to pmchase expert advice. 

Since the imposition of the 1Ulqualified implied warranty is based upon the 
theory that it is the ordinary home buyer, relatively ignorant of the business of buying 
a home, who needs this statutory protection, the unqualified wammty is implied only 
in purchases of one- or two-family homes. Anything larger than a two-family 
dwelling is often an apartment house, and these are commonly pmchased by 
corporations or individuals with enough wealth to afford competent inspection or 
knowledge of the realty business?9 

Initial Purchaser 

With a few exceptions most state comts have limited recovery to initial 
purchasers. A Missouri court explained that the contractual nature of the implied 
warranty implicitly limits the right of action to the first purchase:30 

Because the warranty is implied by virtue of the contemplated sale to 
the first purchaser and arises by reason of the purchase, it theoretically accrues 
in him. The practical aspects of the contractual defenses also lead to this 
conclusion. The first purchaser is the only one with whom the builder may 
negotiate an allocation of the ri.sk. Furthennore, the builder is in a better 
position to know the condition of the home at the time of sale, and thus 
whether defects were latent This is not true if the builder is sued by a 
subsequent vendee?1 

In California a court noted that this initial purchaser is the one who most needs 
the warranty protection. 32 The purchaser of a neyt building. unlike the buyer of an 
older building has had "no opportunity to observe how the building has withstood the 
passage of time. Thus he generally relies on those in a position to know the quali~ of 
the work to be sold, and his reliance is surely evident to the construction indust:Iy." 3 

The Implied Warranty Itself 

There are two general premises upon which most jurisdictions agree. First is 
the fact that the warranty is an implied warranty~ one that is created by law and which 
exists regardless of the intent of the parties. Because home purchasers rely on the 
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knowledge and judgment of the.ir vendors, the warranty springs from the vendors' duty 
not to take advantage of their superior positions.34 Second, negligence is not a relevant 
issue. In one of the earlier cases holding that a new homeowner was entitled to 
recover on an implied warranty of fitness for habitation, the cowt also held 1ha.t fault 
or ne~ence on the part of the defendant was not required in order for the plaintiff to 
recover. The fact that the defendant was the vendor of the real estate was sufficient 
to make him liable. In a more recent decision another court agreed that "[o]n an 
implied wammty, one may be held liable for damages even when he has exercised all 
reasonable or even possible care.36 

Some courts bave described the warranty as one of "fitness for habitation't3
7 

while others have required "workmanlike construction. "38 The definition of "fit for 
habitation" has caused some concern for the courts. The most extensive discussion of 
habitability is found in the Dlinois case ~ v. Fox Valley Construction 
Companv?9 The court set down what is considered to be the basic parameters of 
habitability.40 They include: 

(1) 

(2) 

(3) 

(4) 

It is possible for a new home to be in substantial compliance with 
building codes and still be wrinhabitable. 

The primary function of a new home is to shelter its inhabitants from 
the elements. If a new home does not keep out the elements because of 
a substantial defect of construction, such home is not habitable within 
the meBning of the implied warranty of habitability. 

Another function of a new home is to provide its inhabitants with a 
reasonably safe place to live, without fear of injury to person, health, 
safety, or property. If a new home is not structurally soood because of a 
substantial defect of construction, such a home is not habitable within 
the meaning of the implied warranty of habitability. 

If a new home is not aesthetically satisfying because of a defect of 
construction, such a defect shoUld not be considered as making the 
home uninhabitable. 

In another case the dispute also rested upon the determination of the type of 
defect which renders a new home uninhabitable. The plaintiffs attempted to show that 
their premises were rendered uninhabitable by noise from an air conditioning system. 

41 

Evidently the noise was undetectable during normal conversation sounds, but 
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disturbed them in the still of the night. The court rejected their azgwnents stressing the 
fact that the test of breach of the warranty is an objective one; i.e., what reasonable 
people would expect If "the premises met ordinary, normal standards reasonably to 
be expected of living quarters of comparable kind and quality"42 they are deemed 
habitable. There is no warranty to protect certain individuals who are hypersensitive. 

The question "What is worlananlike construction?" bas not received the same 
amount of attention as the issue of habitability. Evidently the courts have had little 
difficulty in assessing it However, there is one noteworthy case in which a cowt 
found a breach of the "implied warranty of proper construction and sound 
workmanship. ,43 This case is mentioned because in it the court extended the meaning 
of worlananship to include the concept of design. The builder had installed a septic 
tank which failed to function properly. Apparently there was no defect in the material 
or worlananship, but nevertheless the court found a breach of w~ because of a 
"defect in the design from the time the septic tank was being installed 

A court's choice of terminology (habitability or workmanlike construction) 
could determine the buyer's ability to recover from his seller. A buyer who would win 
a suit based on habitability could lose if the court recognized only the warranty of 
workmanlike construction. As an illustration, consider a situation in which a builder 
drilled a well in a workmanlike manner, but found no water fit for human 
consumption.45 In this particular case the buyer recovered damages because the court 
defined the warranty as fitness for habitation, but he would have lost had only 
workmanlike construction been required. · 

On the other hand, consider the situation of the home buyer who receives an 
improperly constructed fireplace. Obviously, he could recover damages under the 
warranty of worlananlike construction, but in today's homes fire.places may be more 
decorative than necessary. It might appear that buyers receive the most protection in 
states where the cowts say that both warranties are implied. 46 Then, however, the 
buyers might have the burden of proving that b~th warranties were breached One 
plaintifl: caught in the quandazy of words, lost his suit because he alleged only poor 
workmanship and did not also allege that the home was not fit for human habitation. 47 

Types of Defects 

There has been a wide variance in the type of defect for which the courts have 
allowed recove.ty. Generally, the courts have agreed that the defect must be a latent or 
hidden defect which would not be apparent to the buyers upon reasonable inspection. 
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If the party asserting the implied warranty has a reasonable opportunity to discover the 
defect and did not do so, the seller has a valid defense.

48 

While some courts have allowed recovery for structural defects only, most have 
included site or lot defects. A Pennsylvania court, reasoning that the purchaser of real 
estate justifiably relies on his seller's expertise and superior opportunity to choose a 
suitable site, became the first to hold a builder·vendor liable for latent site defects not 
involving damage to a dwelling.49 This case along with many others t? follow, 
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involved a well which produced no water fit for human consumption. The 
Pennsylvania court found that potable water supply is within the scope of the builder· 
vendor's implied warranty because without it a house is rendered tminhabitable. This 
rule stands true even when the quality of the water is not the result of poor drilling 
techni'l!!es.s1 Other defects included defective ~tic ~52 

":ater s~ag; ~ 
homes,53 cracked foundations and concrete worl<, defective arr condit:J.omng, · 
floors, 56 fireplaces, 57 electrical systems, S& roofs, 59 heating, 60 insulation, 

61 
and 

plumbing.62 

Duration of the Warranty 

Obviously a pmchaser will not be able to discover the defects in his new home 
mrtil he has oe<:upied the house for a reasonable length of time. The difficult decision 
facing the coW'ts has been ''What constitutes a reasonable time?" As can be expected, 
the comts have been reluctant to limit the warranty to a specific period. One of the 
earlier decisions dealing with the duration of the builders liability was handed down 
by the Supreme Court of Rhode Island. In it the court stated: 

.... where there is a sale of a new house by a vendor who is also the 
builder thereo:( there is an implied warranty of reasonable workmanship and 
habitability sW'Viving the delivery of the deed. This is not to hold that the 
builder is required to construct a perfect house. Whether the house is defective 
is detennined by the test of reasonableness and not perfection, and the duration 
of such liability after the taking of possession is to be determined by standards 
of reasonableness. 63 

In this statement there are two ideas which courts have consistently agreed 
upon. First. the duration of liability is to be detennined by standards of 
reasonableness64 and second, a builder is not required to construct a perfect house.

65 

Yet, the "standard of reasonableness" test doesn't really tell a builder when his liability 
will stop. 
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It has been suggested that the courts can extend the reach of Article 2 of the 
Uniform Commercial Code to cover the building industry.66 Article 2, providing 
implied warranty protection for items such as cars, appliances and other personal 
property has a four year statute of limitations (which by agreement may be reduced to 
no less than one year).67 When compared with a $1,000 appliance, a four-year 
warranty limitation on an $80,000 new home hardly seems appropriate. Not only do 
the personal property items cost significantly less, they also have a much shorter 
economic life span. In spite of this difference, at least one state has limited the 
wamwty on new housing to a one year period.68 

Although it is unrealistic to expect a builder to insme against defects for the 
total expected life of the house, it is also unrealistic to expect a new house buyer to be 
satisfied with a one year warranty on such a large purchase. Considering variations in 
weather conditions, a latent defect may take several years to become apparent. One 
commentator has suggested that a ten year period of liability should be more than 
sufficient.69 Several courts, recognizing that the various components which go into 
the construction of a house have different life expectancies, refuse to set a specific 
time limit for a warranty on an entire house. 70 

Warranty Disclaimers 

Some sophisticated builders who are aware of the doctrine of implied warranty 
of habitability have included wammty disclaimers in their sales contracts. Of all the 
issues involved in this type of litigation this is the most controversial and inconsistent 
The comts don~ even agree if there ever could be an effective disclaimer, much less 
what would be required to constitute it. 

In Utah, a builder successfully disclaimed all implied warianties.by including 
an "as is" provision in the real estate contract.71 The provision, which specified that 
the purchasers "accepted the property in its present condition," was held to be 
controlling and precluded the purchasers from asserting that the builder had impliedly 
warranted that his homes were constructed in a good workmanlike manner. 

In a contrasting opinion, a Rhode Island court stated that the plaintiff's agreeing 
to taking the .gremises "in the same condition in which they now are" did not constitute 
a disclaimer. 2 Although the wording of this attempted disclaimer was nearly the same 
as in the Utah case~ the comt was reluctant to accept it as an effective disclaimer 
because it didn't use language which specifically referred to its effect on warranties. 
The court said "to effectuate the policies underlying the implied warranties of 
habitability and reasonable workmanship, the court will construe exclusionary 
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provisions of doubtful meaning strictly against those parties raising such provisions as 
defenses. 73 

A Missouri court, in Crowder v. Vandendeale?4 presented a good discussion of 
the requirements of an effective disclaimer.75 First. it recognized the potential vitality 
of traditional contract defense when employed under the proper circumstances. 
According to the court, the parties have a right to make their own bargain as to 
economic risk; but since a disclaimer varies implied warranty tenns, there exists a 
heavy bmden of proof to demonstrate that in fact the bargain was actually made. 

Second, the court stated that one seeking the benefit of a disclaimer must prove 
that there was a conspicuous provision which fully disclosed its consequences. Third, 
the disclaimer must have in fact been voluntarily agreed upon. The builder must bear 
the weight of this burden of proof because by asserting the disclaimer he is trying to 
show that the buyer gave up protection given to him by public policy. Courts will not 
imply that this protection was waived just because boilerplate clauses are included in a 
contract 

Courts have not been able to agree if an express warranty given by a builder 
automatically negates the implied warranties. The court in Richman v. Watel found it 
did not 76 The comt said that because the breach of an implied warranty in housing is 
considered to be a tort rather than a contract concept (a developing concept which will 
be discussed below), the ~ess written one year warranty did not limit or exclude the 
implied warranty of :fitness. 

1n Colorado, a court agreed that if the express warranty contained no words of 
limitation, then the builder had not abrogated or limited his common law implied 
warranties.7g However, in Arkansas, it was held that implied warranties are not 
applicable when 1here is an express warranty.79 The court stated that it reached this 
conclusion by analogy to pre-Commelcial Code sales contract cases where it was held 
that if an express warranty was present it was exclusive.80 

ill. The Privity Issue and Subsequent Purchasers 

Prosser described a warranty as a " ... freak hybrid born of the illicit inten:omse 
of tort and contract. "81 The action for breach of warranty was originally a tort action, 
closely resembling the tort of deceit. In the late eighteenth century, courts, for 
procedural convenience, detennined that a contract action could also be maintained 
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As a result, the original tort form of the action, as well as the contract foon, still 
survives today. 

This duality is significant today because, depending upon a particular court's 
choice of contract or tort, several aspects of a case such as the survival of actions, the 
measme of damages, the statute of limitations and the requirement of privity of 
contract will likely vary. Prosser concluded, " ... the concept of warranty has involved 
so many major difficulties and disadvantages that it is very questionable whether it has 
not become rather a burden than a boon to the courts in what they are ttying to 
accomplish. .. 82 

The truth of his conclusion is revealed when one examines the warranty of 
habitability comt decisions. As indicated earlier, in the decisions in which privity was 
the controlling issue, most courts viewed the warranty as sounding in contracts; 
therefore privity is required.83 Moreover, in many instances the comts have also listed 
practical reasons for the privity requirements: 

(1) 

(2) 

(3) 

(4) 

The first purchaser is the only one with whom the builder may negotiate an 
allocation of the risk. 84 If the builder had lowered the purchase price because 
of defects in the structure he would have double liability if a subsequent 
purchaser were also pemritted to recover. 

A builder is in a better position to know the condition of a home at the time of 
sale rather than at a later date.85 

'· 

Real estate transactions require a written contract or deed. Each subsequent 
purchaser may require from his vendor any warranties he wishes. to have on 
improvements.86 

There are significant differences between manufactured products and homes 
that analogies are not appropriate. 87 

(5) There are several other means of protection for the home buyer which will 
enable him to enter the housing market on an equal footing with the builder.88 

Examples are: "astute consumer appraisal of potential builders, inspections 
where possible, support of HOW builders, and government warranties where 
either VA or FHA :financing is utilized. "89 
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In contrast, several courts have now disregarded privity arguments and 
extended warranty protection to subsequent purchasers.90 In 1976 an Indiana court, 
with little commentary, held that a builders implied warranty of fitness for habitation 
runs not only in favor of the first owner, but extends also to subsequent purchasers.91 

However, this implied warranty is limited to latent defects which are not discoverable 
by 1he subsequent pmchasers by reasonable inspection and which become manifest 
only after the purchase. 

The Wyoming Supreme Court, acknowledging that the Indiana court had 
furnished a "reasonably worlcable rule, "92 added its own reason for extending the 
warranty: 

The purpose of a warranty is to protect innocent purchasers and bold 
builders accountable for their work. With that object in mind, any reasoning 
which would arbitrarily interpose a first buyer as an obstruction to someone 
equally as deserving of recovery is incomprehensible. Let us asswne for 
example a person contracts construction of a home and, a month after 
occupying, is transferred to another locality and must sell. Or let us look at the 
family which contracts construction, occupies the home and the head of the 
household dies a year later and the residence must, for economic reasons, be 
sold. Further, how about the one who contracts for construction of a home, 
occupies it and, after a couple of years, attracted by a profit incentive caused 
by inflation or otherwise, sells to another. No reason has been presented to us 
whereby the original owner should have the benefits of an implied warranty or 
a recovery on a negligence theory and the next owner should not simply 
because there has been a transfer. Such intervening sales, standing by 
themselves, should not, by any standard of reasonableness, effect an end to an 
implied warranty or, in that matter, a right of recovery on any other ground, 
upon manifestation of a defect. The builder always has available the defense 
that the defects are not attributable to him. 93 

Also relying upon the Indiana decision, the South Carolina Supreme Court 
abolished the privity requirement for liability.94 The rule it crea~d was essentialiy 
identical to those in Indiana and Wyoming. Three justifications for its decision were 
set forth: 

( 1) Because latent construction defects can swface several years after the initial 
sale, there is no sound basis for the reasoning that only first oWners need 
warranty protection. 
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(2) Prospective purchasers rely on the builder's expertise. 

(3) Because of their limited knowledge purchasers cannot discover latent 
construction defects. 95 

Mississippi has also experienced a transformation in overruling well­
established precedents in abolishing the privity requirement. In a lengthy, well­
reasoned decision. the Mississippi Supreme Court has ruled 

The current trend in other jurisdictions extends protection to remote 
purchasers who have no contractual relationship or privity with the builder­
vendor. For example, where a remote purchaser can prove negligence on the 
part of the builder vendor which results in foreseeable injury or loss to the 
remote purchaser, a remote purchaser has been entitled to recovery for 
damages. (citations omitted) And, the privity barrier has also been removed in 
recent cases based on the implied warranty theory. (citations omitted) In light 
of this new substantial trend of authority, we think it worthwhile to reexamine 
our past rulings on this issue.96 

In reexamining its position, the Mississippi Court opined that there is no reasonable 
justification not to extend the same protection to a subsequent purchaser as to the 
initial purchaser; consequently, the. Court abolished the privity requirement97 

Although privity was not the central issue, in ~a Texas Court of Civil Appeals 
decisi<m.., 98 dicta indicated ·that privity requirements also have been eliminated. The 
court made it clear that the sale of a house carries with it an implied warranty of 
habitability, and that a breach of such warranty gives rise to a cause of action in tort 
rather than contract Since privity of contract is not relevant in a tort action, warranties 
should extend to subsequent purchasers. Along this same line, the Supreme Court of 
Arkansas has fmmd that a house is a "product" for purposes of the Arkansas strict 
liability statute and the District of Colwnbia District Court has not precluded 
condominiums from falling under the same analysis. 99 Therefore the implied warranty 
of habitability was extended to subsequent purchasers for a reasonable length of time. 
The Arkansas court, quoting another case in justifying its decision, succinctly stated, 

In this era of complex marketing practices and assembly line 
manufacturing conditions, restrictive notions of privity of contract 
between manufacturer and conswner must be put aside and the realistic 
view of strict liability adopted 100 
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IV. Products Liability Compared 

Several courts which have extended the wammty protection to subsequent 
purchasers indicated that they did so because they could see no significant reason to 
differentiate between strict liability for manufactured products and real estate 
improvements. This section of the paper will first review the . po~cy r~ for 
creating strict liability and then discuss whether the same reasorung IS applicable to 
improved real estate. 

Prosser listed three reasons why courts have accepted strict liability for 
products. 

(1) 

(2) 

(3) 

The public interest in human life, health and safety demands the maximmn 
possible protection that the law can give against dangerous defects in products 
which consumers must buy, and against which they are helpless to protect 
themselves; and it justifies the imposition, upon all suppliers of such products, 
of full responsibility for the harm they cause, even though the supplier has not 
been negligent 

The supplier, by placing the goods upon the market, repre.sent to the public that 
they are suitable and safe for use; and by packaging, advertising or otherwise, 
he does everything he can to induce that belief. He intends and expects that the 
product will be purchased and used in reliance upon tbis assurance of safety, · 
and it is in fact so purchased and used. The supplier has invited and solicited 
the use; and when it leads to disaster, he should not be pennitted to·avoid the 
responsibility by saying that he has made no contract with the consumer. 

It is already possible to enforce strict liability by resort to a series of actions, in 
which the retailer is first held liable on a warranty to his purchaser, and 
indemnity on a warranty is then sought successively from other suppliers, until 
the manufactmer finally pays the damages, with the added cost of repeated 
litigation. This is an expensive, time consuming and wasteful process, and it 
may be interrupted by insolvency, lack ofjmisdiction, disclaimer, or the statute 
of limitations, anywhere along the line. What is needed is a blanket rule which 
makes any supplier in the chain dll'ectly liable to the ultimate user and so short­
circuits the whole unwieldy procedure.101 
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A comparison of these reasons (for establishing strict liability for defective 
products) and the reasons the courts have stated for creating implied warranties of 
habitability reveals no substantial differences. As with products, there is certainly a 
public interest in protecting consumers from defects in housing. Consumers are 
certainly no less helpless when buying a house than when buying a product. 

California vezy early recognized the application of strict liability concepts 
within the pruview of the implied warranty of habitability. Applying dicta from the 
landmazk California strict liability case of Greenman v. Yuba Power Products, Inc. , 102 

the California court reasoned that if injmy results from defective worlananship, then 
strict liability may apply even though the "product" is a home. 103 

The builder, much like the supplier, places his housing upon the market and 
represents that it is suitable and safe for use. Why should he be permitted to avoid 
responsibility just because he had no contact with a subsequent pW'Chaser? Also, as 
wilh product liability, what is the sense in requiring a subsequent purchaser to sue his 
vendor, and on up the line, if the defect is ultimately the responsibility of the builder? 
As Prosser stated, it is "an expensive, time conswning and wasteful process ... "104 

There are a few weak arguments set forth attempting to show why strict 
liability is appropriate for products, but not housing. One argmnent is that products 
are mass marketed. housing is not 105 Through mass-marketing it is argued that 
suppliers attempt to insulate themselves behind a wall of intermediaries. In contrast, 
builders contract directly wi1h the original purchaser. The argument concludes with 
the statement that a builder-vendor may not have been reasonably expected to 
anticipate a change in ownership. · 

·This argument is simply untenable. Reasonable builders would anticipate 
change in ownership. Anyway, what difference does it make? If the home has a latent 
defect which eventually manifests itself: why should it matter who the builder 
expected to own it? It is 1he latent defect which gives rise to the liability, not the 
status of the owner. Moreover what difference should it make if a builder attempts to 
insulate himself from liability by a wall of intennediaries or first purchasers? Again, 
the liability arises from the builder's defect/negligence. not the status of the owner. 

Other attempted distinctions have no more strength than the argmnent above. 
For example, one court emphasized that material and workmanship which may go into 
a home are of infinite variety. 106 An original purchaser may have negotiated for lesser 
quality. That is true; but isn't 1his also true of products? Some products sell for lower 
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price~; because of inferior materials or workmanship. But, manufacturers are still 
poten1tially liable for latent defects. 

By way of illustration: would a consumer reasonably expect his new mower to 
explode just because it was the less expensive model? Obviously not. Would a 
subsequent purchaser of a home expect his walls to cave in because his home was the 
less expensive model? Again, obviously not. 

v. Conclusion 

Courts have recognized that the purchase of a home is usually the largest single 
purchase of a lifetime. Purchasers are generally helples.s in the transaction because 
they lack the training and experience to recognize the possible latent defects. To 
remedy the situation. in the past twenty years forty-one jurisdictions have court· 
created warranties of habitability. Generally, the warranties state that when a builder· 
vendor sells a home to an initial purchaser there exists an implied wammty of 
habitability. Because it is court created, the rule varies quite extensively from 
jmisdiction to jurisdiction. Consequently, many courts have placed artificial 
limitations upon the warranty. 

One such limitation is the requirement that a plaintiff must be an initial 
purchaser in order to recover. However, this limitation has come under rigorous 
scrutiny; states such as Mississippi, South Carolina, and Wyoming have reviewed this 
limitation and have found it wanting. As the Mississippi Supreme Court noted, it 
seems that the trend has shifted. When scrutinized under a reasonableness test, there 
can be no justification to preclude a subsequent purchaser from a cause of acti~ the 
privity requirement serves no pmpose. There appears to be no sound reasoning for the 
limitation other than the fact that many courts see the warranty as one based on 
contract.I07 

Yet. some courts, like the District of Columbia, have moved the area of implied 
warranty of habitability out of contract law and into the tort area; thus, rules governing 
tort actions, including strict liability, 108 become applicable. Consequently, a 
comparison of the development of strict products liability and the development of the 
warranty of habitability reveals that the policy considerations for both are vecy similar. 
If the similarity in development continues, courts may follow the D.C. example and 
soon discard the privity requirements, thus allowing recovery to subsequent 
purchasers. 
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Walker's strongly-worded dissent in the Keyes case. 

97.For similar arguments establishing the standing of subsequent purchasers to sue the 
builder based on negligence, see Elden v. Simmons, 631 P.2d 739 (Okla. 1979); Hermes v. 
Staiano, 437 A.2d 925 (App. Div. 1981); Redarowicz v. Ohlendmf, 441 N.E.2d 324 (Dl 
1982); Cosmopohtan Homes, Inc. v. Weller, 663 p.2d 1041 (Colo. 1983). One of the most. 
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wide-sweeping cases is Oates v. Jag. Inc. 311 S.E.2d 369 (1984), rev'd, 333 S.E.2d 222 
(North Car. 1985) holding that the tort of negligence will lie for the third owners of a bouse 
when shown that the builder Riled to comply with building code provisions and used inferior 
building materials. The North Carolina Supreme Court relied extensively on a pair of Florida 
cases recognizing the right of remote purchasers of condominiums to sue the builder for 

• defects; see, Simmons v. Owens, 363 So.2d 142 (Fla. App. 1978) and Navajo Circle, Inc., v. 
DevelopmentConceptsCorp., 373 So.2d689(Fia. App. 1979). 

98.Richman v. Wat£1., 565 S.W.2d 101 (Tex. Civ. App. 1978); Blagg v. Fred Hunt 
Co., Inc., 612 S.W.2d 321 (Ark 1981); Towers Tenant Association, Inc., v. Towers Limited 
Partnership, 563 F. Supp. 566 (D.C. 1983). 

99.Richmtm v. Watel, 565 S.W. 2d 101 (Tex. Civ. App. 1978); Blagg v. Fred Hwu 
Co., Inc. 612 S.W. 2d 321 (Ark. 1981); Towers Te11t1111 Association, Inc., v. Towers Limit£d 
Partnership, 563 F.Supp. 566 (D.C. 1983). The D.C. Court relies upon Berman v. Watergate 
West, Inc., 391 A2d 1351 (D.C. 1978) which held '' ... the District of Colwnbia Court of 
Appeals concluded that products liability principles apply to the sale of newly constructed 
homes and cooperative units. As a result, the Court held that plaintiff had a viable cause of 
action grounded in breach of implied warranty/striCt liability in tort." Towers Tenant Assoc., 
supra at 574. 

100.B/agg, supra, at 323-324. 

IOLProsser, supra note 2 at 1122-1124. 

102.377 P.2d 897 (1%3); this case lays out the prototypical strict liability standards 
using the facts of an injury resulting from an allegedly faulty power tool; these standards were 
later codified in Section 402A of the Second Restatement ofT orts. 

103.Krieg/er v. Eichler Homes, Inc., 73 Cal. Rptr. 749 (1969). 

104.Prosser, supra p. 1124. 

105.Coburnv. LenaxHomes, Inc., 173 Conn. 567, 378A 2d 599,601 (1977). 

106.0/iver v. City Builders, Inc., 303 So. 2d 466, 468 (Miss. !"974); (see fu. %infra; 
while this case has been overruled, it is used here for illustrative purposes only). 

107.For a detailed listing of jurisdictions recognizing negligence as a remedy, see 
Robert L. Cheny, Builder Liahiity for Used Homes Dejects, 18 REAL EsTAiE LAw JOURNAL 
115·141 (1989). 

108.See, California: Kriegler v. Eichler Homes, Inc., supra; District of Columbia: 
Berman v. Watergate West, Inc., supra; New Jersey: Hermi!s v. Staiano, supra; Arkansas: 
Blagg v. Fred Hunt Co., supra. 

FOR LOVE OR MONEY: NONPROF1T SURVIVAL 

IN A FOR PROfiT WORLD 

by 

Nancy 1 Lasher· 

Ronald C. Goldfarb •• 

Once upon a time, the process of budgeting for most nonprofit 
organizations was very simple. My favorite illustration is the 
story of how one Ivy League university set its budget in the 
years right after World War ll. The university was run by one 
vice-president and two deans ... The vice· president and senior 
deans would meet with the president early in the summer at hls 
summer home... Somewhere between the first and second 
martini, the president and his two chief administrators would 
settle the budget for the year and decide on the amount of any 
tuition increase needed to keep the university happily in the 
black. 

Times, of course, have change4. 1 

Variously known as charitable, eleemosynary or nonprofit associations, 
small conununity based organizations whose mission it is "to help the less 
fortunate" are deeply imbedded in the American psyche. Such organizations 
sprang up fast and furiously as the Industrial Revolution sped forward in this 
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countJ.y, providing some relief (usually minimal) from the economic dislocation 
caused by the shift from an agrarian to an urban economy.2 

Many of these organizations, direct descendants ofthose founded in the late 
nineteenth and early twentieth centuries, still exist today. Frequently, these small 
nonprofits share similar origins: the community's wealthiest and most influential 
people came together and formed an organization to fill a need in their community. 
Thes.e early. charities would spout such values as sobriety and hard work and only 
provtde ass1stance to those deemed "deserving". Of course,as is the case today, 
there was probably far more need in these towns than there was relief available. 
One wonders if the community leaders were motivated more by altruism or by the 
desire to get the "riffiaff' off the streets. Funding was provided by the wealthy 
themselves, both by start up donations and annual charity balls. Social prestige, 
and not business acumen, was the driving force. 

