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LITIGATION UNDER TITLE VII OF THE CIVIL 
RIGHTS ACT OF 1964, THE CONSTRUCTION 

INDUSTRY AND THE PROBLEM OF THE 
“UNQUALIFIED” MINORITY WORKER

Dennis R. Yeager*

In recent years, the federal government has repeatedly indicated its 
desire to increase minority worker participation in the skilled construc
tion trades. One of the principal barriers to minority employment in 
this industry has been union insistence on unnecessarily strict qualifica
tions for referral and admission to skilled union apprenticeship programs. 
Mr. Yeager suggests that Title Vll of the 1964 Civil Rights Act can 
be effectively employed to eliminate most of the restrictions which are 
not directly related to on-the-job skills and which cannot be justified 
by a test of strict business necessity.

Minority worker access to construction union employment has been 
a continuing source of controversy in recent years.* 1 Unions presently 
control access to construction employment by imposition of a require
ment that construction workers be “qualified.” 2 Recent developments

• B.S.S., 1964, Loyola Un. of the South; LL.B., 1967, Columbia Un. Presently, Mr. 
Yeager serves as Project Director, National Employment Law Project.

1 Much of this controversy has centered around governmental attempts to boost 
minority participation in the construction trades. See, e.g., Note, The Philadelphia Plan: 
Remedial Racial Classification in Employment, 58 Geo. L.J. 1187 (1970); Note, Devel
opments in the Law—Employment Discrimination and Title VII of the Civil Rights 
Act of 1964, 84 Harv. L. Rev. 1109 (1971); Note, The Philadelphia Plan and Strict 
Racial Quotas on Federal Contracts, 17 U.C.L.A. L. Rev. 817 (1970).

2 A Department of Labor study of exclusive union referral agreements found that 
72 of the 82 agreements examined specified that an applicant would have to meet 
certain minimum qualifications in order to be eligible for referral. In 70 of these agree
ments the union determines whether or not an applicant possesses the qualifications; 
in two agreements the employer and union jointly make this determination. U.S. Dep’t 
of Labor, Exclusive Work Referral Systems in the Building Trades 35-38 (1970).

[ 1265 ]
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under Title VII of the Civil Rights Act of 1964, however, seriously 
question the continuing viability of the construction union distinction 
between “qualified” and “unqualified” workers.

\ . ; ■'1 * V

8 The term “skilled construction trades” in the context of the Philadelphia Plan is
used to refer to boilermakers, elevator constructors, plumbers, sheetmetal workers, iron
workers, electricians, operating engineers, lathers, roofers, and waterproofers. These 
trades have been selected because the unions controlling access to work in these trades 
have very few minority workers in their memberships. See note 19 infra and accompany
ing text. With the exception of the boilermakers, elevator constructors and the operat
ing engineers, they are also unions with projected high annual vacancy rates in the com
ing decade. See note 4 infra. Additional construction unions include carpenters, plas
terers, bricklayers, marble polishers, and laborers.

4 It is estimated that there will be 19,500 openings for plumbers, 2,500 openings for 
sheetmetal workers, 3,900 openings for structural and ornamental ironworkers, 10,500 
openings for electrical workers, 16,200 openings for operating engineers, and 1,250 open
ings for lathers annually during the decade 1970-1980. U.S. Dep’t of Labor, Occupa
tional Outlook Quarterly 14-15 (Summer 1970). But see Strauss, Apprenticeship: 
An Evaluation of the Need, in Employment Policy and the Labor Market 299, 301- 
05 (A. Ross ed. 1965) (discussion of the controversy surrounding Labor Dep’t statistics).

5 See H. Bloch, The Circle of Discrimination 79-151 (1969).
8 Memorandum of U.S. Dep’t of Labor, June 27, 1969, as modified, U.S. Dep’t of Labor, 

Office of the Assistant Secretary, Order, Sept. 23, 1969, reprinted in 115 Cong. Rec. 
S.17213-218 (daily ed. Dec. 18, 1969) and 2 CCH Employment Practices Guide 11 
16,175-176.

7 35 CT.R. 19,352 (1970), reprinted in 2 CCH Employment Practices Guide 1 16,180.
8 Shortly after promulgation of the Philadelphia Plan, the Office of Federal Contract 

Compliance (OFCC) announced that similar plans would be imposed in 19 cities unless 
those cities developed acceptable hometown solutions. U.S. Dep’t of Labor News Re
lease, Feb. 9, 1970, reprinted in 1 CCH Employment Practices Guide 1 5015. See Note, 
The Philadelphia Plan: Equal Employment in the Construction Trades, 6 Colum. J.L. & 
Soc. Prob. 187, 243 (1970); 1 CCH Employment Practices Guide 1 5013 (Chicago Plan), 
1 5014 (Pittsburgh Plan). The Chicago “hometown plan” recently was declared a failure, 
and an OFCC plan apparently will be imposed in Chicago. See N.Y. Times, June 5, 
1971, at 1, col. 5.

Construction Industry Work and Training Patterns

THE AVAILABILITY OF WORK AND WORKERS

In the coming decade, a large number of employment opportunities 
will develop for additional workers in the skilled construction trades.3 
At least 53,000 new workmen will be required each year to fill positions 
as plumbers, sheetmetal workers, structural and ornamental iron work
ers, electricians, operating engineers, and lathers.4 5 These employment 
openings will occur in an industry which has a long history of discrim
ination against blacks and other minority groups.® The “Philadelphia 
Plan,” 6 the “Washington Plan,” 7 and various “home town” plans8 have 
been developed recently to increase employment opportunities for mi
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nority workers on federal government construction projects.9 The 
Philadelphia and Washington Plans focus directly on the contractor 
and require him to use “good faith” efforts to meet specific minority 
hiring goals. Hiring requirements under these plans are expressed as 
a percentage of the total man-hours to be expended on the project, but 
application of this formula does not affect union membership patterns.10 
Neither plan contains an express training requirement, although both 
regard the existence and use of available training opportunities as evi
dence of a good faith effort to comply.11

0 The Philadelphia Plan and the Washington Plan were promulgated by the OFCC 
on the basis of fact-finding public hearings in those cities. Further, on July 9, 1970, 
Labor Secretary Hodgson announced that 73 metropolitan areas would be given suffi
cient time to develop their own “home town” plans or else face a federally imposed 
program such as the Philadelphia Plan. N.Y. Times, July 10, 1970, at 37, col. 1.

10 2 CCH Employment Practices Guide, supra note 6; id. supra note 7.
11 2 CCH Employment Practices Guide, supra note 6; id. supra note 7.
12 Labor News Conference by Donald Slaiman, Director AFL-CIO Civil Rights Divi

sion, Jan. 6, 1970 (transcript at 2). See EEOC v. Plumbers, Local 189, 311 F. Supp. 468 
(S.D. Ohio 1970); Equal Employment Opportunity Comm’n, They Have the Power, 
We Have the People ch. 2 (June 1970).

13 See note 8 supra.
14 The “New York Plan” agreed to on Dec. 10, 1970 by Governor Nelson Rockefeller, 

Mayor John Lindsay and the Building and Construction Trades Council of New York, 
but not yet approved by OFCC, provides for a maximum of 800 trainees with no guar
antee of union membership and no requirement of minority group hiring goals. The 
“St. Louis Plan,” signed on Oct. 15, 1969, by the Carpenters’ District Council of St. 
Louis, Local Union No. 513 Affiliated with the International Union of Operating En
gineers AFL-CIO, and the Associated General Contractors of St. Louis likewise provides 
no assurance of work. Both are locally negotiated “home town” plans.

15 Preliminary figures indicate that the opportunities made available by the Phila
delphia Plan have not been utilized fully by minority workers. See N.Y. Times, July 20, 
1970, at 1, col. 5. But see N.Y. Times, Sept. 11, 1970, at 7, col. 1 (statement by Sec. 
Hodgson that the contractors in Philadelphia had surpassed their first year goals).

16 In Dobbins v. Local 212, Electrical Workers, the court ordered membership for all
qualified Negro applicants, and also ordered the publication of the availability of mem-

Construction unions have taken the position that the major obstacle 
to increasing minority group access to work in the construction indus
try is the fact that very few minority group members are “qualified” 
to do construction work.12 The active participation of construction 
trade unions in the negotiation of “home town” 13 plans has reflected 
this position. These plans usually provide for training without insuring 
employment either during or upon completion of the training program.14 
Unions often cite the alleged small number of qualified workers who 
apply for positions made accessible under the Philadelphia and Wash
ington Plans as proof that few “qualified” minority workers are avail
able.15 16 * Similar results have been alleged to occur in response to court 
orders requiring admission of minority workers to union membership.18 
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Skilled construction unions have maintained a policy of accepting very 
few new members even when applicants possess the necessary “quali
fications.” * 17 One of the chief devices employed to keep union member
ship at a minimum is the requirement that members become “qualified,” 
generally by completing a union-controlled training program.18

bership. 292 F. Supp. 413, 461 (S.D. Ohio 1968). According to one AFL-CIO spokes
man, as of Jan. 1971, fewer than 15 blacks had sought membership under the 1968 
decree. Debate including Donald Slaiman, Director AFL-CIO Civil Rights Division, New 
School for Social Research, Labor Relations Luncheon, Jan. 13, 1971. Past experience and 
union reputations no doubt make minority workers skeptical about those “opportunities.” 
See United States v. Sheet Metal Workers, Local 36, 416 F.2d 123, 132 (8th Cir. 1969); Lea 
v. Cone Mills Corp., 301 F. Supp. 97, 102 (M.D.N.C. 1969), affd, 438 F.2d 86 (4th Cir. 
1971). In this light the unions’ position presents an interesting parallel to that of op
ponents of school integration who have cited the reluctance of blacks to attend formerly 
all-white schools as evidence of the futility of integration.

17 See Note, supra note 8, at 199.
18 See notes 28-57 infra and accompanying text.
19 Approximately 1,000 building trade locals were classified in the higher skilled 

category known as mechanical trades, which includes the Boilermakers, Electrical TVork- 
ers (IBEW), Elevator Constructors, Iron Workers, Plumbers and Pipe Fitters, and Sheet 
Metal Workers. The mechanical trades showed a minority membership of 6.2 percent 
composed of: Negro, 1.6 percent; Spanish-surnamed Americans, 3.2 percent; Oriental, 
0.7 percent; American Indians, 0.7 percent. Black and Spanish-surnamed workers ac
counted for 11.9 percent of all construction union members, including laborers, but 
comprised only 4.8 percent of the skilled trade union members. 1 CCH Employment 
Practices Guide 11 5151 (Minority Participation in Referral Unions in 1969).

2» N.Y. Times, Feb. 9, 1971, at 20, col. 3.
21 See note 4 supra.

The Equal Employment Opportunity Commission, in a study exam
ining the effects of union practices, reported that minority representa
tion is highly concentrated in those unions whose members are at the 
lower end of the wage scale. In contrast, minority membership in 
unions requiring more highly developed skills and offering better pay 
is much lower.19 Moreover, despite continued growth in the construc
tion industry, from 1968 to 1969 there was actually a decrease in the 
percentage of black workers in construction unions, and only a negli
gible increase in the percentage of Spanish-surnamed workers.20

Assuming the accuracy of the statistics on projected growth in the 
number of employment opportunities in higher-paying construction 
trades,21 there would seem to be an excellent opportunity in coming 
years to increase minority representation in the skilled trades without 
displacing white workers. The only existing barriers to the achieve
ment of that goal are the numerous restrictions on access to construction 
employment resulting from the narrow definition of a “qualified” con
struction worker.
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UNION-IMPOSED RESTRICTIONS ON REFERRAL

The construction industry is served primarily by a mobile work force 
which relies largely on unions, through union-operated hiring halls, to 
refer workers to employers.22 The typical construction union collective 
bargaining agreement provides that the employer, or members of the 
employers’ collective bargaining association will employ only those 
individuals referred by the union-operated hiring hall. If the hall is 
unable to refer workers, the employer must first obtain the approval 
of the union before seeking workers from a different source.23

22M.R. Lefkoe, The Crisis in Construction: There Is an Answer 80, 158 (1970); 
New York City Comm’n on Human Rights, Bias in the Building Industry: An Up
dating Report, 1963-1967, at 10-12 (1967).

23 The ensuing discussion of the work-referral and membership arrangements of 
unions is based on the author’s experience in construction union litigation. Presently, 
he is attorney for plaintiffs in Rios v. Steamfitters, Local 638, Civil No. 71-847 (S.D.N.Y. 
filed Feb. 26, 1971), temporary restraining order granted, 1 CCH Employment Prac
tices Guide , 8177 (Mar. 24, 1971), temporary restraining order entered, 1 CCH Employ
ment Practices Guide • 8189 (Apr. 16, 1971) and in Sims v. Sheet Metal Workers, Local 
65, Civil No. 71-100 (S.D. Ohio filed Feb. 28, 1971). See also United States v. Sheet 
Metal Workers, Local 36, 416 F.2d 123 (8th Cir. 1969); United States v. Local 86, 
Bridge Workers, 315 F. Supp. 1202 (W.D. Wash. 1970); Dobbins v. Local 212, Elec
trical Workers, 292 F. Supp. 413 (S.D. Ohio 1968); Note, supra note 8, at 196-201.

2* National Labor Relations Act § 8(b) (2), 29 U.S.C.S 158(b)(2) (1964).
™Id. § 8(a)(3), 29U.S.C. § 158(a)(3) (1964).
26Id. § 8(f), 29 U.S.C. § 158(f) (1964).
27 Id.
28 It might be noted that on its face, a criterion such as “experience in the trade” 

seems to allow considerable latitude in the determination of eligibility for referral. In 
fact, construction unions often require the work experience to be within their juris

“Referral” unions are required by the National Labor Relations Act 
to refer workers without discriminating between members and non
members.24 The Act also requires employers to employ those referred 
without discrimination.25 However, it is provided that it shall not be 
an unfair labor practice for a construction industry collective bargaining 
agreement to specify “minimum training or experience qualifications 
for employment.” 26 In addition, the establishment of employment pri
orities based upon “length of service with [an] employer, in the industry 
or in a particular geographic area” is also permitted.27 In accordance 
with these provisions construction industry collective bargaining agree
ments establish referral preference categories based upon the extent to 
which a worker is “qualified.” Typically, the first referral category 
includes individuals who (1) have four to five years experience in the 
trade, (2) have passed a journeyman’s examination conducted by the 
union, and (3) have worked for more than a year under the union’s 
collective bargaining agreement.28 Despite whatever barriers may be 
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raised for minority workers by the first two requirements, the last re
quirement virtually excludes them from membership, since with other 
non-members they have been continually denied access to employment 
under collective bargaining agreements.29 The second referral category 
usually includes those who possess only the first two requirements. The 
third category calls for less experience and a journeyman’s test, while 
the fourth requires only a single year’s experience in the trade.

diction. Construction unions often have two branches: one has jurisdiction over the 
higher-paying construction work, while the other covers “shop-work” or “metal
trades”— i.e., work in plants or shops as opposed to work at construction sites. In some 
cases special provision is made for transfer from the “shop work” to the construction 
work branch with credit allowed for work in the “shop work” branch. See Constitu
tion of the United Association of Journeymen and Apprentices of the Plumbing 
and Pipefitting Industry of the United States and Canada § 162 (1966) (copy on file 
at General Accounting Office). According to union rules a journeyman may transfer 
from a Metal Trades Local Union to a Construction Trades Local Union if he meets 
five requirements. He must have at least five years actual experience; he must have 
been a member of a local union for at least three years; he must be of good moral 
character; he must pass an examination of his skill and ability; and he must pay the 
difference, if any, in the initiation fees. Id. Such a provision results in there being only 
two types of recognized “experience in the trade”—work on construction within the 
union’s jurisdiction and work in the “shop work” branch—both of which are controlled 
by the union. See also U.S. Dep’t of Labor, Exclusive Union Referral Systems in the 
Building Trades 55-64 (1970).

29 One court has indicated that a requirement of experience in the trade might be 
discriminatory on its face in so far as construction unions are involved. Rios v. Steam
fitters, Local 638, 1 CCH Employment Practices Guide U 8177, at 6561 n.3 (S.D.N.Y. 
Mar. 24, 1971).

29 The union remains free to interpret the requirement more liberally when necessary. 
Thus, in times of worker shortages the union might issue “work permits,” allowing a 
worker to perform journeyman work temporarily, to people who do not meet all the 
requirements and, at such times, some such people are admitted to the union. See 
Strauss, supra note 4, at 316.

31 H. Bloch, supra note 5, at 140-51. See NLRB v. Local 269, Electrical Workers, 357 
F.2d 51, 57 (3d Cir. 1966). Prior to the enactment of Title VII of the Civil Rights 
Act of 1964, construction unions maintained an overt policy against admitting minority 
group members to work under a collective bargaining agreement.

32 H. Block, supra note 5, at 142; Massachusetts State Advisory Comm, to the United 

These categories vest great discretion in the union officials in charge 
of work referrals as to what constitutes “experience in the trade.” 30 
The categories have been used to exclude non-member referrals and, 
specifically, to accomplish racially discriminatory referrals.31 To be
come a union member, an applicant, in addition to meeting the require
ments of the first referral category, must often be sponsored by a union 
member or receive the favorable vote of a majority of the union mem
bership. In actual practice, construction unions do not refer, and em
ployers do not employ, non-members except in periods of intense worker 
shortages.32
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Union control over the work force extends even further. Section 
8(f) (2) of the National Labor Relations Act allows collective bargain
ing agreements to require that anyone employed by an individual who 
is party to the agreement must join the union within a specified period 
of time.33 This compels an employer to hire only union-approved, or 
in the alternative, union-approvable, workers. In practice, the spirit, if 
not the letter of the NLRA is violated in a most extreme manner—only 
union members are employed. In fact, even where labor shortages force 
unions to refer non-members for employment, it has been found that 
unions often refer members from sister locals in other geographic areas 
rather than referring local non-members.34 While non-members are 
occasionally referred, they are usually allowed to work only under 
temporary permits issued by the union and are not admitted to mem
bership. This practice obviously ignores the general requirement of 
construction industry collective bargaining agreements that workers 
be admitted to membership shortly after they begin to work.35

States Comm’n on Civil Rights, Contract Compliance and Equal Employment 
Opportunity in the Construction Industry 38 (1969) (testimony of Herbert Hill).

33 29 U.S.C. § 158(f)(2) (1964).
34 See New York City Comm’n on Human Rights, supra note 22, at 20; A. Wa- 

linsky, Official Lawlessness in New York State: Construction Employment, Gov
ernment Inaction, and the $275 Million Annual Cost 3-4, 28-29 (1969).

35 See notes 30 & 33 supra and accompanying text.
36 See 2 CCH Employment Practices Guide HI 16,175-176, -180.
37 See Who Failed in Philadelphia, Constructor, Jan. 1971, at 20; Speech by George 

Meany before the Nat’l Press Club, Washington, D.C., Jan. 12, 1970, reprinted in 1 CCH 
Employment Practices Guide 11 5005.

38 See note 15 supra.

The Philadelphia and Washington Plans and other federally imposed 
“plans” are designed to circumvent union control of constructiori 'em
ployment by requiring the employer to insure adequate minority work
er representation in his work force. Both plans specifically provide that 
an employer cannot demonstrate “good faith” merely because a union 
has refused to refer minority workers.36

Unions have protested that these plans will force the construction 
industry to employ large numbers of unqualified workers.37 To a very 
limited extent, this criticism may be justified. Preliminary studies indi
cate that few “qualified” minority group workers have come forward 
to take advantage of increased employment opportunities.38 The de
velopment of a large “qualified” minority labor pool has been prevented, 
however, by the nearly complete control of skilled construction work 
by all-white unions. Whatever may be the true experience under these 
plans, there seems little doubt that increased training opportunities will 
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have to be made available if significant numbers of minority workers 
are to gain skilled trade union membership in the near future. Both the 
Washington and Philadelphia Plans recognize the need for minority 
worker training.39 They do not, however, require it.

39 See 2 CCH Employment Practices Guide 16,175-176, -180; Note, supra note 
8, at 206.

40 Even membership may not be enough for minority group workers. It has been 
charged frequently that minority group workers are the victims of discrimination in 
referrals even after they become members. See H. Bloch, supra note 5, at 151. The 
business agent has considerable discretion in determining which members to refer. See 
note 28 supra and accompanying text. The past records of these unions do not inspire 
confidence in the impartiality which business agents would apply to minority worker 
referral. For a discussion of the use of a neutral administrator to avoid discriminatory 
referrals among members, see note 179 infra and accompanying text.

41 The U.S. Department of Labor, Bureau of Apprenticeship Training recently pro
posed and adopted non-discrimination regulations for apprenticeship programs regis
tered with it. 36 Fed. Reg. 1419, 6810 (1971). These programs are registered pursuant 
to the Fitzgerald Act which permits the registration of programs which meet its re
quirements with the United States Department of Labor, Bureau of Apprenticeship 
Training. 29 U.S.C. § 50 (1964). The regulations provide a rather cautious guide to 
what should be required in apprenticeship programs. In substance, they provide for 
three alternative methods of selecting apprentices: (1) selection on the basis of rank 
from among a pool of eligibles with eligibility and rank being determined on the basis 
of job-related qualification standards; (2) random selection from a pool of eligibles 
with eligibility determined as in (1); and (3) selection from workers already employed 
by the apprenticeship program sponsor (primarily for industrial apprenticeship pro
grams). 36 Fed. Reg. 1421-22 (1971).

The regulations also require the submission of an “affirmative action” plan which, 
among other things, will establish percentage goals of minority participation in ap
prenticeship, presumably on the Philadelphia Plan model. The sanction for failure to 
comply would be deregistration. This is a very limited sanction. For a discussion of 
the significance of registration, see F. Marshall & V. Briggs, The Negro and Ap
prenticeship 14-15 (1967) [hereinafter cited as Marshall & Briggs],

42 See generally Marshall & Briggs.
43 See Statement of Policy on Equal Employment Opportunity (resolution adopted 

by the 55th Convention of the Building and Construction Trades Department, AFL- 
CIO) (Sept. 22, 1969); Civil Rights (resolution adopted by AFL-CIO convention) (Oct.
1969).

BECOMING “qualified”—THE APPRENTICESHIP PROGRAM
At the present time, barriers to obtaining union membership for mi

nority workers are impressive. The formal structure of the construc
tion industry makes referral the key to obtaining a job. However, the 
sine qua non of referral has always been union membership.40 Moreover, 
for the unskilled minority worker the chief barrier to membership is the 
apprenticeship program.41 There is virtually no other way for the 
minority group member to join the union,42 and union leaders urge it 
as the only proper means of access to membership for “unqualified” 
minority workers.43

Typically, to become an apprentice, an applicant is required to: (1) 
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meet an age requirement (usually 17 or 18 to 25 years of age with an 
extension for veterans); (2) have achieved a certain level of formal 
education (usually a high school diploma or its equivalent); (3) achieve 
passing scores on a battery of tests (such as a general aptitude test or 
tests measuring verbal, mathematical, and mechanical skills); (4) reside 
in the geographical area of the union’s jurisdiction and be a United States 
citizen; (5) pass an oral interview, have satisfactory references, and 
possess a good conduct record (often including the absence of an arrest 
record).44 In addition, an applicant may be required to have a record 
of military service and to state under oath that he is not a member of 
any subversive organization.45 Some of these requirements are abso
lute, while others are merely factors which are given points in a 
weighted scoring system.46 Once admitted to an apprenticeship pro
gram, an individual must accept four to five years of on-the-job training 
at wages lower than those earned by journeymen.47

44 See Marshall & Briggs 15-17. See generally New York State Comm's for Human 
Rights, Building Trades, Analysis of Apprenticeship Selection Standards in the New 
York City Area (1968).

45 See Joint Steamfitting Apprenticeship Comm, of the Steamfitters’ Industry Educa
tional Fund, Local Union No. 638 and Mechanical Contractors Ass’n of New York, 
Inc., Notice of Apprenticeship Training Opportunity (1970).

46 In New York City, it was found that 30 of 57 construction unions surveyed had 
absolute minimum educational requirements of high school or better. Other unions 
merely awarded points on the basis of educational background and test scores. See New 
York State Comm’n for Human Rights, supra note 44, at 6, 17.

For simplicity all of the above mentioned requirements will be treated as absolute 
requirements in the balance of this article. Most of the requirements considered below 
are absolute requirements in most unions. Some, such as experience, are usually given 
relative weight for apprenticeship but absolute weight for journeyman referral status. 
It should be noted that giving these factors numerical weight in a point system accom
plishes the same purpose for minority workers as would making them absolute. Thus, 
for example, minority workers, unlikely to have completed as many years of formal 
education as their white competitors, would be at a disadvantage either way if formal 
education were considered.

47 Marshall & Briggs 19.
**ld.
49 The statistics for the years 1965-1969 are:

1965- 114,932
1966- 122,193
1967- 121,376
1968- 132,512
1969- 137,011

Furthermore, there are relatively few apprenticeship openings each 
year.48 According to statistics compiled by the United States Depart
ment of Labor, Bureau of Apprenticeship Training, the total number 
of persons employed in construction industry apprenticeship programs 
has been increasing slowly each year since 1965.49 During this same 
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period, the percentage of minority apprenticeships has also increased 
slightly.50 However, at present levels of increase, given the projected 
growth of the skilled construction industry, there actually will be a 
decrease in the percentage representation of minority workers during 
the 1970’s.51 The disparity between the percentage of minority workers 
in the construction work force and the percentage of minorities in the 
population as a whole will continue to grow as the latter figure increases. 
This will be particularly true in urban areas where construction work 
is concentrated and where blacks average more than 23 percent of the 
total population.52 *

Administrator, Bureau of Apprenticeship Training, Intra-Office Memorandum (July
1970). In those apprenticeship programs which are registered under the Fitzgerald Act 
the total numbers are:

1965- unavailable
1966- unavailable
1967- 78,119
1968- 91,177
1969- 107,592
1970 (to July 1)—107,385 

Fewer of these are in the skilled construction trades. Id.
These apprenticeship totals are for apprentices at all stages of apprenticeship. Since 

most programs last four to five years, a maximum of only 21,000 to 35,000 workers are 
being produced through apprenticeship each year in all construction industry programs.

50 From 1967 to 1970 the number of black apprentices in registered apprenticeship pro
grams has risen from 3.3 percent of the total enrollment in 1967 to 5.2 percent in 1970, 
while Spanish-surnamed Americans have remained at the 1967 level of about 2.1 per
cent. Id. By applying the minority worker percentages to the most optimistic appren
ticeship totals, we find apprenticeship to be capable, at present levels, of producing 
about 2,555 (35,000 X [5.2% + 2.1%]) minority workers annually. This is about 4.8 
percent of the annual vacancies in skilled trades alone. But of course not all 2,555 
minority graduates are in skilled trades. In the coming 10 years, at this rate, there 
would be a minority worker increase of 1.5 percent in the 15 million members of all 
construction unions reporting to the EEOC in 1969. See 1 CCH Employment Practices 
Guide H 5151 (Minority Participation in Referral Unions in 1969).

51 This is precisely what happened to black workers between 1968 and 1969. See N.Y. 
Times, Feb. 9, 1971, at 20, col. 3. Statistics developed for the Philadelphia Plan and 
Washington Plan indicated growth rates of about 2.O-3.5 percent annually. See note 4 
supra. If only 1.5 percent more minority workers enter in the next 10 years, they ob
viously will not even keep up with industry growth.

52 N.Y. Times, Feb. 9, 1971, at 20, col. 3.
B3 Foster, 'Nonapprenticeship Sources of Training in Construction, Monthly Labor 

Rev., Feb. 1970, at 21; Strauss, supra note 4, at 324-25.

The slow increase in minority participation in apprenticeship pro
grams does not tell the complete story of the use of apprenticeship as 
a device to exclude minority workers from construction employment. 
It appears that very few individuals presently employed as journeymen 
were ever required to serve apprenticeships.63 In a study conducted in 
New York State, 504 of 784 construction union respondents indicated 
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that they had not learned their skills through apprenticeship.84 Most 
stated that their skills had been “picked up on the job.” 54 55 Moreover, in 
1964 it was estimated that only 43.9 percent of construction workers 
nationwide had acquired their skills through apprenticeship.56 These 
factors, when considered with the mounting criticism of the effectiveness 
of apprenticeship,57 would tend to indicate that emphasis on apprentice
ship as the only proper route to union membership is misplaced.

54 Foster, supra note 53, at 21.
55 Id.
55 U.S. Dep’t of Labor, Manpower Report to the President 256 (1964).
51 See Greene, Why Apprenticeship Doesn't Work, Constructor, Oct. 1970, at 17. 

See also Strauss, supra note 4.
58 See Yeager, Law Reform Goals in Employment Discrimination Litigation, 3 Clear

inghouse Rev. 185 (1969).
59 Civil Rights Act of 1866, § 1, 42 U.S.C. §§ 1981, 1982 (1964). In Jones v. Alfred 

Mayer Co., these sections were held to prohibit private discrimination in the sale of 
property. 392 U.S. 409 (1968). In addition, the Court strongly implied that section 1981 
prohibits employment discrimination when, in the course of the decision, it overruled! 
a case which had held that the Civil Rights Act of 1866 did not prevent such discrim
ination. Id. at 420 n.25.

Since the Jones decision, numerous courts have adopted this reasoning and concluded' 
that 42 U.S.C. § 1981, by guaranteeing the right to contract, prohibits employment dis
crimination. See Young v. International Tel. & Tel. Co., 1 CCH Employment Practices 
Guide 11 8118 (3d Cir. Feb. 11, 1971); Boudreaux v. Baton Rouge Marine Contracting 
Co., 437 F.2d 1011 (5th Cir. 1971); Sanders v. Dobbs Houses, Inc., 431 F.2d 1097 (5th 
Cir. 1970), cert, denied, 401 U.S. 948 (1971); Waters v. Wisconsin Steel Works, 427 
F.2d 476 (7th Cir.), cert, denied, 400 U.S. 911 (1970); Scott v. Young, 421 F.2d 143 (4th 
Cir. 1970); Copeland v. Mead Corp., 51 F.R.D. 266 (N.D. Ga. 1970); State of Washington 
v. Baugh Construction Co., 313 F. Supp. 598 (W.D. Wash. 1969); Central Contractors 
Ass’n v. Local 46, Electrical Workers, 312 F. Supp. 1388 (W.D. Wash. 1969); Clarke 
v. American Marine Corp., 304 F. Supp. 603 (E.D. La. 1969); Dobbins v. Local 212, Elec
trical Workers, 292 F.Supp. 413 (S.D. Ohio 1968); Larson, 42 U.S.C. § 1981 as a Remedy 
for Racial Discrimination in Employment, 4 Clearinghouse Rev. 572 (1971).

The Legal Remedy—Title VII Litigation I

EMPLOYMENT DISCRIMINATION LITIGATION IN GENERAL

The paucity of minority workers employed in skilled construction 
is clearly the result of a long history of discrimination which is being 
remedied all too slowly. The barriers discussed above effectively oper
ate to inhibit the flow of minority workers into the skilled trades. If 
that flow is to be increased, minority workers, excluded from construc
tion experience in the past, must be given an opportunity to acquire the 
necessary skills.

There are a number of possible legal routes which might be employed 
to increase the flow of minority workers.58 It is now settled that the Civil 
Rights Act of 1866 prohibits employment discrimination.59 Persuasive 
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arguments can also be made that there are constitutional “fair represen
tation” prohibitions on discriminatory practices by construction unions.81’ 
In addition, it is quite probable that litigation could compel administrative 
agencies to adopt affirmative courses of action such as the Philadelphia 
Plan.60 61 However, the rapid development of substantive law under Title 

60 Though it is beyond the scope of this article to develop the theory in detail, it is 
clear that the duty of “fair representation” is a viable rule under which to attack em
ployment discrimination resulting from union action. In Steele v. Louisville & Nashville 
R.R., it was held that the defendant union must fairly represent minority employees 
who were denied union membership because of their race. 323 U.S. 192 (1944). In the 
course of its decision the Court made it clear that it was imposing this duty as a coun
terweight to the union’s ability to create and restrict the rights of those it represented. 
Id. at 202, 203. The difficulty with this theory in the construction union context is that 
the plaintiffs would ordinarily not be either members of the union or employees of 
an employer with whom the union negotiates an agreement prior to the time they would 
seek to be “fairly represented.” See generally Hickey, Government Regulations of 
Union Racial Policies, 7 B.C. Ind. & Com. L. Rev. 191, 223-24 (1966).

61 At the outset, questions were raised concerning the legality of the Philadelphia 
Plan and a considerable body of law review literature, unanimous in its conclusion 
that the Plan was not illegal, developed around the issue. See Jones, Federal Contract 
Compliance in Phase 11—The Dawning of the Age of Enforcement of Equal Employ
ment Obligations, 4 Ga. L. Rev. 756 (1970); Jones, The Bugaboo of Employment Quo
tas, 1970 Wis. L. Rev. 341; Leiken, Preferential Treatment in the Skilled Building Trades, 
56 Cornell L. Rev. 84 (1970); Note, The Philadelphia Plan: Remedial Racial Classifica
tion in Employment, 58 Geo. L.J. 1187 (1970); Note, The Constitutionality of “Affirma
tive Action” to Integrate Construction Trades: The Philadelphia Plan, 43 Temp. L.Q. 
329 (1970); Note, The Philadelphia Plart and Strict Racial Quotas on Federal Contracts, 
17 U.C.L.AT. Rev. 817 (1970); Comment, The Philadelphia Plan: Alternative Ap
proaches to Integrating the Construction Industry, 65 Nw. U. L. Rev. 642 (1970).

At least three courts have concluded that affirmative action plans requiring minority 
working goals are not unconstitutional. Joyce v. McCrane, 320 F. Supp. 1284 (D.N.J.
1971); Contractors Ass’n v. Schultz, 311 F. Supp. 1002 (E.D. Pa. 1970), aff’d 1 CCH 
Employment Practices Guide U 8180 (3d Cir. Apr. 22, 1971); Weiner v. Cuyhoga 
Community College Dist., 19 Ohio St. 2d 35, 249 N.E.2d 907, cert, denied, 396 U.S. 1004 
(1969).

A refinement of this issue is the question of whether minority hiring goals are re
quired on public construction sites by the United States Constitution. One court has 
held that public construction contracts may not be awarded unless the contractor has 
indicated that he will be capable of providing an integrated work force. See Ethridge 
v. Rhodes, 268 F. Supp. 83 (S.D. Ohio 1967). Ethridge is no rarity in the developing 
law of minority group discrimination. In Burton v. Wilmington Parking Authority, the 
Supreme Court held that a public agency could be charged with the discrimination 
perpetrated by a private restaurant if the restaurant were leased from the public agency. 
365 U.S. 715 (1961). The trend in this area of the law is toward an ever broader def
inition of what constitutes state action by individuals. See Silard, A Constitutional Fore
cast: The Demise of the “State Action” Limit on the Equal Protection Guarantee, 66 
Colum. L. Rev. 855 (1966); 65 Mich. L. Rev. 777 (1967).

Recent Supreme Court decisions make it clear that a state is violating the four
teenth amendment even when its actions cannot be characterized as the actual cause of 
the private discrimination. Thus, in Reitman v. Mulkey, the Court declared the Cali
fornia constitutional provision prohibiting fair housing legislation to be unconstitutional
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VII of the Civil Rights Act of 1964 would suggest its use as the most 
successful remedy to minority employment disparities. No doubt too 
this development will provide guidance in determining the substantive 
principles to be applied in litigation based on other theories.

TITLE VII—THE PRESENT STATE OF THE LAW

Title VII of the Civil Rights Act of 1964 makes it unlawful for a 
labor organization to discriminate against any individual because of his 
race, color, religion, sex, or national origin.62 Several distinct areas are 
enumerated in which construction industry discrimination is prohibited. 
Section 703(c)(1) prohibits discriminatory exclusion from union mem
bership.63 Section 703(c)(2) is directed specifically against discrimina
tory classifications in the use of referral categories, such as those em
ployed by construction unions,64 and another provision of the Act pro
hibits discriminatory training and apprenticeship programs.65
on the grounds that it encouraged private discrimination. 387 U.S. 369 (1967). In An
derson v. Martin, the Court invalidated a state requirement of racial identification of 
candidates on ballots. 375 U.S. 399 (1964). Examining the predictable results of the 
state’s acts, the Court invalidated the requirement as an inducement to private discrim
ination. In Peterson v. Greenville, a sit-in conviction was reversed because there was 
an administrative ordinance mandating segregated lunch counters. 373 U.S. 244 (1963). 
In Griffin v. Maryland, the fact that the employee of a private amusement park who 
sought to evict the defendants was also a deputy sheriff was sufficient to invalidate 
criminal trespass prosecutions against five blacks who had sought to integrate the 
amusement park. 378 U.S. 130 (1964).

In Norwalk CORE v. Norwalk Redevelopment Agency, the Second Circuit ruled 
that the discriminatory impact of relocation practices caused by discrimination in the 
private housing market on a locally administered urban renewal program resulted in 
a denial of equal protection even though there was no inherent discrimination in the 
project itself. 395 F.2d 920 (2d Cir. 1968). The court said that “the fact that the dis
crimination is not inherent in the administration of the program . . . but is ‘accidental’ 
. . . does not excuse the planners from making sure that there is available relocation 
housing for all displacees. Equal protection of the laws means more than merely the 
absence of governmental action designed to discriminate . . . .” Id. at 931.

These decisions make it clear that government is held to a very strict standard in 
discharging public functions so as to avoid encouraging or acquiescing in discrimina
tion. It is on the basis of such a standard that the concept of “affirmative action” has 
been applied to public construction. Ethridge v. Rhodes, 268 F. Supp. 83 (S.D. Ohio 
1967). Such action may well be a constitutional requirement. If so, the Philadelphia 
Plan and the remedies available under Title VII provide a guide to what is required.

6242 U.S.C. § 2000e-2(c) (1964).
63 42 U.S.C. § 2OOOe-2 (c)(1) (1964).
64 42 U.S.C. § 2000e-2(c) (2) (1964). The legislative history evidences that Congress 

was particularly concerned with discriminatory practices by referral unions. The original 
provisions designated as Title VII were replaced by a compromise measure (the 
“Dirksen-Mansfield substitute”) which eventually was enacted. See 110 Cong. Rec. 
13,310, 14,220 (1964). This substitute measure contained new, explicit references to 
referral unions, and the coverage of the Act was broadened to include any labor or-
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There is, however, one major limitation on the effective use of Title 
VII to remove employment barriers—section 703(h).* 65 66 This provision 
permits an employer to vary the terms and conditions of employment 
pursuant to a bona fide seniority or merit system.67 In addition, it per
mits an employer to rely on the results of professionally developed 
tests.68 A number of lower courts have considered section 703(h) and 
have reached the conclusion that once a history of discrimination is 
shown, the language of the section notwithstanding, seniority, merit, 
and testing devices which continue to impede minority worker access 
to employment must be justified by “business necessity.” 69 Thus, in 

ganization that “maintains or operates a hiring hall or hiring office which procures 
employees opportunities to work for an employer. . . .” Id. at 12,812. Likewise, it was 
made an unlawful employment practice “to classify or fail or refuse to refer for em
ployment any individual ... [in a discriminatory manner].” Id. The debate makes it 
clear that Congress was particularly concerned with referral union discrimination. See 
id. at 12,722 (remarks of Sen. Humphrey concerning an earlier bill with identical 
language); id. at 14,220 (remarks of Sen. Holland).

65 42 U.S.C. § 2000e-2(d) (1964).
66 42 U.S.C. § 2000e-2(h) (1964).
67 Id. On its face, this provision protects only the use of tests and merit and seniority 

qualifications by the employer and says nothing about union use of such devices. See 
note 82 infra and accompanying text.

68 42 U.S.C. § 2000e-2(h) (1964). There has been much discussion of the scope of 
this section in the law review literature. See Blumrosen, Seniority and Equal Employ
ment Opportunity: A Glimmer of Hope, 23 Rutgers L. Rev. 268 (1969); Gould, Em
ployment Security, Seniority and Race: The Rule of Title VII of the Civil Rights Act 
of 1964, 13 How. L.J. 1 (1967); Gould, Seniority and the Black Worker: Reflections 
on Quarles and Its Implications, 47 Texas L. Rev. 1039 (1967); Note, Legal Implica
tions of the Use of Standardized Ability Tests in Employment and Education, 68 Colum. 
L. Rev. 691 (1968). Some of this literature has dealt with the question of seniority and 
its use as a device to perpetuate past discriminatory practices, and with the effect of 
tests which, for cultural reasons, are “intrinsically” discriminatory. See Cooper & Sobol, 
Seniority and Testing Under Fair Employment Laws: A General Approach to Objec
tive Criteria of Hiring and Promotion, 82 Harv. L. Rev. 1598,1601-1649 (1969).