The Great Depression of the 1930's actually brought little change to this 
small, community-based nonprofit model. Even though the govenunent ultimately 
provided a "safety net" of sorts - unemployment compensation and social security 
msuranc~ - so~ehow there wer~ those who slipped through the net and had only 
commumty relief efforts on which to rely. These local relief societies were still 
coordinated and largely funded by the local leading citizens--those with wealth, 
.power. and prestige. A charity's primary mission might change with the times, but 
Its maJor source of funding was still found in the local leadership with their yearly 
charitable and social events. 

For the wealthy, charitable work provided a social outlet. The business 
p~cipals that fonned .the.basis of their professional successes were not applied to 
therr vohmteer orgaru.zanons. Long-range planning was minimal. Even well 
~ndo~ed organizati~ns wer~ to suffer erosions of their asset bases caused by the 
~abo~ and recessions which have become typical since the early ) 970's. The 
mnovatton and creativity that is characteristic of American entrepreneurship were 
sorely lacking in the nonprofit sector of the economy. 

The board of a not-for-profit institution, with its traditional 
business membership, ought to be well-positioned to press 
management to think and act in a businesslike fashion as well 
as to insist that the staff of the organization has the professional 
competence to conduct the business of the enterprise. But 
business executives serving on such boards are often hesitant in 
their roles as trustees to be assertive in suggesting that business 

practices have a place in the management of not-for-profit 
organizations. As the general manager of a major public 
broadcasting station put it, "When my business trustees come 
to a board meeting, they seem to check all their business 
expertise at the door.''3 

Corporate types .. .leave their corporate brains outside the door.4 
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At a time when the demand and need for nonprofit services far outstrips the 
supply, it is obvious that the time has come to put the old fashioned "charity 
model" to rest. Assertive and aggressive approaches must be taken to stimulate 
this sector of the economy; in fact, the law demands of nonprofit directors no less 
than it demands of directors of for profit corporations. 

Specific sections of nonprofit corporate codes will be discussed infra. 
Auditing standards for nonprofit corporations also merit mention. Certified public 
accountants who specialize in nonprofit audits follow Generally Accepted 
Auditing Standards (GAAS), and also Office of Management and Budget Circular 
Al33. Additionally, a particular funding source may have its own guidelines that 
must be followed as well. 

In an audit of a for profit corporation, an auditor will check to see whether 
the financial statements fairly reflect the corporation's transactions during the prior 
year, and also whether reliable internal controls are in place. In a nonprofit audit, 
the additional issue of compliance is key: whether monies received were spent fo.r 
the designated programs. Ultimate accountability is to the public, an onerous 
burden for any board of directors. 5 Thus a nonprofit corporation today is no place 
for a sleepy board. The failure to recognize the need for change jeopardizes the 
very survival of these organizations since the future has arrived for nonprofits. 
This $500 billion dollar per year sector of the American economy6 must make hard 
decisions if it is to remain viable in the face of continued recession, government 
funding cuts, implementation of programs such as United Way Donor Choice, 7 and 
a lack of health insurance to ~over services such as mental health counseling.8 

Professionalization of management is rapidly becoming the rule. Executive 
director positions are being retitled "President" and "CEO" to reflect this changing 
reality.9 State organizations such as Family Service Association of New Jersey 
and national organizations such as Family Service America provide expertise and 
training to their member agencies. Agency heads form consortiums to gain a 
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competitive edge when seeking grants from government agencies. Some agencies 
merge as a way to combine strengths while better ensuring survival. 

Efficiency and results are stressed in today's nonprofit world. More and 
more government agencies are demanding quantifiable results as a condition of 
awarding grants. "Having quantifiable goals is an essential starting point if 
managers are to measure the results of their organizations activities. It is difficult 
to quantify the output of social programs. but if managers define their goals well, it 
can be done."1~owever, long term survival for these organizations will depend on 
more than operating in a "leaner and meaner" fashion. By their nature, nonprofits 
have tended to operate on a shoestring all along such that when cutbacks are 
suggested, there is little if anything to cut. 

Until recently, the answer to the problem of nonprofit financial woes was 
thought to be fund development - more creative and aggressive fund raising. In 
fact. since the beginning of modem nonprofits, directors were often selected 
because of their potential as a funding source (whether personally or via corporate 
connection). While the role of fundraising should not be diminished, it should no 
longer be overemphasized as the great panacea. Fundraising has serious limits; 
among them are state regulations11 and increasing competition for the charitable 
dollar. 

Greater emphasis should be placed on making nonprofits partially self­
funding by having certain successful operations which can help to Wlderwrite 
those services which lose money or for which adequate funding is not available. 
Clearly, nonprofits should think in terms of income generation. As this paper's 
discussion of the law will emphasize, the law does not say that nonprofits must 
operate in the red; it only says that excessive salaries can't be paid and that profits 
cannot be distributed to shareholders. 

Family Service Association of Atlantic County has begllll to generate 
income via its sister corporation Family Service Enterprise. Both of these 
organizations are subsidiaries of a holding company formed to provide 
management services including long range planning and investment guidance. 
Family Service Enterprise runs only programs which pay for themselves out of 
program fees such as its highly successful Consumer Credit Counseling Service. 
No public money is involved. Right now this entity represents only a small 
percentage of Family Service Association of Atlantic County's business. 
However, it is clearly understood that should there be a "profit" the decision of 
how to best utilize this positive return will be made at the holding company level 
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for the good of the organization as a whole, in a way which furthers the overall 
aims and goals of this Atlantic County, New Jersey nonprofit. The board of 
directors of the holding company is made up of members of the boards of the 
various constituent organizations. Jerome Johnson, President and CEO of this $4.5 
million dollar per year Family Service Association (which has on its payroll 130 
employees) stresses the importance of recognizing change and modifying 
operations as required. 12 

Any discussion of the adaptations to be made by not-for-profit corporations 
in recognjtion of the changing economic and regulatory climates must, of 
necessity, revolve about the relevant statutory framework After all, compliance 
with state and federal statutes and regulations is the minimum level of acceptable 
behavior. Therefore, this Article will examine the Revised Model Nonprofit 
Corporation Act (with a glance at its predecessor), the New Jersey statute known 
as Corporations and Associations Not for Profit13

, and the New York Not-for­
Profit Corporation Law14

- one of the pioneering legislative schemes. 
15 

The New York Legislature in 1969 enacted the current statute which 
repealed the former Membership Corporation Law16 and which draws a significant 
nmnber ofprovisions from the state's General Corporation Law.

17 
The law, which 

became effective on September 1, 1970, was the result of a Joint Legislative 
Conunittee which was formed in 1956 to plan ''for the revision of the corporation 
laws of New York.''1s The drafters of the statute felt that not-for~profit 
organizations were sufficiently unique so as to warrant legislation distinct from the 
Business Corporation Law, a product of the same committee. The separate law 
also gives the legislature additional flexibility to deal with issues peculiar to 

&'. fi . 19 noh.or·pro t corporations. 

It is of interest to note that the conunittee members specifically rejected the 
nomenclature "Non-profit Corporation Law" in favor of the Not-for·Profit 
Corporation Law. Their reasoning was that the latter more accurately reflected the 
reality of such organizations. While not organized for profit, they may in fact show 
a surplus of revenues over expenses in connection with their operations. 

20 

For a not-for·profit corporation to carry out its (usuallyi
1 

admirable 
functions and to allow for long tenn planning, it must attempt to maintain a surplus 
to cover periodic negative cash flow periods. Since they cannot reach out to the 
equity markets, not-for-profit's also require a surplus to finance the maintenance, 
replacement and expansion of its capital plant.22 New York specifically grants a 
not-for-profit the right to make "an incidental profit" so long as it is used for the 
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"maintenance, expansion or operation of ... the corporation."23 However to avoid 
being in violation of the statute, as interpreted by the courts, profits may not inure 
to the benefit of any members of the corporation.24 

The New Jersey acf 5
, while referring to "Corporations and Associations 

Not for Profit" nevertheless inferentially recognizes the possibility that such an 
organization may, in fact, show a surplus. Though it provides that "a corporation 
may be organized .. for any lawful purpose other than for a pecuniary profit ... 26

, it 
further requires that " ... no part of the income or profit of a corporation organized 
under this act shall be distributed to its members, trustees or officers... .'a7 

Similarly, the Revised Model Nonprofit Corporation Act specifies that no 
distributions can be made28

, with distributions defmed as the "payment of a 
dividend or any part of the income or profit of a corporation to its members, 
directors or officers."29 The Model Nonprofit Corporation Act had a virtually 
identical provision. 30 

Like the New York law, the current New Jersey statute can trace its history 
to late in the last century. The predecessor le~slation, identically named, has roots 
in 187531with a codification enacted in 1898. 2 However, it wasn't until 1975 that 
a major revision was contemplated. The Nonprofit Law Revision Conunittee of the 
Corporate and Business Law Section of the New Jersey State Bar Association 
issued its report in 1980. 

The Committee sought to provide a uniform regulatory scheme applicable 
to all nonprofit corporations, regardless of their purpose. 33 It also attempted, and 
to a great extent succeeded, to "track" the New Jersey Business Corporation Act.34 

while recognizing their inherent differences.35 By so doing, the drafters hoped 
"that the similarity between the two acts will lead to a body of case law in which 
the interpretation of either act may be used as a guide in interpreting the parallel 
section of the other .... ..36 The very first provision of the legislation sets forth as 
one of its ''Underlying purposes and policies . . . to make the law governing 
nonprofit corporations as nearly compatible with the New Jersey Business 
Corporation Act ... as mar be practicable, subject to the particular requirements of 
nonprofit corporations." 7The law became effective October 1, 1983. 

The Revised Model Nonprofit Corporation Act also explicitly notes the 
utility of recognizing the connection between itself and the Model Business 
Corporation Act The Subcommittee on the Model Nonprofit Corporation Act 
stated, "Shortly after the project (to revise the Model Nonprofit Corporation Act) 
began, the Committee on Corporate Laws decided to completely revise the Model 
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Business Corporation Act ('MBCA'). The Subcommittee decided to track the 
MBCA in form and substance wherever appropriate .... "38 

Thus, even this brief look at these various statutes leads to the conclusion 
that the decision of a not-for-profit corporation to organize its activities to provide 
for a cash surplus is consistent · with a structure envisioned by the regulatory 
framers . The prudent and forward looking executive director must plan for an 
operating surplus in at least some of the group 's activities to allow for long range 
planning and its very existence. 

Acting within the legal constraints imposed, some of the best known not­
for-profits have long had profit making ventures. New York's Metropolitan 
Museum of Art began selling photographs of its collection in 1874 and opened a 
sales shop in 1908.39 Girl Scout cookies and P.T.A. bake sales are part of our 
culture and additional examples of not-for-profit earned income ventures. For 
these and similar activities to be successful, the not-for-profit co~oration 
administrators must have a strictly businesslike approach to the activities. As we 
have seen in the example of the Family Service Association of Atlantic County, 
the foresight, talent and perseverance of an executive director can make the 
difference between success or failure of these ventures. 

As noted by Brooke W. Mahoney, executive director of Volunteer 
Consulting Group, fuc., "nonprofits are starved for the skills and perspectives of 
financial executives from the profit-making realm."41 Merely having the right to 
engage in profit making activities is no guarantee that they will be successful. All 
of the abilities needed by the managers and owners of profit making entities are 
required by their not-for-profit colleagues. 

Attracting and retaining directors or trustees42 with the skills and desires 
necessary to assist a not-for-profit corporation can be greatly enhanced if the 
statute regulating the operation provides sufficient flexibility in appointing, 
protecting, retaining and dismissing those persons. 

The Revised Model Nonprofit Corporation Act requires that each 
corporation fonned under it must have a board of directors43 consisting of at least 
three members.44 Similarly, New Jersey mandates a .board consisting of not fewer 
than three members.45 New York presumes that a not-for-profit corporation will 
operate through a board of directors consisting of three member "except as 
otherwise provided in the certificate ofincorporation.?>46 
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The not-for-profit corporation hoping to 'twle up its operations may seek to 
"clean up" its board. As noted above, for decades the board of directors of the 
local not--for-profit has been considered the fiefdom of those people (and their 
descendants) who had the money, name and clout to form and fund such 
organizations. Though needs and funding methods have changed, board 
membership may not reflect such transition. Reelection as a director was usually a 
formality satisfied at .the brief business meeting which preceded the annual dinner 
dance. 

The Revised Model Nonprofit Corporation Act deals with the issue of 
director tenure by holding that if the bylaws do not provide otherwise, the term of 
a director shall be one year. In no event may a term exceed five years.47The Act 
does allow for successive tenns.48 New York has a virtually identical section49

, 

while New Jersey requires tenns which vary from one to six years.50 Though 
reelection is permitted, the existence of statutory limitations on term length at least 
gives the activists on the board and among the membership a basis for suggesting 
to the "dead wood" that while their service has been greatly appreciated, it is time 
for them to move on to the category of (non-voting) directors emeriti. 

Of course, the changes planned by a newly hired executive director and 
partially reconstituted board may require the removal of obstinate directors. As 
expected, the statutes deal with this rather unpleasant subject Because of the 
various methods of electing directors under it, the Revised Model Nonprofit 
Corporation Act sets forth a number of ways to remove a director without specific 
cause. 51 Essentially, if the number of members needed to elect a director decide to 
remove him or her, that director is off the board New Yorl22and New Jersey53 

deal with the subject in a similar manner. A hanging-on director, facing certain 
removal once the required number of votes are assembled, is likely to resign. 
Failure to do so only validates the decision to seek that person's removal. ' 

While monetary compensation is not likely to be the incentive to join the 
board of directors of a not-for-profit corporation. the acts examined all permit 
reasonable compensation. 54 The fact is, few nonprofits pay their directors though 
many will reimburse them for their actual out of pocket expenses. 

Though most directors have altruistic motives and are not interested in 
payment for their services, they are concerned about their being exposed to 
liability based upon their actions. For these volunteers, even the smallest 
possibility of being found liable is unacceptable.55That issue is directly dealt with 
by several statutes contained in the various codes we have examined. 
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Before considering methods of reducing the risk to directors, we will first 
look at the standard of care imposed upon them. The Revised Model Nonprofit 
Corporation Act sets forth "General Standards for Directors."56 The standard is not 
extraordinarily stringent. Discharging a director's obligation is satisfied by acting 
"in good faith"57 and "with the care of an ordinarily prudent person in a like 
position ... .''58 This level of accountability is certainly no higher than common 
sense dictates as the minimum standard required of a director. 

While a stricter standard of care, such as holding a director liable for simple 
negligence, may have certain appeal, it would undoubtedly have the effect of 
discouraging volunteers. 59 Since the commonly accepted standard requires that the 
director act in good faith, it strikes an appropriate balance between the conflicting 
concerns. Confonning to that standard will address the issues raised by the recent 
problems encountered by the Uruted Way of America in connection with 
allegations of lavish compensation and nepotism attributed to their president. 60 

In addition, a director is permitted to rely, unless the facts require 
otherwise, upon reports, statements, opinions, etc. of corporate officers, counsel, 
employees, committees, etc. in detennining the propriety of their actions. 

The New Jersey act contains provisions quite similar.61 That statute goes 
even further by permitting a not-for-profit corporation to eliminate all director 
liability by so providing in the certificate of incorporation.62 New York also 
imposes a standard of good faith and prudence63 and allows directors to rely upon 
financial statements found in a report prepared by a certified public accountant or 
represented to them as accurate by the president of the organization. 64 

Of course, however lenient a statute may be concerning the level of care 
required of a director, an action may be brought seeking to hold the director liable 
based upon his conduct as a director. To that end, the codes also address the issue 
of indenmification of those directors who are sued. The Revised Model Nonprofit 
Corporation Act takes the straight-forward position that a not-for-profit 
corporation may indemnify a director so long as that director's conduct comported 
with the standards of conduct specified in the Act65

, and, in the case of a criminal 
proceedin~t. the director had no reasonable cause to believe that the conduct was 
unlawfu1.6b 

The Act requires mandatory indemnification when a director is wholly 
successful in defending an action67

, allows for the corporation to advance defense 
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ts63 and, unless prohibited by the articles of incorporation, authorizes a court to 
cos ' th d . d .fi . 69 grant a director 's application to have e court or er m emm cation. 

The New Jersey provision dealirig with indemnification gathers all of the 
components found in the Revised Model Nonprofit Corporation Act.70 ~ 19~7, 
New York reorganized, and to some extent expanded tts statutes dealing wttb 
permitted and mandatory indemnification of directors.71 

The states have recognized the necessity of protecting directors of 
nonprofits from litigation other than in cases of self·dealing and bad faith. The 
statutory provisions examined allow the organizations to recruit directors who 
might otherwise decline the honor due to their concern of being caught up in a 
lawsuit brought by an unhappy member or client. 

For smaller not·for·profit corporations to succeed, they must break away 
from traditional notions of funding, organization and the role of their directors. 
Much of their business operations have been based upon the "myth, that operating 
efficiently and showing a "profit" is improper. They have treated their directors 
either with utmost reverence or merely as rubber stamps, and have failed to utilize 
the business talents possessed by many of them. 

As this paper has shown, the law has not imposed these results upon 
nonpro.fits, in fact, the law grants to those groups the latitude to adopt operating 
methods appropriate for now and in the future. 
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DISPUIE SETTLEMENT UNDER NAFI'A: 
DO THE PARTIES HAVE THE Wil-L TO MAKE IT WORK? 

by 

Mary Jo Nicholson • 

I. Introduction 

The Canada- United States Free Trade Agreement (CFTA)1 has now been in 
effect for over five years with the result that we have relevant experience to apply to 
the more recent North American Free Trade Agreement (NAFTAY which replicates 
many of the provisions of the CFTA This is particularly true in the area of dispute 
settlement, There are three categories of dispute settlement under NAFTA The 
general dispute settlement provisions are found in Chapter 20 and are available only to 
the contracting parties or governments.3 These provisions extend to "all disputes 
between the Parties regarding the interpretation or application" of the agreement or 
situations where "a Party considers that an actual or proposed measure of another 
Party is or would be inconsistent with the obligations of the agreement or cause 
nullification or impairment" .. of the agreement 4 The antidumping (AD) and 
countervailing duty (CVD) dispute provisions are found in Chapter 19, and the 
provisions relating to investor disputes are found in Chapter 11. 

This article will outline the AD and CVD dispute provisions of the NAFTA 
which are similar to those of the CFT A The experience under the CFT A provisions 
will be reviewed paying particular attention to the cases affecting the pork and 
softwood lumber industries. The article will conclude with a view forward towards 
the operation of the provisions of Chapter 19 ofNAFTA. 

• Professor, Ryerson Polytechnic University, Toronto, Canada. 
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This is an important topic relating d.iredly to prospects for the ultimate success 
of the new agreement While the CFfA and NAFf A are largely about the reduction 
of tariffs, many domestic industries are affected by their provisions and will look for 
any means available to protect themselves from the effects of global competition. The 
long-tenn viability ofNAFfA may well depend upon the willingness of the domestic 
governments of each PartY to adhere to the spirit of the dispute settlement provisions. 
Manifestations of respect and acceptance by the governments of the Parties of the 

decisions made under the AD and CVD provisions cany a great deal of weight in the 
fonnative stages of the new relationship of the Parties. One writer has described the 
situation, stating." The binational panel process of Chapter 19 will in many respects be 
the crucible of the NAFTA As the vehicle for resolving AD and CVD cases brought 
in any of the three contracting countries, Chapter 19 panels will be required to deal 
with the types of trade conflicts that have historically generated intense, sometimes 
passionate controversy . ..6 

ll. Chapter 19 ofNAFfA: the AD and CVD Dispute Settlement Provisions 

AD and CVD dispute procedures were included in the CFT A at the insistence 
of Canada where there was at the time of the negotiation of that agreement, a 
perception that American contingent protection laws were applied subjectively. What 
Canada really wanted from the AD and CVD negotiations was agreement by the 
Parties on a set of common rules on subsidies and dwnping. however the two countries 
were unable to agree on a bilateral regime providing for uniform provisions. It was 
agreed instead, that each Party would reserve the right to apptr its own AD and CVD 
law to goods imported from the territory of any other Party. With the proviso that 
binding binational panel proceedings would be substituted for appeals to the courts of 
either country. This was an important compromise on the part of the two Parties to the 
CFT A and these provisions have been incoipOrated substantially unchanged into the 
NAFI'A. 

A Binational Panel Review Replaces Judicial Review 

Each country has promised to replace judicial review of final AD and CVD 
duty dete:nninations with binational panel review.8 Under the GAIT, and under U.S. 
and Canadian law AD and CVD duties cannot be imposed unless there is a finding of 
dumping or subsidy and a finding of material injwy or threat of material injury to a 
domestic industry. The CFIA provides that review based upon the administrative 
record, a final AD or CVD determination of a competent investigating authority may 
be requested in order to determine whether such detennination was in accordance with 
the AD or CVD law of the importing Party.9 "Competent investigating authority is 
defined in Canada as the Canadian International Trade Tnounal (CnT) or the Deputy 
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Minister of National Revenue for Customs and Excise. (.MNR); in the United States as 
the International Trade Administration of the U.S. Department of Commerce 
(Commerce) or the U.S. International Trade Comtnission (ITC); and in Mexico as the 
designated authority within the Secretariat of Trade and Industrial Development 
(SCFI).10 The panel appointed to review may then uphold a final determination, or 
remand it for action not inconsistent with the panel's decision.11 Panels must apply the 
same domestic substantive law that the administering agency in. the importing countiy 
m:ust apply. This law is defined as "relevant statutes, legislative histoJY, regulations, 
administrative practice and judicial precedents" .12 The standard of review has been 
defined by reference to specific legislation in each of the three countries with the 
intention that it be the same as would be applied by the reviewing court of the 
impo~g count:ry.13 

It is interesting to note the comment by one observer, "At the time (that panels 
were introduced in the CFIA) some regarded them as insubstantial innovations: the 
Chapter 19 provisions creating panels neither adopted new substantive law nor 
established a right of review that would not otherwise exist. Rather, those provisions 
provided that Chapter 19 panels would serve simply as surrogates for reviewing courts 
and decide cases in accordance with the same legal standards that courts would 
apply."I4 

B. Composition of the Panels 

The panels will be made up of five members, who "shall be of good character, 
high standing and repute, and shall be chosen strictly on the basis of objectivity, 
reliability, sound judgment and general familiarity with international trade law. The 
Parties will maintain separate rosters of potential panelists, composed of sitting or 
retired judges "to the fullest extent practicable. 15 It is interesting to note that the CFf A 
did not include this specific preference for sitting or retired judges.16 Panel members 
must be citizens of one of the Parties but there is no requirement of proportional 
representation on the basis of nationality. A majority of the panelists on each panel 
shall be lawyers in good standing. Within 30 days of a request for a panel. each 
involved Party shall appoint two panelists from the roster. Within 55 days of the 
request for the panel. the involved Parties shall agree on the selection of a fifth 
panelist 17 

C. Individuals May Access Proceedings 

Unlike Chapter 20 proceedings. Chapter 19 panels are accessible by private 
parties .. 18 This is consistent with Chapter 19 review as an extension of domestic 
proceedings and with the fact that the involvement of government is generally less 
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with Chapter 19 review than is the case with Chapter 20 review. It has been observed 
that "though the language attempts to preserve the state-to-state nature of Agreement 
by requiring that the fonnal request for a panel come from a government Party, the 
clear implication is that governments must comply with the requests of individuals." 19 

In Chapter 19 reviews, decisions are binding upon the Parties and there is no provision 
for political negotiations. as is lhe case with Chapter 20 review. The fact that 
individuals have standing in this review process also contributes to some of the 
intensive lobbying in this area that will be referred to later in this paper. 

D. Allowable Time Limits for Panel Decisions 

One of the objectives of the Parties is to see disputes resolved in a timely 
fushion. For this reason, strict time limits have been imposed, the effect of which is to 
result in final decisions within 315 days of the date on which a request for a panel is 
made. 20 Generally panels have met these time limits, although there have been 
exceptions due to panelists having stepped down to avoid any appearance of conflict 
and also due to the remand procesg21 which can result in substantial delays before a 
final determination is made. 

E. Effect of Chapter 19 Panel Decisions 

The decision of a panel is binding upon the Parties with respect to the particular 
matter that is before the panel. 22 The finality of the panel's decision is further 
emphasized by the provision which states that a final determination by a panel may not 
be reviewed under the judicial review procedures of the importing Party provided that 
the panel determination was requested within the time limits set out in NAFf A Thus 
there can be no appeal from a panel decision to domestic courts.23 A casual observe:. 
of this process, especially in recent cases could be forgiven for questioning the finality 
of panel decisions. Most of this uncertainty is due to the provisions that the "panel 
may uphold a final deten:n.ination or remand it for action not inconsistent with the 
panel's decision Some of the recent cases involving multiple remands resemble 
nothing so much as a ping-pong game between the panel and the detennining agency. 
The question of the effect of successive remands to the determining agency was 
~ssed by a panel in the first pork case when it concluded that it was required by 
Article 1904 (8) of the CFTA to issue a "final decision", i.e. that the Agreement did 
not contemplate or pennit successive remands.24 

. So far the history of the CFTA reveals several cases that demonstrate agency 
reluctance to comply with panel decisions. In these cases, the panels have included 
increasingly specific instructions to the agencies on remand and the tone of the 
decisions of the agencies and the panels has become somewhat antagonistic. 
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F. The Extraordinary Challenge Committee ~ An Exception to the Rule of 
Finality ofChaoter 19 Panel Decisions? 

The only exception to the rule of finality of Olapter 19 panel decisions is a 
limited one and it is found in the provision for the extraordinary challenge procedme 
which provides for the establishment of an extraordinary challenge committee (ECC) 
comprising three members which are selected from a joint roster comprised of judges 
or former judges.Z5 This provision reads as follows: 

Where, within a reasonable time after the panel decision is issued, an involved 
Party alleges that 

(a) (i) 

(ii) 

(iii) 

a member of the panel was guilty of gross misconduct, bias, or a 
'serious conflict of interest. or otherwise materially violated the 
rules of conduct, 
the panel seriously departed from a fundamental rule of 
procedure, or 
the panel manifestly exceeded its powers, authority or 
jurisdiction set out in thi.s Article, for example by failing to apply 
the appropriate standard of review, and 

(b) any of the actions set out in snbparagraph (a) has materially affected the 
panel's decision and threatens the integrity of the binatiOn.al panel 
review process, that party may avail itself of the extraordinary challenge 
procedure set out in Annex 1904.13 26

• 

If an ECC finds that the narrow grounds for an extraordinary challenge have 
been established, the ECC may vacate or remand the binational panel decision. v The 
drafters of the extraordinmy challenge process expected that it would be used 
infrequently.28 There are, at present, significant tensions between the Parties with 
respect to the proper role of an ECC. "Thus far, these challengers have arisen solely 
with respect to panel reviews of U.S. cases. At least in that context the initial tension 
has been between a U.S. desire for broader appellate recourse in cases it believes were 
wrongly decided by a panel and a Canadian desire to restrict extraordinary challenges 
to rare instances of systemic abuse, such as gross misconduct or ultra vires action.29 

This issue has been addressed in each of the ECC decisions to dare. In the first ECC, 
In the Matter of Fresh Chilled, or Frozen Pork from Canada30

, the Committee stated: 
"As its name suggests, the extraordinaty challenge procedure is not intended to 
function as a routine appeal. Rather the decision of a binational panel may be 
challenged and reviewed only in "extra9rdinaty" circumstances. While the legislative 
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hist01y of the extraordinary challenge committee mechanism is lacking in specifics, it 
is clear that the extraordinary challenge procedure is intended solely as a safeguard 
against an impropriety or gross panel error that could threaten the integrity of the 
binational panel review process ... Notably, the legislative history states that an 
extraordinary challenge committee is intended as a review mechanism for "aberrant 
panel decisions" and that "the availability of or resort to extraordinmy challenge 
committees should act to cure aberrant behavior by panelists". 31 The Committee gave 
further reasons, "As dJ.e procedural rules state, an extraordinary cballen~ committee is 
composed of three judges or foaner judges of a federal court of the Umted States or of 
a court of superior jurisdiction of Canada. The cballenge committee's fimction is to 
determine whether a panel or panel member violated the three-prong standard of the 
extraordinary challenge procedure. In contrast. a binational panel is composed ~f fi~e 
individuals with expertise in international trade law. The panel members' fimction 1s 
to review the record evidence and the trade law issues that have been raised before the 
competent investigating authority. The committee and t?e panel have separate: :oles 
and different expertise; it is not the function of a commtttee to conduct a tradit:J.onal 
appellate review regarding the merits of a panel decision. Another important 
procedural distinction and indicator of ~erences in review fim:cti~ betw~ the 
panel review mechanism and the extraordinary challenge mechanism ts the disparate 
amount of time allotted to the two tribunals for review. Under the procedural rules, an 
extraordinary challenge committee typically is given only 30 days to issue a written 
decision, whereas a binational panel generally is given 315 days to issue a decision. "32 

The issue was also addressed by the second ECC in the Live Swine case: "The ECC 
should be perceived as a safety valve in those extraordinary circumstances where a 
challenge is warranted to maintain the integrity of the binational panel process .... The 
ECC should address systemic problems and not mere legal issues that do not threaten 
1he integrity of the ITA's dispute resolution mecbanism itself A systemic problem 
arises whenever the binational panel process itself is tainted by failure on the part of a 
panel or a panellist to follow their mandate under the ITA. "33 

m. The Pork Cases 

The "pork cases" actually include a nmnber of panel detetminatio~,. the 
specific details of which will not be outlined in this article. These cases can be divtded 
for our pmposes into two categories,the Fresh Chilled and Frozen Pork from Canada 
(Fresh Pork Case), and the Live Swine frOID Canada {Live Swine Case). Each of ~ese 
cases involved panel reviews of CVD determinations by Commerce as well as findings 
of material injury by the lTC. Each of the cases involved multiple remands, and each 
of the cases resulted in an appeal to the ECC. 