“Intrinsic” is used to describe discrimination inherent in tests and educational require
ments in the sense that the discriminatory effect is the result of broad cultural forces, 
such as poor educational backgrounds and absence of “white middle class values,” which 
are beyond the control of the parties to a litigation and, hence, ultimately beyond the 
reach of a court order.

69 Griggs v. Duke Power Co., 401 U.S. 424 (1971); Jones v. Lee Way Motor Freight, 
Inc., 431 F.2d 245 (10th Cir. 1970), cert, denied, 401 U.S. 954 (1971); Local 189, Paper
makers and Paperworkers v. United States, 416 F.2d 980 (5th Cir. 1969), cert, denied, 397 
U.S. 919 (1970); United States v. Sheet Metal Workers, Local 36, 416 F.2d 123 (8th 
Cir. 1969); Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047 (5th 
Cir. 1969); Hicks v. Crown Zellerbach Corp., 319 F. Supp. 314 (E.D. La. 1970); Gregory 
v. Litton Systems, Inc., 316 F. Supp. 401 (C.D. Colo. 1970); Quarles v. Philip Morris, 
Inc., 279 F. Supp. 505 (E.D. Va. 1968); cf. Arrington v. Massachusetts Bay Transp. Auth., 
306 F. Supp. 1355 (D. Mass. 1969), holding that a similar requirement existed, as to 
public employment, under the equal protection clause of the United States Constitution.
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Local 189, Papermakers and Paperworkers v. United States'™ and Quarles 
v. Philip Morris, Inc.™ the courts abolished discriminatory departmental 
seniority systems. Departmental seniority had prevented minority work
ers, newly admitted to many departments from which they had pre
viously been excluded because of race, from being promoted until 
whites with more departmental seniority had received promotions.70 * 72 
The system failed to take note of the length of time that an individual 
had been employed in the plant.73 Both courts specifically rejected the 
defendants’ “business necessity” justifications that the lines of progression 
from one department to another were so arranged that experience in 
one department was necessary before one could perform the duties re
quired in the next higher department.74 Similarly, where a no-transfer 
policy operated to keep black workers in a previously all-black depart
ment, the Tenth Circuit ordered its elimination because it was not justi
fied by business necessity.75 Likewise, in Hicks v. Crown Weilerbach 
Corp.,16 77 the defendant’s line of progression and testing requirements 
were found to be in violation of Title VII.

70 416 F.2d 980 (5th Cir. 1969).
71279 F. Supp. 505 (E.D. Va. 1968).
72 See Cooper & Sobol, supra note 68, at 1602-04.
73 Id.
74416 F.2d at 989; 279 F. Supp. at 518. The courts emphasized that the defendants 

were protected because anyone who proved incapable of handling a new job assign
ment could be relieved of it.

75 Jones v. Lee Way Motor Freight, Inc., 431 F.2d 245 (10th Cir. 1970), cert, denied, 
401 U.S. 954 (1971).

76 319 F. Supp. 314 (E.D. La. 1970).
77 401 U.S.424 (1971).
78 Justice Brennan, however, took no part in the decision. Id. at 425.
"'i Id. at 431. The Court reasoned that Title VII requires the removal of any “arti

ficial, arbitrary, and unnecessary barriers to employment. . . .” These barriers need 
not be only those that are overtly discriminatory but also included are those which are 
fair on their face, but discriminatory in practice. Id.

60 Compare 42 U.S.C. § 2000e-2(c)(2) (1964) with 42 U.S.C. 2OOOe-2(a) (2) (1964). 
Section 2000e-2(a) (2) prevents the employer from limiting or classifying employees 

If any doubt remained concerning the requirement that employment 
barriers be justified by business necessity when a history of minority 
worker discrimination exists, it was decisively resolved by the United 
States Supreme Court in Griggs v. Duke Power Co.11 Writing for a 
unanimous court,78 Chief Justice Burger held that a requirement that 
employees seeking advancement must either be high school graduates 
or pass a battery of tests must be shown to be justified by business 
necessity.79

Given the similarities in language between section 703(a), dealing 
with employer discrimination as in Griggs, and the language of section 
703(c), which deals with union discrimination,80 one would expect the 
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courts to reach a similar conclusion for unions, and they in fact have 
done so.81 Moreover, since union-imposed merit devices are not spe
cifically protected by section 703 (h), one would expect a more demand
ing standard to be applied to unions.82 This seems to be the trend, 
although failure to mention unions in section 703(h) has yet to be 
articulated as the rationale for such a distinction. Thus, one court has 
held explicitly that a fair test of competence in performing electrical 
construction work is the ability to perform an average job adequately.83 
Two other courts have required that union tests be job-related.84 In 
addition to requiring the elimination of barriers not justified by business 
necessity, these courts have also ordered unions to undertake extensive 
recruitment programs and to provide training routes to journeyman 
status as an alternative to apprenticeship.85

“in any way which would deprive or tend to deprive any individual of employment 
opportunities or otherwise adversely affect his status as an employee . . . .” But section 
2000e-2(c)(2) is even more restrictive in that it prevents a union from limiting, seg
regating or classifying its membership or classifying or refusing to refer for employ
ment any individual “in any way which would deprive or tend to deprive that indi
vidual of employment opportunities, or would limit such employment opportunities 
or otherwise adversely affect his status as an employee or as an applicant for employ
ment . . . .” This language is obviously more restrictive than the language of § 
2000e-2 (a) (2) and seems to be intended to prevent union interference with access 
to employment—precisely the construction industry problem. This is also the conclu
sion to which one is drawn by the express consideration of referral union practices 
when Title VII was enacted. See note 64 supra.

81 See, e.g., United States v. Local 38, Electrical Workers, 428 F.2d 144 (6th Cir. 
1970); Local 189, Papermakers and Paperworkers v. United States, 416 F.2d 980 (5th 
Cir. 1969), cert, denied, 397 U.S. 919 (1970); United States v. Sheet Metal Workers, 
Local 36, 416 F.2d 123 (8th Cir. 1969); Local 53, Heat, Frost and Asbestos Workers v. 
Vogler, 407 F.2d 1047 (5th Cir. 1969); United States v. Local 86, Ironmakers, 315 F. 
Supp. 1202 (W.D. Wash. 1970) ; Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 
413 (S.D. Ohio 1968).

82 42 U.S.C. § 2000e-2 (h) (1964). This section by its language applies only to seniority 
and merit systems instituted by employers and does not specifically mention unions. 
In no other section of the Act is there a similar provision pertaining to labor unions.

83 Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 453 (S.D. Ohio 1968).
84 United States v. Sheet Metal Workers, Local 36, 416 F.2d 123, 136 (8th Cir. 1969); 

United States v. Local 86, Ironmakers, 315 F. Supp. 1202, 1236 (W.D. Wash. 1970).
8« 416 F.2d at 139-40; 315 F. Supp. at 1245-50.

Notwithstanding these expansive interpretations of Title VII, two 
particular problems are raised by construction union litigation. First, 
because construction union discrimination has been so extensive, there 
is an initial problem concerning the permissible scope of relief. Union 
discrimination has been directed at the minority population as a whole 
and has worked effectively to preserve construction work for a limited 
group of white workers. The discriminatory devices employed—deny
ing work, membership, and even the opportunity to learn to work- 
have prevented individual minority workers from developing any nexus 
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whatsoever with the industry. As a result, most minority workers have 
never been direct victims of construction union discrimination, chiefly 
because they have never considered applying for union membership 
or union-controlled work.

A partial solution to the problem created by the scarcity of specific 
victims of discrimination lies in the fact that courts have been generous 
in allowing class representation in Title VII cases. The court in Oatis 
v. Crown Zellerbach Corp.86 allowed the plaintiffs, employees of the 
defendant, to represent diverse subclasses of individual minority workers, 
including workers residing in a nearby community who had not been 
previously employed by the defendants.87 Similarly, in Hicks v. Crown 
Zellerbach Corp.,88 an action brought by a current employee seeking 
to transfer departments, the court enjoined the use of tests for appli
cants as well as for current employees seeking transfers and promo
tions.89 And one court has held that even where the named plaintiff is 
entitled to no relief, he may raise issues affecting the class.90 These 
decisions indicate that no significant problem arises with the scope of 
class relief because minority workers have not applied for construction 
union membership nor possess the skills necessary to perform the work 
expected of the defendant union’s members.

ss 398 F.2d 496 ( 5th Cir. 1968).
87 It is unclear from the opinion whether the class which the plaintiffs sought to 

represent included prospective employees as well as those presently aggrieved.
88 319 F. Supp. 314 (E.D. La. 1970).
89 See also Hicks v. Crown Zellerbach Corp., 321 F. Supp. 1241 (E.D. La. 1971).
"Parham v. Southwestern Bell Tel. Co., 433 F.2d 421 (8th Cir. 1970).
97 42 U.S.C. § 2000e-6(a) (1964).
"See United States v. Sheet Metal Workers, Local 36, 416 F.2d 123, 132 (8th Cir. 

1969).
"Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 418 (S.D. Ohio 1968). 

The Dobbins court assumed control of the union’s referral hall and ordered that the 
prime test of “qualifications” must be on-the-job abi’ity. Id. at 453. Since the qualified 
plaintiff was being made a union member, this relief was necessary for the minority 
community as a whole, not for the plaintiff. Id. at 450.

Further, in cases brought under section 707 allowing suits by the 
Attorney General where a “pattern or practice” of discrimination ex
ists,91 minority groups no longer need demonstrate that the challenged 
activity discriminated against specific individuals.92 Likewise, courts 
have exhibited greater willingness in private litigation to remove barriers 
which fail to meet the business necessity test. Relief has ben granted 
notwithstanding the absence of specific individuals who have suffered 
discrimination because of each barrier. Thus, although one court found 
no members of the class other than the named plaintiff, it ordered exten
sive relief which applied to a number of persons other than the plaintiff.93

No insurmountable obstacle is presented, therefore, by the pervasive
ness with which the discriminatory practices of construction unions 
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affect minority communities. The liberal rules applied to private class 
actions and to “pattern and practice” suits brought by the Attorney 
General make it clear that membership barriers can be eliminated where 
they operate generally to exclude the minority community.

The second problem in securing eradication of employment barriers 
through construction union litigation is raised by the Supreme Court’s 
statement in Griggs that the issue before it involved requirements which 
“operate to disqualify Negroes at a substantially higher rate than white 
applicants . . . .” 94 This problem concerns, primarily, employment bar
riers such as age and size restrictions and the duration of apprenticeship 
programs, barriers which do not discriminate “intrinsically” as do tests 
or educational requirements.95 * The problem can be met in three ways.

94 Griggs v. Duke Power Co., 401 U.S. 424 (1971).
95 See note 68 supra and accompanying text.
98 This was not the standard for relief, but merely the issue to be resolved in Griggs.
M 401 U.S. at 430.
98 See note 68 supra and accompanying text.
99 See Local 189, Papermakers and Paperworkers v. United States, 416 F.2d 980, 997-

98 (5th Cir. 1969); Quarles v. Philip Morris, Inc., 279 F. Supp. 505, 518 (E.D. Va. 1968). 
109 407 F.2d 1047 (5th Cir. 1969).
ioi Id. at 1055.

First, it is not at all clear that the Supreme Court intended to require 
that all challenged barriers be shown to “disqualify Negroes at a sub
stantially higher rate than white applicants ...” before it becomes 
necessary to justify them by business necessity.98 In fact, the Court in 
Griggs reasoned that “practices, procedures or tests, neutral on their 
face, and even neutral in terms of intent, cannot be maintained if they 
operate to freeze the status quo of prior discriminatory employment 
practices.”97 In other words, neutral practices which operate to “freeze” 
the discriminatory status quo are forbidden.

A number of courts have concluded that barriers to employment are 
discriminatory even where they do not disqualify disproportionately 
large numbers of minority workers. Thus, seniority is not discriminatory 
in the same intrinsic sense as tests,98 yet it has been found to perpetuate 
discrimination illegally.99 The analogy that exists between seniority 
restrictions and construction union employment barriers is striking. In 
the seniority context, the barriers operate to prevent minority workers 
from moving into better employment because past discriminatory prac
tices relegated minority workers to inferior positions. In the construc
tion union setting, the barriers, collectively, prevent minority workers 
from obtaining employment because of past discriminatory practices. 
This fact led the Fifth Circuit, in Local 53, Heat, Frost and Asbestos 
Workers v. Vogler,100 ioi to hold that in the face of past discrimination, 
Title VII prohibits even the most neutral of construction union exclu
sionary practices, the restriction on membership size.191
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Secondly, Title VII authorizes courts to require “affirmative action” 
when an intentional unlawful employment practice has been discov
ered.102 There is no requirement that a discriminatory effect be in
tended; courts have held repeatedly that imposing such a remedy is 
justified when the act itself is intentional.103 Thus, a court can impose 
remedies which compensate for the effects of past discrimination. One 
of the most frequently imposed affirmative action remedies has been the 
requirement that construction unions actively recruit minority work
ers.104 This requirement seems to demand more than would an order 
merely requiring the removal of employment barriers which are not 
intrinsically discriminatory but which prevent minority workers from 
obtaining access to employment. Such a result is implicit in the holding 
of United States v. Local 86, Iromnakers where the court ordered the 
defendant unions to provide special shortened training programs leading 
to journeyman status.105 It follows that once a history of discrimination 
is shown, affirmative action to compensate for the effects of employment 
barriers may be required, even where these barriers are not shown to 
be intrinsically discriminatory, if they operate to impede elimination of 
the effects of past discrimination.

102 42 U.S.C. § 2000e-5 (g) (1964) provides:
If the court finds that the respondent has intentionally engaged in or is in
tentionally engaging in an unlawful employment practice charged in the 
complaint, the court may enjoin the respondent from engaging in such un
lawful employment practice, and order such affirmative action as may 
be appropriate, which may include reinstatement or hiring of employees ....

1°3 Local 189, Papermakers and Paperworkers v. United States, 416 F.2d 980, 996 (5th 
Cir. 1969); United States v. Sheet Metal Workers, Local 36, 416 F.2d 123, 140 (8th Cir. 
1969).

104416 F.2d at 140; United States v. Local 86, Ironmakers, 315 F. Supp. 1202, 1238-39 
(W.D. Wash. 1970).

105 315 F. Supp. 1245-50.
100 Cf. Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047, 1055 

(5th Cir. 1964).

Finally, the situation in the construction industry is somewhat unique. 
The mobile work force, from which workers are referred to employers, 
is almost exclusively white and probably smaller than necessary.106 Thus, 
the only remedy for this situation is to require strict business necessity 
justification for all employment barriers even though they are not intrin
sically discriminatory.

THE LEGALITY OF SPECIFIC BARRIERS TO CONSTRUCTION EMPLOYMENT 

Apprenticeship Age Restriction. Although the numerous re
strictions on access to construction industry employment can and should 
be considered as a single device, each restriction also operates as a separate 
employment barrier. The apprenticeship age restriction is one such bar



1284 The Georgetown Law Journal [Vol. 59:1265

rier. It provides that a worker must be a certain age, usually between 
17 and 25, with an extension for military service, or he will be excluded 
from the apprenticeship program.107 Clearly, an age limitation discrim
inates against those who became too old for apprenticeship while overt 
union discrimination policies remained in effect. In addition, a second 
group of workers also suffers from the age restrictions—those who did 
not exceed apprenticeable age until after the termination of discrimina
tory policies, but who continued to avoid the programs because of the 
unions’ discriminatory reputation.108 Even today, workers who reach 
apprenticeable age are often deterred from seeking membership by a 
union’s reputation. Thus, the principle that barriers which generally 
prevent minority access must be justified by business necessity becomes 
operative.

107 See generally Marshall & Briggs.
108 Courts have recognized this problem and have ordered affirmative recruitment 

programs to compensate for it. See note 104 supra and accompanying text.
109 See United States v. Sheet Metal Workers, Local 36, 416 F.2d 123 (8th Cir. 1969); 

United States v. Local 86, Ironmakers, 315 F. Supp. 1202 (W.D. Wash. 1970).
no 315 F. Supp. at 1247.
111 In an earlier part of the opinion, however, the court a’lowed the same defendant 

to retain the age restriction in its apprenticeship programs. Id. at 1246. Though it is 
difficult to see the necessity for this, it should create little difficulty when, as in Local 86, 
an alternative training program is established. On the other hand, if there is to be but 
one training program, there should be a very liberal age limit.

112 cf. Griggs v. Duke Power Co., 401 U.S. 424, 430-31 (1971).

In actual practice, the courts which have considered the age restric
tion have not distinguished between the two groups of minority work
ers.109 Thus, in United States v. Local 86, Ironmakers the court re
quired the defendant unions to implement alternative training programs 
for minority workers up to 45 years of age.110 The group of minority 
workers under 45 obviously includes some individuals who were still of 
apprenticeable age after the theoretical ending of overt discrimination 
on the effective date of Title VII. This is clearly the correct approach 
to be taken to the age restriction problem.111

The age restriction is not an intrinsically discriminatory device, but 
it is a device which perpetuates past discrimination by denying to a 
substantial number of minority workers the principal membership access 
route, apprenticeship. In this respect it is similar to the seniority sys
tems so frequently eliminated by the courts. Thus, if there is no real 
requirement of “intrinsic” discriminatory effect, and if courts can elim
inate wholly neutral barriers to employment, the age restriction must 
be justified by business necessity.112

But no adequate business necessity is served by age restrictions. These 
barriers cannot be justified under an experience or training rationale 
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as is seniority.113 In fact, there is no indication that this policy is even 
intended to affect the competence of workmen. Presumably, the con
struction industry is interested in having a supply of younger workers 
to provide replacements for those workers leaving the force. By ex
panding the size of the union’s membership, as the industry must do,114 
the problem of worker replacement can be wholly resolved.

113 This was the rationale advanced in previous cases. See Local 189, Papermakers and 
Paperworkers v. United States, 416 F.2d 980, 989-90 ( 5th Cir. 1969); Quarles v. Philip 
Morris, Inc., 279 F. Supp. 505, 513 (E.D. Va. 1968).

114 See Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047, 1055 
(5th Cir. 1969).

115 See Note, Title Vll of the Civil Rights Act of 1964 and Minority Group Entry 
into the Building Trade Unions, 37 U. Chi. L. Rev. 328, 348 (1970).

11« Cf. Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 453 (S.D. Ohio 
1968).

m See United States v. Local 86, Ironmakers, 315 F. Supp. 1202, 1236 (W.D. Wash. 
1970); Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 453 (S.D. Ohio 
1968).

118 Griggs v. Duke Power Co., 401 U.S. 424, 429-33 (1971). The court in Hicks v. 
Crown Weilerbach Corp, reached a similar conclusion on the issue of standardized tests. 
319 F. Supp. 314, 321 (E.D. La. 1970).

Further, exclusionary policies such as an absolute age limit result in 
the complete denial of employment, not in mere relegation of minority 
workers to a lower level of employment as did departmental seniority 
in Local 189 and Quarles. To the extent that the business necessity test 
implies some balancing of the interests of the economy against the harm 
done to the minority worker, complete denial of employment would 
definitely be a more weighty matter than relegation to a lower employ
ment status.

Formal Educational Requirements. In the construction indus
try, there generally would be little business necessity for formal edu
cational requirements. The verbal and linguistic skills typically incul
cated by the first ten years of American formal education have little 
relevance to construction work. Mathematical skills, while necessary 
to a certain extent in some trades,115 can be better evaluated through a 
contemporary test of mathematical ability in the context of a particular 
trade than by inference of mathematical ability drawn from completion 
of a certain level of education.116 In fact, the general rule in the con
struction industry should always be to relate the test of ability as closely 
as possible to actual on-the-job conditions if the business necessity re
quirement is to be met.117

In Griggs, the Supreme Court eliminated the requirement of a high 
school education or its equivalent as a prerequisite to promotion.118 In 
so doing, it noted that fewer blacks than whites had completed high 
school in the state of North Carolina, where the defendant’s plant was 
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located.119 Likewise, throughout the United States, a much lower per
centage of blacks have attended and completed high school—the typical 
construction union educational requirement—than have whites.120

119 401 U.S. at 430 n.6. The Bureau of Apprenticeship Training Regulations, how
ever, do not prohibit formal educational requirements for apprenticeship.

(c) Educational Attainments. All educational attainments or achievements 
as qualifications for admission to the pool shall be directly related to job 
performance, as shown by a significant statistical and practical relationship 
between the score, and the score required for admission to the pool, and 
performance in the apprenticeship program. In demonstrating such rela
tionships, the sponsor shall meet the requirements of the Department’s test
ing order of September 9, 1968. School records or the results of general 
educational development tests recognized by the State or local public 
instruction authority shall be evidence of educational achievement. Educa
tional requirements shall be applied uniformly to all applicants.

36 Fed. Reg. 1419, 1421, 6810 (1971). Nonetheless there is a requirement that educational 
qualifications be job-related.

120 in 1967, 53 percent and 49 percent of Negro males and females, respectively, 
had completed four years of high school or more. This contrasts with 73 percent and 
74 percent of white males and females, respectively. U.S. Dep’ts of Labor and Com
merce, Social and Economic Conditions of Negroes in the United States 47 (1967). 
In 1969, in the 25 to 29 age group, 57.5 percent of the Negroes and 74.7 percent of the 
whites had completed four years of high school or more. U.S. Dep’t of Commerce, 
Characteristics of American Youth 9 (1970).

121 See generally Marshall & Briggs.
122 Griggs v. Duke Power Co., 401 U.S. 424, 433-36 (1971). The Bureau of Appren

ticeship Training regulations provide that one acceptable method of selecting appren
tices is to create a “pool” of qualified applicants. This pool can be selected and ranked 
on the basis of tests designed to select the more qualified applicants. These tests would 
be subject to the requirements that all qualification standards and required scores be 
directly related to job performance and performance in the apprenticeship program. 
In addition, any qualification standard for admission to the pool consisting of aptitude 
test scores must be directly related to job performance. 36 Fed. Reg. 1419, 1421, 6810 
(1971).

123 United States v. Sheet Metal Workers, Local 36, 416 F.2d 123, 136 (8th Cir. 1969); 

In view of the actual discriminatory impact of formal educational 
requirements, the holding of the Supreme Court in Griggs, and the ab
sence of business necessity, it seems clear that the discriminatory use of 
formal educational requirements in the construction industry is pro
hibited by Title VII.

Testing. Construction unions typically administer written tests
to two groups: applicants for apprenticeship programs (usually admin
istered jointly with the employers’ association through an apprentice
ship committee) and applicants for journeyman status.121 The Griggs 
decision clearly demonstrated that union tests must be shown to be job- 
related and justified by business necessity.122 In setting forth these 
requirements, the Supreme Court adopted a position previously taken 
by other courts in holding that journeyman tests be job-related.123 Un
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der the rationale in Griggs there would seem to be no reason to distin
guish between the two situations—the journeyman test likewise should 
be justified by business necessity.

In Dobbins v. Local 212, Electrical Workers, the court held that the 
only fair test of qualification in the construction industry was a dem
onstration of on-the-job ability.124 Courts which have dealt with senior
ity issues have also repeatedly emphasized that the crucial question is 
whether a person advanced to a particular job is in fact capable of ade
quately performing it.125 This seems a singularly appropriate approach 
for the construction industry. The ability to verbalize mechanical and 
craft skills in written tests would not appear relevant to on-the-job 
ability.

Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 434 (S.D. Ohio 1968).
The Fourth Circuit in Griggs had found no requirement that tests administered by 

employers be job-related under the theory that 42 U.S.C. § 2OOOe-2(h), which allows 
employers to use professionally developed tests, prohibited such a result. Griggs v. 
Duke Power Co., 420 F.2d 1225, 1233 (4th Cir. 1970), rev'd, 401 U.S. 424 (1971). It will 
be noted that this provision excepts only tests administered by employers and says 
nothing of union administered tests. 42 U.S.C. § 2000e-2(h) (1964). The legislative 
history of § 2000e-2(h) also suggests this result, since it refers to the use of tests by 
employers but never once refers to the use of tests by unions. See 110 Cong. Rec. 13,492- 
504 (1964).

124 Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 434 (S.D. Ohio 1968).
125 See Local 189, Papermakers and Paperworkers v. United States, 416 F.2d 980, 990 

(5th Cir. 1969); Quarles v. Philip Morris, Inc., 279 F. Supp. 505, 520-21 (E.D. Va. 1968).
128 See Cooper & Sobol, supra note 68, at 1656. The EEOC regulations provide that 

the utility of any tests will be judged by their statistical and practical significance. 29 
C.F.R. § 1607.5(c) (1971).

127 See Cooper & Sobol, supra note 68, at 1615.
128 See Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 434 (S.D. Ohio 

1968).

The problem of securing a significant degree of correlation between 
job performance and test scores and its relationship to Title VII has 
been treated extensively elsewhere and will not be treated at length 
here.126 127 128 It is sufficient to note that experts agree that a test must be 
carefully correlated with job performance if it is to be useful in guiding 
employment and promotion policies.121 In any case where validation 
does not show a high correlation between test scores and ability to work, 
a demonstration of what actual ability is required should suffice.124 
Further, given the past practices of the construction industry, particu
larly the probability that few current members ever underwent appren
ticeship training or took apprenticeship tests, and in view of the holding 
in Dobbins, a presumption arises that demonstrated on-the-job ability 
and demonstrated capability to learn the work should be the sole tests 
until a highly correlated test can be developed. Once again, the power 
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of the court to order affirmative action129 should be used to provide a 
neutral determination of the abilities of an individual applicant.130

129 See 42 U.S.C. § 2OOOe-5(g) (1964).
130 A number of methods of proving ability are available. A partial list would in

clude: employers’ reports, examination of work done in the past by neutral experts, 
and demonstration of ability to perform equivalent work in a shop. The use of a 
court appointed administrator to make these determinations should expedite them 
considerably. In most instances the opinion of the individual’s employer should suffice. 
Given the attitudes of employers one would expect them to be generous in allowing 
new workers to obtain employment in order to expand the number of available workers. 
See generally M.R. Lefkoe, supra note 22.

131 See N.Y. Times, Feb. 9, 1971, at 20, col. 3.
132 From 1950 to 1966 the number of Negroes hired in metropolitan areas rose by 77 

percent; the comparable figure for whites was 36 percent.
133 See generally Marshall & Briggs.
134 In a recent decision, a court substantially modified the defendant’s residence re

quirement for employment as a firefighter, but allowed the continuation of a preference 
for one year residents. Carter v. Gallagher, 1 CCH Employment Practices Guide <| 8205 
(D. Minn. Mar. 9, 1971).

133 See notes 107-114 supra and accompanying text.
136 See N.Y. Times, Feb. 9, 1971, at 20, col. 3; note 132 supra and accompanying text.

Residence Requirements. The requirement of a minimum pe
riod of residence in a particular area prior to acceptance in an appren
ticeship program or admission to union membership conceivably could 
discriminate against minority workers because of the greater likelihood 
that these workers migrated to urban areas, where the vast majority of 
construction work is located,131 more recently than whites.132 Since the 
typical residence requirement is one or two years,133 the practical ad
vantage of advancing this argument is minimal because it is safe to 
assume that most minority workers would remain in the area in ques
tion for more than one or two years. Thus, they eventually would 
become eligible for membership.134 An attack on the residence require
ment might be justified in the case of an individual minority worker 
who would pass apprenticeable age before he satisfied the residence 
requirement, but assuming that the age requirements are to be elim
inated,135 136 instances of this kind should be increasingly rare.

A bare requirement that one be a resident, for whatever period of 
time, of the geographical area over which a particular union has juris
diction seems justified by the need to prevent union conflicts over geo
graphical jurisdiction. In addition, jurisdictional residence requirements 
probably favor minority workers who are concentrated in large urban 
areas where most construction work is found.138

Subjective Criteria. Many unions impose subjective barriers to
construction employment. These barriers usually take the form of an 
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oral test or interview prior to either apprenticeship or journeyman 
membership, a requirement of union-member sponsorship, or a favorable 
vote by the union membership. One court has eliminated a require
ment that applicants be sponsored by union members.137 Another court 
eliminated the subjective aspects of a journeyman examination,138 but 
refused to eliminate the membership vote in the absence of a showing 
that it was used in a discriminatory manner.139

137 United States v. Local 86, Ironmakers, 315 F. Supp. 1202, 1239 (W.D. Wash. 1970).
138 United States v. Sheet Metal Workers, Local 36, 416 F.2d 123, 135-36 (8th Cir. 

1969).
133 Id. at 135.
140 Even where the subjective element is a necessary part of the test of on-the-job 

ability, as where someone must observe the applicant at work to test his skills, that 
subjective element must be removed from union control.

141 Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047, 1055 (5th 
Cir. 1969).

142 There are, no doubt, some qualified minority workers in most areas of the coun
try who were excluded in the past by discriminatory application of the size restrictions. 
They were excluded because only whites were allowed to fill the quota of new members 
allowed by the unions each year. As to these individuals, the present effects of past 
practices clearly must be eliminated, and these individuals may not now be excluded 
from membership because of continuing union restrictions on membership size. How
ever, the number of minority workers in this category could well be so small that the 
issue of membership size restrictions would not even arise in any serious way. As
suming that size restrictions as presently applied are non-discriminatory, individuals 
who have more recently become qualified, or who seek access to work in order to 
develop the necessary qualifications raise a somewhat more difficult problem.

443 42 U.S.C. § 2000e-2(c) (1964).

The elimination of purely subjective criteria is both correct and nec
essary. There is no discernable business necessity for allowing subjec
tive factors to determine the question of access to construction work.140 
In view of the history of discrimination in construction unions, it is 
difficult to believe that such criteria would not be applied in a discrim
inatory manner. Courts have required objective standards for access to 
work in general.141 That rule could be nowhere better applied than to 
construction unions.

Restrictions on Membership Size. Union membership size re
strictions present a difficult problem in that they do not discriminate 
intrinsically, but exclude whites as well as minority workers.142 There 
are, nonetheless, very strong arguments that Title VII requires that 
membership size restrictions be modified substantially in the construc
tion industry. First, although Congress created numerous exceptions 
to the general rule that it is unlawful to discriminate,143 when it created 
these exceptions, it did so explicitly, as with seniority, merit and testing 
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exclusions.144 In addition, when it wished to prohibit a particular result, 
such as the prohibition on preferential hiring, Congress once again did 
so explicitly.145 146 Neither Title VII nor its legislative history contains any 
expression of concern for preserving the restrictions placed on the size 
of union membership.148

444 42 U.S.C. § 2000e-2(h) (1964).
146 42 U.S.C. § 2000e-2(j) (1964).
140 See generally Vaas, Title VII: Legislative History, 1 B.C. Ind. & Com. L. Rev. 431 

(1966).
147 Congressman Cahill proposed to amend section 703(c) to make it unlawful “to 

give preference to one applicant for membership over another applicant for reasons 
other than job qualifications and for reasons which may have the indirect effect of 
causing discrimination because of race, color, religion, or national origin,” and to amend 
section 703(d) to make it unlawful for a union “to give preference to one applicant 
over another in admission to, or employment in, any such program for reasons other 
than job qualifications and for reasons which may have the indirect effect of causing 
discrimination because of race, color, religion, or national origin.” 110 Cong. Rec. 2593 
(1964). Congressman Cahill was particularly concerned with the situation of “some of the 
small unions that have handed down jobs from father to son and brother to brother, 
and [which] have declined to accept membership, even though the members were 
qualified.” Id.

148 Congressman Griffin objected to the amendment because he felt that a court would 
find such indirect methods of discrimination already within the scope of the bill. See id. 
at 2594.

1« Id.
150 Id.
tot Vogler v. McCarty, Inc., 294 F. Supp. 368, 371 (E.D. La. 1968), aff’d sub. nom.

An amendment to Title VII, which was defeated, would have re
quired unions to admit all qualified applicants, regardless of race.147 
Congressman Griffin of New Jersey opposed the amendment on the 
grounds that it was not germane in that it would affect the rights of 
persons rejected for reasons other than race. More importantly, he 
argued that the amendment was redundant in that Title VII without 
the amendment would prohibit devices that would result in indirect 
discrimination.148 While Congressman Griffin suggested factors such as 
seniority and length of employment which could affect union member
ship in a nondiscriminatory manner, he did not imply that an arbitrary 
desire to restrict membership would be acceptable in face of a history 
of discrimination.149 However, he did state that size restrictions adopted 
for a discriminatory purpose would violate Title VII.150

Courts also have had some difficulty in dealing with the question of 
size restrictions. One court, upon examining a defendant union’s re
strictions on membership, made an independent determination as to the 
economic necessity of such restrictions, and adjusted them accord
ingly.151 Another court undertook a similar inquiry and found such
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restrictions justified by a reasonable economic purpose.152 The court 
warned, however, that if a union with a previous history of discrimina
tion limited union or apprenticeship membership to an unnecessarily 
small number, it would be considered a discriminatory pattern or 
practice.153 154

Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047, 1055 (5th Cir. 
1969).

152 Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413 (S.D. Ohio 1968).
153 Id. at 446.
154 Griggs v. Duke Power Co., 401 U.S. 424 (1971).
155 See notes 96-97 supra and accompanying text.
156 Local 189, Papermakers and Paperworkers v. United States, 416 F.2d 980, 989-90, 

993-94 ( 5th Cir. 1969), cert, denied, 397 U.S. 919 (1970); United States v. Sheet Metal 
Workers, Local 36, 416 F.2d 123, 130-31 (8th Cir. 1969).

157 Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047 (5th Cir. 
1969).

158 See note 4 supra and accompanying text.
159 Certainly we can expect substantial increases in the number of apprentice openings.
too These were the factors considered by the OFCC in making similar determinations 

in Philadelphia and Washington, D.C. for the implementation of its minority hiring 

The language of the Supreme Court in Griggs to the effect that prac
tices, procedures, or tests neutral on their face, or in terms of intent, 
cannot be maintained if they freeze the status quo of prior discrimina
tory practices is worth noting here.164 This language, as was seen above, 
raises serious questions as to whether there is a requirement that such 
practices be intrinsically discriminatory.155 Union size restrictions meet 
the court’s description precisely—they are practices, neutral on their 
face, which freeze the status quo of prior discrimination.

Seniority, because it is not intrinsically discriminatory, is closely 
analogous to size restrictions. Courts repeatedly have required a business 
necessity justification for seniority practices where they operate to per
petuate past discrimination.156 If the same test is applied to size re
strictions, they will be seen to violate Title VII to the extent that they 
are not justified by business necessity. Thus, the Fifth Circuit in Vogler 
was correct when it approved an independent inquiry into the business 
necessity of union size restrictions.157

Since there will be a substantial number of openings in the skilled 
construction trades in the coming decade,158 it would appear safe to spec
ulate that an inquiry into the business necessity of size restrictions will 
lead to substantial increases in the total number of persons admitted to 
membership each year.159 Some of the factors a court might consider 
in making such an inquiry would be industry growth rates, death, 
disability, and retirement rates, and other factors causing workers to 
leave the industry.160 By taking these factors into consideration, a court 
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could rather easily arrive at a number of new members, expressed as a 
percentage of membership, who would have to be admitted each year 
in order to meet the requirements of the business necessity test.161

plans for those cities. See 2 CCH Employment Practices Guide *1 16,176, at 7157.
161 This also was done in Philadelphia and Washington, D. C. See id.
i«2 42 U.S.C. § 2000e-2(j) (1964).
163 See Note, The Philadelphia Plan: Remedial Racial Classification in Employment, 

58 Geo. L.J. 1187, 1217 (1970).
164 Local 53, Heat, Frost and Asbestos Workers v. Vogler, 407 F.2d 1047, 1055 (5th 

Cir. 1969).
165 Opponents of the bill repeatedly charged that Title VII would have the practical 

effect of requiring quotas. These charges were met by frequent denials coming from 
the bill’s supporters. See 110 Cong. Rec. 6000-01, 7419-20 (remarks of Sen. Humphrey).

i®6 Of particular concern to the Senate was the fear that whites would be fired to 
provide jobs for blacks or that black applicants would be preferred over qualified white 
applicants. See 110 Cong. Rec. 2605, 5874, 9591 (1964) (remarks of Senators Andrews, 
Eastland, and Fulbright).

Supporters of the bill pointed out that such results would be forbidden by Title VII 
itself because a federal court could not order preferential hiring or promotion consid
eration for any particular race, religion, or other group. Its power would be limited 

An important additional consideration is whether or not some specific 
portion of the openings created by the expansion should be allocated 
to minority workers. Section 703 (j) provides that no labor organization 
will be required to give preferential treatment to any group of indi
viduals because of imbalance in the representation of that group in the 
challenged work force.162 The statute thus indicates that minimum 
minority representation may not be required solely because of a per
centage disparity between the number of minority workers and the 
minority population in general.163 If there is other proof of discrimina
tion, as there almost certainly would be in the construction industry 
context, it would be permissible to remedy the disparity by establishing 
specific minimum minority hiring requirements. This is certainly the 
implication of a decision such as Vogler in which the Fifth Circuit 
affirmed the lower court’s temporary requirement of alternating referrals 
of black and white workers.164

The legislative history of section 703(j), while somewhat obscure, 
contains nothing to refute this approach. It would seem that Congress 
had two general concerns in drafting this section: (1) that employers 
or labor organizations, in general, not feel forced to achieve minimum 
percentages to avoid Title VII violations;165 and (2) that minority 
workers not be given preferential treatment over whites.166

The allocation of percentages of construction union vacancies to 
minority workers need not conflict with either concern. The use of 
percentage hiring requirements would be purely a matter of relief au
thorized by the statute and would not be connected with the use of 
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percentage disparities to prove discrimination.167 The percentages would 
not be adopted solely because of the imbalance but because of a history 
of violations of the Act. Further, given projected vacancy rates in the 
construction industry, it should never actually be necessary to “prefer” 
a minority worker over a white worker. Here a lesson could be taken 
from the Philadelphia Plan. By requiring “good faith” efforts to meet 
minority hiring goals, the court could insure that no employer would 
be required to prefer minority workers.168

to ordering an end to the previously existing discrimination. See 110 Cong. Rec. 6563 
(1964) (remarks of Senator Kuchel); notes 167-168 infra and accompanying text.

167 The legislative history is obscure on the distinction between proof and relief. 
Senator Allott introduced an amendment on May 4, 1964, which would have provided 
that a court could “not find” an unlawful employment practice solely on the basis of 
evidence that a racial or other imbalance exists, without other supporting evidence. 110 
Cong. Rec. 9881-82 (1964). The language of the amendment implied concern with the 
proof of discrimination, not with the remedy. However, section 703 (j), as adopted, was 
introduced later as part of the Dirksen-Mansfield substitute and substituted language 
which appears to apply to both proof and remedy. 42 U.S.C. § 2000e-2(j) (1964).

The reasons for the difference in language between the amendment adopted and 
Senator Allott’s bill are not discussed in the legislative history. Given the general con
gressional concern for the employer who is not a party to any litigation, but who might 
fear that he must achieve a quota or risk a Title VII violation, it might not be too 
irresponsible to speculate that the language in Senator Allott’s amendment that “the 
Court shall not find, in any civil action brought under this title . . .” became “[njothing 
contained in this subchapter shall be interpreted to require ...” in the Dirksen-Mansfield 
substitute precisely to reassure employers that they need not adopt “quotas” to avoid 
litigation.

168 "The Case which considered the legality of the Philadelphia Plan hiring goals relied 
rather heavily on the “good faith” escape clauses to uphold the validity of the goals. 
Contractors Ass’n v. Schultz, 311 F. Supp. 1002, 1010 (E.D. Pa. 1970), aff’d, 1 CCH 
Employment Practices Guide fl 8180 (3d Cir. Apr. 22, 1971).