These cases have exposed possible weaknesses in the AD and CVD dispute 
settlement provisions, and have exerted considerable pressure on the system, severely 
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testing the commitment of the Parties to it They have received a great deal of 
publicity especially in Canada, where the analogy of the "mouse in bed with the 
elephant' still strikes a resonant chord. To be fair, we may attach too much 
significance to the events in the pork cases. It. has been stated of these cases. ''the 
issues were complicated, even for experts: the texts were lengthy; the proceedin~ 
were confusing; and the mix of economics, politic~ and law are difficult to sort out" 

A The Fresh Pork lnjwv Case 

"This case was the :first in which a panel established under the CFf A had to 
construe a U.S. statute that had not been construed previously. "3s 

The facts of the Fresh Pork (Injury) Case may be swnmarized as follows: 

1. 

2. 

3. 

4. 

5. 

The ITC determined that the U.S. induslly was threatened with material 
injury by reason of subsidized pork imports :from Canada. 
This decision was appealed by Canadian producers and provincial 
governments. 
The Chapter 19 panel tmanimously found that several of the fTC's 
findings "rely heavily or flow directly from faulty use of statistics".36 

The Panel remanded the determination to the agency, which re-opened 
its record, and "attempted to strengthen the basis for its findings and 
then re-issued the same decision".37 

The Canadian parties requested another panel review. This panel 
decision stated "the ITC's record has been combed not once but twice in 
the search for substantial evidence of material injmy". The panel found 
that a tbreat of material injury was not supported by substantial 
evidence. The case was once again remanded to the ITC. 
The ITC then reversed its decision, stating that it was required to do so 
by the panel decision. 

In the final stages of this case it became apparent that "the traditional cowtesies 
of international dispute settlement, which had on the whole been observed in the 
earlier phases of the pork case and in all of the other cases tmder Chapter 19 were 
beginning to wear thin. "33 The situation continued to deteriorate. Professor 
Lowenfeld describes the acrimonious tone of the Commissioners of the lTC in the 
remand from the second panel decision as follows: " ... And so on for more than thirty 
pages. full of statemems referring to the panel's "preordained outcome," "cowter­
intuitive, counterfactual, and illogicaJ, but legally binding conclusion," "deliberate 
misunderstanding of the Commission's view," "woeful lack of knowledge", "egregious 
intrusion into the factual decision-making authority of the Commission" 
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"impermissible reweighing of the evidence etc."39 It must be observed, however, that 
these views were limited to two commissioners and for this reason may not represent 
an on-going problem provided that this attitude is not take up by their fellow 
Commissioners. Informed obseJVerS, however, view these developments with 
concern. "Although the ITC reversal in the Pork (injury) case indicates that the U.S. 
government honoured its commitment under FTA article 1904.9 to be bound by the 
decisions of Chapter 19 panels, its statements and actions suggest that it was doing so 
reluctantly. In the majority opinion on the second remand, Commissioners Ruhr and 
Newquist repeatedly criticized the "panel's decision and warned that the decision 
would not impact their future practice. The U.S. Government, at the w-gi.ng of the 
ITC, requested an extraordinary challenge committee to review the panel's second 
remand to the ITC. ,.40 

B. The ECC Decision in the Fresh Pork (Jnjuty) Case 

The ECC, comprising two retired Canadian judges and one retired United 
States judge, made a unanimous decision that the three-pronged requirement for 
review "provides explicit, narrow grounds for extraordi:naiy challenges and makes 
clear that an extraordinary challenge is not intended to function as a routine appeal. ,t4! 

The ECC stated that "the allegations do not meet the threshold for an extraordinary 
challenge." 

It is generally acknowledged that political pressure was a factor in the decision 
to bring an extraocdinaiy challenge in this case. Consider the comments of Horlick & 
deBusk writing in 1992: "Political pressure played a major role in the Pork Case 
because the deadline for the U.S. Trade Representative's decision to invoke the ECC 
process fell at the same time Congress was deciding whether to extend fast-track 
legislation for an additional two years. "42 At the relevant time, the US Trade 
Representative received a number of multiple signature letters from "approximately 90 
members of Congress encouraging her to request an ECC. The implicit message of the 
letters was that support for fast-track extension was dependent on a request for an 
ECC".43 

A Canadian perspective is provided by Professor William Graham. who 
wrote, "an examination of the recent Pork cases sends out conflicting signals, some 
wonisome, some encou:raging, about the way the system is working. Dissatisfaction 
in the U.S. led to the use of an ECC procedure ... " There are several concerns about 
the use of the procedure in this case. As there was no suggestion of corruption or bias 
or a failure to observe natural justice before the tribunal, there is a real fear in 
Canadian quarters that the use of the procedure in these circumstances, relying on the 
excess of jmisdiction test, is an attempt by Americans to have an appeal procedure 
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introduced into the system. Lawyers familiar with arbitration will know all too well 
ho~ a~ are made to challenge arbitmtion awards before the courts when the real 
motive 1s that one does not like the result If there is regular recourse to b 

oced · will · sue a 
pr ure 1t mtroduce expense complexity and delay which will m· th 1 . • . , , eiDSe ves, 
co~~~te non-tariff _bamers which the agreement sought to eliminate.... It also 
politietZeS an area which was suppose to be depoliticized." 44 

C. The Live Swine (Subsidy) Case 

Canadians, lulled into thinking that the extraordinary challenge issue may have 
b~ settl~ by ~ Fresh Pork Case had a sudden awakening brought on by the Live 
Swme affair. In this case _Canadian ~ provinci.al governments and producers brought 
a ~ter 19 appeal agamst a finding by Commerce of subsidies on Canadian live 
swme exported to th~ U.S. The first panel decision was released May 19, 1992 and 
~ed ~e agency m.part and remanded the case in part. The agency confirmed its 
pnor dectston and a second panel review was held. In its second decision, released 
October 3~, 1992 the panel again affinned Commerce's detemrination in part and 
remanded m ~ In response «:> ~e second detenn.ination on remand in which 
Commerce c_on~ued to find subsidies, the panel issued an order on December 27 
1992 affirming Its sec~~ ~etermination on remand. In the final remand, th; 
~erce. Dep~ent cnttciZed the panel reviewing its final decision in the fourth 
administrative I'eV!ew of Live Swine from Canada and announced that Commerce 
would not adhere to it in any other cases. 45 

On January 21, 1993, in the very early weeks of the Clinton administration, the 
USTR filed a request for an ECC.46 Again political ,.-,c,,.,.... this tune" tb d 
satis~, erfui · . wh . . 1'~.._- ... , , e nee to 

~J' pow ~tics o nught unp~e the p~e of implementing legislation for 
NAFfA was, certainly from the Canadian perspective, a factor in the decision to bring 
the challenge. 

D. The Decision of the ECC in the Live Swine (Subsidy) Case 

~ce again, the ECC upheld the decision of the panel. The ECC stated in its 
~ns, The ~A provi_des a three-prong test...A panel decision must reflect gross 
DUsconduct or bxas, a senous departure from fundamental rules and manifest excess f 
a panel's authority and jurisdiction to be over twned. The OCC cannot become ~ 
appeal. fonun for every frustrated. participant in the binational panel process" the 
Conunittee stated. ~ ECC descnbed the task before it;" to detennine whether the 
panel_ ~urately ~~ated the scope of review and... whether it has been 
consclentlously applied. The ECC found that the binational panel had correctly cited 



64 

the star.adard of review and that the USTR had not ~ed it "that the panel failed to 
apply the properly articulated standard of review". 

The result of the second ECC decision was to encourage those who thought 
that the strongly wOJded decision wouJd convince American pork producers and other 
like-mirtded industry associations that a Chapter 19 panel decision properly anived at 
is final and binding upon the parties. Sanguine comments were written. e.g. "Most 
commentators agree that the outcome of the Pork case has strengthened the integrity of 
the binational panel system. In precluding the use of the extraordinary challenge 
procedUJre as a means of "routine appeal" the decision both reinforced the authority of 
the panels and limited the potential for political interference in the panel process. 
Given tbis strong precedent, there is no reason to suspect that the procedure will be 
employed any differently under NAFTA .. 8 

IV. t he Softwood Lumber Cases 

Although the writer would like to echo this optimism expressed after the 
second pork ECC, recent developments in the trade relations between the two 
contracting parties to the CFTA raise serious questions. Will the dispute resolution 
settlement provfsjons receive sufficient support to ensure their efficacy at times when 
they are most needed? An affinnative answer is fimdameotal to the long-term viability 
of the any trade agreement Perhaps the optimism voiced after the ECC decision in the 
first pork case is premature. Are we now in a period in which patience alone is 
J"equired or do we also require vigilance (on the part of those familiar with the 
process)? Can we provide more effective education of the general public as to the so­
called "arcane" intricacies of international dispute settlement? It is this writer's opinion 
that all three are necessary: patience to allow for the industries most affected by 
liberalization of trade rules to come to terms with change; vigilance to ensure that 
permanent damage is not inflicted on the new institutions in the interests of short-term 
political gains; and education of legislators, lobbyists and lay people through a wider 
dissemination of approachable information as to the dispute settlement provisions of 
the CFf AINAFT A and their place in developing global trade agreements. 

A. The History ofU.S.-Canru:Ja Softwood Lmnber Controversy 

This has been a troublesome area for the two Parties to the CFTA for several 
decades, largely due to the difference in the two comrtries' methods of assessing timber 
cutting costs which in the U.S. are established in advance by bidding on timber rights 
and in Canada by payment of stumpage fees to the provincial governments which own 
the timber rights. The situation was particularly volatile in the 80's. In 1986 the two 
countries entered· into a Memorandum of Understanding (MOU) in which Canada 
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(under threat of countervailing duties) agreed to impose a 15% export levy on its own 
industly. 

"In 1991, the Government of Canada in conjunction with four provincial 
governments,49 undertook aj.oint study of the provincial stumpage systems, applying a 
methodology employed in certain instances by the U.S. Forest Service. The Joint 
Study was said to have demonstrated that stumpage revenues in all four of these 
provinces exceeded the provinces' costs of adnrinistering their stumpage systems. On 
this basis, Canada concluded that the MOU had served its purpose and gave notice to 
the United States on September 3, 1991 that it intended to exercise its right to 
terminate the MOU effective October 4, 1991. On October 4, Canada ceased to 
collect the export charges provided for in the MOU."so The result was the current 
spate of softwood lumber cases, which like the Pork cases can be· divided into a 
subsidy phase and an injury phase. 

B. The Softwood Lwnber (Injurv) Case 

A final injury deten:nination in this case was made by the ITC on Alloaust 5, 
1992. Canadian and provincial governments and Canadian producers requested a 
review of the detennination. The panel's unanimous decision released on July 26, 
1993, found fault with the ITCs conclusions and remanded the detennination to the 
agency for further action. 51 

The ITC filed its second determination on October 25, 1993 and. the ~el 
having reviewed it, again remanded the matter to the rrc on January 28,1994.5 On 
March, 14, 1994, the ITC released its decision in which the .five commissioners 
divided 3:2, the majority affirming that the U.S. softwood industiy is materially 
injured by imports from Canada: Chairman Newquist and Commissioner Ruhr 
"levelled a critique of the binational panel's remand determination. They fowtd the 
record was sufficient to conclude that the domestic industry is currently experiencing 
material injury, even if forced to concede that the evidence on the record did not 
indicate a cause and effect relationship between the Canadian imports and the price of 
softwood lumber in the United States. On the basis of their conclusion that no cause 
other than the Canadian imports fully explains the injury to the industty, they affinned 
the commission's previous material injury finding. "53 This sort of reasoning in the 
absence of adequate supportive evidence does not bode well for the future of the Ch. 
19 dispute settlement system, although once again, it is Commissioners Ruhr and 
Newquist who express these views so vehemently. The two dissenting members of the 
lTC, Commissioners Watson and Nuzum did not find sufficient evidence to support a 
material injury :finding. 54 The panel will now have up to 90 days to review the ITC's 
determination. The scenario is depressingly similar to that of the pork cases. This 



66 -

similarity is carried still fm1her when we observe the situation with respect to the 
Softwood Lumber, Subsidy Phase. 

C. The Softwood Lumber (Subsidy) Case 

On May 28, 1992, Commerce published its Final Detenninarion that the 
stumpage systems of the four provinces in question had conferred a subsidy on 
softwood lumber exports ... and assessed a "country-wide" weighted average rate of 
6.51% on softwood lumber exports from all provinces and territories under 
investigation. ss A panel was convened pursuant to the CFr A on July 29, 1992 .and on 
May 6, 1993 the panel unanimously issued remand instructions to the agency 
(Commerce).56 Commerce issued its Detemlina1ion on Remand on September 17, 
1993, in which it affinned its previous determinations concerning both stumpage and 
log export restraints, and increased the applicable country wide rate from 6.51% to 
11.54% ad valorem.57 The panel's decision of December 17, 1993 raises some 
interesting issues. The majority of the panel, the three Canadians, concluded the 
following: 

1. That Commerce has firiled to provide a rational basis for its conclusion 
that provincial stumpage programs are specific. 58 

2. That Commerce's finding that provincial stumpage programs distort the 
normal competitive markets for softwood lumber is not supported by 
substantial evidence. 

3. That Commerce's determination that the log export restraints imposed 
by British Columbia confer a benefit on a specific industry is 
unsupported by evidence on the record. 

The minority, which dissented from all three conclusions, comprised the two 
American members of the panel. Perhaps the most important observation about this 
decision is that it represents the first time that the decision of a panel has split clearly 
along national lines. This is particularly significant given the comment of the two 
dissenting American panelists that , "We believe that the Majority's formulation of the 
standard of review is incorrect in a number of critical points and that it leads the 
Majority into a misconceived exercise that clearly exceeds its jurisdiction."S9 The 
dissenting panelists, Pomeranz and Reisman, go further and state, "the Majority has 
failed to keep that second prong, viz. United States law governing this matter, in focus 
and as a result has conducted a defective review: the Majority has applied review 
standards not to U.S. law, but to what the Majority believes U.S.law should be. In our 
view, the governing legislation and rules in this case, the Tariff Act and the Proposed 
Regulations, are clear in their terms and their proper applica1ion to this case, but they 
have been materially misconstrued by the Majority of the Panel.60 
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Commerce issued its detennination after this remand on January 6, 1994, 
"grudgingl,?; accepting a Canada-U.S. Trade Panel decision that puni1ive tariffs ... be 
removed." 1 

On April 7, 1994, the United States announced an extraordinary challenge 
against the roling on the grounds that the three Canadian members of the panel had 
exceeded the bounds of the panel's authority by deciding that neither of the subsidy 
programs ... at issue were countervailable, and also that two of the three Canadians 
failed to disclose that they worked for legal finns whose clients included hunber 
companies and the Canadian govermnent.62 

Many Canadians have seen this ac~on as yet another attempt to convert the 
extraordinary challenge provisions into a normal appellate forum. Before joining in 
this conclusion too hastily, there are several factors which must be considered. The 
first is the actual wording of the provision for the extraordinary challenge. "Where, ... 
an involved Party alleges thot'~ ... that party may avail itself of the extraordinary 
chollenge procedure set out in Annex 1904.13. Note that the wording is not "where it 
can be demonstrated that", or "where there is evidence of' or other wording that would 
suggest an objective test as to whether the extraordinaty challenge procedure is 
available. Instead we have a clearly subjective test, which imposes no limitation upon 
the circumstances in which a Party may make an allegation under these provisions. 
Thus Canadian observers should not be so smprised when extraordinary challenges are 
brought, even in circumstances which do not appear to meet the three-pronged test 
which will be applied by the ECC. 

Also worth noting is the fact that a private party cannot itself invoke the ECC 
process. It must be a Party which makes the allegations. This provision should result 
in some control over the frequency of extraordinary challenges as a party cannot 
initiate a challenge but is required to convince its own government of the 
appropriateness of a challenge. In the case of the Softwood Lumber (Subsidy) Case 
these private interests have been anned with potent ammunition in the remarks of the 
two American panelists.63 

V. Conclusion 

An assessment of the success of the AD and CVD dispute settlement provisions 
of Chapter 19 of the CFT A provides some cause for optimism together with some 
m.isgivings.Does our experience so far augur well for the similar provisions of 
NAFTA? On the positive side there is considerable agreement that the panels have 
performed well, viz, " ... CFTA Chapter 19 panels, on the whole, have demonstrated a 
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high degree of conscientiousness and professionalism. Counsel appearing before 
Chapter 19 panels routinely face panelists who are exceptionally well ~d. P~el 
decisions frequently include detailed analyses of the relevant law of the Unport:mg 
Party and careful discussions of the facts. Opinions typically reflect a diligent effort 
on the part of the panelists to apply the law fairly and correctly. Indeed, some of the 
most thoughtful discussions of difficult issues to appear anywhere-for example, 
specificity-are fowtd in opinions of CFf A binational panels. "

64 
These comments are 

echoed by Professor Huntington. "Experience wtder the Canada-U.S. FTA suggests 
that panels will function effectively in resolving particular disputes. The Canada-U.S. 
panels have generally issued the~ .decisions in a timely_ fashi~ an~65 as Professor 
Lowenfeld points out, these deciSions have been of high quality.... Pror;ssor 
Huntington reiterates the comments of Professor Lowenfeld, wlw wrote m !991, The 
panelists have been thoughtful; their opinions have been thorough and.am~e, and 
their conclusions on the whole persuasive .... One could not detect a biaS m favor of 
protectionism or unrestricted trade. While the panels have differed from one another, 
no "Canadian approach" or "American approach" has emerged. ,,66 

To these hopeful comments must be added, some cautionary !emarks. One 
concern relates to the conclusion that there does not appear to be any bias based upon 
the nationality of the panelists. Professor Lowenfeld's remarks were ~ccurate at the 
time 1hey were made. It is only recently, in the Softwood Lumber (Substdy) Case, that 
a "national" split bas been discernible. As recently as Februaxy of 1993, commentators 
Horlick & deBusk could state, "Moreover, there has been no correlation between the 
nationality of the Fr A panelists and the result. In the Fresh Chilled. or Fro~ Po~k 
from Canada decision on injury, U.S. panelists sided with Canadian panelists m 
reaching a unanimous decision against the rrc. ,.6? 

Professor Huntington echoes this opinion. stating "(e)xperience under chapter 
19 of the Canada-U.S. FrA suggests that the citizenship of panelists will not pose a 
problem of partiality."68 He cites a study of chapter ~9 cases between J~uru:y.l989 
and July 1991 which found no discemahle correlation between the nabonality of 
panelists and the result 69 It is too early to say whe1her the So~ood Lumtx:r" 
(Subsidy) Case is an exception to the many cases which have preceded tt 0: ~hether 1t 
signifies 1he beginning of a new acrimony to be reflected in Chapter 19 dectSions. 

The other factor which must concern the observer of the Chapter 19 process is 
the possibility of too frequent resort to an extraordinary challenge to prevent or 
postpone acceptance of unpalatable decisions. It may be prudent in this context to 
heed the remarks ofProfessor Lowenfeld, "I was worried that Chapter 19 of the FTA 
might go the way of the World Bank Convention on the Settlement of Investment 
Disputes between States and Nationals of Other States- which ~ been seriously 
undermined by repeated resort to a procedme for annulment of arbitral awards that 
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was intended as a safety valve for gross violations of due process but bas come to be 
used by dissatisfied litigants as a device for delay and repeated appeals. "70 "On the 
other hand, the issue may well dissipate as Chapter 19 proceedings become more 
routine and the jurisprudence of extraordiruuy challenge committees is established. 
Agency resistance to Chapter 19 panel review may prove to have been an U1lSUiprising 
growing pain occasioned by a significant innovation in bilateral dispute resolution. If 
such growing pains persist, however, they will present an issue that goes to the heart of 
the Chapter 19 binational panel process."71 The same author states further, "One of 
the dramas of the NAFI' A will be played out on this stage of extraordinaiy challenge 
provisions. Unlike Chapter 19 panels themselves, which must operate within the 
general confines of the existing, applicable domestic law, cballenge committees 
construing and applying article 1904(13) are fashioning a new jurisprudence. That 
strain of case law will undoubtedly affect how the Chapter 19 panel process will 
function. If extraordinary challenge committee decisions continue to.limit recourse to 
extraordiruuy challenges to truly extraordinary abuses of the Chapter 19 panel PfOCCSS, 

then the arbitral model of nomeviewable dispute resolution will remain intact." 72 The 
writer agrees with these remarlcs. This is why the upcoming decision of the ECC in 
the Softwood Lumber (Subsidy) Case is so important and why a possible challenge in 
the other phase of the Softwood Lumber case is of such concern to Canadians, 

It is not SUiprising that Canadians appear to be more concerned about any 
indications that the dispute settlement provisions of Cl!.apter 19 might breakdown. As 
the much smaller Party to the CFIA, Canada viewed the Chapter 19 dispute settlement 
provisions as :fimdamental to its participation in the agreement. It bas been said of 
NAFTA that there is a need for candour in assessing the pros and cons of the 
agreement. 73 Such candour should also be applied to dispute settlement under Chapter 
19. The Parties have established a regime where the final say on AD and CVD duties 
now lies with a supra-national body. Are the citizens of the Parties able to accept this 
or bave national policy makers moved too far down the path of intemational agreement 
with its concomitant limitation of sovereignty? This can result in the Parties creating a 
situation where they cannot honour their international conunitments without losing too 
much political support domestically. The tensions which are created and the 
inconsistency of statements and actions are all too understandable in this context 

This situation will only be exacerbated under NAFr A " ... (P)anel members will 
be navigating the jurisprudence of another country and possible relying on their host 
country colleagues on the panel... In the case of the NAFT A panels involving Mexico, 
panelists will be required to bridge even wider cultural and legal gaps. Unlike both 
Canada and the United States, Mexico is a civil law cotmtry, not a conunon law 
country. In addition, Mexico does not have the trade law history and experience of 
either the United States or Canada. Language differences will present new challenges 
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generally not encountered in CFrA proceeding. In these respects NAFTA panels will 
face new complications."74 

It is interesting to note that the Joint Working Group on Dispute Settlement 
established by the American Bar Association, the Canadian Bar Association and the 
Barra Mexicana do not appear to bave any serious concerns wi1h respect to Chapter 
19 Procedures. "A major recommendation of the Joint Working Group was the 
maintenance of the FTA Chapter 19 procedures in relation to antidumping and 
countervail measures. These have, in fact, been retained and expanded to deal with 
the three party fonnat. This system is well known and need not be reviewed here. 
The Working Group was strongly of the opinion that this mechanism be retained and 
is most content that this has been done." 75 

. In appraising the success or failure of these provisions, we should not lose sight 
of the fact that Chapter 19 was drafted as an interim measure for the period in which 
the Parties were negotiating common rules for governing dumping subsidies. 76 We are 
also dealing with the legal systems of tbree different countries. It is important that we 
do not judge these provisions too harshly. What is most important at this stage, is that 
interested observers in all three Parties are convinced on balance, that the system is 
operating fairly and that "justice is seen to be done". If this is the case the system 
should survive and support the ongoing trading relationship of the Parties. 
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Introduction 

RELmF FOR MINORITY SHAREHOLDERS­

THE NEW YORK SOLUTION• 

by 

Peter M. Edelstein •• 

When teaching "corporations," have you ever felt that there was a larger than 
usual disparity between the subject as taught and the probable future experiences of 
our students? The classic features of a corporation-limited liability, perpetual 
duration, ease of transferability of interest, and centralized management, seem so 
remote from the intimate, close corporations many of our students are likely to deal 
with. 

After graduation, A Abbie, in the front row, B. Benny, who sits behind her and 
C. Cindy in the back, may fonn "ABC Cookie Corp.", to exploit C. Cindy's recipe for 
chocolate chip cookies. They will invest their life's savings, devote all of their time and 
efforts to the success of the ventW'e, and dream of lifetimes of happy employment 
including handsome compensation packages, bonuses and benefits. They may even 
look forward to the day they will sell their interests, retire to Hawaii and be 
remembered as the latest incarnations of"Famous Amos." 

They will each be shareholders, board members, and officers. They will 
probably not conduct regular board meetings, have annual shareholder's meetings, 

• 0 Copyright 1994, Peter M. Edelstein. 

·• Professor of Law, Pace University, Pleasantville, New York. 
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keep minutes, nor observe any but the minimum corporate fonnalities; and those only 
when threatened by their lawyer or accountant 

To these three individuals, the classic C9IJ)Otate features we taught them are 
mostly irrelevant. As to perpetual duration, they know that they can dissolve the 
corporation at any time and, if they are not good corporate citizens, the state may 
dissolve it for them. As to ease of transferability of their interests, they are concerned 
with the opposite-restricting the transfer of shares, and they will probably execute a 
shareholder's agreement to that effect. As to centralized management, they each have 
the powers and rights of shareholders, officers and directors, but are not really sure 
what the differences are, or why they exist, because they do everything together 
anyway. 

A. Abbie, B. Benny and C. Cindy probably consider themselves to be 
"partners." The corporate form of business may have been selected only for its 
supPosed insulation from personal liability. But even that attribute is mostly 
imaginary today in matters of contract liability to lending institutions, landlords and 
major vendors, due to the routine requirement of personal guarantees. 

ABC Cookie Corp. may operate hannoniously for years, with the individuals 
making all business decisions by persuasion of the majority. When, however, A 
Abbie and B. Benny get married, and pool their interests to consistently polarize the 
two of them on one side of each issue and C. Cindy on the other, C. Cindy could 
suffer dramatically. Now, governance by the majority means that C. Cindy has no 
effective voice. If the relationship deteriorates to the point that C. Cindy is no longer 
able or allowed to participate in the business of the corporation, she may experience 
the loss of her employment, the loss of her compensation, the loss of any return on her 
investment and the loss of all of her reasonable expectations for her future. A bad 
novelist might say that "all of her dreams were shattered." 

Just as we, as instructors, sense that most of our students will not become 
CEO's of large, publicly traded corporations (and that, therefore, lectures relating 
exclusively to such corporations may not be entirely relevant to their business future), 
the legislature and the courts of the State of New York have aclmowledged that 
shareholders in close corporations have special needs. 1 

New Y orlc recognizes the practical difference between being a shareholder in a 
large publicly held corporation and being a shareholder in a close corporation, 
particularly in instances of shareholder oppression. All shareholders may pursue the 
traditional remedies of direct or derivative actions against the corporation and the 
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board of directors to remedy perceived wrongs. Shareholders in publicly traded 
corporations also have the ability to become instantly liquid. The aggrieved 
shareholder can dispose of his or her shares by selling them for market value through a 
stock exchange or stock market transaction. To shareholders in a close corporation, 
instant liquidity may not be available and the other remedies may not be practical. 
This paper discusses the statutory cause of action for "oppression" by the corporate 
majority against the minority, what behaviors constitute oppression and two defenses 
recently raised by a defendant-majority shareholder in an oppression case in New 
York County. 

A Cause OfAction For Oppression 

The New York legislature, in 1979, reacting to section 97 of the ABA-ALI 
Model Business Corporation Act (1972 ed.) and to the statutes already passed in 
twelve other states,2 adopted Business Corporation Law section 1104-a3 to afford 
certain protections to minority shareholders, in closely held corporations, who were 
oppressed by the majority. 

BCL section 1104-a (and its corollary, BCL section 1118t" ... created 
remedies for minority shareholders of close corporations and may be considered 
legislative recognition of the fact that the relationships among shareholders of such 
corporations closely approximated that among partners."5 Section 11~-a(a) offers to 
minority shareholders of close corporations the weighty remedy of involuntary 
dissolutiott It provides, in relevant part: 

"The holders of twenty percent or more of all outstanding 
shares of a co.rporation ... no shares of which are listed on a national 
securities exchange or regularly quoted in an over-the-col.IDter 
market. .. who are entitled to vote in an election of directors may present 
a petition of dissolution on one or more of the following grounds: (I) 
The directors or those in control of the corporation may have been 
guilty of illegal, fraudulent or oppressive actions toward the minority 
shareholders ... "6 

"Oppression" is not defined in the BCL. Professor F. Hodge O'Neal, an 
authority on "squeeze-<Juts" of minority shareholders, formulared a test for 
"oppression" which was included in the legislative materials of the statute's cosponsors 
in 1979.7 In describing the need for such a iest, Professor O'Neal stated: 
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"Many participants in closely held corporations are 'little 
people,' unsophisticated in business and financial matters. Not 
uncommonly a participant in a closely held enterprise invests all his 
assets in the business with an expectation. often reasonable under the 
circumstances even in the absence of an express contract, that he will be 
a key employee in the company and will have a voice in business 
decisions. "8 

The "reasonable expectations" test has been the benchmark for determining 
oppressive actions from the first New York case, in 1980, to deal with BCL section 
I104-a,9 and has been described as follows: A shareholder who reasonably expected 
that ownership in the corporation would entitle him or her to a job, a share of 
corporate earnings, a place in corporate management, or some other fonn of security, 
would be oppressed in a very real sense when others in the corporation seek to defeat 
those expectations and there is no effective means of salvaging the investment. 10 

In the seminal case of In the Matter ofTooner.11 the Court found "oppression" 
by the controlling shareholder, based on the following facts: " ... [B}usiness ... flourished 
in the brief one-year period during most of which Petitioner Topper has actively 
participated," 12 " ••• Petitioner Topper associated himself with [the other two 
shareholders and the corporations] in the expectation of being an active 
parti.cipant...,''13 "Petitioner put his life savings into the venture."14 [Petitioner] 
executed personal guaranties ... "15 

" ... [T]he majority shareholders ... discharged 
petitioner as an employee, tenninated his salary ... removed him as an officer ... and 
changed the locks on the corporate offices to exclude him."16 

The Court held, based on the foregoing facts: " ... [R]espondent's actions have 
severely damaged petitioner's reasonable expectations and constitute a freeze-out of 
petitioner's interest; consequently, they are deemed to be 'oppressive' within the 
statut01y framework." 17 

Since the Topper decision, the courts of New York have consistently found 
"oppression" within the meaning of BCL section 1104-a by application of the 
"reasonable expectations" test. Jvfinority shareholders have been granted relief from 
the oppression of the majority in the following circumstances: 

• Petitioner, a thirty-five percent shareholder, was expelled from any role in the 
corpor~tion and removed as an officer and a director.18 
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• Petitioner, a one-third shareholder with two other shareholders, was frozen 
out of active operations of the corporation. There existed no shareholder's or any other 
written agreement with respect to the operation of the corporation. there were no 
bylaws and many organizational formalities were ignored.19 

• Petitioners, both long tenn employees (one for forty-two years, the other for 
thirty-six years) had invested capital in the corporation. After leaving. they were 
"frozen out" Their experience had been that when with the company they received 
distributions of the company's earnings. After they left, they received nothing. The 
court held: " When the majority shareholders of a close coxporation award de facto 
dividends to all shareholders except a class of minority shareholders, such a policy 
may constitute 'oppressive actions' ... "20 

• Petitioner, actively engaged in family business, was discharged as an officer 
and employee (of all the family · corporations), locked out of the building and 
threatened with criminal prosecution if he trespassed on any of the corporate 
properties.21 

• Petitioner joined the corporate venture pursuant to an tmderstanding that he 
would be provided with salaried employment to continue as long as the corporation 
existed; bis salary was terminated. 22 

• Petitioner-employee, a twenty·five percent shareholder and employee of a 
family-owned corporation was terminated, was denied entry to the corporate office by 
use of a padlock and was denied further salary and dividends.~ 

• Petitioner, a one-third shareholder and employee, was suspected of: expense 
account irregularities, making generous "gifts" to clients, double-billing the 
corporation for the same expense, holding himself out to be the president (which he 
was not), and engaging in a side business (which may or may not have been in 
competition with the corporation). He was tenninated, the locks were changed, he 
was removed as an officer and director?4 

In all of the foregoing illustrations, the common theme was the conduct of the 
majority that substanti.ally defeated the expectations of the minority that were 
reasonable under the circwnstances. The disappoinunent of the minority shareholders 
constituted oppression. zs 
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Dissolution Or Buv-out 

Section 1104-a, by its tetmS, affords the "oppressed" shareholder with a cause 
of action for involuntary dissolution. This may or may not be a satisfactory remedy 
under the particular circwnstances. However, when the oppressed nrinority 
shareholder combines the threat of dissolution with BCL section 1118, a weapon of 
substantial practical utility is created. 26 That section provides a court sanctioned 
mechanism for dispute resolution far broader than an order for dissolution alone. In all 
but the most unusual circumstances, the minority shareholder wants to be free from the 
oppressive majority, to cash out, and to be able to invest and work elsewbez:. The 
statutory remedy of dissolution under section 1104-a alone, may not proVlde the 
shareholder with the means or the opportunity to pursue his or her chosen career. The 
lawsuit may continue for years, and the book value of the shares may decrease durin? 
the process of litigation due to the distraction of management and the costs involved. 2 

Section 1118, entitled "Purchase of petitioner's shares; valuation.", provides in 
relevant part: 

"(a) In any proceeding brought pursuant to section eleven 
hundred four~a of this chapter, any other shareholder or shareholders or 
the corporation may, at any time within ninety days after the filing of 
such petition or at such later time as the court in its discretion may 
allow, elect to purchase the shares owp.ed by the petitioners at their fair 
value and upon such terms and conditions as may be approved by the 
court. (b) If one or more shareholders or the corporation elect to 
purchase the shares owned by the petitioner but are unable to agree with 
the petitioner upon the fair value of such shares, the court, upon the 
application of such prospective purchaser or purchasers, or the 
petitioner may stay the proceedings brought by pursuant to section 
11 04-a of this chapter and determine the fair value of the petitioner's 
shares as of the day prior to the date on which such petition was filed, 
exclusive of any element of value arising from such filing ... " 

The result of these two sections, 1104-a and 1118, is to provide the oppressed 
minority shareholder with more than just a remedy for involuntary dissolution. 
Together, they give the shareholder the power to negotiate, with judicial imprimatur, to 
cause the majority to seriously consider buying out the minority. Failure to do so 
raises the possibility of forced dissolution or forced purchase of the minority shares, 
with the comt detennining the value as of the date of the petition. 
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This additional statutoxy remedy not only broadens the scope of 11 04-a, but 
effectively changes its nature from a rifle approach to dissolution to a shotgun 
approach to dispute resolution, which can be used to effectuate settlement of a myriad 
of shareholder questions. 

No Conflict With The Employment At~ Will Doctrine 

New York retains the doctrine of employment at-will by which an employer, in 
the absence of an agreement to the contrary, may terminate an employee at any time 
for cause or for no cause.28 

An imaginative defendant-majority shareholder, in a case now before the 
Supreme Court, New York County, In the Matter of The Application of Michael P. 
Lyons/

9 
asserted as a defense, that the existence of the employment at-will doctrine 

precluded the plaintiff-minority shareholder from alleging "oppression" under section 
1104-a. In that case, the controlling shareholder swnmarily dismissed the petitioner­
minority shareholder as an employee and removed him as an officer and director, all 
without prior notice or warning. The locks on the doors of the corporation were 
changed and the petitioner-minority shareholder was denied compensation. The 
theory of the defendant-majority shareholder amoWlted to an argument that because 
under New York law, an .employee at-will can be terminated at any time, any 
tennination cannot amount to oppression. This defense ignores the gravamen of 
section 1104-a. The section does not prohibit the termination of the shareholder· 
employee, but rather, it provides a remedy for the oppression of that shareholder­
employee. It is not the loss of the employment per se that is central to the spirit of the 
statute, but the loss of one's reasonable expectations for one's future under the totality 
of the circumstances. 

. The courts in New Y otk, weighing the right to terminate an employee against 
the nght of that employee to be free from oppression, have addressed the issue in the 
form of the relevance of the conduct of the terminated minority shareholder, and have 
held: "Whether the Controlling Shareholder discharged petitioner for cause or in their 
good business judgment is irrelevant. "30 

In one case,
31 

the petitioner-minority shareholder had stolen from the 
COiporation. The court, in applying BCL section 1104-a, went as far as to pronounce: 
"Even Cain was granted protection from the perpetual vengefulness of his fellow man 
(Genesis 4:12-15) ... The Court is not without jurisdiction to fashion a remedy here.'m 
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In a similar case, the court, applying BCL section 1104-a, cited Top,per-'3 and 
held: " .. .'unclean hands' is not an automatic bar ... " to relief under BCL section 1104-
a. 34 "Only when a 'minority shareholder whose own acts, made in bad faith and 
Wldertaken with a view toward forcing involWltaiy dissolution, give rise to the 
complained-of oppression' should relief be barred. "35 

In a recent Putnam County case, referred to above, Judge Dickinson was faced 
with a petitioner-minority shareholder about whom the controlling shareholder alleged 
expense account irregularities, the giving of unauthorized 11gifts," double-billing, 
holding himself out as president of the corporation, (which he was not), conducting a 
"side business" with his brother-in-law and theft of business. The Court citing 
Top,per"6 and similar cases, held: "The ... Petitioner may not be prevented from seeking 
dissolution merely because he is guilty of one or more of the charges made against 
bim."37 

Corporate lnfonnalitv Is Not Inconsistent With The Application Of Bel Section 11 04-a 

The defendant-majority shareholder, in the Lyons31 case, also defended on the 
grounds that the minority shareholder did not have a written employment agreement, 
nor did there exist records of the corporation to support the claim of oppression; 
presumably on the theory that a corporation operated in less than text book fashion 
should be free to oppress its minority shareholders. 

The informality with which closely held corporations operate, has long been 
held not to bar application of BCL section 11 04-a. On the issue of fonnality, as on the 
issue of oppression, the nature of close corporations has been recognized to be 
substantially different from large or publicly held corporations. 

Professor O'Neal commenting on the application of BCL section 11 04-a states: 
''Not uncommonly a participant in a closely held entetprise invests all his assets in the 
business with an expectation, often reasonable under the circumstances even in the 
absence of express contract, that he will be a key employee in the company and will 
have a voice in business decisions"39 (emphasis added). 

The comts in New York have recognized that corporate formalities are 
frequently ignored in close corporations. ln finding for the petitioner, it has been 
held: nThe parties did not enter into any shareholders' or any other written agreement 
with respect to the operation of the Corporation and many organizational 
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formalities ... do not seem to have taken place prior to the institution of this 
proceeding. "40 

"The failure to make [the petitioner] a shareholder until April 1974, merely 
reflects the informality with which close corporations are frequently ron and the 
informality which [BCL] section 1 104-a is intended to remedy41 (emphasis added} 

Conclusion 

The promulgation of BCL sections 11 04-a and 1118, and court decisions 
thereunder, are legislative and judicial recognition that participants in close 
corporations should no~ be governed by the classic rules applicable to large publicly 
traded COJPOrations. Special rules apply to shareholders in close co!porations, many of 
whom view themselves as partners for the purpose of governance, and as shareholders 
for the purpose of enjoying the reiU or imagined benefits of limited liability. 

Section 1104-a has provided minority shareholders with a serious weapon-the 
threat of involuntary dissolution. In practice, section 1118 has converted section 1104-
a into a powerful tool to provide an equitable resolution to fundamental problems 
between or among shareholders. By application of the two sections, a negotiated 
settlement between the minority and the majority_ is likely to result. 
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FRONT PAY: AN INAPPROPRIA1E REMEDY FOR 

AGE DISCRIMINATION 

by 

John McGee· 

Successful plaintiffs under the Age Discrimination in Employment Act of 1976 
(hereafter referred to as the ADEAY may recover lost pay from the date of 
termination until trial (back pay) plus the pay they would have received from the 
date of trial until retirement age (front pay). While courts can easily calculate back 
pay, including fringe benefits and interest, it has proven far more difficult to accurately 
calculate front pay. A typical description of front pay as "a lump swn representing the 
discounted present value of the difference between the earnings an employee would 
have received in his old employment and the earnings he can be expected to receive in 
his present and future, and by hypothesis inferior, employment"2 requires the court to 
speculate about the amount an employee would have received in the future until some 
hypothetical retirement date. The difficulty of calculating front pay with any degree of 
certll.inty makes such damages an inappropriate remedy in age discrimination cases. 

The concept of front pay does not appear in the ADEA itself. The remedies 
section simply says that civil actions may be brought "for such legal or equitable relief 
as will effectuate the purposes of this chapter," and "legal and equitable relief ... 
includes ... without limitation judgments compelling employment, reinstatement or 
promotion".3 Thus, Congress has given the courts broad authority to fashion remedies 
and front pay is the innovative remedial scheme that has emerged. Front pay was first 
proposed in law review articles which suggested that the usual remedies were 
insufficient to make whole certain workers who had been victims of discrimination. 
One author even argued that when reinstatement is not appropriate, the only way to 
make a plaintiff whole is with a front pay award.4 

·Professor, Southwest Texas State University. 
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So long as the "nonnal" retirement age was 65, there were various approaches 
to implementing front pay that minimized the speculative nature of the calculations. 
However, in 1986 the ADEA was amended to prohibit mandatory retirement and to 
eliminate any reference to a "normal" retirement age5

. With the demise of a fixed 
retirement age, calculating the proper amount of front pay to award has become a more 
difficult task for cowts and juries and the result has been some very speculative 
awards. 

Reinstatement or Front Pay? 

Reinstatement is the preferred remedy in discrimination cases. Courts often 
state the "rule" that reinstatement should suffice unless there are special factors 
involved which dictate a resort to :front pay, described as a "special" remedy, 
warranted only by "egregious circumstances.'r6 Therefore, it could be expected that 
front pay awards would be limited to situations involving discord or antagonism in the 
workplace that would render reinstatement ineffective. Trial courts must consider 
reinstatement before submitting the issue of front pay to the jmy. The trial record in 
Walther v. Lone Star Gas Co.7 did not indicate why the district comt considered 
reinstatement impossible and the only evidence was the employers testimony that it 
considered the employee a qualified and competent employee capable of resuming 
work The Fifth Circuit found the district court's statement that the litigation was 
"protracted and necessarily vexing" to be insufficient to support an award of front 
pay.s 

However, ordering reinstatement forces judges to supervise a coerced 
employment relationship. As a result, the use of front pay has become more and more 
common. Front pay instead of reinstatement has been ordered where 1) "discord, 
tension, suspicion, antagonism and sensitivity among (employees) would be 
productive of a very difficult employment environment"9 

, 2) the employee's former 
job "requ]red a close working relationship (with) top executives of defendant'' 10

, and 
3) the claimant is "nearing" the normal retirement age anyway. 11 Even plaintiffs who 
request reinstatement sometimes end up with front pay instead, the court having found 
reinstatement "impracticable". The jmy in Price v. Marshall Erdman & Associates. 
Inc. 12 awarded Price $750,000 in front pay, but he wanted to be reinstated instead 
The court refused to order reinstatement because of "mutual dislike and defendants' 
continued opinion that plaintiff is incompetent", reasoning that "if the employee 
dislikes the idea of working for the employer or the employer dislikes the idea of 
having the employee work for him, reinstatement should not be ordered."13 Price was 
a salesman who spent much of his working time away from the office and so was not 
constantly in touch with his enemies; nevertheless, the judge noted that 

"it is one thing to order the reinstatement of low-level 
employees performing routine tasks, or higher-level employees after the 
supervisors involved in the unlawful employment action have left the 

company or been transferred to another division, but to order 
reinstatement of a high-level employee performing discretionary 
functions into the division from which he was fired and which remains 
under the management of the person who fired him is a formula for 
continuous judicial intervention in the employment relation. If Price ·is 
reinstated, every time he is denied credit for a sale, or denied a raise or 
a bonus, or has a squabble with (the supervisor), he will be tempted to 
nm to the district cowt". 14 
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In Lewis v. Federal Prison Industries. Inc. 15 the comt found it reasonable for 
Lewis to refuse reinstatement after a psychiatrist testified that Lewis experienced · a " 
reactive depression" in response to the discriminatoty acts that occurred at the 
company and that, although Lewis' health had improved since he left, his symptoms 
would retwn if he went back to work at the company. There was also evidence that 
Lewis had only four years tmtil the date of his mandatory retirement16

. In an earlier 
case17 the employee, a lawyer. was awarded front pay because the animosity between 
employee and employer was so intense that reinstatement was impossible. The court 
specifically noted that the time period in this case was relatively short, approximately 
four years, and thus did not involve some of the tmcertainties which might surround a 
front pay award to a younger worker. 

Although the trial court ordered reinstatement in U.S. Equal Employment 
Oooortunitv Comm'n v. Centmv Broadcasting Corp .. 18 it was reversed because the 
judge had not given a sufficient ra~onale for withholding front pay. The case involved 
a radio station which had terminated all ann01mcers over the age of 40. The trial court 
ordered that the announcers be rehired but the Cowt of Appeals would not allow this 
because "reinstatement would disrupt the operation of the station and would displace 
annotmcers currently employed" and "station management does not have confidence 
(. ) th " 19 m ese announcers .... 

The case that best illustrates the willingness of the courts to substitute front pay 
for reinstatement is Bucldey v. Reynolds Metals Co.20 The judge had ordered that 
Buckley be reinstated immediately to his old position or to a substantially equivalent 
position. However, after eight months of fruitless negotiations, the parties stipulated 
that Buckley would seek an award of front pay instead. The cowt agreed, concluding 
that reinstatement was impossible or impracticable because the parties said it was! 
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Calculating the Amount of Front Pay 

If the trial court detennines that a plaintiff is entitled to front pay, then the jury 
must determine the amount of damages. Factors to be considered are the employee's 
work and life expectancy, discount tables to deter:nllne the present value of future 
damages., the choice of an appropriate discount rate, and other factors that are pertinent 
to all types of prospective damage awards.21 Some of this evidence, like the discount 
tables, is objective; but how is a judge or july to know how long the plaintiff actually 
would have remained working at the job, whether he soon would have left for a 
different, perhaps better-paying job, or whether the plaintiff soon would have been 
dismissed for legitimate reasons'f2 Often the only source of such data, which is 
necessary to calculate a reasonably certain front pay award, is the testimony of the 
parties and their experts. 

In Forest Electric Com. v. Murtha23 the employee testified that he was in 
excellent physical condition and enjoyed working with the people at Forest Electric so 
much that he would have worked until he was seventy-three to seventy-five years old. 
He also testi::fied that he was earning $49,406 per year at the time he was terminated at 
age 66. Based on this evidence, and on evidence of earning history and fringe 
benefits, and based on reasonable asswnptions about increases in earnings due to 
economic conditions, Murtha's expert economist declared that Mmtha would have 
earned approximately $377,000 in the period from his tennination until age 
seventy-three, if he worked to that age. The expert stated that worl< life was a fact 
which varied too much from person to person to use general tables to estimate it.24 

The company countered with the testimony of a statistician rather than an economist. 
He testified that Murtha would probably have worked until age seventy, based on what 
the typical man who was working at age sixty-six would do. Asswning he retired at 
age seventy, Mwtha's economic loss until retirement would have been $69,713.25 The 
jmy accepted Murtha's expert and concluded that he would have worked to the age of 
seventy-one to seventy-three. The front pay award was $200,000. 

In Doyne v. Union Electric Co.26 the employee testified that he planned to 
work until age 70 and that he had so informed Union Electric. One of Union Electric's 
own witnesses testified that prior to Doyne's termination he told another employee 
that he intended to work wrtil age 70. The july awarded $273,993.00 in front pay 
based on this testimony but the trial judge reduced the amount to $19,610.66 after 
declaring that there was insufficient evidence to support the jury's finding that Doyne 
would have remained employed with UE until age seventy and that the front pay 
award should be based on retirement at the age of 65.27 The Court of Appeals sided 
with the jmy and reinstated the $273,993.00 award.28 
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~e longer a proposed front pay period the more speculative the damages 
b~ome. Awards have been allowed involving as much as fow- years between the 
trial date ~ the date when compulsory retirement could have been imposed30 but it is 
the total ~ces, not ~erely the length of time until retirement, that detennines 
whether a partie~ award IS ~oo speculative. Mr. Buckley, for example, sought an 
~~ to cover_ a ~ year penod, which under other circumstances might exceed the 
limits of pemusstble speculation. However, Buckley had worked for Reynolds for 
m~ than twenty-five years when he was fired; he had nine years to won before 
retirement 1?ere was no reason to reject his assertion that he intended to remain at 
Reynolds until he reached the regular retirement age of sixty-five. It was also 
reaso_nable to assume ~t ab~ the illegal discharge he would have been able to 
remam at Reynolds until he planned to retire. In view of his age, it was unlikely that 
Buc~ey would voluntarily switch jobs again or embark on a new career path. Final! 
the mdustry where Bucldey_was employed: provided relatively steady and dependab~ 
employment. Under these CU"ClUDS1:ances nme years did not seem tmduly speculative. 31 

Aw~ that have been considered unduly speculative have arisen in situations 
w~ere the discharged employee is only forty years old or so, or where the award 
IDJght enc~pass ten years rn: mon: d~g which the employee, had he not been 
unla~ discharged but continued m his employment, might or might not get raises, 
reductJons, ~d or.~ome incapacitated.32 For example, the employees in Rengers v. 
WC~R Radio ~tation ~~_nine ye~ of front pay but the evidence indicated 
that m a fickle mdusfry like radio, JOb secunty for disk jockeys is quite tenuous and so 
the co~ re£Usc:d to ~peculate that the ~ployees would have remained employed at 
the stanon ~til retirement. In Price , the employee's expert witness estimated 
~es rangmg ~ $1.2 ~on if Price retired at the age of 65 to $2.1 million if he 
retired. ~t 75 but_ failed to disco1.mt each year's projected earnings loss by the 
probability that Pri~ would have lived long enough to obtain those earnings. The 
com: thought that smce the probability was not a htmdred percent the estimate of lost 
earnmgs should have been scaled down accordingly. The cowt decided a bigg 
prob_lem was the expert's failw-e to take into account the high volatility of a sal ~r 
eanungs: esmans 

. ''the figures the expert projected may be the best possible 
es~te of... mean expected earnings had (the employee) remained 
Wlth (the employer), but the variance around that mean must be 
~nsiderabl~. Ri~- a~erse persons-and most people are assumed to be 
nsk-averse m therr senous financial affairs-will pay a premium, ft 

1 "d . o en a 
vety arg~ o_ne, to avot nsk ... (A) person who did not mind risk would 
not be willing to pay a loading charge-he would prefer to take his 
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chances on the loss's occurring or not ... The award in effect enabled 
(the employee) to exchange his risky expectations ... for a risk- free 
asset having the same expected value but, assuming (the employee) is 
risk averse, a substantially higher utility. "35 

Front pay awards will not be upheld if there is no evidence in the record to 
support the calculations. For example, in Hvbert v. Hearsf<i the court ba~ ~sume? 
that 1) the employee would continue to work at his present rate of productiVity. until 
the age of72 (he was 67 when the trial ended); 2) the employer would have contmued 
to employ the employee in his last-held position until he retired at the age of 72; and 3) 
that the employer would have continued to employ the employee at his last-held sala:ry 
level for five more years until he retired at 12?1 Since there was no evidence to 
support any of these assumptions, the front pay award ~ reversed. 

The Dutv to Mitigate 

To be entitled to an award of front pay a plaintiff must make reasonable 
attempts at mitigation. The employer can avoid liability by showing that there were 
suitable positions available elsewhere and that the employee failed to use reasonable 
care in seeking them. For example, in Leeds v. Sexson38 the employee was not 
entitled to an award of front pay because he failed to remain in the labor market and 
failed to diligently search for alternative wotk The employee in Rodgers v. Western­
Southern Life Insurance Co?9 was not en~ded to a front pay award because he 
declined an offer of reinstatement and failed to show that it would have been 
infeasible or inappropriate for him to return. The jury instructions in Gries v. Zimmer. 
Inc.40 offer a concise statement of the duty to mitigate: the judge told the jury that if 
the plaintiff "failed to make reasonable efforts to find a new job, you sh?uld sub~ 
from his damages any amount that be could have earned in a new JOb after his 
discharge". 41 

How long does an employee have to find comparable employment? The 
answer depends on the circmnstan.ces. In Fite v. First Tennessee ProduCtion _Credit 
Assn42 the employee postponed seeking other employment for a year m the 
expectation that he would be reinstated. When it became apparent that this would not 
happen. be vigorously sought other employment. Given these circmnstances, the co_urt 
gave him more than three years to find comparable employment before subtractmg 
from his dam.ages.43 
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Should Front Pay be Doubled? 

The ADEA calls for the doubling of damages in the case of a willful violation. 
Should this doubling apply to front pay awards? In Olitskv v. S oencer Gifts. Inc. 44

, the 
employee argued that the court should have doubled the jury's award of $400,000 front 
pay after finding that Spencer Gifts acted willfully and the Fifth Circuit agreed: " ... to 
exclude front pay would make no sense. for an award of double damages might wen 
fall short of compensation and thus contain no punitive component at all (in fact 
contain a negative punitive component). In such a case the plaintiff might be better 
offifthe violation were adjudged notwillfu1".45 

On the other hand, several courts have held that the liquidated damages 
provision of ADEA does not apply to front pay awards.46 If front pay is exclusively an 
equitable award it is not subject to doubling. One court has even considered double 
back pay and front pay as mutually exclusive47

. Clearly, the availability of double 
damages is one of the circumstances ~at courts look at when deciding whether to 
award front pay at all. In Lee v. Rapid City Area Sch. Dist.48 the court entered 
judgment for $22,140 for back pay, $39,664.85 for front pay, and $10,000 for double 
damages, citing its "discretiotwy" authority regarding double damages while noting 
that the plaintiff had already received an award of front pay.49 Even more courts are 
likely to multiply speculative front pay awards since the Supreme Court's recent 
decision in Hazen Pape?O that broadly defines the term willful. 