16»The chief difficulty in litigation against a specific union would be that empirical 
data on the relative effects of the duration of its program on whites and minority work
ers would be almost impossible to obtain. Past discrimination has operated to prevent 
the creation of a meaningful sample of minority workers on which to base generalized 
conclusions. On the other hand, general sociological data on the relative willingness 
of whites and minority workers to accept long-term preparation for work may be 
available. Some studies have suggested for instance that blacks tend to feel there is 
relatively little correlation between personal effort and success. See Lefcaut, Internal 
vs. External Control of Reinforcement: A Review, in Psychological Bulletin 289 (J. 
Coleman ed. 1966); cf. Marshall & Briggs 37. The fact remains that the pay is substan- 

Duration of Apprenticeship Training. It is not clear that the
duration of apprenticeship programs, as such, intrinsically discriminates 
between whites and minority workers. Conceivably, it could be shown 
to the satisfaction of the courts that the kind of perserverance necessary 
to survive a five year “initiation rite” is a uniquely white middle class 
phenomenon.169 Assuming this cannot be demonstrated, however, and 
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if the duration of the program is to be rationalized, it will have to be 
assumed that as many whites as blacks are repelled by program duration. 
Therefore, reliance must be placed once again either on those cases 
which do not require a demonstration that the device in question dis
criminates intrinsically but require that all devices that perpetuate past 
discrimination by curtailing access to employment must be justified by 
business necessity or, alternatively, that eliminate all such devices as part 
of an affirmative action decree.

There can be little doubt that a requirement of three to five years 
of training is a “barrier” to employment.170 Perhaps more importantly, 
three to five year programs will perpetuate exclusive white access to 
skilled construction employment. Further, and here Griggs is precisely 
on point, most present union members did not complete a formal five 
year apprenticeship. Thus, the duration of the apprenticeship program 
has been erected as a barrier, like the education and testing requirements 
in Griggs, before overt discrimination ended but after many of the 
current white members achieved membership status. Therefore, if what 
has been said of other restrictions imposed by skilled construction 
unions is correct, the duration of the apprenticeship perpetuates dis
crimination and must be justified by business necessity.171

daily lower than journeyman rates and that the duration impedes rapid increases in 
the number of minority workers.

170 Apprenticeship does provide access to employment but at lower wages. It acts 
as an employment barrier by delaying access to journeyman work. A substantial num
ber of apprentices do not complete the program. Completion rates have been esti
mated as follows: electricians, 64 percent; pipe trades (plumbers, steamfitters), 62 per
cent; sheet metal workers, 53 percent; bricklayers, 59 percent; ironworkers, 39 percent; 
plasterers, 50 percent; painters, 35 percent; and carpenters, 33 percent. Strauss, supra 
note 4, at 302. The author warns, however, that the data may not be wholly reliable. Id.

171 Contra, Note, Title VII of the Civil Rights Act of 1964 and Minority Group 
Entry into the Building Trade Unions, 37 U. Chi. L. Rev. 328, 350 n.50 (1970). This 
note suggests that the pay scale during apprenticeship is adequate to offset the harm 
done by program duration.

i"2 See generally Strauss, supra note 4.

One of the most difficult determinations which would confront a 
court attempting to eliminate skilled construction union discrimination 
is the type of training program that can be justified by business neces
sity. At least one expert has suggested a shorter, more intense appren
ticeship training period.172 This suggests the availability of expert tes
timony on the subject. It is also possible to draw on craftsmen in a 
given trade who are willing to testify as to the amount of training re
quired. Likewise, the employees of the Workers Defense League-A. 
Phillip Randolph Joint Apprenticeship Program have developed exper
tise in dealing with existing apprenticeship programs as well as with 
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alternative training programs.173 In many cases, too, evidence of train
ing requirements in similar occupations in industry or government would 
provide guidance. Often the work histories of the named plaintiffs, 
if they are qualified, will be probative of the training required because 
they have learned their skills informally in relatively short periods of 
time.174 Finally, in many cases the history of the defendant union will 
provide a guide to alternative training programs since many present 
members did not learn their skills in apprenticeship programs.17® Clearly, 
it does not seem that the difficulty of imposing an alternative justifiable 
training program will prove insurmountable for the courts.

173 For a discussion of on-the-job construction training in the Brooklyn, New York 
Model Cities Program, see Johnson, The Minority Experience in Construction (1970).

174 The author is attorney for plaintiffs in two cases in which some of the qualified 
plaintiffs fit this description.

175 See Foster, supra note 53.
176 See note 61 supra.
177 United States v. Local 189, Papermakers and Paperworkers, 282 F. Supp. 39 (E.D. 

La. 1968); Quarles v. Philip Morris, Inc., 279 F. Supp. 505 (E.D. Va. 1968).
178 See Dobbins v. Local 212, Electrical Workers, 292 F. Supp. 413, 452 (S.D. Ohio 

1968).

Experience in the Trade. To the extent that experience in the
trade is a prerequisite to journeyman status and work-referral, and to 
preferential treatment for apprenticeship program applicants, it is dis
criminatory. In the construction industry, minority workers are denied 
not only advancement in their employment, they are denied employ
ment itself because they have not been allowed to obtain the relevant 
“seniority”—a sufficient amount of experience in the trade. Any ex
perience requirement under a collective bargaining agreement which 
has been used consistently to deny employment to minority workers 
in the past would fall when Title VII seniority rules are applied.176 * It 
might be argued that such experience was of high quality and hence 
justified by business necessity. Such a justification could not withstand 
demonstrated ability to perform the work—the test adopted to replace 
seniority in Local 189 and Quarles.111 Likewise, any requirement of 
experience in the trade in general would require justification by business 
necessity. To the extent that such experience is lacking, it should not 
be used to deny access to work unless a worker is unable to demonstrate 
his ability to perform the work required on the job.178

Conclusion

The rationalization of the union-imposed barriers to construction 
work, including the apprenticeship program, necessarily requires detailed 
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attention to the needs of minority workers in relation to each union. 
Obviously, this could result in imposing an intolerable administrative 
burden on federal courts. One solution to this difficulty would be the 
appointment of an administrator to supervise implementation of each 
decree.179 Such an administrator would supervise the union’s training 
and referral arrangements until the effects of the earlier discriminatory 
behavior have been removed. When reasonable numbers of minority 
workers are union members and are being referred equitably for work, 
the court should relinquish jurisdiction and the union could return to 
normal control of its affairs.

179 See United States v. Local 46, Wood, Wire and Metal Lathers, 1 CCH Employ
ment Practices Guide U 5048, at 3722 (S.D.N.Y. Feb. 25, 1970) (consent decree), H 8204 
(SU.N.Y. May 12, 1971) (contempt citation for disregard of consent decree).

Title VII has seen rather rapid development in the few years since 
it was enacted. Generally, this development has been in the direction 
of increased pressure to open new employment opportunities for mi
nority workers. Construction unions have a long history of excluding 
from employment not only minority workers, but all non-member 
workers. While it may seem ironic that Title VII has given minority 
workers, the workers with the least power in society at large, the tool 
with which to end this history of exclusion, it is also peculiarly just that 
the history of exclusion should end at a time when American society 
is suffering from an inability to employ those outside of the mainstream 
of its economy.
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NOTES
FEDERAL TAX POLICY AND RETIREMENT 

BENEFITS—A NEW APPROACH
Private pension plans have come to play an increasingly important 

role in providing retirement benefits for a growing portion of our labor 
force.1 For this reason alone the public has a vital interest in the devel
opment of retirement plans. There are, however, a number of other 
equally compelling reasons for public concern. First, retirement plans 
have become a tremendous source of financial power.2 They also have 
an important impact on manpower in the United States.3 Finally, be
cause of the tax concessions given to qualified retirement plans, the 
national tax base is reduced, and greater pressure must be put on other 
sources of revenue.4 Therefore, before tax subsidies are used to encour
age the development of retirement plans, the effect of such subsidies 
must be considered in light of the overall goal of providing retirement 
security for as many persons as possible.5 6 Although public policy 
should continue to provide incentives for the growth of private plans, 
the soundness and fairness of these retirement plans must be improved.® 
This Note will present an extensive analysis of the historical develop
ment and tax treatment of retirement plans and other employee bene
fits. It will then examine the inequities inherent in current tax policies 
and propose concrete suggestions for reform. It should be noted that

1 See Letter from W. Willard Wirtz to President Johnson, Jan. 29, 1965, in President’s 
Comm, on Corporate Pension Funds and Other Private Retirement and Welfare 
Programs, Public Policy and Private Pension Programs—Report to the President on 
Private Employee Retirement Plans, at introductory page (1965) [hereinafter cited 
as President’s Comm.]. In 1965, 25 million workers were covered by private retirement 
plans. President’s Comm. i.

2 In 1964, total reserves in private pension plans reached $75 billion. President’s 
Comm. 2. The size of current private retirement funds has placed them in a position 
to be a stabilizing factor in our economy during inflationary periods because they 
represent forced savings. However, this may work to the detriment of our economy 
during a depression. See Hearings Before the Subcomm, on Tax Policy of the Joint 
Comm, on the Economic Report, 84th Cong., 1st Sess. 638-39 (1955).

3 By permitting the withdrawal of aged and disabled workers from the labor force, 
retirement plans create additional job opportunities and facilitate worker efficiency. 
Id. at 643. See also President’s Comm. 7.

4 See President’s Comm. vii. Tax laws have been used extensively to encourage the 
growth of private retirement plans; the annual revenue loss from tax incentives has 
been approximately one billion dollars a year. Id. at ii, 3.

5 See Address by John S. Nolan, Deputy Assistant Secretary of The Treasury For 
Tax Policy, Federal Tax Institute of New England, Dec. 5, 1970. [hereinafter cited as 
Nolan Address],

6 See President’s Comm. 25.

[ 1299 ]
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a study of inequities in this area must focus extensively upon the dis
parities in the tax treatment of corporate employees and self-employed 
individuals.

Development of Employee Tax Benefits

The current provisions on corporate retirement benefits were incor
porated substantially from the 1939 Code.1 Originally, there were no 
provisions covering employee retirement benefits for self-employed 
individuals,* * * * 8 so these taxpayers, particularly professionals, sought vari
ous methods of obtaining corporate employee benefits.9 To facilitate 
this goal, many states have enacted professional corporation statutes 
which permit professionals to incorporate.10 In response to the disparate 
tax treatment accorded self-employed individuals and corporate em
ployees, Congress enacted H.R. 10 to provide retirement benefits for 
self-employed persons.11 The benefits provided for self-employed in
dividuals, however, were much less favorable than those available to 
corporate employees.12 13 Consequently, professionals continued to in
corporate, only to meet Internal Revenue opposition.18 The courts, 
however, took a more favorable view of professional corporations,14 
and ultimately forced the Internal Revenue Service to recognize the 
legitimacy of the professional corporation.15 * *

7See Int. Rev. Code of 1954, 401-05; Int. Rev. Code of 1939, 22(b)(2)(B),
23(p),165(a)-(d).

»See generally Int. Rev. Code of 1954, H 401-05 as amended, Self-Employed Indi
viduals Tax Retirement Act of 1962, Pub. L. No. 87-792, 76 Stat. 809 (codified in parts
of Int. Rev. Code of 1954, §§ 401-05).

9 See, e.g., United States v. Kintner, 216 F.2d 418 (9th Cir. 1954); Galt v. United 
States, 175 F. Supp. 360 (N.D. Tex. 1959).

10 See Note, Professional Corporations: Analysis Under The Tax Reform Act and 
Survey of State Statutes, 58 Geo. L.J. 487, 489 (1970).

n Self-Employed Individuals Tax Retirement Act of 1962, Pub. L. No. 87-792, 76 Stat. 
809 (codified in parts of Int. Rev. Code of 1954, 401-05).

12 See Ray, A Comparison of Tax Benefits Available Under H.R. 10 with Those 
Provided by Professional Associations, 26 Ga. B.J. 269 (1964); Snyder & Weckstein, 
Quasi-Corporations, Quasi-Employees and Quasi-Tax Relief for Professional Persons, 
48 Cornell L.Q. 613 (1963); Strong, Retirement Planning Considerations for Pro
fessionals, Prac. Law., Feb. 1969, at 43.

13 The Kintner Regulations, promulgated in 1960, attempted to treat professional 
associations and corporations as partnerships for tax purposes. See Treas. Reg. 
§ 301.7701-2 (1960). See also id. § 301.7701-2(h) (1965).

14 See, e.g., Kurzner v. United States, 413 F.2d 97 (5th Cir. 1969); O’Neill v. United
States, 410 F.2d 888 (6th Cir. 1969); United States v. Empey, 406 F.2d 157 (10th Cir.
1969).

1BT.I.R. No. 1019, 7 CCH 1969 Stand. Fed. Tax Rep. 116867, at 71,625 (Aug. 8, 1969).

Disturbed by the increasing trend toward professional incorporation, 
the Senate Finance Committee inserted a provision in the Tax Reform 
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Bill of 1969 designed to deny corporate retirement benefits to profes
sional corporations.1® This provision was deleted on the Senate floor, 
however, after assurances by the Treasury Department that it would 
undertake a comprehensive evaluation of the entire employee benefit 
area.* 17 This is the present state of the law; the Treasury is currently 
engaged in its study of the employee benefit area.18 The following dis
cussion will focus upon present Code provisions covering employee 
benefits, emphasizing the difference in treatment accorded the various 
types of employees.

i«See S. Rep. No. 552, 91st Cong., 1st Sess. 270-72 (1969).
17 See Washington Post, Dec. 10, 1969, § A, at 1, col. 4; Note, supra note 10, at 490.
18 See Nolan Address.
19 The term “common law employee” as used in this Note refers to persons employed 

under a legal and bona fide employer-employee relationship as defined in the Treasury 
Regulations, whether or not employed by a corporation. See Treas. Reg. § 31.3401 (c)-l 
(1957).

20 “Self-employed individuals” are persons employed by themselves in an unin
corporated business or association in which their personal services are a material 
income-producing factor. See Int. Rev. Code of 1954, §§ 401(c) (1)-(2), 1402(a). Self
employed individuals include persons categorized as owner-employees because of their 
ownership of more than 10 percent of an unincorporated business. Id. § 401(c)(3).

21 See, e.g., Bagg, Discrimination Under HJi. 10, 102 Trust and Estates 316 (1963); 
Hoffman, Many Limitations of H.R. 10 Make Its Use Generally Undesirable, 18 J. Tax. 
218 (1963); Strong, supra note 12.

22 The term “pension plan” refers to a plan for employee retirement benefits which 
are to be provided by annual contributions, not based on profits of the enterprise, to 
a tax-exempt trust (or custodial account). See Int. Rev. Code of 1954, §§ 401(a), 
401(f), 501(a). An annuity plan is similar to a pension plan except that retirement 
benefits are secured through the purchase of annuity contracts, instead of through 
contributions to a tax-exempt trust. Id. § 403. The term annuity plan includes a 
retirement bond purchase plan, which is a plan whose contributions are used to 
purchase specified issues of United States Treasury retirement bonds. Id. § 405. A 
profit-sharing plan is a retirement plan requiring contributions to be based on a 
percentage of the profits of the enterprise and funded through a tax-exempt trust. Id. 
S) 401(a), 501(a); Treas. Reg. § 1.401-1 (b) (1) (ii) (1956). A profit-sharing plan 
includes stock bonus plans which provide for benefits to be distributed in the form 
of employer’s stock. See id. § 1.401-1 (a) (2) (iii) (1956).

Current Tax Treatment of Employee Benefits
QUALIFIED RETIREMENT PLANS

The present tax treatment of qualified retirement plans is the most 
significant area of discrimination between common law employees19 
and self-employed20 individuals.21 Extremely favorable tax treatment is 
accorded employer pension, profit-sharing, stock bonus, and bond pur
chase plans22 which provide retirement benefits for corporate em
ployees, provided such plans inure to the exclusive benefit of the em
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ployees and their beneficiaries.23 Contributions to a qualified retirement 
plan are deductible by the employer subject to specific limits,*4 and 
excludable by the employee.25 In addition, the accumulated earnings 
and appreciation of the plan assets are tax exempt until distributed.26 
Furthermore, even employees with nonforfeitable interests recognize no 
income until distribution,27 and then at favorable tax rates.28 None of 
these provisions, however, treat common law employees and self-em
ployed individuals alike.

23 Int. Rev. Code of 1954, § 401(a)(2). For a plan to be considered for the exclusive 
benefit of employees and their beneficiaries, it must provide that definitely determinable 
benefits will be paid over a period of years after retirement. Treas. Reg. 
§ 1.401-1 (b) (1) (i) (1956). In addition, the plan must prohibit and prevent diversion 
of fund assets. Id. § 1.401-2 (1964).

24 See Int. Rev. Code of 1954, § 404; notes 77-100 infra and accompanying text.
25 See Int. Rev. Code of 1954, §§ 402(a), 403(a); notes 127-128 infra and accom

panying text.
26 See Int. Rev. Code of 1954, 401(a), 501(a); notes 54-56 infra and accompanying

text.
27 See Int. Rev. Code of 1954, §§ 72, 402(a), 403(a); notes 127-128 infra and accom

panying text.
28 Int. Rev. Code of 1954, §§ 72(a), (c), (d), (n); notes 129-146 infra and accom

panying text.
29 See generally Int. Rev. Code of 1954, § 401(a) (3).
30 An owner-employee is an employee who owns an entire interest in an unincor

porated business or a partner who owns more than 10 percent of either the capita! 
or the profits of a partnership. Int. Rev. Code of 1954, § 401(c)(3).

31 Id. § 401(a) (3)-(4). These tests are also applicable to plans covering self-employed 
individuals provided there is no owner-employee covered under the plan. See Treas. 
Reg. § 1.401-11 (c) (1) (1963). Even absent owner-employees, however, a plan covering 
self-employed individuals may be subject to stricter rules in interpreting the three 
alternative tests. For example, a plan including self-employed individuals may not 
cover only non-salaried employees, if coverage is thereby limited to self-employed 
individuals alone. See Int. Rev. Code of 1954, § 401(a) (5); Treas. Reg. § 1.401-11 (c) (ii), 
(iii) (1963).

32 Int. Rev. Code of 1954, § 401 (a) (3) (A).
33Id. § 401(a)(3)(B). The requirements for either of the first two tests will be 

met if they are satisfied on at least one day of each quarter of the taxable year. Id. 
§ 401(a)(6).

Coverage. For a retirement plan to qualify for the numerous
tax benefits provided under the Code, it must not discriminate against 
certain employees by excluding them from coverage in the retirement 
plan.29 Plans that do not cover owner-employees30 will be deemed non- 
discriminatory with respect to coverage if they meet the requirements 
of one of three alternative tests.31 The first test provides that a retire
ment plan will qualify if 70 percent of all employees are covered.32 
A second test stipulates that a plan will qualify if 80 percent of all eli
gible employees are covered, provided at least 70 percent of all em
ployees are eligible.33 The final test requires that the plan coverage not 
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discriminate in favor of officers, shareholders, supervisors, or highly 
compensated employees.34 Under each of the tests, part-time or seasonal 
employees,35 or employees for less that five years may be excluded from 
the percentage requirements and coverage.36

34 Id. § 401 (a) (4) (B). This should not be interpreted to prohibit either the exclusion 
of employees whose entire wages are covered by Social Security or the computation
of contributions or benefits through uniform relationship to total compensation. Id. 
§ 401(a)(5).

36 An employee is considered part-time if he works 20 hours or less per week; an 
employee is considered seasonal if he is employed for not more than five months per 
year. Int. Rev. Code of 1954, § 401(a)(3)(A).

36 Id.
37 Int. Rev. Code of 1954, § 401(d)(3). The threefold test discussed in notes 31-34 

supra is also applicable to plans covering owner-employees.
38 Int. Rev. Code of 1954, §§ 401(d)(9), (10). Benefits under the second plan must 

be at least as favorable as benefits under the owner-employee plan. Id.
33 Treas. Reg. § 1.401-12 (1) (2) (1963).
40 Int. Rev. Code of 1954, § 401(a). The trust agreement must be in writing and 

valid under local law. Rev. Rul. 69-421, 1969-2 Cum. Bull. 63.
41 Int. Rev. Code of 1954, § 401 (f).
43 Id. § 403(a).
43 Id. § 405(a).
44 Id. § 401 (a); see Snyder & Weckstein, supra note 12, at 627-28.
45 Int. Rev. Code of 1954, § 401(f) (1) (B), (C).
46See Treas. Reg. § 1.404(a)-3(a) (1961).