Smnmaty and Conclusions 

The phrase "without limitation" in the damages section of the ADEA invites 
federal courts to be imaginative in devising alternative remedies and front pay has been 
one result Initially, front pay was said to be appropriate only when the other damages 
awarded did not fully compensate the plaintiff for his injuries; subsequently, it has 
become the remedy of choice where reinstatement is not feasible in a wide range of 
cases. Front pay is being used to compensate employees until retirement even though . 
the discrimination has ceased. This is a windfall, not restitution, says the Lewis 
dissent,s1 and it creates an incentive for the discharged employee to remain 
unemployed and for the employer to settle the case without addressing the possible age 
discrimination in the workplace. If front pay was not available, the employee would 
have little incentive to prosecute a frivolous claim. 52 

Congress did not include front pay as a remedy in the ADEA. It was 
incorporated by the federal district courts from other civil rights and labor laws. There 
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is no need for such a liberal construction of the act and, given the difficulties. of 
calculation of front pay and the resulting speculative nature of the award, it is time to 
consider the wisdom of the widespread use of this remedy. There is no evidence in the 
case law that companies are so hostile to fired workers that it is impossible for them to 
return and reinstatement should be the remedy in all but the most exceptional cases. 
Front pay damages were originally allowed only in such exceptional cases and there 
may still be such a use for them. but the widespread use of front pay is inconsistent 
with the purposes of the ADEA and valid social policy. 
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WEIGHT DISCRIMINATION: 
SHOULD IT BE A BARRIER TO EMPLOYMENT? 

by 

Diana D. Juettner· and Anthony F. Libertena·· 

Introduction 

Obesity is the stigma of the nineties. Imagine the following situations! You 
receive your employment check and included amongst yow: usual deductions is a $5 
deduction because you are overweight. Or your spouse arrives at the house and says, 
"Honey, there's $5 less in my pay envelope because you haven't stuck to your diet." 
SolUlds incredible? Not to U-Haul International, Inc., employees who experienced this 
employment policy firsthand. U-Haul International requjres employees and their 
spouses to acknowledge in writing that they fall within the company's acceptable 
weight guidelines. If employees lie about their weight, it becomes grounds for 
tennination.1 

For years, overweight and obese people have complained of unfair treatment by 
employers, and weight-based employment discrimination has been a frequent subject 
of newspaper and magazine articles. Yet, the employment problems of the overweight 
have been sorely neglected. 
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Thls article will examine the definition and causes of obesity and the biases that 
exist toward ovetweight people in the workplace. It will show how these biases have 
led to negative social and economic consequences for these individuals. Next, it Will 
explore the judicial developments as they relate to the increasing nwnber of employees 
seeking redress for weight discrimination. Most notably, it will analyze the leading 
United States Circuit Comt of Appeals weight·discrimination case Bonnie Cook v. 
State of Rhode Island Department of Mental Health, Retardation, and Hospital?, a 
decision that may affect future weight-discrimination cases and potential "size" 
legislation. The article will also describe the responses of various state and local 
legislative bodies to the growth of employment·related obesity lawsuits. Finally, the 
recommendations from various experts in job·related weight· discrimination matters 
are discussed, with a brief conunentary on possible solutions to this troubling issue in 
the workplace. 

Obesity And Its Stigma 

Obesity is defined as an excessive storage of fat by the body. It may be mild 
(200/o to 40% overweight), moderate (4lo/o-100% overweight), or severe (>100% 
overweight), as classified in standard height-weight tables based on "ideal weight. "3 

The "ideal weight'' measurement is not always a good measurement of obesity, 
however. For example, athletes may exceed their "ideal weight" as detennined by 
insW'aDce company charts and still be lean because muscle weighs more than fat. 

Although obesity is often considered to be a voluntary condition. there is ample 
evidence to the contrary. According to recent studies, as much as 50% to 75% of 
obesity is attributed to genetic influences.4 Social factors are also believed to play an 
important role, especially among women.5 Various endocrine, metabolic, 
developmental, and psychologic factors, as well as decreased physical activity, also are 
believed to contribute to obesity.6 Frequently, however, the underlying cause of the 
obesity is not understood or explamable. Some medical experts believe that body 
weight is subject to physiologic regulation and that elevation of the regulatory level is 
responsible for obesity.7 

At an International Conference on Obesity Management held in Antwerp in 
late 1993, Dr. Marian Apfelbaum, Professor of Nutrition at the University of Paris, 
revealed that his own protein-based diet, which he had been administering for the past 
twenty·five years, failed to produce long-term weight loss. Apfelbaum stated that 
genetic considerations deternrine one's weight, and oftentimes this creates an 
innnutable condition. It is wrong, he said, to assume that individuals are obese due to 
overeating. 8 
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Obesity is associated with various medical disorders such as diabetes, 
hypertension, and coronazy artery disease.9 However, a causal relationship between 
the obesity and the medical condition has not been established. 

Even though about 25% of Americans are overweight, 10 obesity is an 
unacceptable condition in our thin-obsessed society. Overweight people are ridiculed 
without remorse or apology on television, in cartoons, by newspaper columnists, by 
employers, and employees. In a study of overweight people conducted at the 
University of Florida, researchers fowtd that most of the overweight people surveyed 
felt that blindness, deafness, or leg amputation was a far better condition to have than 
being overweight. 11 

The obese also are often depicted as "lazy," "stupid," "ugly,'' and "cheats" by 
children at a very early age. 12 Obesity is not tolerated in our society. Unlike the blind 
or the deaf, overweight individuals ~ told that they could lose weight if they really 
made an effort. This creates a kind of double punishment in which individuals are 
discriminated against for being obese and criticized for lack of control over their 
situation. 

The overweight also face discrimination in airline accommodations and 
educational opportunities as well as in their treatment by the medical profession, life 
insurance companies, and retailers. Sally Smith, Executive Director of the National 
Association to Advance Fat Acceptance (NAAFA)13

, complained that because of her 
weight she is required to buy two seats when she flies and does not receive double 
frequent-flyer miles. She believes employers eventually may be required to obtain 
first-class accommodations or purchase two coach seats for their obese employees 
who travel, just as they make special provisions for the bandicapped.14 The medical 
profession also illustrates the prejudices that exist toward the oveJWeight An editorial 
in the New England Journal of Medicine criticized doctors and medical students for 
their insensitivity and prejudice toward overweight or obese patients. Medical 
education, according to the authors, has done nothing to alleviate this problem. 15 

Obesitv ln The Workplace 

Obesity has economic as well as social consequences. A study of 10,039 
randomly selected adolescents and yOWlg adults in the United States, published 
recently in the New England Journal of Medicine, showed that overweight in 
adolescents, ~articularly women, may have significant social and economic 
consequences. 6 This seven-year prospective study conducted by the Harvard School 
of Public Health. New England Medical Center, and Harvard Medical School, found 
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that young, overweight women-those with weight above the 95th percentile for sex 
and age-had higher rates of household po~erty, completed _fewer years of school, had 
lower household incomes, and were less likely to be mamed than were women 1~0 
were of normal weight 17 Overweight men also were affected, but not as strongly. 

The study also compared the characteristics of overweight adol~cents with 
those of adolescents who had chronic conditions such ~ ~ diab_e~es, and 
arthritis. The study found that, unlike obesity, other chroruc ~~ystcal c~nditions bad 
no significant effects on a person's later socioeconomic con~tt?~· ~tal status., or 
self-esteem.19 This supported the study's £rulings that discnmmatton, not health 
issues, causes overweight women and men to achieve less. 

The results of the New England Joumal of Medicine study are consistent with 
those of prior studies, which also show evidence of weight-based empl_oyment­
discrimination. In a 1987 survey conducted by Esther Rothblum, a psycholoSl_st at the 
University of Vermont. a close correlation was also found between overwe1ght and 
employment discrimination. Dr. Rothblum surveyed 367 obese women and 78 obese 
men on job-related issues and found that more than 400~ of the obese men survey~ 
and 600/o of the obese women surveyed had been refused employment because oftheu 

"ght20 we1 

· Respondents stated that many job interviews focused ~ost ent:D:e~. on their 
weight. Moreover, if they were hired, they were subject_ to conttnued humiliab_on. . For 
example they were told not to sit on new office furniture for fear of breaking 1t or 
were int~tionaliy excluded from company activities?' On~ women surv~~d :was told 
that she would never be promoted until she lost wetght; her humilianon was 
heightened when the union took management's side.~ The survey also showed_w~y 
obese women in particular so often are poor. The Nattonal Center for Health Stattst~:cs 
reports that 29.2% of women with incomes below $10,000 per year ~e obese, ~vbile 
only 12.'70/o of those with incomes above $50,000 per year are obese. Accor~g to 
Dr. Rothblum.'s study, obese women are less likely 1han thinner women to be hired. 
and if they are hired, they are less likely to be promoted. Further, o~ese women ru;e 
much more likely than thinner women to marry men lower on the soctal or econOIDic 

ladder.24 

Two other studies are consistent with the findings of the New England Journal 
of Medicine's study. In one study, more than 24% of exec~ti;,~s said ~at e.~ployment 
opportunities for employees who are 15 pounds over ~err. tde~ we~t . would be 
somewhat negative. Approximately 700/o of the execubves mtervtewed mdicated that 
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employment opportunities for employees who are 50 po1mds over their "ideal weight" 
would be somewhat negative to vety negative_25 

The second study, conducted by the Maryland Commission on Human 
Relations, analyzed various employment practices by employment agencies in the 
State of Masyland. The study found that the employment agencies discriminated 
against overweight applicants by failing to recommend them or rarely recommending 
them for job opportunities because the applicants were perceived as lethargic, not 
motivated, and unenthusiastic.26 

Judicial Developments 

Pre·Cook v. Rhode Island 

Employers and overweight prospective employees have been embroiled in a 
legal debate over discrimination due to obesity since the late seventies. This debate 
has ~sed_such_iss~s as: Is.obesio/ a~~"~? Should an obese person be classified 
as a qualified mdiVldual wtth a disability? Does the employer's perception that an 
obese person is unable to perfonn the job qualifY him or her as handicapped? 

The following cases are illustrative of the treatment afforded the morbidly 
obese by the various state and federal courts that refused to consider obesity as a 
handicap from the late 1970s to the early 1990s?8 In Philadelphia Electric Company 
v .. P~nn:;'l~ani~ 29 

Joyce English pioneered the ~ue of weight-based employment 
discnnunanon m the state courts. In 1977 she was denied employment by the 
Philadelphia Electric Company(PECO) on the grounds that she was unsuitable for 
work because she weighed 341 pounds. Subsequently, she :filed a complaint with the 
Pennsylvania Human Relations Commission cl.aUning that PECO "refused to hire her 
because of her handicap/disability, obesity, which does not substantially interfere with 
her ability to perform the essential functions of the job. "30 The Commission ruled in 
favor of English, awarding her $20,000 and an opportunity to apply for the next 
a~able position?1 PECO appealed to the Conunonwealth Comt of Pennsylvania, 
which overruled the Conunission, holding "a morbidly obese person is not 
handicapped or disabled within the meaning of the Pennsylvania Human Relations Act 
when there is no evidence that she had any of the diseases, physical restrictions, 
psychological characteristics or breathing difficulties to which she was potentially 
susceptible. "32 In addition, the Cowt held that PECO did not illegally discriminate 
against English. The cotut concluded that the "employer has an inherent right to 
disc~te among applicants for employment and to eliminate those who have a high 
potential for absenteeism and low productivity.'133 



104 

In Greene v. Union Pacific Railroad,34 the federal comt for the first time heard 
a weight-based employment- discrimination ~ase. In Greene, ~e Uni~ed. States 
District Court for the Western District of Washington held that morb1d obesity lS not a 
handicap. Richard Greene commenced a lawsuit against Union Pacific Railroad for 
denying his transfer to fireman job category because of his ~orbid obesity .. The co~ 
in dismissing Greene's complaint, explained that the railroad through Its medical 
director exhibited reasonable behavior in promulgating systemwide medical standards 
for prospective or existing employees. The standards, the court reasoned, w~e 
determined to be bona fide occupational qualifications justified by business necessity 
and "did not have a disparate impact upon a protected class."35 The court held that 
Greene was not handicapped within the meaning of the Washington statutes because 
Greene's weight fluctuated from being obese to morbidly obese. The court concluded 
that his morbid obesity was not an immutable condition such as blindness or lameness, 
but ra1her a condition that could be controlled.36 

In 1993, the California Supreme Court in Cassista v. Community Foods. Inc. 37 

reversed the California Court of Appeal when it held that the California 
antidiscrimination law protects obese people only if their weight stems from a medical 
disorder. In Cassista, the plaintiff applied for a job as a cashier and stock clerk with 
Community Foods. At the time she applied for the position. she was 5'4" tall and 
weighed 305 pounds. The position required her to move 35- to 50-~und s~cks of 
grain, 50-pound boxes of produce, and 55-gallon drums of honey. During her 
interview she was asked if she had any physical limitations that would prevent her 
from do~ the job. She assured the interviewer that she was capable of handling the 
position. Subsequently, she was not hired for the position.39 Upon inquiring as to the 
reasons for not being hired, she was infonned by the personnel manager that the 
company believed that she was incapable of handling the job because of her weight 

Cassista sued Community Foods in the California Superior Court for violating 
the California Fair Employment and Housing Act, claiming the defendant regarded her 
as having a physical handicap (i.e., too much weight). The jury found for the 
employer, Community Foods. Cassista appealed, and the California Court of Appeal 
overturned the verdict, stating evidence establishing that Communiz Foods ~d 
considered her weight to be a physical handicap as defined by state law. Commwuty 
Foods, therefore, should have been required to prove that Cassista's weight was not a 
detennining factor in refusing to hire her.41 

. Subsequently, the California Supreme Court reversed the Court of Appeal 
ruling.42 The court held that weight may qualify for protection as a "handicap" ~r 
"disability" under the California Fair Employment and Housing Act (FEHA) only if 
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the claimant can provide medical evidence to prove that the claimant's obesity is the 
result of a physiological condition that affects at least one basic bodily system and 
limits a major life activity, or that she was perceived as having such a condition. 43 

Cassista lost her case because she was unable to show that her obesity was 
caused by a medical condition. In its opinion. the California Supreme Court stressed 
that it was not at liberty to define "physical handicap" in its broadest terms to include 
what was morally just or socially desirable. · The court continued that it was 
constrained to begin with the statute, apply ordinary meanings to the words, and 1hen 
examine the legislative bistory.44 

The California Supreme Court criticized 1he Court of Appeal for ignoring the 
statutory language and the relevant legislative history in analyzing the evolution of the 
term "physical handicap" since its initial adoption by the California legislature in the 
1973-1974 session. The comt stressed that even though the legislature made a 
sweeping change when it modeled its amendment to the FEHA in 1992 after the 
Federal ADA statute by replacing the term "physical handicap" with "physical 
disability," nevertheless the claimant "must have, or (be) perceived as having, a 
"physiological" disorder that affects one or more of the basic bodily "systems" and 
limits the claimant's ability to "participate in major life activities. "45 The Supreme 
Court stated that it was still the intention of the legislature that "physical disability" be 
inteipreted in 1he same manner as "physical handicap. "46 The court again referred to 
the legislative history, emphasizing that it was the assembly bill. which defined 
handicap in a narrower way, that passed, not ~e senate bill. which did not limit the 
definition of the term "physical handicap." 47 

In considering the "perceived disability" theory the court concluded that the 
"perceived disability" must be in the nature of a phlsiological disorder as set forth in 
the FEHA. not just be a condition of overweigbt.4 The court refused to accept the 
plaintifi's argument that her prospective employer's "perceived disability" of her 
overweight condition was enough to qualify as a disability under the state law.49 

Therefore, the "perceived disability" conclusion has very limited use because 
the claimant still must show that the ovetweight condition, perceived by the employer 
as the reason for the employee's inability to perform the job, is medicaJly related In 
essence, the law does not protect an ovetweight prospective employee if the 
prospective employer makes a judgment that the applicant cannot do the job because 
of weight 
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Did the court in the Cassista case fail to understand the causes of obesity? 
Laura Eljaieh criticized one of the California Supreme ~ourt Judges because ~ 
judge's questions were based on the stereotype that overwet~t. people overeat and if 
they diet they can lose the excess weight 50 The Cassista_ deciSion le~ ~sol~ the 
debate regarding obesity as a behavioral versus a genebc or a phys10lo~cal xssue. 
Even though other advocates of "fat acceptance" believe that the Calif01ma Supreme 
Court Judges did not fully understand the problems that overweight persons face, they 
still saw this decision as a partial victory in that overweight people now had the 
opportunity to show that their condition was medically related. 

Cook v. Rhode Island 

Immediately after the Cassista ruling. the tide shifted in favor of "fat pri~e" 
advocates when the first Federal Appeals decision of its kind ruled that JOb 
discrimination against severely obese people violated a federal d.isabilitie~ law .. ~ 
November 22, 1993. in the landmark case of Cook v. Rhode Island, the Frrst Cucwt 
Court of Appeals decided that morbid obesity is a handicap under Section 5~ of the 
Rehabilitation Act of 197351• Equally as significant, the court explored what 1t called 
"new frontiers" when it decided to apply the "perceived disability" theory to Section 
504 of the Act. 52 The Cook holding permits all morbidly obese individuals to utilize 
the "perceived disability" theory without any requirements of a medical nexus. 

In 1988 Bonnie Cook, a 5'2" woman weighing 320 potmds, reapplied for a 
position that she previously held from 1978 to 1980 and from 1981 to 1986 with the 
Rhode Island Department of Mental Health, Retardation. and Hospitals (MHRH) and 
which she voluntarily left with a "spotless work record." She was accepted for 
reemployment subject to completion of a physical examination. . The agency's 
physician, Dr. O'Brien, denied her medical cle~ce beca~ he. believed that her 
morbid obesity could (1) place her own health at risk for senous diseases; (2) put the 
retarded residents at risk in erne~gency situations; (3) enhance absenteeism; and (4) 
increase the costs ofWorker's Compensation injuries.SJ 

The court set forth the following test to detennin.e if morbid obesity was a 
handicap under the Rehabilitation Act The four qualifications to invoke Section 504 
of the Act for a failure to hire are (1} "that she applied for a post in a federally funded 
program or activity; (2) that, at the time, she suffered from a cognizable disab~ty; (3} 
but was, nevertheless, ~ed for the position; and (4) that she was not hired due 
solely to her disability." 
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In applying the above criteria, the court found that the position for which Cook 
applied as an institutional attendant was federally funded. Additionally, the court 
testimony established her qualifications for the position because of her previous 
employment in the same position. The two remaining criteria that had to be discussed 
were whether she in fact had a disability that was covered by the Act and if so whether 
she was not hired solely because of her disability. 

MHRH asserted that morbid obesity was not a handicap protected by Section 
504 of the Rehabilitation Act, but a mutable condition that could be corrected by 
dieting. 55 The court rejected MHRH's arguments that all Cook had to do was diet and 
she would be able to simultaneously rid herself of the excess weight and her disability. 

The court found that "the jury had before it credible evidence that metabolic 
dysfunction ... lingers even after weight loss" in the morbidly obese and is a permanent 
physical impairment 56 

1n addition. the MHRH claimed that morbid obesity is caused by voluntary 
conduct, thereby not constituting an impairment as defined by Section 504 of the 
Rehabilitation Act The court held that the Act does not contain language that links its 
protection with ''how an individual became impaired or whether an individoal 
contributed to his/her impairinent .... " It was.further indicated "that the Act applies to 
many conditions that may have been caused or exacerbated by the individual such as 
AIDS, alcoholism. and diabetes .... Voluotariness is relevant only in deciding whether 
the condition has a substantially limiting effect. "57 

Next, the court considered whether a jury could properly have concluded that 
Cook regarded her condition as substantially limiting one ofher "major life activities." 
The regulations define "major life activities" as walking, breathing, working, and 

other manual tasks. The evidence slwwed that MHRH refused to hire the plaintiff 
because it was believed that her moibid obesity interfered with her ability to perform a 
"major life activity," the right to work. 58 

The court stated that its job was greatly simplified because the Equal 
Employment Opportunity Commission (EEOq has promulgated regulations setting 
forth three ways an individual can qualify for protection on the basis of a "perceived 
disability" under section 504 of the Act Cook had to establish that: (1) her morbid 
obesity did not "substantially limit her ability to perform major life activities;" or (2) 
"she did not suffer at all from a statutorily prescribed physical or mental impairment;" 
and (3) MHRH viewed her impainnent "whether actual or perceived as substantially 
limiting one or more of her major life activities. "59 
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Additionally, the comt explained that the regulations define physical or mental 
impairment broadly and are open ended to encompass disorders not presently known. 
The regulations also cover a person who is "regarded as having an impainn~~" if ~t 
person: "has a physical or mental imp~ent that doe_s n?t substantl~~ ~t maJor 
life activities but that is treated by a rec1p1ent as constltutlng such a l.imitatlon; has a 
physical or mental impairment that substantially limits major life activities only as a 
result of the attitudes of others toward such impainnent; or has none of the 
llllpairments defined in. .. this section but is treated by a recipient as having such an 
impainnent."60 

The comt held that "MHRH treated the plaintiffs obesity as if it actually 
affected her musculoskeletal and cardiovascular system .. .6! She was treated as if she 
had a physical impainnent, and MHRH refused to hire her because her limited 
mobility could interfere with her ability to evacuate patients in case of an emergency. 
Therefore, the jury could find that she was refused employment solely because of her 
perceived handicap.62 

The court held that the employer had to apply objective standafds reasonably 
set to detennine if the candidate could handle the job, rather than acting solely on the 
basis of a subjective belief that doing the job could potentially cause harm to other 
people. The court indicated that MHRH failed to inquire into the plaintiffs physical 
abilities and relied solely on generalizations about obese people. The court noted that 
the plaintiff had done the job before and at times weighed ahnost ~ much.

63 
In 

addition, the " ... Act requires employers to bear the cost of absenteetsm and other 
burdens involving reasonable accommodations ... " for disabled individuals to be able to 
work.64 

The court concluded that MHRH rejected the plaintiff on the basis of weight­
related reasons. Consequently, on the evidence presented, a jury could find that 
MHRH's refusal to hire the plaintiff was based solely on her perceived handicap.

65 

Therefore, for the first time a Federal Appellate court extended coverage to include 
morbidly obese individuals under the federal Rehabilitation Act of 1973. 

Legislative Resoonses 

In addition to the coverage provided under the Rehabilitation Act, obese 
individuals have been provided some protection, although limited, at the state and local 
levels. The only state statute under which obese peoJle have been abl~ to seek redress 
is Michigan's Elliott-Larsen Civil Rights Act, which prohibtts employment 
discrimination on the basis of height and weight. The Act also prohibits employers 
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from ·discriminating against an individual with respect to employment because of 
religion, race, color, national origin. age, and sex, in addition to height and weight.61 

The Act specifies that an employer shall not discharge or refuse to hire an employee or 
"limit, segregate or classify an employee for employment in a way that deprives ... the 
employee of an employment opportunity" because of height and weight.68 In addition, 
under the Act, employment agencies and labor organizations are. also prohibited from 
discriminating against an individual in any way because of height and weight (I} 
Recently, Connie Soviak brought suit against First Federal Savings and ·Loan Wlder 
Elliott-Larsen Act for weight harassment due to mistreatment she received while 
employed at the bank. Ms. Soviak alleges that management ignored her complaints 
about being humiliated, ·harassed, and punched by a coworker for being fat. Ms. 
Soviak argued that accordixig to the Michigan Civil Rights Act an employer is required 
to investigate a charge of harassment by a member of a "protected class."70 

The statute states further that any employer, labor organization, or employment 
agency fOlmd to be in violation of the terms of the Act must cease and desist the 
unlawful discriminatory practi.ces.71 The violating party is also subject to other 
penalties such as compensatory damages including reasonable attorneys fees72 and 
payment for all or a portion of the cost of the action plus expert witness fees.73 

Two local communities, the District of Columbia and the City of Santa Cruz, 
have addressed the issue of size-related employment discrimination. It is interesting to 
note that the District of Columbia's Human Rights Act74 protects against employment 
discrimination based on personal appearance rather than specifically weight or 
height 75 The Act also includes a special section to· cover franchisees. Under the Code 
a franchisee is prohibited from discharging or refusing to hire or otherwise 
discriminate against a person for any reason provided in the Hmnan Rights Act of 
1977, the provisions of which would also apply to the franchisee.76 

Santa Cruz became the first city in the State of California to prohibit employers 
and labor organizations from discriminating in all forms of employment·related 
activities on the basis of "age, race, color, creed, religion, national origin, ancestry, 
disability, marital status, sex, gender, sexual orientation, height, weight or physical 
characteristics."17 Patterning their ordinance after the Michigan and District of 
Columbia statutes, the Santa Cruz ordinance added an innovative mediation clause. the 
intent of which was to provide an inexpensive and expedient method of resolving 
complaints of discrimination in the workp)ace.78 The clause states that after 
exhausting the mediation remedy, the aggrieved party can commence a civil action 
"within one year of the alleged discriminatory act or within six months of the 
temrination of mediation." 79 
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Proposed Legislation 

Bills in New York and Texas could bring obese individuals tmder the 
protective umbrella of civil rights laws. New York is cmrently considering enacting 
Assembly Bill 3484, which would extend the New York State Civil Rights Statute to 
include height and weight as protected categories. 80 The proposed Act would make it 
an tmlawful discrinrinatOiy practice for an employer or licensing agency "to refuse to 
hire, employ or discharge from employment .. . or to discriminate against any 
individual because of age, race, creed, color, national origin, sex, height and weight 
considerations. "81 Similar to the Michigan statute, the proposed Act prolnbits 
employment agencies and labor organizations from discriminating against individuals 
due to height and weight 82 The sponsors of the proposed bill have indicated that there 
is a strong possibility of passage in 1994 because this legislation is consistent with the 
state's long-tenn commitment to .condemn tmreasonable exclusionary practices in 
employment.83 

Two bills that were introduced in the Texas State Legislature in the 1990's also 
addressed the issue of weight discrimination. In 1991, Representative Debra Danburg 
introduced a bill that would have amended the Texas Human Rights Act by prohibiting 
weight discrimination based on gender.84 The bill would allow an employee's weight 
to be classified as a bona fide occupational qualification if an employer could show 
that the employee's weight was reasonably likely to hinder the employee from carrying 
out the employee's duties in a safe and efficient manner. 85 lhis bill passed through 
committee but never made it to the floor for a vote for passage. 

In 1993, Representative Sberri Greenberg introduced a similar bill, without the 
gender qualification, in the Texas State Legislature. This bill amends The Texas 
Human Rights Act to end weight discrinrination in the workplace. 86 Furthermore, the 
proposed amended bill would make it an unlawful practice for an employer, an 
employment agency, or a labor organization to engage in any form of weight~based 
employment-discrimination because of "race, color, disability, religion, sex, national 
origin. weigh! or age."87 The bill states that an employer cannot use an employee's 
weight as a "bona fide occupational qualification" without providing medical evidence 
"on the basis of a medical examination conducted by a physician approved by both the 
employer and the employee, that the employee's weight (was) reasonably likely to 
prevent the employee from performing the employee's duties safely and efficiently.''88 

In addition to these legislative proposals, other segments of society have proposed 
solutions to weight~based employment discrimination. 
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Obesity: Handicap Or Civil Rights Issue? 

Legal and medical experts, as well as scholars and lobbyists, have examined 
the problem of employment discrimination of the obese and have offered 
recommendations iii an effort toward solving it. The EEOC has been instrumental in 
calling attention to the problem by representing obese individuals in weight· 
discrimination lawsuits. The EEOC filed an amicus brief with the United States First 
Circuit Court of Appeals in the · Cook case protecting the morbidly obese from 
employment discrimination by supporting the premise that "morbid obesity per se" is a 
handicap under the Rehabilitation Act of 1973.89 The EEOC has also favored 
extending the Americans with Disabilities Act (ADA) to cover discrimination against 
morbidly obese individuals.90 This is a departure from the traditional interpretation 
that to be considered a disability the obesity must be proved to have been caused by a 
physiological condition. 

One legal scholar would extend the EEOC's recommendation by eliminating 
any form of weight discrimination in employment.91 Extension of the Rehabilitation 
Act to protect obese and overweight individuals in the workplace was suggested to 
help change the negative image of overweight individuals and protect their 
employment rights.92 Additionally, this classification would be consistent with the 
legal definition of physical or mental impairment and "with the treatment afforded 
alcoholics and drug addicts under the Act "93 

The authors of the New England Journal of Medicine study would extend the 
above legal scholar's recommendation to apply to the recent Americans with 
Disabilities Act (ADA)94

• They suggest that the ADA be broadened to include all 
overweight individuals, not just the morbidly obese, to protect them against weight 
discrimination in employment. 

NAAF A has a somewhat different view of weight-based employment· 
discrimination issues. Sally Smith, Executive Director of NAAF A, said that while 
ADA protection would open up opportunities for public accommodations for "fat 
people," it could serve as a roadblock in seeking broader protection from employment 
discrimination.95 Smith stated that defining morbid obesity as a disability does not 
fully address the issue of weight discrimination in employment and that the EEOC 
action still doesn't address those who are 500/o overweight or 50 pounds overweight.96 

She said that denying employment to a 200-pound woman or firin§, a 140-potmd flight 
attendant would not be illegal under the EEOCs interpretations. Smith expressed 
concern that legislative efforts to make height and weight a protected category under 
state civil rights laws would be sidetracked and pointed out that the EEOC's argument 
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that some obese people are covered under disability rights laws would be used to 
oppose potential federal and state anti-size discrimination bills.

98 

For example, the New York Human Rights Co.mnllssion bas claimed that 
Assembly Bill 3484, which would add height and weight as a protected class under 
New Y orlc law, is unnecessary since weight discrimination is covered under disability 
rights laws.99 And while it is true that morbidly obese individuals may be protected by 
these laws, protection is not so clear for slightly overweight or moderately obese 
individuals. Indeed, flight attendants are routinely suspended or fired for being over 
airlines' heightfweigbt charts, yet they cannot use disability rights laws.

100 

A recent law review article concurs with the NAAF A's position
101 

in suggesting 
that holding "obesity per se" as a handicap l.IDder the Rehabilitation Act of 1973 
creates nUIDerous implications. Employers who are subject to this Act would be 
required to use weight as a factor in their hiring decisions and in their affirmative-. 
action programs.102 Workplace adjustments and accommodations may also be 
required to assist in the hiring, promoting, or transferring of obese persons.

103 
The 

ADA currently excludes obesity as a protected classi.fication.
104 

By extending "obesity 
per se" to the ADA, the private sector would face these problems as well. 

Although the firlding that obesity is a handicap has resulted in some positive 
implications, this is not a fail-safe solution. If "obesity per se" is protec~d by the Act, 
employers would not be able to use weight as a factor in the decision to hire as long as 
the obese person could adequatelr perfonn the job after reasonable accotniDOdations 
had been made by the employer. 

10 

Even though employers would be prohibited from discriminating on the basis 
of obesity, prospective employees would have to litigate to determine if obesity was 
the reason for their not being hired. Each case would also require proof of whether or 
not reasonable accommodations had been made for the job applicant 
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These 

requirements place a heavy burden on prospective employees to prove that they were 
not hired because the employer perceived that their obesity would impair their job 
perfonnance. Employees would also have to show that the employer could have made 
reasonable accommodations for them.

107 

The law review conunentator recommends that all victims of weight-based 
employment discrimination be afforded protection under federal and state civil rights 
laws, that the statutes exclude non-work-related factors as criteria for employment­
related decisions, and that employees and employment applicants be considered on 
merit rather than on any irrelevant criterion such as weight.

108 
The commentator 
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further urged that obese persons be protected in the same marmer as other protected 
classes. 109 

Conclusion 

An estimated 25% of Americans are obese. Many in our society regard them 
as"~," "stupid, n "ugly,': ~d. lacking in ~scipline despite the consistent findings by 
~e~~ experts that mo~.mdiVl~ have little contrOl over their body weight Obese 
~~d~s have ~ condi~on that ~ not t?lerated in our society. As a result, they are 
dis~ted agamst socially and m the JOb market. Frequently, these individuals are 
derued employment, promotions. and raises unrelated to factors of competence. 

. .With ~e knowledge that physiological factors may account for obesity and 
dispellin~ typ1cal stereotypes that all obese individuals lack discipline, obese workers 
are :fighting ba7k ~n !he !ederal and state levels. Until recently. federal prohibition of 
employment diSCl'liillilatJ.on has been concentrated in areas unrelated to the obese 
~though an important segment of the workforce, the obese have been virtually 
t~o~e<I: . The ~t ~~eoning of interest in weight-based employment 
discrmunatJ.on. albeit m a limited way, is significant in light of the intense concern 
over employment discrimination that has occurred within the past 15 years. 

It is p~~sible ~ we ~ ~n the threshold of significant changes as a result of 
the ~~k deClSlon and Its application to the Rehabilitation Act of 1973. With the Cook 
dectst~ ~ lo~er is the employer able to hide behind the stereotypes and 
g~~11ons dir:cted at the morbidly obese. Instead, the Cook case imposes an 
obligation on ~. em~loyers not to discriminate against the morbidly obese in an 
actual or a . P~_tve~ manner. As new lawsuits challenging weight-based 
employm:nt. ~~on emerge, the legislatures and the courts will be pressured to 

. correct this IDJUStlce jUSt as they did· the prejudices against racial minorities. women, 
and the underprivileged. 

Two legal concepts are emerging to support this discrimination challenge. One 
~e~t i~ that o~esity is a ~dicap protected by state and federal laws that prohibit 
discrurunatton agamst the handicapped. The other argument relies on a civil rights 
the~.~ makes weight a protected class lDlder state and federal civil rights laws. 
While ~t IS ~e that the morbidly obese individual may be protected by handicap laws, 
protect!o~ ts not so clear for overweight or mildly or moderately obese individuals. 
Indeed, flight attendants are routinely suspended or fined for being over height/weight 
~.yet th~ cannot use handicap statutes for protection. Most recently, USAir, in a 
ctvil rights act1.0n based on sex discrimination, became the latest airline to drop its 
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weight standards for flight attendants, requiring a performance test to establish flight 
attendants' agility and maneuverability.110 Workplace discrimination against the obese 
has been well documented; yet in the current wave in political correctness, the 1990's 
could be the decade that exhibits extreme sensitivity to discrimination faced by the 
obese. 

This article argues that weight, like race and gender, is almost always an 
illegitimate employment criterion and that it is frequently used to make decisions 
based on personal dislike or prejudicial assumptions rather than merit. Two proposed 
actions could possibly protect victims of weight-based employment discrimination: 
First, victims might try frnnring a civil rights action based on the premise that victims 
of weight discrimination are also .members of other protected classes and may find 
protection under mce-, sex-, or age-discrimination statutes. Civil rights laws reject any 
point of view that encourages innate inferiority and reflect a commitment to the 
principle that competition for jobs or opporttmities should be based on individual 
merit Second, in initiating weight·based employment-discrimination suits, the 
morbidly obese could try to gain general protection under handicap discrimination 
laws. 

The closing paragraph of the Cook decision signals a warning to all employers 
that weight-based employment discrimination will not be tolerated. The court 
concluded: 

fu a society that all too often confuses "slim'' with "beautiful" or 
"good," moroid obesity can present formidable barriers to employment. 
Where, as here, the baniers transgress federal law, those who erect and 
seek to preserve them must suffer the consequences.111 
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COPYRIGHT LAW IN THE PEOPLE'S REPUBLIC OF ClllNA 

by 

Roy J. Girasa" 

Introduction 

The People's Republic of China (P.RC.) with its 1.2 billion population and its 
gradual assimilation of a market economy may surpass Japan in the near future in 
import and export trade. Trade between the United States and China annually exceeds 
$30 billion ($23 billion surplus in favor of China)1 and it is anticipated that trade will 
dramatically escalate in future years. A major issue which has caused some friction 
between the two states is the protection of intellectual property rights in the P.RC. 
After a review of the historical antecedents to its current legal progression. this paper 
will detail the laws and regulations protecting foreign and domestic copyrights 
affoided by the P.RC. 

China has had a long tradition of autocratic rule, marked with centuries of the 
rise and fall of great dynasties from about 2200 B.C. to 1911 AD., led by emperors 
who possessed near absolute power. Except for a brief interlude of a republican 
government under Sun Yat-sen, China's history after the fall of dynastic rule was one 
of warlords and finally conununist rule Wlder Mao-Tse-Tung. The relationship of 
western powers to China is marked by a century of attempts to open and dominate 
China's market. There were sporadic aggressions including the Opium War with the 
British and the Boxer Rebellion of1900. The ultimate victory of Mao Tse-T-ung and 
his imposition of communist rule in 1949 closed China's door to global trade until 
1972 when President Nixon made his historic trip to China.2 The establishment of 
diplomatic and trade relations gave impetus to the gradual evolution of China's 
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economy from a governmentally planned to a market economy, particularly after the 
death of Mao in 1976? 

In late 1972, China reactivated the Technical Export-Imports Cotporation 
which was followed by turnkey countertrade contracts and a new open door policy for 
foreign enterprises. The encomagement of trade with the outside wodd, of necessity, 
led to the enactment of laws affording protection for foreigners. The first major 
enactment was tbe "Law of the People's Republic of China on Chinese-Foreign-Equity 
Joint Ventures.'o4 Diverse tax and other economic incentives were offered to foreign 
investors in an effort to spur economic growth along the paths taken by 1 apan, Korea 
and other states in Southeast Asia. 

Laws protecting intellectual property were enacted from 1982 and continuing 
to the present. The tim of the laws was the 1982 "Trademark Law of the People's 
Republic of China. ,.s It was followed in 1984 with passage of the "Patent Law of the 
People's Republic of China,"6 the 1990 "Copyright Law of the People's Republic of 
China"7 (the statute under discussion herein) and part of the "General Principles of the 
Civil Law of the People's Republic of China" (1990}.s 

In addition to the above statutory investments, China joined the Berne 
Convention for the PrOtection of Literary and Artistic Works (October 15, 1991) and 
entered into the Universal Copyright Convention (October 30, 1991}. In 1992, the 
China Council passed the International Copyright Treaties Implementing Rules and in 
1993 joined the Convention for the Protection of Producers of Pbonogram.S Against 
Unauthorized Duplication of their Phonograms. 

Thus, l~slatively, China has fully entered the global marketplace in its 
adherence to intellectual property protection. The difficulty to date, as discussed 
below, is the enforcement of its decrees and regulations. 

Copyright 

The P.RC. enacted the last of the major three intellectual property rights 
statutes in 1990, namely, the "Copyright Law of the People's Republic of China," 
which became effective on June 1, 1991. It was supplemented by the "Implementing 
Regulations of the Copyright Law" as well as by "Regulations for the Protection of 
Computer Software." It has constitutional protection. Article 47 of the Constitution of 
the People's Reuublic ofChina,9 provides: 

:•ci~. of the People'~ Republic of China have the freedom to engage 
m scientific research, lite:nu:y and artistic creation and other cul1ural 
pursuits. The state encourages and assists creative endeavors conducive 
to the. inter~ of the people that are made by citizens engaged in 
educanon, sc1ence, technology, literature, art and other cultural works." 
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. . The purpose of the law is to protect aulbors in their literary, artistic and 
scientific works as well as to encourage the creation and distribution of works in order 
to assist in the development of the state. 10 It coincides with Articles 19-24 of the 
Co~tion whic~ mandates the state's encouragement of such enterprises.11 

Obv10us~y, there IS a ~lear undercurrent operating herein. Inasmuch as private 
ownership of property m a communist state was de minimus, nevertheless, China 
enacted all of the intellectual property legislation to encourage investment and become 
the recipient of advanced technology. Not only are the works of Chinese citizens 
protected, but the law extends to foreigners initially publishing their works within 
China 12 Also protected are foreigners publishing their works outside of China whose 
home states have a bilateral treaty protecting these works or are otherwise protected by 
international convention.13 

Works include those of lit~ture, art. natural and social sciences, engineering, 
tec~ology and other works taking any of numerous specified fonns, such as (a) 
written works; (b) oral works; (c) musical, dramatic. choreographic, storytelling works; 
(d) ~e art and p~oto~phic work; (e) cinematographic, television and video work; (f) 
drawmgs of engmeermg and product designs; (g) maps, sketches and other graphic 
arts; (h~ computer software; and (i) other works specified by law. 14 The implementing 
regulanon expands on each category. For example, protection extends to "cross talk", 
"local art fonns" and "facial movement."15 

Excluded from protection are prohibited works (presumably pornography) and 
works which "prejudice the public interest "16 Governmental laws, regulations and 
other output are not subject to copyright as well as news concerning current events 
calendars, numerical tables, fonnulas and fonns of general use.17 Apparently: 
although laws and regulations escape copyright protection, nevertheless, collections of 
laws and/or rules may be protected by virtue of other provisions oflaw.18 

As in the U.S., the emphasis of the subject matter of copyright is originality. 
The statute uses the word "created."19 The word "created" is clarified in the 
Im~l~enting Regulations (Article 3) wherein it is defined as referring "to intellectual 
act:LVIttes from which literary, artistic and scientific works are directly resulted" Mere 
arrangement, consultation and support services for others engaged in the creative 
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process are not sufficient to wammt protection. Like U.S. law, originality is not 
necessarily novelty. An author may have derived all of his/her ideas from other 
au1hors. The unique mode of expression will suffice to receive protection?

0 

Governmental administration of copyrights is not exclusive to the national authority 
(as in the U.S.) but also extends to local regions and municipalities?1 

Exclusivity 

A copyright gives the owner thereof five basic nghts with respect to subject 
matter. They are: 

(1) Right of divulgation (publication), i.e., the right to decide whether or not to 
make public the protected work; 

(2) The right of authority (authorship), i.e., the right to claim one is the owner 
and to have hislb.er name stated on the work; 

(3) The right of alteration, i.e., the right to modify and authorize other to alter to 
change the work; 

(4) The right of integrity, i.e., the right to prevertt others from distorting and 
mutilating the work; and 

(5) The right of exploitation and remuneration, i.e., the right to reproduce the 
work in any manner; to ped'orm the work publicly in any manner; to broadcast, 
exhibit publicly; distribute copies such as by sale or rental; publish the work; 
make cinemagraphic, televised or video works; adaptation, translation, 
annotation, compilation and sorting-out (rearrangement) or the works.

22 

Qwnership 

Ordinarily, the copyright of a work belongs to the person who created it (the 
author). If the worlc was derived under the sponsorship by an entity (e.g. joint venture 
or corporation) then the entity shall be the author. If an entity or other name appears 
on.the work without the individual's name, then it is deemed to be the author in the 
absence of proof to the contrary (e.g. publisher's name only appears).23 
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Article 16 of the Statute differentiates two types of works: (I) works created by 
an employee under "ordinary' conditions wherein the employee is entitled to the 
copyright but the employer has the right to exploit the copyright for a two year period 
in its business; and (2) more specialized works such as engineering designs, drawings, 
maps, computer software and the like which were created while working for the 
employer and utilizing the employer's materials and teclmical facilities. 1n the latter 
situation, the employee has the right to be known as the author but the employer is 
entitled to the copyright and all benefits accruing therein. 

If a work is a translation, adaptation, annotation or arrangement of a pre­
existing work. and provided it does not conflict with the copyright of the underlying 
worlc, then the protection shall go to the person accomplishing the activity?4 Unlike 
U.S. law, the Regulations seem to permit the grant of a copyright to such persons even 
if the authors having the pre-existing copyright of the original work object.25 It is 
posSible, however, that damages may be awarded against the compiler, translator, etc., 
however, for unauthorized use of such materials. 

When there are two or more authors of a work, then the copyright extends to 
both of them. Each such person may have a separate copyright for those portions of a 
work which are divisible as independent units provided no prejudice occurs to the 
other author(s).26 If the joint au1hors disagree on the exercise of the copyright (e.g. 
selection of a publisher, licensee, etc.), the Regulations state simply: "any party may 
not unreasonably prohibit the exercise by others of the said copyright. .. v 

If a work is a compilation (encyclopedia, dictionaries and the like), the 
copyright shall go to the entity expending the resources for the compilation 28 

Copyright holders of the \Ulderlyiog works maintain their rights irrespective of the 
compilation. With respect to cinematographic, television or video worlc, authorship 
may be claimed by the director, lyricist, screenwriter, composer, a cameraman and 
other authors. The producer may also enjoy a copyright with respect to the work. 29 If 
pennission is given by any such person to make a movie, television show or video 
work of such person's work, then the right to alter it is implied provided it is not a 
distortion or mutilation 30 

Dw-ation 

China grants authors unlimited time with respect to the right of authorship, 
alteration and integrity of the work;31 however, the right to exploit the work, as well as 
remuneration, is limited to tbe life of the author plus fifty years. Where there are 
multiple authors. the fifty year period accrues from date of death of the last surviving 
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·author. If the owner is a foreign entity or anonymous domestic concern, or where the 
copyright is for a cinematographic, television, videop,phic or photographic work, the 
term is limited to 50 years from first publication.3 The property right accruing to 
copyrighted works descends to the author's heirs or devisees or to the state in their 
absence. 

The limitation on rights of an author or owner of a copyright is fairly extensive. 
A work may be used without permission in ten circwnstances, provided the identity of 

the author and title of the owrk is made known. They include: (1) use of work for 
individual study, research or entertainment; (2) use of an "appropriate quotation" 
(insubstantial); (3) media use for purposes of reporting current events, speeches and 
reprints; (4) translation of a small nmnber of copies for use by teachers or scientific 
researchers solely for classroom use or scientific research; (5) use of the work by a 
state organization for performance of official duties; (6) reproduction of the work by a 
library; museum, art gallery and the like for exlnbition purposes or to preserve a copy 
of the work; (7) perfonnance of a published work provided the admission is free and 
no monies are paid to the performers: (8) copying, photographic, drawing a video 
taping of an artistic work displayed publicly; (9) translation of a published work by a 
Han nationality into minority nationality languages for local distribution of works 
Q!j~ created in Cllinese; and (10) transliteration of a published work into 
Braille? 

Requirements For Use By Others 

A person seeking to exploit a "copyrighted work" must receive permission in a 
written contract with the copyright owner, which shall specify the manner of use; its 
exclusivity; the scope and tenn of the license; the amount and method of 
renumeration; liability for breach and any other pertinent data?4 The term of the 
licensing agreement is limited to ten years but 1he contract is renewable. The rate of 
remuneration is determined by the National Copyright Administration. Retmmeration 
may also be stipulated by the parties to 1he licensing agreement. The statute makes 
clear that without explicit consent, no right may be inferred vis-a-vis against the 
copyright owner. 

The Copyright Law specifies various requirements for book publishers, 
performances, sound and video recording and broadcasting_ In summary, a book 
publisher must have concluded a written contract and pay remuneration to the 
copyright owner. The publisher has the exclusive right to publish the work for a 
renewable period of ten years. Each party is responsible for the petfonnance specified 
by contract If the publisher refuses to print additional copies or publish a new edition 
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of the book when all copies have been exhausted, the copyright owner has the right to 
terminate the contract. If a work is submitted to a newspaper or periodical for 
publication, and has not received notification to publish within 15 days from a 
newspaper publisher or 30 days from the periodical publisher from date of 
transmission to it, then the copyright owner may submit it to other publishers. A book 
publisher cannot modify the contents of the work without owner consent. 35 

A performer who exploits an unpublished copyright work must obtain 
pennission from and pay remuneration to the owner. With respect to published works, 
a performer does not need to secure pennission from the copyright owner but must pay 
remrmeration to the said owner. A performer with respect to the per.fonnance is 
entitled to its exclusive benefits including the right to make live broadcasts, and 
authorize for money the recording of the perfOimance for commercial purposes. 36 

Similar rules apply to sound and video recordings as well as broadcasting by radio and 
television stations.37 In essence, producers of the recordings and broadcasts are 
entitled to use the published works or performances of others by the payment of 
remuneration to the copyright owner. Note, however, that a radio or television station 
broadcasting a sound recording for non-commericial purposes is exempt for obtaining 
permission from or pay remuneration to the copyright owner, perfonner or producer of 
the recording. 38 

Liability 

Civil liability does accrue for infringement but includes "making a public 
apology" as one of the remedies. It also provides for the payment of damages for 
infiingement by a person(s) making public the work of the copyright owner without 
consent; distorting or mutiliating a work of other; claiming wrongfully one is the 
creator of a work; exploiting the work of others through performance, exhibition, 
adaptation, broadcasting, translation, television or other means, without consent, and 
also by the publication of a work by a joint-owner of the copyright without the other's 
consent.39 

Govenunental authorities may also assess administrative penalties such as 
confiscation of unlawful income and imposing fines for serious violations of the 
copyright. Such acts include: plagiarizing a work of another; conunercial reproduction 
of a work without consent; publication of a work licensed by another publisher; and 
reproducing a sound or video recording or a radio or television program of a 
performance, without consent Mediation appears to be emphasized initially, thereby 
showing a penchant of Asian states for non-judicial remedies. Arbitration is pemritted 
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by contract or consent of the parties. The People's Court is the ultimate arena for 
dispute resolution. .w 

Judicial Remedies 

The General Principles of the Civil Law confer jurisdiction upon the People's 
Court for matters litgated by the parties. In addition to the remedies specified in the 
intellectual property statutes, Article 118 expressly gives an injured party the right to 
demand "that the infringement be stopped, its ill effects be eliminated and the damages 
by compensated for." The Court, pursuant to Article 1343, may grant one or more of 
the following remedies: 

"(1) cessation of infringements; 
(2) removal of obstacles; 

(3) elimination of changes; 
(4) retmn of property; 

(5) restoration of original condition; 
( 6) repair, reworking or replacement; 
(7) compensation for losses; 

(8) payment for breach of contract damages; 

(9) elimination of ill effects and rehabilitation of reputation; and 
(10) extension ofapology." 

The Court may also serve admonitions, order the offender to sign a pledge of 
repentanc~ confiscate property and/or income arising from the illegality, and/or 
impose fines or inprisonment as specified by law. 

Intellectual property cases are beard by specialized people's courts. For 
instance, review decisions by the Patent Office of the Patent Re-examination Board 
are heard in the Beijing intermediate court, seated in Beijing. Judges who sit are 
selected according to their background in technology and foreign languages. The court 
may require a posting of security, attach or freeze assets as injunction.41 

Administration 

The administration of the copyright laws and regulations are conducted by the 
National Copyright Adminstration (NACA) which is the copyright administration 
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department Wlder the State Council. There are also local adminstrative authorities for 
copyright affairs in the regional and mwricipal levels. NACA is responsible for the 
enforcement of copyright law and regulations; investigating infringement cases; 
approval of collective adminstrative societies and supervising local copyright 
authorities. 

Local authorities perfonn somewhat comparable duties within their domain 
including the adminstration of copyrights, investigation and prosecution of 
infringements, arbitrating copyright disputes, monitoring copyright transactions and 
supervising local adnllnistrative societies. 

International Copyright Treaties 

The accession of China to international copyright treaties (Berne and Universal 
Copyright Conventions) caused the State Council to issue the "Implementing 
Regulations of the People's Republic of China and the Regulations on Computer 
Software Protection in 1992. Article 2 of the Implementing Regulations JDBkes 
China's copyright laws and regulations applicable to the protection of foreign works. 
"Foreign works" are those works of authors whose countries are members of the said 
international conventions or who are not citizens of member-states but have had their 
works first published or simultaneously published in member-states or are created by 
consjgnees and owners of copyrights of Chinese-foreign joint ventures. 42 

Unpublished foreign works are also protected by the Copyright Law.43 Foreign 
artistic works (except when applied in industrial goods) are given a 25 year protection 
from date of their completion. Foreign computer programs are protected on literary 
works and are given a 50 year protection.44 

Foreign works compiled from unprotected ·materials but possess originality in 
the selection and ammgement of materials are granted.protection as is a foreign video 
which constitutes a film product. 45 

Under the regulations, a copyright owner is given the discretion whether or not 
to license the performance or dissemination of penormance of his (her) works 
including foreign films, television and videotapes. Except for articles concerning 
political, economic and social affairs, newspapers and journals require pennission 
before reprinting foreign works. Copyright owners of foreign. works may authorize or 
forbid reproduction of their works or the imposition of pirated reproduction or 
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Wlprotected reproductions. The Berne Convention is made applicable to the showing, 
recording or broadcasting of foreign works.

46 

Present Status 

The U.S. has expressed much concern over China's alleged lack of enforcement 
of its intellectual property laws. Unauthorized software copying by China allegedly 
causes U.S. companies up to $400 million annually in lost sales.

47 
Pressure was 

placed on the U.S. by the hrtemational Intellectual Property Alliance and others to 
place China under the Special 301 watch list for the purpose of subjecting it to trade 
sanctions in accordance with the 1988 U.S. Omruous Trade and Competitiveness 
Act.48 As a result, China has been on the list on an annual basis. 

China, although denying that large scale pirating does take place and further 
alleging that attempts to assert pressure will be to no ava.iL nevertheless, has 
substantially acceded to U.S. demands. As stated previously, it has joined the major 
global intellectual property conventions in response to U.S. threats to impose 100 
peroent tariffs on Chinese imports.49 Although copyright protection is now the law in 
China, nevertheless, pirating still continues. The President of the Shenzhan Software 
Industry Association acknowledged that piracy exists but said that new pressures were 
being taken to lessen or eliminate the illegal practices. $0 

China's efforts appear to have convinced reluctant U.S. companies to license 
their products therein. Microsoft licensed MS-DOS in 1992 to a Chinese consortimn 
after initially refusing to enter the m.arlcet51 Chinese companies, which earlier would 
not consider suing for copyright violations, have now begun to assert their rights. 

52 

China has recently been praised by the Director-General of the World Intellectual 
Property Organization for its highly advanced legislation. 53 China has set up its first 
copyright school at the Beijing University Intellectual Property Rights School in order 
to educate students with respect to the reqlrirements and enforcement of its intellectual 
property laws.54 Chinese authorities resolved 2500 actions involving intellectual 
property rights in 1993.5s 

Although it appears that China is making some efforts to protect U.S. and other 
licensors, nevertheless piracy is still rampant. China has, in fact, moved from the 
Watch List of the U.S. Trade Representative to the Priority Watch List on November 
30, 1993.56 China's response is that it has established a modem copyright system in a 
third world. state with little copyright awareness in a period of only 13 years. It is 
cooperating with world organizations and copyright-related organizations such as the 
U.S. Copyright Office in an endeavor to achieve its reforms. The General Secretmy of 
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the Central Committee ·of the Communist Party, Jiang Zemin. stressed the importance 
of protecting intellectual property rights before the 14th National Congress of the Party 
in 1992. The general public is being educated to respect such rights. The central and 
local copyright administration authorities are disseminating and teaching copyright 
rules and resolving disputes. 57 

In conclusion, there is no doubt that China's statutoty and regulatory 
enactments full comply with global protection schemes. Nevertheless, with constant 
outside pressure, China will gradually adhere to western standards for the protections 
desired. 
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AN INTERDISCIPLINARY MODEL FOR TEACHING 

AN UNDERGRADUATE COURSE ON LAW AND ECONOMICS 

by 

Nina Compton· and Lizbeth G. Ellis·· 

During the Spring semester of 1993, the business college at New Mexico 
State University (NMSU) offered a class entitled "Law and Economics". This 
course was created in response to th.e perceived need to acconunodate the interests 
of undergraduate business students who were seeking a law-related business 
elective in their program of studies. The course was taught in team fashion by an 
economist and the senior business law faculty member at NMSU. 

The course proposed to provide undergraduate business students with an 
appreciation of the coextensive nature of economics and the American legal 
system. 1 The business college was interested in offering interdisciplinary electives 
that promoted critical thinking while developing the student's understanding of the 
interrelationships between various business disciplines. At the same time, the 
college had faculty within the economics department and legal studies field who 
were both interested in exploring the expanding role of economic analysis in legal 
reasoning including applications outside the typical market issues2

, as well as 
practical applications of economic analysis in the courtroom.3 With these factors 
in mind. a course on law and economics provided a perfect fit. 

This article describes the framework for a course that is not widely offered 
in business colleges, but warrants consideration by programs at other business 

• Associate Professor of Legal Studies, New Mexico State University. 
·• Assistant Professor ofLegal Studies, New Mexico State University. 
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schools. Although the course at NMSU was offered as an undergraduate course. 
the course could be taught as a graduate seminar in a masters program with equal 
success. A few comments regarding the nature of our university and the 
characteristics of the business program will be helpful in evaluating the value that 
a course of this type might have for programs of study at other schools. 