In contrast, if an owner-employee is covered under the retirement 
plan, all employees who are not part-time or seasonal must be covered 
if they have at least three years of service.37 Furthermore, if one in
cluded owner-employee owns (or if two or more owner-employees 
jointly own) more than 50 percent of another unincorporated business, 
a comparable retirement plan must be established for that other busi
ness.38 If one or more owner-employees control both the employer 
organization and another unincorporated business, the plans for both 
organizations are treated as a single plan which must meet the require
ments for qualification.39

Funding. Contributions to a qualified retirement plan covering
only common law employees may be funded through a trust,40 a cus
todial account,41 an annuity plan,42 or a retirement bond purchase plan.43 
If the trust device is used, there is no restriction on the choice of trustee 
or the types of permissible investments.44 In a custodial account the 
custodian must be a bank, and investments are permitted solely in mu
tual funds or insurance contracts.45 A qualified annuity plan is a method 
of funding wherein benefits are provided through annuity or insurance 
contracts without the use of a trust.46 A qualified retirement bond 
purchase plan is a written program to purchase specific Federal Treasury 
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bonds. The bonds must be purchased in the name of the employee, be 
nontransferable, and bear interest for no more than five years after 
the death of the employee.47 48 * * Furthermore, the bonds may not be re
deemed prior to the employee’s reaching age 59l/2, unless he becomes 
disabled or dies prior to that time.48 If an owner-employee is covered 
under a qualified plan, then a trust plan must provide either that a bank 
serve as trustee4® or that fund assets be invested exclusively in annuity, 
endowment or life insurance contracts.“ The plan may also be funded 
through a bank custodial account subject to the same restrictions as a 
plan which does not cover owner-employees.51 A plan covering owner
employees need not be set up in trust form, but may also be funded 
through an annuity52 53 or retirement bond purchase plan.58

*1 Int. Rev. Code of 1954, § 405 (b); Treas. Reg. § 1.405-1 (a) (1963).
48 Int. Rev. Code of 1954, § 405(b) (1) (D).
^ld. § 401(d)(1). Someone other than a bank, including an owner-employee, how

ever, may be given the power to control the investment of the funds. Id.
60 Id. 5 401(d)(1). If investments are in life insurance company contracts, the 

company must maintain specific records and upon its failing to do so, a bank must 
take over as trustee. Treas. Reg. § 1.401-12(c) (4) (ii) (C) (1963).

61 Int. Rev. Code of 1954, § 401(f). The bank custodial account may be utilized 
whether or not an owner-employee is covered under the plan, but it would be 
particularly useful in small, owner-employee plans since the bank’s limited role as 
custodian will reduce the cost. See S. Rep. No. 992, 87th Cong., 1st Sess. 3, 18, 38 
(1961); 1962-3 Cum. Bull. 303, 320, 340.

52 Int. Rev. Code of 1954, § 403 (a); see note 22 supra and accompanying text. 
Funding may include the purchase of a face-amount certificate. Int. Rev. Code of 
1954, § 401(g); see Investment Company Act of 1940, 15 U.S.C. § 80a-2(15) (1964).

53 Int. Rev. Code of 1954, § 405 (a); see note 22 supra and accompanying text.
B4Int. Rev. Code of 1954, §§ 501(a), (c)(17), (c)(18). This exemption only applies 

to that income which is derived from dividends, interest, annuities, royalties, or is 
otherwise not classified as unrelated business taxable income. Id. 501(b), 511(c)(2), 
512.

65 Id. § 503(a)(1).
56 Id. § 503(a)(2). An organization which engages in a prohibited transaction will 

lose its tax exemption for the taxable year following the year in which it is notified 
that it has engaged in such prohibited transaction. Id. If the prohibited transaction 
was undertaken for the purpose of diverting income from the exclusive benefit of the
employees, the disqualification will apply to the year in which the transaction was 
undertaken and each subsequent year. Treas. Reg. § 1.503(a)-l(b) (1958). If the 
Commissioner of Internal Revenue is convinced that the organization will not knowingly 
engage in a prohibited transaction again, tax-exempt status may be reinstated after
one full taxable year of disqualification. Id. § 1.503(d)(1) (1958).

Prohibited Transactions. If a qualified retirement plan is funded
through a trust, the trust will be exempt from taxation,54 provided it 
does not engage in certain prohibited transactions55 which would en
danger this tax-free status.56 * Every trust, whether it covers an owner
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employee or not, is prohibited from engaging in the following trans
actions with the settlor of or a substantial contributor to the trust:57

87 The prohibition also extends to transactions with a corporation which is con
trolled by the creator or substantial contributor. Int. Rev. Code of 1954, § 503(b). 
Where the creator or substantial contributor is an individual, the prohibition extends 
to members of his family. Id. §§ 267(c)(4), 503(b).

68 Id. § 503(b)(1). The prohibition will not generally extend to bonds, debentures, or 
other evidences of indebtedness acquired at arm’s length by a trust owning not more 
than 25 percent of the total outstanding obligations of each issue of obligation acquired. 
Id. § 503(e).

88 Id. § 503(b) (2); cf. Treas. Reg. § 1.162-7 (1958).
60 Int. Rev. Code of 1954, § 503 (b) (3).
«i/rf. § 503(b)(4), (5).
82«. § 503(b)(6).
63 Control is established if one or more owner-employees together own 50 percent 

or more of the total interest in the business for which the plan is established. Id.
401(d)(9)(B), 503(g).

64 Id. § 503(g)(1)(A). The transaction is prohibited even if the loan is adequately 
secured and reasonable interest is required. See Treas. Reg. 1.503(j)-1 (a), -1(e), 
Example (1) (1964). If an owner-employee borrows money from a trust or assigns 
or pledges his interest therein, the proceeds of the loan or interest so assigned will be 
treated as a distribution from the trust. Int. Rev. Code of 1954, § 72 (m) (4). But see id. 
5 503(g)(2) (pre-1963 loans). If the loan is repaid, it will be considered to be a 
contribution to the plan. Id. § 404(f).

65 See Int. Rev. Code of 1954, § 503(g)(1)(B). Thus, an owner-employee may not 
be compensated for his services rendered in his permitted capacity as an investor of 
the trust funds. Id. § 401 (d) (1); Treas. Reg. §§ 1.503(j)-l (a), -1 (e), Example (2) (1964).

66 Int. Rev. Code of 1954, § 503(g) (1) (C).
67 Id. § 503(g)(1)(D). Therefore, contributions by an employer to a plan covering 

an owner-employee or contributions by an owner-employee in his capacity as employee 
may not be made in property other than cash. Treas. Reg. 1.401-12 (k) (1963), 
1.503 ( j )-1 (b) (1963).

68 Int. Rev. Code of 1954, § 503 (g) (1) (D).

1) Making a loan of income or corpus without adequate security 
and reasonable interest;58

2) paying excessive compensation for services rendered;59 60 * * 63 64 65 66 67 68
3) affording its services on a preferential basis;90
4) purchasing or selling substantial amounts of property for more 

or less than an adequate consideration;91 and
5) engaging in any other transaction which substantially diverts in

come or corpus.92
If one or more owner-employees are covered under the plan and 

they control the business for which the plan is established,93 four addi
tional transactions are prohibited:

1) The making of any loan of corpus or income;94
2) the paying of any compensation for personal services rendered;95
3) the granting of services on a preferential basis;99 and
4) the trust’s acquisition97 or sale of any property,98 from or to an 
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owner-employee,69 a creator of the trust, or a substantial contributor 
to the trust.70

69Id. § 503(g)(1). This prohibition extends to transactions between the trust and 
members of the owner-employee’s family or a corporation in which he owns 50 per
cent or more of the outstanding stock. Id. See id. § 267(c)(4).

to Id. § 503(g)(1); see note 57 supra and accompanying text.
71 See Int. Rev. Code of 1954, §§ 401 (a) (7)-(9).
T2Treas. Reg. § 1.401-7(a) (1963).
73 Int. Rev. Code of 1954, § 401(a)(7). Vesting need not take place even on termi

nation or discontinuance of contributions, if the plan has been in effect for 10 years 
and the current cost of those 10 years is funded, or if the plan provides that benefits 
attributable to employer contributions on behalf of one of the 25 highest paid em
ployees shall not exceed the greater of $20,000 or 20 percent of the employee’s annual 
salary, not in excess of $50,000 times the number of years between establishment and 
termination of the plan. Treas. Reg. 1.401-4(c) (2), -(6)(d) (1963).

74 An employee’s interest is nonforfeitable if there is no contingency existing under 
the plan which may cause him to lose his rights therein. Treas. Reg. §§ 1.401-12 (g) 
(1963), 1.402(b)-1(a) (2) (1964). The mere fact that an employee may not live to 
receive his benefits does not make his interest forfeitable. Id.

75 Int. Rev. Code of 1954, § 401(d)(2)(A). This vesting requirement applies to the 
benefits derived from the contributions and includes self-employed individuals covered 
under the plan. Treas. Reg. § 1.401-12(g) (1963).

76 Treas. Reg. § 1.401-12(g) (2) (1963). See note 73 supra.
77 Int. Rev. Code of 1954, § 404(a). The employee on whose behalf the contribution 

is made need not include the contributions in gross income. Id. 402(a), 403(a). 
Despite this exclusion by the employee, no deduction is allowed to the employer to 
the extent that the contribution, when added to the employee’s other compensation, 
does not meet the requirements for reasonable compensation. Treas. Reg. §§ 1.162-8 
(1958), 1.404(a)-!(b) (1963).

Vesting. An employee’s right to his allocable interest under
a qualified retirement plan which does not cover owner-employees may 
remain forfeitable until the employee’s retirement.71 The plan must 
expressly stipulate, however, that employee forfeitures be used only to 
reduce employer contributions and not to increase benefits to any 
remaining participants.72 An exception to the vesting-at-retirement re
quirement is provided, however, where the retirement plan is terminated 
or contributions are completely discontinued.73

In contrast, if an owner-employee is covered under the plan, the 
rights of an employee must be nonforfeitable74 at the time contributions 
are paid.75 The only exception to this requirement occurs in those rare 
instances where contributions must remain forfeitable to avoid dis
crimination on early termination.76

Contributions to the plan. An employer may deduct contribu
tions to a qualified retirement plan within certain varying limitations.77 
Employer contributions to a pension trust or annuity plan are not sub
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ject to any dollar amount or percentage-of-compensation limitation.78 
They may be deducted up to the amount necessary to pay the current 
cost of the unfunded benefits provided by the plan.79 Permissible em
ployer contributions may be computed by either a level dollar amount, 
a percentage-of-compensation formula,80 or by an actual current (nor
mal) cost81 plus 10 percent of past service costs formula.82 In addi
tion, any amounts which are contributed in excess of the current annual 
cost may be carried over to subsequent years and deducted in con
junction with contributions in those years, subject to annual limita
tions.83 If a profit-sharing or stock bonus plan is used, employer con
tributions may not be deducted in excess of 15 percent of other com
pensation paid to all employees covered by the plan.84 * * Contributions 
in excess of the 15 percent limitation may be carried over and deducted 
in subsequent years, the total carryover and current contributions in 
those years being subject to a total 15 percent limitation in any one 
year.88 The percentage of other compensation contributed under a 

78 Int. Rev. Code of 1954, § 404(a)(1). In the first year of the plan, contributions 
not in excess of five percent of the total compensation of employees covered under 
the plan will be automatically deductible. Treas. Reg. § 1.404 (a)-4 (a) (1961). In 
subsequent years the taxpayer must submit actuarial data to show the cost under the 
plan and may not arbitrarily deduct the five percent minimum allowable in the first 
year. Id. § 1.404(a)-4(b) (1961).

79 The term “unfunded benefits” refers to the projected cost of all benefits promised 
under the plan minus the amount currently accumulated in the fund and expected 
employee contributions. See Treas. Reg. § 1.404(a)-4 (1961). There is no dollar 
limitation on benefits which may be provided by a plan; such benefits, however, must 
be prescribed by the plan and be reasonable. Int. Rev. Code of 1954, §§ 162, 404; see 
Treas. Reg. 1.401-l(b) (1956), 1.404(a)-3 (1961).

80 Int. Rev. Code of 1954, § 404(a)(1)(B). This method requires a computation of 
the amount of contributions necessary to provide for the presently unfunded cost of 
past and current service credits for each employee and a deduction of the cost ratably 
over the expected remaining years of service of such employee. Treas. Reg. 
§ 1.404(a)-5 (1961). Only the cost in excess of the initial five percent deduction need 
be ratably deducted in subsequent years, while the five percent is deductible currently. 
Id. §§ 1.404(a)-4 (1961), 1.4O4(a)-5 (1961).

81 Normal cost is the amount of contributions which would be necessary to fund 
current costs of the plan if all prior costs of the plan had been paid and all actuarial 
assumptions of the plan had been fulfilled. Treas. Reg. § 1.404(a)-6(a) (2) (1961).

82 Int. Rev. Code of 1954, § 404(a)(1)(C). Past service costs are those necessary to 
cover the years of service of employees at the time a plan is instituted and those 
costs arising through actuarial assumptions. See Treas. Reg. § 1.404(a)-6(a) (2), (3) 
(1961).

83 Int. Rev. Code of 1954, § 404(a)(1)(D). The carryover of contributions in 
excess of the amount deductible in any year may not serve to increase the amount 
deductible in any subsequent year. See Treas. Reg. § 1.404(a)-7 (1961). The number 
of years to which such excess contributions may be carried is not limited. Id.

84 Int. Rev. Code of 1954, § 404(a)(3). The limitation is determined in the year
in which contributions are paid or accrued and deductible. Id.

88 Id. This contribution carryover will not serve to increase the 15 percent limitation
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profit-sharing plan may vary annually,86 and in any year in which the 
contribution is less than 15 percent, the execess of the contribution made 
over 15 percent may be carried over to subsequent years and deducted 
when paid.87 This carryover is limited to an additional 15 percent 
deduction in any single year;88 therefore, contributions in a particular 
year may be as high as 30 percent of the total compensation paid to 
employees covered by the plan.89 If two or more plans are combined 
by an employer,90 deductible contributions are limited to 25 percent of 
total compensation.91 Furthermore, while carryovers are provided for 
excess contributions, deductions in any year under a combined plan may 
not exceed 30 percent of total compensation.92

in any subsequent year, but may be carried forward for an unlimited number of years. 
See Treas. Reg. § 1.404(a)-9(e) (1961).

86 The plan must provide a definite formula for the allocation of contributions and 
provide for payment after a fixed number of years. Treas. Reg. § 1.401-1 (b) (1956). 
There need not be a formula for the amount of contributions to be contributed each 
year, however, and such contributions may vary from 0 to 15 percent of profits, 
provided the variance does not have the effect of discrimination in favor of highly 
paid employees. Id. §§ 1.401-1 (b) (1) (ii), (b)(2) (1956).

87Int. Rev. Code of 1954, § 404(a)(3). A deduction may also be taken in a year 
in which a payment is accrued provided payment is made before the due date 
(including extensions) of the filing of a federal income tax return for such year. Id. 
§ 404(a)(6).

88 Id. § 404(a)(3)(A).
88 Treas. Reg. § 1.404(a)-9(d) (1961). The limitation is determined with respect 

to total compensation in the year for which the deduction will be taken. Id.
80 This additional limitation applies only where one of the plans used in the combined 

plan is a profit-sharing or stock bonus trust and the other is either a pension trust, an 
annuity plan or both. Int. Rev. Code of 1954, § 404(a)(7).

81 Id. The limitation applies only if each of the various types of plans covers one or 
more of the same employees. Treas. Reg. § 1.404(a)-13(a) (1961). The 25 percent 
limitation is to be applied after all other limitations applicable to the individual type 
of plan have been applied. Id. § 1.404(a)-13(c) (1956).

82Int. Rev. Code of 1954, § 404(a)(7). No current contribution may be deducted 
in excess of the 25 percent limitation; the undeducted balance may be carried forward, 
however, and deducted to the extent that contributions in subsequent years are less 
than that year’s 25 percent limitation plus an additional five percent of that year’s 
total compensation up to a limit of 30 percent of total compensation for any year. 
Treas. Reg. § 1.404(a)-13(b) (1956).

83 See Int. Rev. Code of 1954, § 404(a)(8), (9). Past service may not be taken into 
account in determining the amount of a contribution to be made on behalf of a self
employed individual. Treas. Reg. § 1.401-10(b) (4) (1963).

84 The additional limitations on deductions pertain to all selfemployed individuals,
not merely owner-employees. Int. Rev. Code of 1954, §§ 404(a)(9), 404(e).

Qualified retirement plans covering self-employed individuals are 
generally subject to the same contribution limitations as plans covering 
only common law employees.93 Contributions to a plan on behalf of a 
self-employed individual,94 however, may not be deducted in excess of 
10 percent of the individual’s earned income, or $2500, whichever is * 80 81 82 83 84 * 
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less.95 In addition, no carryover is permitted for that portion of a con
tribution which exceeds the maximum amount deductible,96 nor for in
sufficient contributions in those years when the maximum was not con
tributed.97 Because of the dollar and percentage limitations, most plans 
covering self-employed individuals will be of the profit-sharing type.98 
Where a profit-sharing plan covers all employees, contributions on 
behalf of individuals other than owner-employees must be provided 
in accordance with a definite formula.99 A final limitation provides that 
the deduction allowed for contributions to a plan on behalf of a self- 
employed individual may not be used to increase his net operating loss.100

'■>?> Id. § 404(e). Earned income may be defined generally as the net earnings of a 
trade or business to which a self-employed individual contributes income-producing 
services, to the extent such earnings are generated from active rather than passive 
(dividends, interest, capital gains, etc.) sources. Id. H 401(c)(2), 1402(a) (technical 
definition of net earnings). Earned income includes income derived from the sale, 
exchange, or licensing of property, other than capital assets, by the self-employed in
dividual. Id. § 401(c)(2)(C). The computation of earned income must take into 
account deductions to the plan on behalf of common law employees, but may disregard 
contributions on behalf of self-employed individuals. Treas. Reg. § 1.401-10(c) (2) (iii) 
(1963).

96 Int. Rev. Code of 1954, § 404(a)(9)(B). In fact, a self-employed individual is 
prohibited from and may be penalized for contributing amounts in excess of the 
maximum amount deductible. See notes 272-285 infra and accompanying text.

97 Int. Rev. Code of 1954, § 404(a)(9)(B). Contributions in excess of the currently 
deductible amount, on behalf of those common law employees covered under a plan 
which includes self-employed individuals, may be carried over and deducted in 
subsequent years. Id. § 404(a)(9)(A). In any year in which contributions to a 
profit-sharing plan on behalf of common law employees is less than 15 percent of their 
total compensation, additional contributions may be made and deducted in subsequent 
years to provide a level 15 percent contribution over a period of years. Id. See notes 
85-92 supra and accompanying text.

98 Int. Rev. Serv. Pub. No. 560, pt. 3(b), at 6 (Oct. 1969).
99 Int. Rev. Code of 1954, § 401(d)(2)(B). The plan may contain a formula pro

viding for varying contributions to be made based on the amount of profits in any 
year. Treas. Reg. § 1.401-12(d) (1963). The formula must define profits and state the 
portion of profits which will be contributed, thereby eliminating the ex post facto 
discretion of an owner-employer. Id.

100 See Int. Rev. Code of 1954, § 172(b)(4). In the event a self-employed individual 
incurs a business net operating loss, the deduction allowed for contributions on his own 
behalf to a qualified retirement plan is treated as a non-business expense; it may only 
be utilized to offset any income from non-business sources, rather than to increase 
the net operating loss. Id. This result is not affected by the fact that the deduction is 
generally a business deduction rather than a personal deduction. Id. § 62(7).

101 Rev. Rul. 65-178, pt. 2(b), 1965-2 Cum. Bull. 91.

Common law employees and self-employed individuals are also per
mitted to make voluntary contributions on their own behalf, should a 
retirement plan so provide.101 These employee contributions may not 



1310 The Georgetown Law Journal [Vol. 59:1299

exceed 10 percent of compensation or earned income102 103 and are not 
deductible.108 An owner-employee may not make an employee con
tribution104 unless there is at least one non-owner-employee covered 
under the plan.105 If a non-owner-employee is covered, the owner-em
ployee may make employee contributions on his own behalf to the 
same extent that other employees are permitted to make voluntary con
tributions,106 subject to a general limitation of 10 percent of earned 
income107 or $2500, whichever is less.108 Contributions on behalf of an 
owner-employee exceeding the amount deductible by an employer 
plus permitted employee contributions will be deemed excess contri
butions.109 Such contributions will disqualify the plan with respect to 
the owner-employee110 unless timely repayment is made.111 If the ex
cess contribution was willful, the plan must distribute the owner-em
ployee’s entire interest,112 and he may not participate as an owner-em
ployee in any qualified plan during the year in which the excess con

1<>2 Rev. Rul. 59-185, 1959-1 Cum. Bull. 86, 87; Rev. Rul. 65-178, pt. 2 (h), 1965-2 
Cum. Bull. 94.