The University Forum 

The forum for the new course, NMSU, is located in the city of Las Cruces 
in southern New Mexico. NMSU presently serves about 15,500 students, and 
approximately 2,100 are enrolled in the College of Business Administration and 
Economics. As suggested by the name of the college, the economics discipline is 
housed in the business college, rather than in the liberal arts college as is the case 
at many universities. The administrative and physical proximity of the legal 
studies and economics disciplines at NMSU enhances the opportunity for 
collaborative efforts between faculty in these two fields. Law courses in the 
NMSU business school curriculum are designed to emphasize the legal 
environment within which businesses operate. Undergraduate students stlldying 
for the Bachelor of Business Administration are required to take either a traditional 
business law course (emphasizing contract law) or a legal environment course, at 
their option. The business law faculty is encouraged to develop junior and senior 
level elective courses that build upon the basic law foundation in a manner that is 
relevant to business students. An advanced law class that pertains to a specific 
business discipline was perceived as particularly valuable to the education of 
students in the business college.4 

The Law and Economics course was offered as a senior level three-hour 
general elective in the wtdergraduate program. As seniors, all the students 
enrolled in the course had already met the core curriculum requirements for their 
major course of study within the College of Business, which as a practical matter 
meant each student had taken a foundation law course and at least several basic 
economics courses. No additional prerequisite courses were required of students 
enrolling in the Law and Economics class. The course was well received by the 
students and was strongly supported by both the Department of Economics and the 
Department of Finance which houses the legal studies faculty. 

As will be the case in most business schools, no single instructor at NMSU 
holds both a law degree and a terminal degree in economics. Accordingly, it was 
essential for the course to be taught in team fashion with an instructor from each 
discipline willing to invest the time and effort to learn more about the other's area 
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of expertise. s Although the economist teaching this comse had virtually no fonnal 
legal training and the lawyer had very little backgrowtd in economics, each was 
excited by the prospect of learning from each other. Rather than disguise their 
lack of expertise, the instructors routinely asked each other questions in class. 
Students responded favorably to the more relaxed atmosphere engendered by 
learning with the instructors and showed an atypical willingness to actively 
participate in discussions. 

Some background on law and economics may be useful to the business law 
professor who might consider offering such a course. 

Law And Economics Basics 

For over a century, both economists and legal academicians have applied 
economic thought and reasoning to legal issues.6 Early econontic analrsis of the 
law focused predominantly on market-related topics such as antitrust, taxation8 

and labor law.9 Beginning in about 1960, economic analysis of the law changed 
significantly both in terms of methodology and subject matter. The use of formal 
mathematical models for economic analysis of the law became fashionable10 and 
economic analysis moved from strictly market-related subjects to non-market 
issues, such as marriage, 11 crime12 and discrimination. 13 This new conception of 
law and economics as a field of inquiry has often been referred to as the "law & 
economics movement". 14 The movement was dominated by a group of politically 
conservative microeconomists with a strong pro-market and anti-government 
bias/5 commonly referred to as the "Chicago school" econontists.16 Many such 
economists take the position that economic analysis provides a useful framework 
for understanding all human behavior. 17 Their work is harshly criticized by many 
other economists and jurists who are skeptical about whether models developed to 
predict market behavior have any value when applied to non-market activities, 
who question whether the primary purpose of the law should be the promotion of 
economic efficiency (as defined by the Chicago school econontists) and who are 
dubious about markets as a method for achieving social justice. 18 

Microeconomic analysis of market transactions can be reduced to relatively 
simplistic terms, albeit with some risk of diminished accuracy. The analysis is 
based on three fundamental premises. First, there is an inverse relationship 
between the price charged and the quantity demanded.19 Second, people act as 
"rational maximizers of their satisfactions" ?0 In other words, people deploy the 
resources they control so as to maximize the utility or benefit that can be obtained 
from those resources based on the individual's unique preferences. Third, 
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assuming certain ideal conditions including a perfectly competitive market where 
voluntary exchange is permitted, resources will gravitate toward their most 
valuable use so that "economic efficiency" is achieved.21 Efficiency is defined as 
using economic resources in such a way that their value (defined as human 
satisfaction as measured by aggregate consumer willingness to pay for goods and 
services) is maximized.22 Microeconomic analysis is subject to many criticisms, 
perhaps the most common of which is that the many assumptions upon which it is 
based are Wlrealistic or simply incorrect in many specific instances.23 Despite the 
criticism, this type of economic analysis is taught in an introductory economics 
course at virtually every major university. 

When examining the legal system, the microeconomist adopts still .another 
premise: rules of law operate to impose prices or provide subsidies on specific 
human behaviors or decisions?4 Based on this premise, the rnicroeconomist 
attempts to predict the law's effect on value and efficiency (as they define these 
terms).25 This effort is less controversial when applied to laws and court decisions 
regulate market behavior (such as antitrust laws, taxation of specific products, 
restraints on alienation of property) than when applied to laws regulating non­
market activities such as whether to marry or divorce, drive carefully or co~t a 
crime. The microeconomists' attempts to predict the effect of specific laws on 
"economic efficiency" in these non-market activities are highly controversial. 

To illustrate, economic analysis suggests that legalizing a free market in 
human babies would be economically efficient, i.e. human welfare w.ould be 
maximized. Based on economic analysis, it can be argued that legal restrictions on 
trafficking in babies keep supply and demand out of balance. Economic analysis 
predicts that in a free market where biological parents could be paid for babies, the 
supply of babies available for adoption would increase and the "price" paid 
(pecuniary and other) to obtain a child would decrease. Accordingly, there would 
be an increase in overall human welfare?6 While the microeconomist purports to 
make no judgment as to whether "efficiency" is good, just or socially or ethically 
desirable, the mere exercise of evaluating the "efficiency" of legal rules and 
decisions suggests that such economists believe there is some value in applying an 
efficiency criterion to the law. 

The controversy among economists and jurists over the use of micro­
economic analysis of law provides an excellent framework for promoting critical 
thinking and analysis. The lawyer, even one who is not well-versed in economics, 
can play a vital role in this effort by interjecting inquiries about equity and social 
justice into the analysis. This may. be particularly important if the economist 
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instructor's personal ideology is that of a "true believer" in the Chicago-school 
approach. 

Wlu1e the so-called law & economics movement has been characterized as 
an "intellecrual fad" of the 1970s,27 in its aftennath there are now four journals 
devoted to the economic analysis of law and most major law schools now have at 
least one PhD economist on their faculties.28 The explicit use of economic 
analysis in court opinions is much more frequent and economists are conunonly 
recognized as expert witnesses in a variety of legal proceedings. Thus, while the 
marriage of law and economics may be a stormy one, it appears certain to remain 
intact for the foreseeable future and continues to offer fertile ground for srudy and 
debate. 

Course Design And Methodology 

The instructors' philosophy in designing the course was that class 
participation and active student involvement is paramount to the learning process. 
The goal of the team teaching effort was to facilitate a pro-active rather than 
reactive. response by students. Students were expected to become involved 
participants in exploring the interface between economics and the law. To achieve 
the desired student participation, the instructors sought to substitute a somewhat 
softened Socratic approach for the traditional lecture. Except for the first three 
class periods which were used for a an overview of the field of law and 
economics, a review of basic economic principles and a review of basic legal 
principles respectively, most class periods were treated as a roundtable discussion 
on the assigned readings. The instructors channeled the discussion through direct 
thought provoking questions. Students were expected to articulate and defend a 
particular position or response. The class was limited to ten students, which 
allowed the use of the seminar format combined with occasional lecture sessions. 

Discussion topics covered a broad range of recent issues in the area of law 
and economics. Fortunately, there is a wealth of interesting topics that illustrate 
how economic principles relate to the legal policies that shape our society. Course 
topics were arranged in building block fashion, presenting an increasingly 
sophisticated level of scholastic inquiry. Some of the topics discussed included: 
the legal versus economic concepts of property rights, valuation of human 
resources at trial, the economist's role in the divorce case, and economic principles 
applied to natural resource issues such as pollution control. Each topic was 
developed in both its legal and economic implications. Appendix A contains a 
"Course Outline" with a detailed list of discussion topics. 
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Reading assignments for the course were taken from two required textbooks 
and supplemented with relevant jomnal articles and court opinions. The two 
required texts were Robin Paul Malloy's Law and Economics, A Comparative 
Approach to Theory and Practice29 and A. Mitchell Polinsky's Introduction to Law 
and Economics, Second Edition. 30 Both of these texts complimented the 
interdisciplinary nature and team-teaching format of the course. Te~'tbook reading 
assignments were supplemented with relevant journal articles and court opinions . . 
A complete list of reading assignments arranged by topic (in the same sequence as 
the course outline) is found in Appendix B. 

Although the reading list was rather ambitious when compared with other 
business courses, the instructors nonetheless chose to include numerous court 
decisions. The use of illustrative cases, for both lectures and discussion, was 
extremely effective in sparking interest and discussion. The use of actual cases 
added a real-world dimension to the application of the abstract concepts that 
students were expected to learn. The reading list included articles and cases that 
students were unlikely to have encountered in a previous law or economics class. 
Avoiding a duplication of coverage protected the academic integrity of the class. 

The evaluation of student performance was based on two exams that 
utilized essay and short answer questions together with one research paper. For 
the research paper, students were required to select a topic from a list provided by 
the instructors or to obtain approval for topics they selected. Topics for papers 
were selected primarily from current issues presently before state or federal courts. 
Students manuscripts were expected to be ten to tw~lve pages in length and 

thoroughly researched. The research effort was docwnented through a 
bibliography attached to the paper. Students subsequently presented their research 
papers for the edification of the class as a whole, with ensuing discussion solicited 
from class members. Student comments indicated that the project, although 
rigorous due to the complex nature of the literature on many of the topics, 
provided an exceptionally enlightening learning experience. 

Although it is beyond the scope of this paper to discuss each of the course 
topics in detail, a few examples of substantive areas of law and the related 
economic analysis will serve to illustrate the nature of the course and the 
instructors' approach to integrating the study of law and economics. 
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Race And Sex Discrimination In The Labor Market 

The law relating to race and sex discrimination is well known to business 
law_ ~ofe~s~rs ~d is generally addressed in the foru1dation law course. However, 
anh·?i~cnnuna~on l~ws have become the focus of economic analysis, and a 
sophisn~ated d1scuss1on of these issues is typically beyond the scope of the 
foundanon law ~o~e: A~co~dingly, the study of legal and economic principles as 
they relate to discnmmabon m the labor market was particularly appropriate for 
the Law and Economics course. 

The ~~~ in.quiry for which economics may provide insight is: how do 
w_e P.ro~e <!iscr:mmanon bas occurred? Increasingly, evidence of race and sex 
disc~hon m the labor market is1provided by economists in the courtroom. 
The mtellectual ~ather of the trend is University of Chicago economist Gary 
Bec~er ~ho published The Economics of Discrimination in 1957.31 This seminal 
~ubhc~tton led the way for the use of economists as expert witnesses in cases 
m~ol~g both. wa~e and employment discrimination on racial and gender grounds. 
Sm~e 1~s ~ub~catton, ~ourts have placed increased reliance on the empirical proof 

of discrunmation proVIded by econometric methods.32 

Econometric methods involve building mathematical models of human 
be.havi~r. ~y model is merely an abstraction of reality: a small version of the real 
thing (m. this case the_ labor market) that should (if it is constructed correctly) 
behave like the real thing. The benefit of the econometric model is its ability to 
present t? the hum~ obs~rver (in this case a jury) that which is obscured by the 
compleXIty foWld m reahty. For example, econometric models on wage and 
employment disc~ation can co~pare the actual, observed values of wages and 
employment of vanous groups With those that the model indicates would have 
been expected to occur in the absence of discrimination. Where the actual data on 
wages and employment differ from the values predicted by the model there is 
evidence of discrimination. 33 ' 

Attot?eys now conunonly rely upon economists in the courtroom to provide 
such anal~s1s. a~ a ~ethod for .defining and establishing the presence of various 
types of discrmunahon. Opposmg attorneys typically seek to discredit the results 
of sll:ch ~od.els (with the help of expert economist witnesses) by pointing out 
de:ficrenc1~s m the model which are typically quantified as "error terms". All 
econometnc models contain error terms that indicate bow much of the observed 
phen~mena (differences between actual data values and predicted values) is 
explamed by the model, and how much is not. Despite the presence of error terms, 
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courts generally allow juries to consider statistical evidence of discrimination, 
holding that the error terms go to the weight rather than the admissibility of the 
evidence.34 

While sophisticated econometric analysis was beyond the instructional 
scope of this course, the study of race and sex discrimination provided an ideal 
forum in which to provide an introduction to econometrics and its use in the 
cowtroom. By citing existing court cases that have rendered opinions discussing 
the use of econometrics in the courtroom, and by reconstructing the elementary 
forms of econometrics on which the experts relied, students obtained a foundation 
for understanding the relationship between the empirical world of the economist 
and his place in court testimony. 

Recovery Of Hedonic Damages 

A second topic that was particularly successful in terms of stimulating 
discussion and debate was that of the recovery of hedonic damages. All students 
in the class were acquainted with the notion of monetary recovery for personal 
injury and wrongful death as a result of studies in their foundation law course. 
None, however, had considered the problems inherent in valuing human resources. 

Several class periods were devoted to a discussion of the traditional legal 
approach to this problem and the role that the economists has served in these 
valuation problems?5 With this background, students were well prepared to 
consider the latest innovation in this field, the valuation and award of hedonic 
damages, or damages for non-pecuniary value oflife.

36 

The phrase "hedonic damages" was coined by economist Stanley Smith?
7 

Courts have· defined hedonic damages as either a loss of enjoyment of life or loss 
of life's pleasures?8 Almost everyone intuitively recognizes that an individual's 
life does have inherent value beyond the present value of the individual's future 
earnings. It is this other non-pecuniary value, the value of the joy of living, that is 
referred to as the hedonic value of life. While the existence of hedonic value is 
widely recognized, our legal system has traditionally based awards in wrongful 
death cases primarily on pecuniary losses (loss of income) because courts had no 
method or criteria for placing a dollar value on the hedonic value of the life. 

Recently, economists have developed a variety of techniques to estimate 
hedonic damages. 39 The application of economic tools for estimating the hedonic 
damages oflife has created a storm of controversy. Although courts recognize that 
there is little agreement among economists as to the studies or elements which 
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ought t~ be consi~er~d on the question of valuation of hedonic damages,40 

eco~o~sts are be~~g to make inroads with respect to the acceptance of such 
applicanons as legrnrnate valuation techniques. 41 

. 

Man~ o~ the teclmiq?es used to calculate hedonic value involve using some 
surrogate ~tena to detemune the value that individuals themselves place on life. 
:rnese techniques attempt. to detennine how much money a person would require 
m payment before acceptmg an increase in the risk of dying, or in the alternative, 
the amowtt of money a. person would be willing to pay to reduce the risk of dying. 

For ex.am~l~, the estunate may be based on studies regarding the amount of 
money mdiVlduals actually pay to increase their own safety.42 Infonnation on 
consumer purchases of safety items such as smoke detectors and air bags are often 
used: The eco~om.ist's ~bjective is to quantify dollars spent by the consumer 
relative to the nsk reduct:J.on obtained from the items purchased. The economist 
can then detennine the "price" a consumer is willing to pay to reduce his or her 
risk of dying. 

. . As a simplistic example, if studies indicate that the average consumer is 
~g to pay $50, but ?o more, for a ~oke detector that reduces the risk of dying 
m a house frre from 4 m 10,000 to 3 m 10,000, the economist would suggest that 
this indicates that the average person places a value of $50 on 1/10 OOOth of the 
person's life .. Therefore, the hedonic value of life is estimated at $500,000 ($50 x 
1~,000). This does not suggest that this person would exchange his or her life for 
~s sum of money. It is simply a method for estimating a non-pecuniary value of 
life. 

Other techniques used by economists to measure the hedonic value of life 
are base~ on. studies of wage increases workers must be paid to accept jobs with 
greater hfe ~~s. The general premise behind these wage and risk studies is that 
the wag~ ml~ mclud~ compensation for the accepted level of risk. Typically, the 
econonust ~ use differen~es between wages and deaths for a particular job and 
make com?ansons to other JObs. By using statistical comparisons, the economist 
can establish a range for estimating the value of human life. Of course, these 
methods do not actually value life. Instead, measures such as the amount of 
money consumers are willing to pay to increase safety and how much 
remuneration workers are willing to accept for higher risk jobs are after-the-fact 
measures of the actual cost of an incremental statistical increase or decrease in the 
risk of death. 
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Economists have also attempted to estimate the hedonic value oflife using a 
cost approach. This teclurique analyzes variables such as the cost of keeping an 
individual institutionalized or under intensive care in a hospital or incarcerated in 
prison. This analysis suggests that the · amount of money that society is willing to 
spend to maintain life bears some relation to the value that society places on life. 
Critics point out that in none of these contexts is the decision to maintain the life 
based upon a detennination that a life is worth a defmitive amount of money. In 
the case of incarCer-ation, the decision to maintain a life is a political rather than an 
economic decision. In the context of intensive care. it is a medical decision. The 
assumption that the cost of these decisions reflects the value society places on life 
may not be valid. 

The use of economic analysis to estimate hedonic damages has been harshly 
criticized by the defense bar. Defendants argue that the statistical life measures 
advanced by economists measure the cost of changing the statistical risk of death 
or the cost of preserving an anonymous life. but are NOT a measure of the value of 
the life itself.43 Defendants note that the term "damage" usually denotes the 
provable "financial consequences" of injury44 and advance the opinion that the 
hedonic loss is not one which the tort remedy of damages was designed to 
compensate. According to opponents of the award of dan1ages for hedonic loss, 
for a jury to award hedonic damages in a wrongful death action, the jury must 
imagine a future life for the decedent which will never occur and place a monetary 
value upon that life based on nothing more than speculation. guess, or 
conjecture.45 Defendants reject this scenario and embrace the traditional approach 
that limits recovery in wrongful death to the present value of the decedent's future 
projected earnings based on age, earning capacity, health. habits and life 
expectancy.46 For all these reasons, it is argued that expert economic testimony is 
not relevant or admissible on the damages issue in a wrongful death action. 

The controversy surrounding the calculation and award of hedonic damages 
provided the class with insight into the general law of damage recovery, and the 
specialized application of economic theory to that area of law. The debate 
surrounding this issue also offered students insight into the tort refonn movement 
fueled by the liability crisis in this country. Students responded both intellectually 
and emotionally to the issue. Heated discussions were channeled by the 
professors, and provided excellent opportunities for students to articulate opinions 
based upon economic, legal and philosophical analysis. The students indicated 
that the exploration of hedonic damages was a particularly effective learning 
experience. 
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Conclusion , 

The Law and Economics course that is the subject of this article was not 
treated as an exclusive forum for the Chicago school economics ideology. Rather, 
the approach of the course was to examine the relationship of law and economics 
in a much broader sense. While some of the micro-economic mathematical 
models were presented and discussed, much of the economic analysis was of a 
more rudimentary nature. Students generally found the study of economic 
~rinciples more interesting and relevant when applied to actual real world legal 
tssues. Conversely, students come to understand the significance of legal rules to 
business by studying the possible economic consequences of those rules. An 
examination of the tension between the efficiency objective of economics and the 
equity objective oflaw provided a valid forom for the discussion of business ethics 
and the value judgments inherent in economic and legal policy decisions. 

This course demonstrated how the interdisciplinary synergism of team­
!eaching can elevate the role of a business law course and the business law faculty 
m the undergraduate curriculum. Since the legal issues explored in the Law and 
Economics course were ones generally not addressed by the foundation business 
law course, the course served to advance the student's understanding of law in the 
context of a business discipline. The business law faculty served an important role 
in the course by challenging students to defend the application of economic 
principles as applied to legal issues, thus promoting critical thinking. Students 
responded to the unique course content and methodology with a true zeal for 
learning. 

Implementation of a Law and Economics course at other universities can 
promote an understanding of the value and function of the legal studies program. 
The course pro~d~s the opportunity for the business law faculty to provide insight 
for the legal pnnctples that shape modem business policy and procedures. While 
the suggested classroom activities and instructional resources discussed in this 
article can be used as a model for structuring a unit on law and economics the 
~timate success of the study of economics in legal education depends upo~ the 
mterest and resolve of the faculty to commit their energies to the course. 
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APPENDIX A 

COURSE OUTLINE 

I. NATURE OF THE DISCIPLINE. EXPOSIDON AND CRITIQUE 

II. REVIEW OF MICROECONOMIC THEORY 

A. Markets 
B. Efficiency and Pareto Optimality 

C. Notions if Equity, Fairness, and Justice 

D. Market Failure 

m. REVIEW OF LAW AND LEGAL INSTITUTIONS 

IV. PROPERTY AND PROPERTY RIGI-ITS 

A The Legal versus the Economic Concepts 

B. The Importance of Transactions Costs in Exchange 

C. The Coase Theorem 

D. The Concept ofNuisance 

V. CONTRACTS AND BREACH OF CONTRACTS 

VI. ECONOMIC WELFARE, TORTS, AND DAMAGES 

A Elements of a Tort 

B. Critique of Standard Solutions 

C. Pareto Optimality revisited 

D. Concept ofWelfare Loss 

E. Measurement ofWelfare Loss and the Notion of Compensated 
Demand Curves 

F. Use ofOrdimuy Demand Curves as Proxies for Compensated 
Demand Curves 
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G. Optimal Precaution; Optimal Risk Reduction 
H. Uability 

I. Negligence 

VII. VALUATION OF HUMAN RESOURCES, MEASUREMENT OF LOSSES: 
SOME PRACTICAL CONSIDERATIONS 

A. Concepts of Present Value and Future Value 

B. Concept of discounting; construction of Discount Rates 

C. Past versus future Losses 

D. Real versus Nominal Values 
E. Expected Worldife; Expected Lifetime 

F. Basic Jnfonnation Required by Economist 

G. The Use of Medical, Physical, and Vocational Rehabilitative 
Therapists 

H. Actual versus Potential Earnings Losses 

I. Data Courses, Reliable and Non-reliable, Uses and Abuses 

J. The Concept and Measw'eroent of Lost Household services. 

K. The Economist Report and Rebuttal 

L. Qualifying the Economist 

Vlll MEASUREMENT OF LOSSES: SOME APPLICATIONS 

A Wrongfullnjury 

1. Damages when Injured Party is Totally or Partially 
Disabled 

2. Damages when there are no Measurable Earnings Losses 

B. . Wrongful Death 

1. Establishing the Worth ofLife and Limb; Critique of 
Current Practices 

2. Hedonic Damages 

3. Death of a Primary Breadwinner 

4. Death of a Child 



156 

Wrongful Employment Tennination 
I. Are Jobs Considered Property? 
2. Discrimination damages 

IX. DIVORCE SETTLEMENTS: ALIMONY, PROFESSIONAL DEGREES, 
PENSIONS 

X 

A. Alimony 
I. Standard Rules and Shortcomings 

a. Marriage as a contract Analogy 
b. Marriage as a Pannership Analogy 
c. Rightful Restitution Analogy 

2. Economic Rules 

a. Economic Disparity Between Parties 
b. Career Opportunity Costs 

B. Professional Degrees 

1. Can degrees be Considered Property? 
2. Can the Returns to the Degree be divided? 

c. Pension Settlements 

NA TUR.AL RESOURCES, VALUATION AND ALLOCATION ISSUES 

A Deprivation of Benefits, Loss of Opportunity, and Tort 
B. 

C. 
Risk Assessment in Hazardous Activities 

Interstate Allocation of Groundwater 
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FLEXJBLE EXAMS IN THE INTRODUCTORY LEGAL ENVIRONMENT 
COURSE 

by 

Susan L. Martin. 

Introduction 

Although testing is a most important aspect of the teaching and learning 
process, most business law professors have had little preparation in designing 
evaluation tools. To address this problem which exists for professors in most fields, 
many articles have been written about choosing an appropriate exam format and 
constructing meaningful exams.1 Unfortunately, mere proficiency at creating a 
particular lcind of test no longer seems adequate. No one exam type seems to assess 
well the learning of an increasingly heterogeneous mix of students. Equally important 
are students' perceptions that they cannot do well on certain types of exams. 

After reviewing the usual exam fonnats used in business law classes, this 
article concludes that because of the wide variations in abilities of students and the 
time constraints on professors, a multiple-choice exam that allows students to respond 
in essay fonn can be a useful tool. 

Assessing Students 

Generally, instructors of an introductory legal envirorunent course test students 
to assess several areas of achievement First, instructors want to know that students 

• Associate Professor Business Law, Frank G. Zarb School of Business, Hofstra University. 
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have mastered the substantive content of the course. Examples of this kind of learning 
might include knowing what jurisdiction means; knowing what pro~ions em~l~~rs 
most make for the religious observances of their employees; or knowmg when liability 
exists for the clean up of toxic waste sites. In addition, instructors expect students to 
demonstrate that they can use the knowledge they have acquired to solve new 
problems. This skill would be required to explain, for .example, how a new case 
should be decided based on past precedent Instructors nught also want to assess the 
attitudes and values students have acquired in connection with business law concepts. 

Although constructing meaningful testing instrmne~ts has .never ~en a ~pie 
task, the job bas gotten much more difficult because of the mcreasmgly wtde vananons 
in the abilities of students in many collegiate institutions. Because of these 
differences it is hard to find one traditional testing format that allows all srudents to 
demonstrat~ their command of the material taught. Although each format has its 
advantages and drawbacks, each favors and disadvantages different ~ds of srude~ts. 
Thus the instructor is presented with an enhanced problem of grading students fairly 
and having them perceive that they have been graded fairly. The learning environment 
is hampered when students feel that although they knew the material. they were not 
able to demonstrate that knowledge on an exam 

In addition, the instructors own interest is tmdermined when students believe 
that their exam grades do not reflect their mastery of the course work Colleges and 
wriversities are putting increasing emphasis on teaching performance.

2 
Usually, an 

important element in assessing teaching ability is student evaluation data? Therefore, 
instructors facing reappointment, tenure and promotion decisions have a personal 
reason for reducing student anxiety about a test format that makes them feel unable to 
adequately "show·what they know." 

Exam Formats 

Essay Exams 

Essay exams are probably the most obvious choice for business law professors. 
It is the way they were tested in law school. Moreover, essay exam~ ~ave signifi.c~t 

strengths.4 They .can test complex learning outcomes, such as orgaruzmg and wn~g 
about learned material, that cannot be tested in other fonnats. Essays are an effectt~e 
means of testing students' ability to think critically and apply what they have learned m 
order to solve problems. Essay questions also eliminate the possibility of answering 
correctly by merely guessing. As a practical matter for the instructor, essay exams can 
be created rather quickly. Nevertheless, essay tests also have important limitations. 
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First, various studies have demonstrated the unreliability of essay exarns.5 Different 
graders may score the Same response differently and even the same grader may score 
responses differently at different times. The response to one question may also 
influence the grader's assessment of the student's response to another question on the 
same exam. Moreover, the grader's assessment may be influenced by factors other 
than what is purportedly being tested, for example, handwriting, spelling or grammar. 
Second, because essay questions take relatively long to answer, only lim.ited subject 
matter can be tested. Thus, the student who studied the "right" material may do better 
than the student who has more comprehensive knowledge but who, unfortunately 
concentrated on material not covered on the exam. 

Tirird, although essay exams may be constructed more quickly than other 
fonnats, they are very time consllllling to grade. Not only does it take long to read 
students' essays once, but ideally, they should be read and scored twice with the grade 
being the average of the two.6 Such a process will increase the exam's reliability. 
Furthennore, for the exam to be a learning experience, comments should correct 
erroneous statements, note omitted and irrelevant responses, and point out other errors 
in logic, granun.ar, spelling, etc. The practical reality for the professoriate is that 
professional success (reappointment, tenure, promotion) is measw-ed by excellence in 
teaching. publication and service (to the department. the school, the university), none 
of which is determined by time spent grading exams. In fact, time spent grading 
exams specifically and directly limits time that can be spent on publishable research 
and service activities. Even actual and perceived teaching skills are not necessarily 
related to time spent grading exams. Essay exams may actually lower students' 
perceptions of a professor's teaching ability because grading is necessarily subjective 
and open to interpretation: the student's interpretation may vary significantly from the 
instructor's. lt may be difficult for the poorer students to wtderstand nuances that have 
made the exam responses of others rate higher grades than their own. 