103 Int. Rev. Code of 1954, § 262 (personal living expenses are not deductible).
104 An employee contribution by an owner-employee is that portion contributed by 

the owner-employee in his capacity as an employee. M. § 401(c)(5)(B).
105 Id. 5 401(e)(1)(A). The plan must prohibit these contributions in order to be 

qualified. Id. § 401(d) (4) (B).
1«6Id. § 401(e) (l)(B)(ii).
107 Where an owner-employee is covered as an owner-employee under two or more 

qualified plans, the 10 percent earned income limitation is not applicable, and con
tributions are only subject to the $2500 limitation. Treas. Reg. § 1.401-13 (b) (3) (iv) 
(1963).

108 Int. Rev. Code of 1954, § 401 (e) (1) (B) (iii).
i09Id. § 401(e)(1). The computation of excess contributions does not include amounts 

allocable to accident, health, or life insurance premiums. Id. Excess contributions also 
include all contributions on behalf of an owner-employee in any year in which the 
plan has been disqualified for having made an excess contribution. Id.

110 Id. 5 401(e)(2)(A). The disqualification only applies to the owner-employee and 
does not necessarily disqualify the entire plan. Id. § 401(a) (10) (A) (ii). In any year 
in which a plan is disqualified with respect to an owner-employee, he must report 
in his gross income the earnings on his full interest in the plan for that year. Id. 
§ 401(e)(2)(B).

111 Id. § 401(e)(2). Excess contributions and any earnings thereon must be repaid 
to the owner-employee within six months after notification by the Commissioner that 
an excess contribution has been made. Id. § 401(e)(2)(C). If repayment is not 
made within six months, the plan will remain disqualified with respect to the owner
employee until the year in which repayment is performed. Id. § 401(e)(2)(D).

112Id. § 401(e) (2) (E) (ii). If the owner-employee is covered as an owner-employee 
under more than one plan, his interest in all such plans must be distributed. Id. A 
distribution due to a willful excess contribution is taxed completely in the year of 
distribution in an amount equal to 110 percent of the tax which would have been due 
if the distribution had been received in equal portions in the year of distribution and 
the preceding four taxable years. Id. § 72 (m) (5).
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tribution was made nor in the succeeding five years.113 An exception to 
the penalty for excess contributions is permitted, however, where the 
plan provides for the purchase of an annuity or endowment policy and 
the annual premium is in excess of 10 percent of an owner-employee’s 
earned income.114

113 Id. § 401(e) (2) (E) (iii). No repayment is allowed to avoid the sanctions for a 
willful excess contribution. Id.

114 Id. § 401(e)(3). If the plan expressly provides for the purchase of these con
tracts, a contribution will not be deemed excessive if it is less than the average amount 
deductible on behalf of the owner-employee in the three years preceding the year in 
question. Id. In no event will this exemption, including accident, health, and life 
insurance premiums, exceed $2500. Id. The amount exempt under this section is not 
deductible, but is treated as an employee contribution for these purposes. Treas. 
Reg. § 1.401-13(c)(5) (1963).

115 Int. Rev. Code of 1954, § 401 (a) (4). Because of the contingent nature of a self- 
employed individual’s compensation, he is treated as a highly compensated employee. 
Treas. Reg. § 1.401-11 (d) (1963). A plan will not be considered discriminatory 
merely because contributions or benefits bear a uniform relationship to total com
pensation. Int. Rev. Code of 1954, § 401(a)(5).

11« Id.
in See note 34 supra and accompanying text.
ns Treas. Reg. § 1.401-3 (e) (1) (1960). Benefits include advantageous features such 

as early retirement age as well as monetary benefits. Id. In determining whether 
Social Security benefits are comparable to benefits provided under the retirement plan, 
consideration may be given to the survivor benefits under Social Security by 
evaluating total Social Security benefits as 150 percent of the old age annuity benefits. 
Id. § 1.401-3 (e) (2) (1960). If the plan provides for optional forms of payment other 
than a straight life annuity, these optional forms must be equivalent in value to a 
straight life annuity. Id.

no In the case of a self-employed individual, his wages would be subject to the self
employment tax and not the Social Security tax. See Int. Rev. Code of 1954, §§ 1401, 
1402.

120 See Treas. Reg. § 1.401-3 (e) (1956).

Integration with Social Security. In addition to the non-dis
crimination requirements for coverage, a qualified plan must also pro
hibit discrimination in contributions or benefits to employees who are 
officers, shareholders, supervisors, or highly compensated employees.115 * 
While a plan may not be disqualified for excluding employees whose 
salaries are fully covered by Social Security,118 it may be disqualified if 
the contributions or benefits allocated to a prohibited class of em
ployees117 are significantly greater than those paid by Social Security 
to excluded employees.118 A qualified plan which covers only common 
law employees and non-owner-employees whose wages are partially 
subject to Social Security119 may be integrated with Social Security.120 
Integration is achieved by adjusting the benefits under the plan to the 
portion of Social Security benefits attributable to amounts other than 



1312 The Georgetown Law Journal [Vol. 59:1299

employee contributions121 so as to provide total benefits which do not 
discriminate in favor of a prohibited class122 of employees.123

121 In determining total benefits paid to an employee by Social Security, employers 
may take into consideration their own contributions and the earnings attributable to 
all contributions, both employer and employee, equivalent to 78 percent of the total 
benefits to be paid. Treas. Reg. § 1.401-3(e) (2) (1960).

122 See note 34 supra and accompanying text. Where discrimination does not exist, a 
plan without self-employed individuals may exclude all employees whose entire wages 
are subject to Social Security. Int. Rev. Code of 1934, § 401(a)(5).

123 Treas. Reg. § 1.401-3(e) (1960). See also Rev. Rul. 69-4, 1969-1 Cum. Bull. 118 
(coverage requirements for integration with Social Security).

124 Int. Rev. Code of 1954, § 401 (d) (6) (A). In determining total contributions to 
a plan, payments for self-employed individuals who are not owner-employees should 
be taken into consideration. Treas. Reg. § 1.401-12 (h) (2) (ii) (1963). A plan may not 
provide for contributions only in those years when it meets the qualifications for 
integration with Social Security. Id. § 1.401-12(h) (4) (1963).

125 Contributions to the plan on behalf of an owner-employee must be reduced for 
owner-employee payments of self-employment tax on earnings from the business in 
which the integrated plan is established. See Int. Rev. Code of 1954, § 401(d)(6)(B). 
These contributions by an owner-employee are not deductible. Id. 275, 3502. 
Employer contributions to Social Security are deductible business expenses. I.T. 3154, 
1938-1 Cum. Bull. 113; Calamaras, 19 CCH Tax Ct. Mem. 1045 (1960).

126 Int. Rev. Code of 1954, § 401 (d)(6). A plan covering an owner-employee may 
receive credit for only 50 percent of the total contributions paid on behalf of an 
employee, while if no owner-employee is covered, the employer receives credit for 78 
percent of the total amount contributed.

127 Int. Rev. Code of 1954, 402(a), 403(a). The income earned by a qualified
pension trust or annuity plan is not taxed to the trust or its beneficiaries. Id. § 501(a).

128 Id. §§ 402(a)-403(a). Amounts which are not distributed, but are unconditionally 
set aside for an employee or credited to his account will be taxable to him at that 
time. Rev. Rul. 55-425, 1955-1 Cum. Bull. 41. An employee need not recognize income, 
however, if he is entitled under the terms of the plan to lump-sum distribution, but 
instead exercises an option to receive the proceeds as an annuity. Int. Rev. Code of 
1954, § 72(h).

129 An annuity may be defined as a series of periodic payments made at regular 

If an owner-employee is covered under a qualified retirement plan, 
integration with Social Security is not permitted if more than one-third 
of total deductible contributions are made on behalf of owner-em
ployees.124 125 If the one-third requirement is satisfied, a plan may be inte
grated by allowing employer contributions to Social Security on behalf 
of employees and owner-employees126 to be considered employer con
tributions to the plan.126

Distributions from the plan. An employee does not recognize
income on contributions made in his behalf to a qualified retirement 
plan or on the income earned by these contributions until his interest 
in the plan is distributed127 or made available to him.128 When distribu
tion is made in annuity form,129 an employee must report as ordinary 
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income that portion of annual receipts which is not attributable to 
employee contributions to the plan.130 An alternative method of recog
nition is provided where the total amount of employee contributions 
will be received within three years after distribution commences.131 
In this case, distributions will not be recognized as income until the 
entire amount of employee contributions has been recovered.132 Gen
erally, a self-employed individual is able to exclude from his gross in
come both employer contributions and his share of the income earned 
by the plan.133 His distributions under the plan are also treated like 
those of other employees.134 A plan must provide, however, that an 
owner-employee will not receive any distributions prior to his attaining 
591/ years of age135 136 unless he is disabled.130 If early distributions are 
made, they are taxable at 110 percent of the usual rate137 and the owner
employee may not participate in the plan for the five taxable years 
following the year of early distribution.138 The plan must also require 
that distributions to any self-employed individual commence no later 
than his retirement or the taxable year in which he attains 70*4 years 
intervals extending over more than one full year in accordance with a contractual 
relationship. Treas. Reg. §§ 1.72-2 (a) (1), -2(b)(2) (1956).

130 Int. Rev. Code of 1954, § 72(b). To compute the amount to be excluded from 
income in any year, divide the total amount actuarially determined to be received 
from the plan by the employee’s investment in the plan. Id. The employee’s investment 
in the plan includes employee contributions to the plan, employer contributions to the 
plan which are includible in the employee’s taxable income in the year of the con
tribution, and any employer contributions which would not have been taxable to the 
employee had they been paid directly to him. Id. § 72(f); Treas. Reg. § 1.72-8 (1963).

131 Int. Rev. Code of 1954, § 72(d). The three-year period commences with the first 
day of receipt of a distribution and is not affected by the number of taxable years 
encompassed by the payout. Treas. Reg. § 1.72-13 (1960).

132 Int. Rev. Code of 1954, § 72(d). After the employee’s contributions have been 
received, all further distributions are fully taxable as ordinary income. Id.

i33Id. 402(a), 403(a). Where a plan has been disqualified because of excess con
tributions on behalf of an owner-employee, tax liability may be incurred without a 
distribution. Id. § 401(e)(2).

134 Id. § 72. If a total distribution is required because of an excess contribution 
on behalf of an owner-employee, however, the tax liability from this distribution will 
be equal to 110 percent of the tax which would have been due had the distribution 
been received ratably in the year of the excess contribution and the preceding four 
years. Id. § 72 (m) (5); see notes 109-114 supra and accompanying text.

133 Int. Rev. Code of 1954, § 401(d) (4) (B).
136 Id. A person is considered disabled if he is physically or mentally unable to 

engage in gainful employment for a long, indefinite duration. Id. §§ 72(m)(7).
137 Id. § 72 (m) (5). If the early distribution exceeds $2500, the tax on the distribution 

is 110 percent of the tax which would have resulted if the distribution had been 
received ratably in the year of distribution and the preceding four years. See Treas. 
Reg. § 1.72-17(e) (1968).

133 Int. Rev. Code of 1954, § 401(d) (5) (C).
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of age, whichever occurs later.139 If the self-employed individual is an 
owner-employee, distributions to him must commence no later than 
the taxable year in which he reaches 70 years of age.140 In addition, 
the plan must provide that any share remaining at an owner-employee’s 
death will be distributed within five years.141

Id. §§ 401(a)(9)(A), (B). The plan must provide that the total distribution will 
be received over a period no longer than the life expectancy of the employee and/or 
his spouse. Treas. Reg. §§ 1.401-11 (e) (2)-(5) (1963).

140 Int. Rev. Code of 1954, § 401(a)(9)(A). The requirement of distribution at age 
7016 does not preclude an employer from continuing to contribute to a plan on 
behalf of an owner-employee after he has reached 7016; an adjustment must be made, 
however, to insure that the total distribution is received over the life of the owner
employee and/or his spouse. Treas. Reg. § 1.401-11 (e) (7) (1963).

141 Int. Rev. Code of 1954, § 401(d)(7). A complete distribution within five years 
will not be required if distribution had commenced prior to the owner-employee’s 
death and was to be completed over a period ending no later than the life expectancy 
of the owner-employee and/or his spouse. Treas. Reg. § 1.401-12(m) (3) (1963).

142 A lump-sum distribution is a total distribution which is received within one 
taxable year of an employee’s death, termination of employment, or death after such 
termination. Treas. Reg. § 1.403 (a)-2(b) (1964).

143 Int. Rev. Code of 1954, §§ 402(a)(2), 403(a)(2); see notes 129-132 supra and 
accompanying text.

144 Int. Rev. Code of 1954, §§ 402(a)(2), 403(a)(2). The portion of the distribution 
allocable to the employee’s investment in the plan is excluded from gross income. Id. 
§ 72(b); see note 130 supra.

145 Int. Rev. Code of 1954, 402(a)(2), 403(a)(2). One-half of the excess of net
long-term capital gain over net short-term capital loss may be deducted from gross 
income up to a maximum tax rate of 25 percent of the first $50,000 of net long-term 
capital gain. Id. §§ 1201, 1202.

146 Id. §§ 72(n) (l)-(5). The tax on distributions allocable to an employer’s post-1969 
contributions can be computed by using a complex four part formula. Id. See also 
Prop. Treas. Reg. 1.72-19 (1971).

147Int. Rev. Code of 1954, 402(a)(2), 403(a). Any portion of the distribution
allocable to the self-employed individual’s investment as an employee is excludable 
from gross income. Id. § 72 (b).

A lump-sum distribution142 to a common law employee need not be 
reported as ordinary income in accordance with annuity distribution 
rules.143 The portion of a lump-sum distribution allocable to both the 
employer’s contributions to the plan in taxable years beginning before 
January 1, 1970,144 and the appreciation of the employee’s entire in
terest in the plan is taxable as long-term capital gain.145 146 In taxable years 
beginning after January 1, 1970, the portion of a lump-sum distribution 
allocable to employer contribution on behalf of an employee is taxed 
as ordinary income, the tax being computed by the use of a seven-year 
averaging formula.148

Self-employed individuals may not treat any of the taxable portion 
of a lump-sum distribution as a long-term capital gain.147 They may, 
however, use an averaging formula similar to that allowed common law 
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employees with respect to non-capital gain distributions.148 The major 
difference in computations is that self-employed individuals must use 
a five-year averaging period rather than a seven-year period.149

148 Id. § 72(n) (l)-(4); see note 146 supra and accompanying text.
149 Int. Rev. Code of 1954, 72(n) (l)-(4).
iso Id. § 2039(c).
151 Id. The portion of the employee’s interest attributable to employer contributions 

is not subject to estate taxation, provided the plan was qualified at the time of the 
employee’s separation from employment. Id.

^IdA 2517.
183 Id. § 2039(c). The beneficiary of the survivor benefits may not increase the 

employee’s investment in the plan to compensate for the inclusion of the employer’s 
share of the annuity cost in the gross estate of the decedent. Id. § 1014(b)(9).

154 Id. § 2517(b). Since the transferred interest is a gift of a future interest, the 
taxable gift will not qualify for the $3000 exclusion. Treas. Reg. § 25.2517-1 (1961); see 
Int. Rev. Code of 1954, § 2503.

155 See id. § 106. The plan need not be written or formal, and the employees’ rights 
to benefits under the plan may be forfeitable. See Treas. Reg. § 1.105-5 (1956). 
Compare Bogene, Inc., 27 CCH Tax Ct. Mem. 730 (1968) with Larkin v. Commissioner, 
394 F.2d 494 (1st Cir. 1968).

189 Int. Rev. Code of 1954, § 213(e) (definition of medical expenses). No exclusion is 
permitted for a reimbursement attributable to a medical expense for which a deduction 
was taken in a prior year. Id. § 105 (b).

187 Id. An exclusion is also permitted for amounts received under a reimbursement

Estate and gift taxation of benefits. If a common law employee
dies before receiving his entire share from a qualified retirement plan, 
the portion of his remaining interest which passes to his beneficiaries 
may be exempt from an estate tax.150 This exclusion is limited to dis
tributions allocable to employer contributions and the appreciation 
thereon.151 The exclusion limitation also applies to a common law em
ployee who may assign survivorship rights in a qualified plan to his 
beneficiary without incurring gift tax liability.152 The estate of a self- 
employed individual may not exclude any portion of the decedent’s 
interest in a qualified plan which is payable to his beneficiary.153 Fur
thermore, if a self-employed individual elects to provide increased bene
fits for his beneficiaries, the value of the benefits provided is subject 
to the gift tax.154

MISCELLANEOUS EMPLOYEE BENEFITS

Medical reimbursement plans and sick pay. Amounts expended
by an employer to purchase employee accident or health protection 
may be excluded for the gross income of common law employees.155 * 
Furthermore, a common law employee may exclude any reimburse
ments received for medical expenses153 incurred by himself, his spouse, 
or his dependents,157 and may also exclude from gross income a maxi
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mum of $100 per week of wages or amounts received in lieu of wages 
on account of personal injury or illness.158 Amounts paid to a common 
law employee under a disability pension or annuity will also be treated 
as wage continuation payments until he reaches a normal retirement 
age.159 Employers may deduct their payments for both accident or 
health plan coverage160 and any direct reimbursement to an employee 
on account of injury or illness.161

plan for permanent loss of the use of bodily parts of an employee, his spouse, or 
dependents, provided such payment is not determined by reference to the period of 
the employee’s absence from work. Id. § 105(c).

168 Id. § 105(d). No exclusion is permitted during the first 30 calendar days of an 
employee’s absence unless the amounts received are less than 75 percent of the employee’s 
regular weekly wage rate. If the amounts received are 75 percent or less of the 
employee’s weekly wage rate, the waiting period is reduced to seven days and the 
maximum exclusion is limited to $75. This seven-day initial waiting period is waived 
for an employee who is hospitalized at least one day during that period. Under any 
circumstances, the maximum exclusion is increased to $100 after the first 30 calendar 
days. M.

159 See Treas. Reg. § 1.105-4(a) (3) (1966). The plan need not be a qualified retirement 
plan. Id. Normal retirement age is the earliest age at which an employee may retire 
under his employer’s qualified retirement plan or the age at which an employer 
commonly requires retirement, or if neither applies, at age 65. Id. 1.105-4(a) (3) (i) (b) 
(1966), 1.79-2(b)(3) (1966).

1°°Id. § 1.162-10(a) (1958). Employer contributions to accident and health plans 
through qualified deferred compensation plans are deductible. Int. Rev. Code of 1954, 
§§ 401(h), 404(a)(l)-(3).

161 Treas. Reg. § 1.162-10(a) (1958).
162 JNT. Rev. Code of 1954, § 105 (g).
les Id.
1Mld. § 104(a)(3). The exclusion will not be permitted if the insurance was pur

chased for a self-employed person through a qualified retirement plan, and the employer 
was allowed to deduct the portion of his contribution which was used to purchase the 
insurance. Id. § 104(a)(4). Contributions to a plan allocable to the purchase of insur
ance for self-employed individuals are specifically nondeductible. Id. § 404(a)(3).

165 Id. § 262. If accident and health insurance is purchased through a qualified plan
no deduction is allowed, but the cost will not be considered as an employer contribution
in determining the maximum allowable contribution. Treas. Reg. § 1.404(e)-l (f) (1963).

is«See Int. Rev. Code of 1954, 213(a) (l)-(2).