In addition, the disadV8lltages of essay exams have increased because of 
changes in students of collegiate business studies. Demographics, institutional 
financial considerations, affinnative action programs and a larger number of foreign 
students all play a role in creating the great variation of abilities among students. An 
instructor of the introductory legal studies course may have students with very poor 
writing skills. Because of the large amount of substantive material that is covered in 
this kind of course, there is little time to devote to teaching the test-taking techniques 
that are necessary to approach an essay question successfully. Furthermore, 
significant numbers of foreign students may have such a poor command of written 
English that it is almost impossible for them to demonstrate in an essay, particularly in 
a limited time period, their understanding of the substantive material. 
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Short Form Essay Exams 

Some business law professors, in an effort to achieve the advantages of an 
essay exam. particularly avoiding having the mere guess produce the correct answer, 
while limiting the disadvantages of unreliable and time consuming grnding. use the 
short form essay exam.7 In this form. instead of being open ended, questions are very 
focused and require a one, two or three sentence response. 'This format generally will 
yield a more reliable score than long. open--ended questions. 8 Restricted response 
questions are also more appropriate for testing content because, unlike typical 
extended response essay questions, they do not leave students free to determine what 
content they want to include in their answer. This fonnat is also more amenable to 
students with limited writing sldl.ls or a limited command of the English language. 
Unfortunately, the more suitable the short essay question is for the latter students, that 
is, the shorter the required response, the more uncomfortable it will make students who 
read into a question and need room to explain fully. 

Multiple-Choice Exams 

Multiple-choice exams (and other objective variations such as true-false, 
matching. and fill-ins) are often the exam of choice because they can be scored quickly 
and efficiently by machine; however, professors seem to be apologetic about their use. 
According to experts, this guilt is unwarranted. 9 Multif<le-choice questions are not 

necessarily merely superficial, "multiple-guess" exercises. 0 Skillfully drafted multiple 
choice items may be used to test the same higher levels of learning. analysis, synthesis 
and evaluation. that an essay exam appraises. In addition, multiple-choice questions 
can test more material because more questions can be asked than on an essay exam 
Luck in choosing the "right" material to study, is neutralized as a factor contributing to 
success on the exam. 

Nevertheless, multiple-choice and other objective format exams have distinct 
weaknesses. It is difficult to construct multiple-choice questions that are completely 
without ambiguity. Students may read more into a question than was intended. This 
may disadvantage students who actually have broader or deeper knowledge. 
Furthermore, multiple-choice items may require fine distinctions that students perceive 
to be too subtle and, therefore, unfair. Distinguishing between options may also 
require good reading skills. Just as increasing numbers of students have insufficient 
writing skills, some are deficient in reading skills. Thus, there are students who can 
explain business law concepts in their own words, but who have great difficulty 
choosing the correct answer from among several options. 
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Flexible Exams 

The foregoing brief review of essay and multiple-choice exams suggests that 
every student will not be able to demonstrate his or her ability to understand, apply, 
analyze, synthesize and evaluate legal concepts on one kind of exam. The short essay 
format is one way of trying to achieve the advantages of both essay and multiple­
choice items without the disadvantages of either. Another possibility is adapting the 
multiple-choice question to an essay fonnat This method does not eliminate the time 
conswning task of creating well designed multiple-choice questions, but it does make 
scoring a relatively easy task and it greatly improves student satisfaction and 
perception of fairness. 

Students are given an ostensibly multiple-choice exam with the following 
instructions: "Choose the best answer. Mark your response in the appropriate space 
on the answer sheet. You may answer any question(s) in essay form in the blue book." 
The instructor explains to the students that multiple-choice questions may contain 

unintended ambiguities and the blue book gives them the opportunity to answer such 
questions correctly even though they find none of the provided options satisfactory. 
Enough time is scheduled for the exam so reading and writing speed is not a 
significant factor in completing the exam. Thus, students have the opportunity to 
address a question in the way that suits them best. Any question answered correctly 
on the answer sheet is marked correct. For every incorrect answer sheet response, the 
instructor checks the blue book to see if an explanation has been given. Students may 
explain why none of the choices are satisfactory, why more than one choice is 
satisfactory, or even their general understanding of the area of the law addressed in the 
question. They may get full credit or partial credit for their blue book responses. They 
get no credit for marking the wrong answer on the answer sheet and then merely 
iterating a second provided option in the blue book. Foreign students unable to write 
well in English and others with poor writing skills may choose not to use the blue book 
at all. Students with poor reading skills who have difficulty selecting one option 
among several, may explain their responses in their own words. 

Results of Using flexible Format Exams 

Students in the introductory legal environment course at the Hofstra University 
School of Business, given exams in a flexible format during seven semesters, Fall 
1990 through Fall1993, have been overwhelmingly satisfied with the format. In four 
of those semesters a questionnaire was administered after students had taken two mid· 
term exams but before they had taken a final exam. Table 1 indicates responses of 
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students to the question. "Do you like the flexible fonnat exam as opposed to a 
multiple-choice exam or an essay exam?" 

TABLE 1 

1 2 3 4 s 
# Like Like Neuttal D.islike Di.sl.ib 

Semester Responding Format Format About Fomla1 Format 

Vel)' Much % Fonnat% % VeryMucb 

% 'Yo 

29 68 12 16 - 4 

Falll990 
34 91 3 - . 6 

25 70 4 13 . 13 

26 84 4 . - 12 

32 82 II 7 . . 

Fall1991 
28 58 31 4 8 -
30 42 38 IS . 4 

25 71 25 4 - -
30 81 12 . . 8 

Falll992 
56 90 6 - 2 2 

33 97 . - 3 . 
Spring 35 91 6 3 . . 
1993 

40 82 13 5 - . 

Students were also asked what grade they expected to receive for the semester. 
In the Fall1989 semester when traditional multiple choice and essay exams were used, 
the mean expected course grade was a "B". In the fom semesters lis~ed in Table I 
when flexible format exams were given, the mean response to that quesbon was also a 
"B". Thus, students' preference for the flexible exam does not seem dependent on 
their perception that the fonnat would result in their receiving higher seme~ grades. 
The format does seem to lower student anxiety levels. Some students are 
uncomfortable with multiple-choice exams because a machine-scored answer sheet 
does not allow them to add "but ... " to a response. The flexible fonnat pennits that. 
One clear anecdotal result of using the flexible format is the almost complete absence 
of student complaints about exams, particularly about ambiguous questions or 
arbitral)' grading. The "blue book option" provides a safety net for both ~e student 
and the instructor. Time required for grading is much less than that reqUl!ed for an 
essay exam. As a practical matter, many students choose not to use the blue boo~ at 
all Often when students respond in the blue book, it is to items they have gotten nght 
on the answer sheet. Nevertheless, there are always students who get credit for essay 
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responses that indicate their understanding of the material although they have chosen 
the wrong answer on the answer sheet. They may have misread the stern of the item or 
failed to distinguish among the options. They may have misunderstood a word that the 
instructor asswned was readily understandable. In addition, blue book responses, and 
those questions to which there are no blue book responses, provide feedback for the 
instructor that is helpful in creating new test items and in preparing lessons. 

Conclusion 

The flexible fonnat exam appears to be a useful testing tool that relieves 
student anxiety and is perceived as fair by an increasingly heterogeneous student body. 
It is also efficient for the instructor because grading time is considerably less than that 

required for essay examinations. 
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WHY CAN'T WE HAVE BETTER QUESTIONS: A CRITICAL 
EVALUATION OF THE UNIFORM CPA BUSINESS LAW EXAMINATION 

OBJECTIVE QUESTIONS, YEARS 1988-1993 

by 

Arthur M. Magaldi• 

As life in the latter stages of the twentieth century has become more complex 
and financial transactions more intricate, the role of the accountant has grown in 
importance. Wrth financial and economic complexity has come the need to 
independently verify the assertions of those involved in business transactions. Indeed, 
statutes often require that parties submit audited financial statements, for example, 
when registering a new issue of secwities with the SEC for sale to the public by means 
of interstate commerce.1 In other transactions like loans to businesses, audited 
financial statements are routinely required. In many ways, CPAs are considered the 
guardians of the financial integrity of our institutions. 

As the accounting profession has grown in imp<>rtance, the Uniform CPA 
Examination has similarly become more important. "The Uniform CPA Examination 
is the primary means used by the boards of accountancy to measure the technical 
competence of CPA candidates. To understand the importance of the examination as a 
prerequisite for ·the CPA certificate, one must recognize the significance of the 
certificate. It is awarded in the public interest to qualified candidates in accordance 
with the accountancy statutes of a given jurisdiction. The certificate is granted to 
ensure the professional competence of individuals offering their services to the public 
as professional accountants. ''2 

The Uniform CPA Examination is given each year in May and November and 
has four distinct parts. A candidate must show competency in all four parts of the 

• Professor ofLaw, Pace University. 
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examination by scoring a mark of at least 75 percent ~n each part of the ~t. For .the 
years 1988-1993, the various parts of the examination were A~oWltmg Practice, 
Accounting Theory, Auditing. and Business Law. 

The Business Law section of the examination is the focus of this paper. The 
topics tested and the respective weights given to those topics for the years 1988-1993 
were as follows· 

The CPA and the Law lOPercent 

Business Organizations 20Percent 

Contracts 15 Percent 

Debtor-Creditor Relationships tO Percent 

Government Regulation of Business 10 Percent 

Uniform Commercial Code 25Percent 

Property 10 Percent 

Of course, each main topic has various sub-topics.
3 

Traditionally, the Business Law section of the examination consisted of 60 
percent objective questions presented in a multiple choice fonnat and ~0 ~ercent e~say 
questions. In 1992, the test was changed~ a format of70 ~en~ objectl~e questions 
and 30 percent essay questions. The additJonal 10 percent ob~ecttve q~tlons ~e so-­
called "other objective" questions since they are not multiple cbotce questa~. 
Nevertheless, they are essentially "blacken the oval" variations of multiple choice 
questions. 

Although the importance of the Unifonn CPA Examination is tmderstood, ~ 
content of the examination has had relatively little critical evaluation. An examination 
of such import:arux: should meet the highest standards of reliability and validity. This 
paper scrutinizes the multiple choice portion of the examin.atio~ for the twelve--exam 
period from November 1988 through May 1993. Emphasts will be placed on those 
questions considered inappropriate and an attempt will be made to evaluate the overall 
reliability and validity of those tests. 

The CPA Examination is not intended to be comparable to a bar exam. The 
AICPA has indicated, "The Business Law section is chiefly conceptual in nature and is 
broad in scope. It is not intended to test candidates' competence to practice law or 
their expertise in legal matters., but to recognize relevant issues, recognize the legal 
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implications of business situations, apply the mtderlying principles of law to 
accounting and auditing. and know when to seek legal counsel or recommend that it be 
sought. This section deals with federal and widely adopted Wliform laws. Where 
there is no federal or appropriate uniform law on a subject, the questions are intended 
to test candidates' knqwledge of the majority rules. "4 

Analysis of the objective portion of the twelve examinations administered 
between May 1988 and November 1993 reveal a number of inappropriate questions. 
These questions do not meet the standards established by the examiners for the 
examination. 

Questions which detract from the fairness and effectiveness of the examination 
are for the purposes of this discussion characterized as follows: questions in which the 
material tested is outside the scope of the examination; questions in which there is 
more than one correct or "right" choice and therefore no best choice; questions in 
which all answer choices are incorrect; questions in which the wording is 
unreasonably l.Ulclear or confusing; questions which are concerned with impractical or 
irrelevant fact patterns or scenarios. 

Question Outside the Scope of the Examination 

For the twelve examinations from 1988-1993 inclusive, the examiners asked 
several questions Which were clearly not included in the Content Specification Outline 
provided for candidates. Question #60 from May 1990 is set forth below and tests the 
concept of insurable interest in life insurance. 

60. Orr is an employee ofVick Coxp. Vick relies heavily on On's ability to 
market Vick's products and, for that reason, has acquired a $50,000 insw'ance 
policy on Orr's life. Half of the face value of the policy is payable to Vick and 
the other half is payable to orrs spouse. Orr dies shortly after the policy is 
taken out but after leaving Vick's employ. Which of the following statements is 
correct? 

a. Orr's spouse does not have an insurable interest because the 
policy is owned by Vick. 

b. 

c. 

Orr's spouse will be entitled to all of the proceeds of the policy. 

Vick will not be entitled to any of the proceeds of the policy 
~ause Vick is not a creditor or relative of Orr. 
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d. Vick will be entitled to its share of the proceeds of the policy 
regardless of whether Orr is employed by Vick at the time of 
deatlt 

Although a relatively simple question, the fault in d1is question is that the only 
insurance concepts on the content specification outline concern fire and casualty 
insurance. Question #60 concerns life insurance, a concept which was outside the 
scope of the examination. 

The error of including life insurance concepts on the exam is repeated in 
Question #23 on the May 1993 examination and is set forth below. 

23. Long purchased a life insurance policy with Tempo Life Insurance Co. 
The policy named Long's daughter as beneficiary. Six months after the policy 
was issued, Long died of a heart attack. Long had failed to disclose on the 
insurance application a known pre-existing heart condition that caused the heart 
attack. Tempo refused to pay the death benefit to Long's daughter. If Long's 
daughter sues, Tempo will: 

a. 
b. 

win, because Long's daughter is an incidental beneficiary. 
win, because of Long's failure to disclose the pre-existing heart 
condition. 

c. lose, because Long's death was from natural causes. 
d. lose, because Long's daughter is a third~ party donee beneficiary. 

Perhaps the most extreme example of questions clearly outside the scope of 
the content specifications guidetines is Question #8 from the November 1992 
examination. This esoteric question tests candidates on a topic that can be foWtd in 
virtually none of the leading business law textbooks and concerns a point of law which 
lawyers traditionally have difficulty understanding ~ The Rule Against Perpetuities. It 
should be noted that this question might also be included in the section on questions 
which are not relevant to the practice of a CPA. 
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8. To which of the following trusts would the rule against perpetuities not 
apply? 

a. Charitable. 
b. Spendthrift. .... 

c. Totten. 
d. Constructive. 

The correct answer choice is "a" but the more important point is that the 
concept does not belong on the exam. 

More Than One Best Choice 

Question #21 from the November 1989 examination tests the suretyship 
concept of the rights of a surety who has satisfied the obligation of a debtor and is set 
forth below. 

21 . If a debtor defaults and the debtor's surety satisfies the obligation, the 
surety acquires the right of: 

a. subrogation. 

b. primary lien. 
c. indemnification. 
d. satisfaction. 

In the instance where a surety satisfies an obligation the surety is entitled to the 
right of subrogation (choice "a"), ie., the right to succeed to the creditor's rights 
against the debtor. A surety who satisfies the obligation of the debtor is also entided to 
indemnification (choice "c") from the debtor. 

The above illustration is the only instance on the twelve examinations in 
question in which the examiners erred in providing two choices which were equally 
correct The question therefore provides no best answer. 



176 

Questions in Which All Answer Choices Are htcorrect 

Question #60 from the May 1991 examination deals with secured transactions 
under Article 9 ofthe UCC. Specifically, the question concerns the rights of a secured 
creditor who has perfected by the filing of a financing statement a security interest in a 
transaction involving a purchase money security interest of consmner goods. 

UCC Sec. 9-302(1Xd) provides that a creditor who obtains a purchase money 
security interest in a consumer goods transaction is automatically deemed to have its 
interest perfected at the time attachment takes place. No filing of a financing statement 
is required in such a case. If the con5wner-debtor should, however, reseU the 
co11ateral to another consumer who in good faith is ignorant of the security interest, the 
security interest is defeated (if unfiled). To obtain protection against sub-purchasing 
consumers of this type, the secured creditor must file a financing statement Where no 
filing of a financing statement takes place in a situation concerning a purchase money 
security interest of consumer goods, the security interest is deemed perfected upon 
attachment, but it is subject to defeat by a good faith consumer-purchaser from the 
original debtor. 

60. Wme purchased a computer using the proceeds of a loan from MJC 
Finance Company. Wine gave MJC a security interest in the computer. Wine 
executed a security agreement and financing statement, which was filed by 
MJC. Wine used the computer to monitor Wme's personal investments. Later, 
Wme sold the computer to Jacobs, for Jacobs' family use. Jacobs was unaware 
of MJC's security interest. Wine now is in default under the MJC loan. May 
MJC repossess the computer from Jacobs? 

a 
b. 

c. 

d. 

No, because Jacobs was unaware of the MJC security interest 

No, because Jacobs intended to use the computer for family or 
household purposes. 

Yes, because MJC's security interest was perfected before 
Jacobs' purchase. 

Yes, because Jacobs' pmchase of the computer made Jacobs 
personally liable 'to MJC. 

The examiners offer choice "c" as the correct answer. However, the answer 
along with the other choices is not a correct statement of law. The seemed creditor 
may repossess not simply because the interest was perfected before Jacobs purchased, 
since that perfection was automatic. The collateral may be repossessed by the secured 
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creditor because the security interest was perfected by filing. Question #60 does not 
mention filing in any of the answer choices. 

Questions Which Are Uncle& or Confusing 

In general. the examiners are clear and straightforward in the wording of 
questions. Question #60 from May 1989 was somewhat unclear, however, and again 
deals with a secured transaction. 

60. Bum Manufacturing borrowed $500,000 from Howard Finance Co., 
secured by Bum's present and future inventory, accounts receivable, and the 
proceeds thereof. The parties signed a financing statement that described the 
coilateral and it was filed in the appropriate state office. Bum subsequently 
defaulted in the repayment of the loan and Howard attempted to enforce its 
security interest Burn contended that Howard's security interest was 
unenforceable. In ·addition, Green, who subsequently gave credit to Bum 
wi1hout knowledge of Ho~d's security interest, is also attempting to defeat 
Howard's alleged security interest The security interest in question is valid 
with respect to: 

a. both Burn and Green. 
b. neither Bum nor Green. 

c. bum but not Green. 

d. green but not Bum. 

Here the question tells the candidates that a loan was "secured" and a financing 
statement was signed and filed. The question does not indicate that a security 
agreement was signed by the debtor. Since an oral security agreement is enforceable 
only if the creditor bas, or takes, possession of the collateral, the argwnent can be 
made that no properly en- forceable security interest exists. The examiners find that 
there is a properly enforceable security interest making choice "a" their correct answer. 

Inasmuch as many candidates focus on the signed security agreement as pivotal 
to creation of a secmity interest, the question may justifiably be criticized as unclear. 

Also unclear or confusing is Question #13 from November of 1993. 
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13. Generally, a disclosed principal will be liable to third parties for its 
agent's unauthorized misrepresen-tations if the agent is an: 

Employee Independent Contractor 

a. Yes Yes 

b. Yes No 

c. No Yes 

d No No 

The confusion concerning this question stems from the fact that the narrative 
portion of the question describes agents worl.<ing for a disclosed principal an~ is 
concerned with the liability of a disclosed principal for the unauthonzed 
misrepresentations of agents. By definition, an agent is a party authorized to make 
contracts and a principal is generally bound by the unauthorized misrepresentations of 
agents. The student is then forced to choose as a correct answer choice "b" because of 
the inclusion of the term independent contractor. Since an independent contractor is 
not an agent, it is confusing to apply the term "agent" to that relationship. 

Qy_estions Lacking in Relevancy 

The area where the examiners apparently have the most difficulty is in 
consistently providing questions which are relevant to the practice of a CPA. As 
previously noted, relevancy of material is one of the criteria for the questions. 

Despite the need for relevant questions, on four different occasions on the 
analyzed examinations the' examiners posed questions on the legal result o~ a creditor 
releasing one surety in a situation where there are two or more smetles for an 
obligation. Question #26 from the November 1991 examination set forth below is 
illustrative of this type question. 

26. Mane Bank lent Eller . $120,000 and received secunbes valued at 
$30,000 as collateml. At Mane's request, Salem and Rey agreed to act as 
uncompensated co-sureties on the loan. The agreement provided that Salem's 
and Rey's maximum liability would be $120,000 each. 
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Mane released Rey without Salem's consent. Eller later defaulted when 
the collateral held by Mane was worthless and the loan balance was $90,000. 
Salem's maximum liability is: 

a. $30,000. 

b. $45,000. 

c. $60,000. 

d. $90,000. 

The best answer choice for Question #26 is ''b" because a creditor who releases 
a surety from an obligation where there are two or more smeties may not collect the 
full amount from the umeleased surety or sureties. The amount that may be recovered 
from the unreleased surety or sureties is reduced by the amowrt of contribution that 
otherwise would have been recovernble from the released surety had that surety not 
been released. 

The difficulty, however, with this question is that it has virtually no relevance 
in the business world since those engaged in business transactions do not release 
obligors frottt their obligations. Question #26 from May 1991, Question #26 from 
November 1991, and Question #21 from November 1988 develop essentially the same 
irrelevant point 

Question #23 from November 1990 and Question #5 from May 1991 are based 
on the llllfealistic point that a party who has entered a contract because of duress may 
avoid the obligation and the contract may be voidable. The aforementioned Question 
#23 is set forth for reference. 

23. For a purchaser of land to avoid a contract with the seller based on 
duress, it must be shown that the seller's improper threats: 

a. 
b. 

c. 

constituted a crime or tort. 

would have induced a reasonably prudent person to assent to the 
contract. 

actually induced the purchaser to assent to the contract. 

d. were made with the intent to influence the purchaser. 
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The point of criticism once again focuses on the lack of relevancy of the subject 
matter of the questions. As a practical matter, a negligible amount of contracts are 
based on force, fear, or threats. Therefore, there is little reason to test candidates on 
this subject 

Question #16 from the May 1990 and Question #23 from the May 1992 
examinations develop the rather esoteric point that a pledge to a charitable 
organiZ'Jitioti. which is relied upon by the organization in incmring large expenditures 
may be enforceable against the promisor despite the fact that the promise is not 
supported by consideration. Question #23 follows. 

23. Which of the following will be legally binding despite lack of 
consideration? 

a. An employer's promise to make a cash payment to a deceased 
employee's family in recognition of the employee's many years 
of service. 

b. A promise to donate money to a charity on which the charity 
relied in incwring large expenditures. 

c. A modification of a signed contract to purchase a parcel of land. 

d. A merchant's oral promise to keep an offer open for 60 days. 

While the point of law may be accurate, as a practical matter charitable 
organizations do not as a general rule sue those who fail to honor promises to 
contribute: The loss of goodwill would generally outweigh the monetary gain received 
from the enforced promise. Additionally, there is small likelihood that 
businesspersons will make pledges of such size as to jeopardize seriously their 
positions. On the issue of relevancy, therefore, there is little. 

Another unrealistic background for a question presented by the examiners is 
one in which a corporation, not an individual, files a voluntary petition in bankruptcy. 
An individual may receive a discharge of debts in banlauptcy, but a corporation's debts 
are not dischargeable in a Chapter 7 proceeding. Therefore, corporations as a general 
rule do not volmrtarity seek to liquidate. Nevertheless, Questions #33 and #42 from 
May 1991 and November 1991, respectively, use corporations filing vohmt:ary 
petitions as the framework for the questions. 
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Question #18 from November 1988, set forth below, involves the ramifications 
of failing to give notice of assignment to an obligor when a claim has been assigned. 
Question#23 ofMay 1988 is similar. 

18. Pix borrowed $80,000 from Null Bank. Pix gave Null a promissory 
note and mortgage. Subsequently, Null assigned the note and mortgage to 
Reed. Reed failed to record the assignment or notify Pix of the assignment._ If 
Pix pays Null pursuant to the note, Pix will: 

a be primarily liable to Reed for the payments made to Null. 

b. be secondarily liable to Reed for the payments made to Null. 
c. not be liable to Reed for the payments made to Null because 

Reed failed to record the assignment 

d. not be liable to Reed for the payments made to Null because 
Reed failed to give Pix notice of the assigmnent 

\VIrile choice ''d" is clearly the best choice for Question #23, another question 
might be whether this is an important point on which to test candidates. It is routine 
business practice for those contemplating the purchase of an assignment to notify the 
obligor. Indeed, the prospective assignee is frequently in contact with the obligor 
before the claim is purchased in order to ascertain the status of the account or claim. It 
is extremely wtcommon for those involved in business transactions to purchase a claim 
without contacting the obligor. 

Question #55 from May 1990 deals with the various types of recording statutes 
for interests in real property. In order to answer properly this question set forth below, 
the candidate must be familiar with not only the types of recording statutes generally 
in use, but must also be knowledgeable concerning the "race" recording type statute 
which is virtually non-existent in the United States. This question calls for knowledge 
of more than the general rule of recording. Under this type statute, the first party to 
record is deemed to have the greatest rights regardless of the good faith or lack of good 
faith of the recording party. 

55. On February 2, Mazo deeded a warehouse to Parko for $450,000. 
Parko did not record the deed. On February 12, Mazo deeded the same 
warehouse to Nexis for $430,000. Nexis was aware of the prior conveyance to 

Parko. Nexis recorded its deed before Parka recorded. Who would prevail 
tmder the following recording statutes? 
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Notice Race Race-Notice 

statute statute statute 

a. Nexis Parko Parko 

b. Parlco Nexis Parko 

c. Parko Nexis Nexis 

d. Parka Parko Nexis 

The November 1993 examination contained two questions on securities 
regulations which focus on issues which are remote or irrelevant to the practice of 
CP As. The regulation of the sale of securities is a test area where the examiners 
formerly seemed to have little clifficulty in framing appropriate questions. 

Question #4 set forth below is based on this narrative provided to the students: 

While conducting an audit, Larson Associates, CP As, failed to detect material 
misstatements included in its client's financial statements. Larson's unqualified 
opinion was included with the :financial statements in a registration statement 
and prospectus for a public offering of securities made by the client. Larson 
knew that its opinion and the :financial statements would be used for this 
purpose. 

4. ln a suit by a purchaser against Larson for common law negligence, 
Larson's best defense would be that the: 

a. audit was conducted in accordance with generally accepted 
auditing standards. 

b. client was aware of the misstatements. 

c. purchaser was not in privity of contract with Larson. 

d identity of the purchaser was not known to Larson at the time of 
the audit. 

The best answer to Question #4 is clearly "a." However, a purchaser of an 
original issue of securities in which there was a material misstatement would not sue 
for common law negligence. The purchaser would enforce the rights provided by the 
Securities Act of 1933 which provides that there is liability for any materially false, 
misleading or omitted information in the registration statement or prospectus. Under 
the statute, there is no need for the plaintiff to establish that the defendant was 
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negligent. Accordingly, the issue raised by the question. liability for negligence, is 
irrelevant. 

Question #6 from November 1993 deals with an issue of an accountant 
pr?viding an un~ed opinion on financiat statements although material 
tmSStatements were discovered. The question ·then expLains that the financial 
statements were included in a registration statement and prospectus and then raises an 
issue of fraud under Section IO(b) of the Securities Exchange Act of 1934. While it 
may be important for accountants to understand Section 1 O(b ), it seems that the 
question should have a more appropriate focus. As indicated above, a purchaser of an 
original issue of securities, the situation presented in this question, would in an 
probability simply enforce its rights m1der the 1933 Act Why would the plaintiff 
undertake the clifficult role of proving fraud when this is unnecessary for recovery? 

Conclusion 

Within the parameters established by the AICP A, the examiners have done a 
reasonably good job in creating the multiple choice portion of the Uniform CPA 
Business Law examinations for the years 1988--1992. Recalling former examinations 
and discussing with candidates who have taken those examinations, the tendency is to 
focus on the less appropriate questions. But closer observation reveals that with few 
exceptions the questions fall witlrin the content specification guidelines provided to 
candidates. The questions in general are clear with only one correct answer. 

The area in most need of improvement concerns the relevancy of the questions 
to the realities of the business world. 

Questions which have little or no relevancy to the actual accounting practice of 
CP As help to certifY candidates who should be tested on more relevant topics. There 
is also an indirect negative effect of these poor questions. Many faculty prepare 
students to pass the CPA examination. This is done in classes specifically designed to 
accomplish this and also in classes where it is simply assmned that the business law/ 
legal environment comse will provide useful infonnation for passing the exam. 
Faculty are aware of the content of the examination and many will necessarily address 
topics presented on that examination. Topics which have little application to real life 
situations end up receiving valuable class time and attention thereby compounding the 
problem. 
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The examination assesses the right of a candidate to a license. "Authentic 
assessment should engage students in meaningful material and in problem solving. "5 

We have noted several problem areas where the material is not especially meaningful. 
Eliminating questions on these topics and replacing them with more topical questions 

would improve· the examination. Perhaps a smvey of businesspersons and CP As to 
ascertain matters of concern in their experiences might be the source of worthwhile 
questions. 

In addition, analysis of the twelve examinations from 1988-1993 shows a great 
deal of repetition in the content and the framework of the questions. Inasmuch as the 
examiners appear to have difficulty creating fresh and challenging questions, it would 
seem that this problem would be compounded by the examiners' move to an all­
objective examination. The wisdom of that approach should be reviewed 
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