In contrast, self-employed individuals may not exclude amounts re
ceived as wage continuation payments,162 nor may they exclude medical 
reimbursements received through an uninsured employer plan.163 Reim
bursements to any individual from accident and health insurance may 
be excluded from gross income, however, regardless of employment 
status.164 Self-employed individuals cannot take a business deduction for 
the cost of accident and health insurance,165 but all individuals may 
take an itemized personal deduction for one-half the cost of accident 
and health insurance, not to exceed $150, plus any excess cost and 
other medical expenses over three percent of adjusted gross income.166 * *
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Group-term life insurance. Although premiums for life insur
ance purchased by an employer would normally be included in the 
gross income of an employee,167 a common law employee may exclude 
from gross income the cost of up to $50,000 of group-term life insur
ance provided168 by his employer.169 170 This exclusion also extends to 
insurance purchased by the employer for the employee’s spouse and 
dependent children,179 up to the cost of a $2,000 group-term policy for 
each.171 No exclusion is permitted for group-term insurance purchased 
through a qualified retirement plan,172 but any amount so included in 
income by common law employees will be treated as an additional con
tribution by them to retirement plans.173 In addition, the cost of pro
viding group-term life insurance for a common law employee may be 
deducted by an employer.174 175

^Id. § 61.
l«8The policy need not be purchased by the employer, but may instead be acquired 

through an arrangement administered by one or more employers whereby uniform 
costs for group-term insurance are paid by all employees regardless of their age. See 
Treas. Reg. § 1.79-1 (b)(3) (1966). Employees benefiting through bargain purchases 
of group-term insurance need not include the savings in their gross income. Id.

tea Int. Rev. Code of 1954, § 79(a). This section provides that all amounts paid in 
excess of employee cost plus the $50,000 policy maximum must be included in gross 
income, unless either the employer or a qualified charitable organization is the 
beneficiary. Id. § 79(b)(2); see id. § 170(c) (defining qualified charitable organiza
tions). Those who have terminated their employment and are either retired or disabled 
may also benefit from the exclusion provisions of this section. Id. § 79(b)(1).

170Id. § 152 (defining dependent).
in Treas. Reg. 1.61-2 (d) (2) (ii) (b) (1966). Insurance on the life of persons other 

than an employee is not subject to the $50,000 policy exclusion. Int. Rev. Code of 
1954, § 79.

172 Int. Rev. Code of 1954, 72(m)(3)(B), 79(b)(3).
173Treas. Reg. § 1.72-16(b) (4) (1963). Premium costs for group-term insurance 

paid by qualified plans will not be included in taxable income of an employee if for 
any reason the fund may retain a portion of the contract proceeds. Id. § 1.72-16 (b) (6) 
(1963). Intentionally creating a contingency of this type will not be beneficial to 
employees, however, since subsequent distributions from the plan attributable to 
premium costs excluded in this manner cannot be excluded as insurance proceeds. Id. 
§ 1.72-16(c) (4) (1963).

174 Int. Rev. Code of 1954, § 162(a).
175 See Treas. Reg. § 1.79-1 (b) (2) (i) (1966). Exclusion of premiums on policies insur

ing an employee’s dependents is not specifically denied to self-employed individuals, but 
Treasury Regulation § 1.79-3 indicates that such an exclusion may not be permissible. 
Id. 5 1.61-2(d) (2) (ii) (b) (1966); see note 165 supra.

176Int. Rev. Code of 1954, H 262, 264(a), 404(a) (3).

Self-employed individuals may not exclude from income any amounts 
paid on their behalf by an employer for group-term life insurance.178 
Furthermore, a self-employed individual may not deduct the cost of 
providing this insurance for himself.176 The cost of life insurance pur
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chased for an owner-employee through a qualified retirement plan will 
not be treated as additional employee investment in the plan.177

177Id. § 1.72-16(b) (4) (1963). If paid by reason of the insured’s death, however, the 
proceeds of the policy will be excluded from the beneficiary’s income. Int. Rev. Code 
of 1954, § 101(a); see notes 167-168 supra and accompanying text.

178 Int. Rev. Code of 1954, § 101(a).
179Id. §§ 101(b)(1), (b)(2)(A). The exclusion is limited to a maximum of $5000 

per employee regardless of the number of employers or beneficiaries. Treas. Reg. 
§ 1.101-2(a) (3) (1964).

iso Ixt. Rev. Code of 1954, § 101 (b). Amounts may be paid in a lump-sum or periodi
cally. Treas. Reg. § 1.101-2 (a) (1964). The limitation is applied to the first $5000 
received. J. C. Nordt Co., 46 T.C. 431, 445-46 (1966). Payments to a survivor under 
a joint and survivor’s annuity contract will not qualify for the exclusion. Int. Rev. Code 
of 1954, § 101(b)(2)(C).

I« Id. § 101(b)(3).
182 Id. § 101(b)(2)(B); Treas. Reg. § 1.101-2 (d) (1964). See also Int. Rev. Code 

of 1954, § 691 (income in respect of a decedent).
183 Id. § 101(b)(2)(B). To qualify for the exclusion, these amounts must be received 

by the beneficiary within a single taxable year. Id.
Wild. § 162(a). No amounts paid on behalf of self-employed individuals will be 

treated as death benefits by a beneficiary, but any amounts which are treated as com
pensation for past services may be deducted if they are ordinary and necessary business 
expenses. See Treas. Reg. § 1.162-7 (1958). Any amounts paid to a qualified pension 
trust or annuity plan to fund employee death benefits will be deductible as a 
contribution to a qualified plan. See Int. Rev. Code of 1954, § 404.

Employee death benefit exclusion. The proceeds of a life in
surance policy paid at the death of an insured will ordinarily be excluded 
from the gross income of a beneficiary without regard to the insured’s 
employment status.178 If an employer pays a death benefit to the bene
ficiary of a deceased employee, a maximum of $5,000179 may be excluded 
from the beneficiary’s income.180 A death benefit payment on behalf 
of a self-employed individual will not qualify for such an exclusion.181 
These death benefits will not be excludable if the employee had a non
forfeitable right to the benefits immediately prior to his death,182 unless 
it was paid by a qualified retirement plan.183 In addition, an employer 
may take a deduction only for amounts paid as death benefits to a bene
ficiary of a common law employee.184

Present Tax Inequities and Reform Proposals
QUALIFIED RETIREMENT PLANS

Prior to any analysis of existing inequities in the tax treatment of 
employee benefits, it is necessary to redefine the term owner-employee 
in order to place it in its proper perspective for reform. Under current 
law, an owner-employee is one who owns the entire interest in an unin
corporated trade or business, or is a partner owning more than a 10 
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percent interest in either the capital or the profits of a partnership.185 
A stockholder-employee of a corporation is not considered to be an 
owner-employee under current law. This definition is critical because 
employee benefits for owner-employees are significantly more limited 
than for corporate employees.186

rs5 Id. § 401 (c)(3). See note 20 supra.
188 See notes 21-28 supra and accompanying text.
187 See generally S. Rep. No. 992, 87th Cong., 1st Sess. 2 (1961). Besides the potential 

abuse, retirement plans for owner-employees would generally be smaller and harder 
for the Government to police. Id.

188 For a view that the distinction in retirement plans between corporate and non
corporate owner-employees is unjustified, see Bagg, supra note 21, at 317; Snyder & 
Wickstein, supra note 12, at 620.

Indeed, at the time IT.R. 10 was passed members of Congress realized that an 
inequity was condoned by providing stricter tax provisions solely for owner-employees 
of unincorporated businesses. The minority report of the Senate Finance Committee 
maintained that in order to make the law equitable, similar restraints should have been 
placed on corporate executives. See S. Rep. No. 992, 87th Cong., 1st Sess. 29, 32 (1961). 
See also Nolan Address.

189 This definition includes shareholders owning more than 10 percent of the stock 
in a Subchapter S corporation. See Int. Rev. Code of 1954, § 1379 (limiting Subchapter 
S to H.R. 10 restrictions).

180 Private retirement plans covered 25 million persons in 1965 and will continue 
to serve as a major segment in the country’s total retirement security program with the 
aid of tax incentives. See President’s Comm, vii, viii. Cf. Letter from W. Willard Wirtz 
to President Johnson, Jan. 15, 1965, in President’s Comm., at introductory page.

Owner-employees are accorded more limited benefits because of pos
sible conflicts of interest inherent in the degree of control exercised 
by them,187 which may offer potential for abuse of retirement plans. 
It is also apparent that a stockholder-employee who owns more than 
10 percent of the stock in a corporation does not differ materially in his 
degree of control of the corporation from the owner-employee of an 
unincorporated business;188 therefore, the term owner-employee as used 
throughout the remainder of this article will include any person with 
greater than a 10 percent interest in the capital or profits of either an 
unincorporated or incorporated trade or business.189

Coverage. Coverage requirements are extremely important for
achieving society’s objective of providing retirement income for as 
many persons as possible.190 If an employer is allowed to discriminate 
with respect to plan coverage, the possibility of abuse is enhanced. The 
incentive for abuse is, of course, far greater when an owner-employee 
is covered by the plan, since the payment of fewer benefits to employees 
will mean greater profits accruing to the owner-employee. In light of 
the compelling policy for expanding retirement plan coverage, there 
would seem to be little room for allowing any type of selectivity. Com
plete non-discrimination as a requisite for qualification of retirement 
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plans, however, would be self-defeating. Employers, to a large extent, 
either would never establish retirement plans, or would discontinue 
present programs.191 Some type of compromise must be adopted so that 
as many employees as possible may be covered under retirement plans, 
without unduly burdening employers.

191 Cf. Report to the President from The President’s Advisory Committee on Labor- 
Management Policy on the Recommendations of the Cabinet Committee on Corporate 
Pension Funds and Other Private Retirement and Welfare Programs, in President’s 
Comm. app. D, at 14; Hanson, Employee Benefit Plans: Recent Trends and Predictions 
of Things to Come, 23 J. Tax. 290, 296 (1965); Mariner, The President's Committee on 
Corporate Pension Funds . . . A Report on The Significance of Its Findings, 105 Trust 
& Estates 973, 1038 (1966).

192 Qualified corporate plans need not cover employees with less than five years of 
service. Int. Rev. Code of 1954, § 401(a)(1). Qualified unincorporated plans which 
cover owner-employees must cover all employees with more than three years of service. 
Id. § 401(d)(3). See notes 36-38 supra and accompanying text.

193 See Nolan Address.
194 It is also desireable for contributions to commence as early as possible in an 

employee’s career, since benefits will be proportionate to the amounts contributed. See 
generally U.S. Civil Service Commission, Your Retirement System, Questions and 
Answers Concerning the Federal Civil Service Retirement Law 38-41 (1967).

195 See Washington Post, Apr. 1, 1971, § A, at 3, col. 5. As employees build up 
seniority, it is axiomatic that their natural hesitancy to change jobs becomes greater. 
See generally notes 231-234 infra and accompanying text.

196See Treas. Reg. § 1.401-7(a) (1963); Rev. Rul. 69-421, 1969-2 Cum. Bull. 59, 79.

The major inequity in the present rules for coverage is that a person 
must be employed by a particular business for a specific number of 
years prior to inclusion in the business’s qualified retirement plan.192 
Although there is a greater chance of abuse in plans covering owner
employees, this does not necessarily require discriminatory coverage 
provisions. The basic purpose of more liberal coverage rules in cor
porate plans would be to encourage the establishment of retirement 
plans.193 Whether a plan is economically feasible is determined in large 
part by a business’s employee turnover rate, not by the presence of 
owner-employees. In addition, it would seem that the advantages to be 
derived from extended coverage would outweigh the dangers presented 
by the possibility of abuse.194

Wider coverage could be accomplished by reducing the minimum 
years of service for inclusion in corporate employee plans from five to 
three. This reform would equalize treatment of qualified corporate 
and self-employed retirement plans. It is difficult to estimate the poten
tial increase in employer cost due to providing a wider coverage, but 
since employee turnover is generally higher in the early years of em
ployment,195 some of the increased cost of a uniform three-year coverage 
rule would be offset by employee forfeitures. These funds must be 
applied to reduce future employer contributions to the plan,196 so the
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employer’s overall cost may not increase significantly by including 
employees with only three years of service. Furthermore, elimination 
of the disparity between corporate and self-employed plan coverage 
rules would serve to discourage individuals from incorporating solely 
to obtain the preferred tax treatment of corporate retirement plans.197 

Funding. There are no significant differences between the fund

197 It was the incorporation of professionals which provided the impetus for the 
Treasury Department’s review of the retirement plan area.

198 The funding media available to either type of plan are trusts, custodial accounts, 
face-amount certificates, bond purchase plans, and annuity contracts. See notes 40-43 
supra and accompanying text.

199 Int. Rev. Code of 1954, § 401(d)(1). This provision was added to help enforce 
the qualification requirements of retirement trusts. During the consideration of 
H.R. 10, Congress considered the particularly acute enforcement problem and imposed 
many additional limitations on owner-employees. See H.R. Rep. No. 378, 87th Cong., 
IstSess. 2 (1961).

2°o Jnt. Rgv. Code of 1954, § 401 (d) (1).
201 Id.
202 Cf. id. § 401(d)(1).
203 W. Cary, Cases and Materials on Corporations 868 (4th ed. 1969).
204 See President’s Comm. 47.
2«5 Id. at 48-49.

ing methods available to corporate and self-employed retirement 
plans.198 An additional limitation is placed on trust funds under plans 
covering at least one owner-employee in that the fund must have a 
bank as trustee199 * unless the assets are invested exclusively in annuity, 
endowment, or life insurance contracts.209 This additional requirement 
for plans covering owner-employees is not particularly burdensome, 
however, since anyone (including the owner-employee) may be given 
the power under the trust instrument to control the investments of the 
trust.201 Thus, the current law retains a great deal of flexibility while 
providing adequate protection against the misuse of trust funds by 
owner-employees. Owner-employees of close corporations are not sub
ject to the controls which prevent the misuse of trust funds.202 The 
expanded owner-employee definition suggested above includes share
holders owning more than 10 percent of corporations and would rem
edy this situation. Because of restrictions placed upon them by the 
corporation itself,203 the officers of large corporations usually would 
not have the same opportunity to misuse retirement funds, and thus 
it would be unnecessary to extend the trustee limitation to ordinary 
corporate plans.

A more significant problem in the funding area is the adequacy of 
the system in assuring employees that they will actually receive the 
benefits promised.204 For a plan to guarantee payment of employee 
benefits, it must be fully funded,205 requiring that fund assets always be 
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sufficient to pay all benefits accrued prior to termination.206 While this 
policy is the safest for employees, it is the most expensive approach 
for an employer and is not frequently used.207 As an alternative, some 
plans seek to achieve full funding over a period of years by striking 
a favorable balance between cost limitations and the desire to achieve 
full funding, although many plans fail to provide even this minimum 
amount of security.208 For a plan to qualify under current law, it need 
only contain funds sufficient to cover benefits attributable to present 
employee services and the interest charge on benefits attributable to 
service prior to the establishment of the plan.209 There are no funding 
requirements with respect to the principal amount of benefits attributable 
to services performed prior to the establishment of the plan; a plan thus 
can fail to fund full benefits without losing its qualification.210

206 Id. The adverse effects of a sudden termination of a pension plan are avoided by 
full funding because no employee would ever be deprived of his vested rights.

207 Id. Since most plans under the current system lack total financial security, many 
employee pension rights are presently in jeopardy.

208 Zd.
209 Treas. Reg. § 1.401-4(c) (2) (vi) (b) (1963).
21« Id.
2it All plans should be covered by this requirement, since inadequate funding is 

basically a result of cost limitations and is not limited t<» plans covering only owner
employees. See notes 205-207 supra and accompanying text.

212 pRESiDENT’s Comm. 52. Furthermore, some form of insurance could provide addi
tional security until full funding is being attained.

213 Id. at 53.
214 For an analysis of both sides of the subject, see Schotland, Private Pension Funds: 

A Guide for Modern Investments, 59 Geo. L.J. 355 (1970).

To alleviate this situation, a certain minimum of funding must be 
required for all retirement plans.211 This requirement should include 
a provision that all liabilities for benefits arising from current services 
be fully funded and those attributable to past services be funded over 
a reasonable period of time.212 If the trust is amended after its cre
ation to increase benefits, the costs of such benefits should also be 
amortized over some definite, reasonable period of time until full fund
ing is achieved.213 Furthermore, the funding of every plan should be 
inspected periodically by an independent actuary to insure that mini
mum funding requirements are being met. These provisions would 
help relieve the uncertainty surrounding many of the inadequately 
funded retirement plans operating under current law.

Another possible reform in the funding area involves the use of 
fund assets. Some commentators have suggested that the Government 
require some part of the vast resources of retirement plans to be in
vested in social welfare programs, such as urban housing.214 These 
funds, however, are already serving an important social function by
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providing retirement benefits and should only be directed toward high- 
yield, low-risk investments.

Prohibited Transactions. Retirement plans could .be abused
easily if no controls were placed on the uses of retirement funds. The 
problem is actually twofold: First, lack of proper controls could result 
in the use of funds for employers’ personal profit and, secondly, diver
sion of the funds could cause depletion or extinction of the assets. Both 
possibilities are contrary to the public policy of increasing and protect
ing retirement funds, but the latter is particularly undesirable since it 
could result in serious economic consequences for the employees who 
rely on the benefits for their retirement.

In the face of potential misuse of funds, Congress has placed certain 
restrictions on all retirement plans.215 * 217 218 In addition, plans covering an 
owner-employee or a group of owner-employees who control a trade 
or business are subject to much stricter limitations.216 Congress enacted 
these stricter rules because an owner-employee with a greater than 50 
percent interest in a business is accountable to no one and can be con
sidered to be dealing with himself.217 Congressional reports detailing 
retirement plan reform noted in 1961 that a practical reason for im
posing more stringent requirements on owner-employee controlled plans 
was that it would be very difficult to police the large number of small 
plans that would arise after enactment of H.R. 10.218 Since Congress 
was concerned about the regulation of small plans, similar restrictions 
should have been placed on such plans set up in close corporations, and 
this is precisely what the Treasury Department proposed as early as 
I960.219 In 1962, however, the Treasury Department chose to postpone 
consideration of the issue and expressed the view that this problem should 
be dealt with in the following year’s tax reform proposals.220 This un
warranted distinction remains in tax law today, having survived even 

215 See Int. Rev. Code of 1954, § 503 (b); note 57 supra and accompanying text.
216Int. Rev. Code of 1954, § 503(g)(1). It should be noted that the transactions 

regulated by section 503(b) and section 503(g)(1) are similar. The distinction is 
that when no owner-employees are covered, the enumerated transactions with the 
trust are permitted so long as they are reasonable; when an owner-employee is involved, 
the transactions are absolutely prohibited.

217 See H.R. Rep. No. 378, 87th Cong., 1st Sess. 14 (1961); S. Rep. No. 992, 87th 
Cong., 1st Sess. 24 (1961).

218 See H.R. Rep. No. 378, 87th Cong., 1st Sess. 2 (1961). “These small retirement 
plans would, if present law rules were not supplemented, also offer somewhat greater 
opportunities for abuse than do large corporate plans. For this reason, tighter rules 
for these retirement plans are believed to be necessary.” Id.

219See H.R. Rep. No. 378, 87th Cong., 1st Sess. 3 (1961). See also S. Rep. No. 992, 
87th Cong., 1st Sess. 8 (1961).

220
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the broad-based Tax Reform Act of 1969.221 It would seem logical that 
the more severe restrictions governing owner-employees should also be 
extended to owner-employees controlling a close corporation. This 
would expose self-employed individuals and corporate employees to 
uniform sanctions when the potential for abuse is the same. In addition, 
another unintended tax incentive to incorporation would be removed.222

221 See generally Tax Reform Act of 1969, Pub. L. No. 91-172, 68 Stat. 163.
222 Elimination of artificial reasons for incorporation was one of the major purposes 

of H.R. 10. See H.R. Rep. No. 378, 87th Cong., 1st Sess. 4 (1961); S. Rep. No. 992, 
87th Cong., 1st Sess. 8-9 (1961).

223 See President’s Comm. 76 for a similar proposal. For retirement plans presently 
holding excess investments in employer company stock, a divestment provision similar 
to the one in the private foundation area can be provided. See Int. Rev. Code of 1954, 
§ 4943(c)(4).

224 It can be argued that there are beneficial reasons for encouraging investment in 
the employer’s stock. While reasons such as increased employee productivity and loyalty 
are valid in the stock option area, however, the relationship between employee 
productivity, the value of the employer’s stock, and the value of retirement plan 
benefits is much more tenuous.

225 See President’s Comm. 76.
22®See generally President’s Comm. 33; Hearings Before the Subcomm, on Tax 

Policy of the Joint Comm. on the Economic Report, 84th Cong., 1st Sess. 650 (1955), 
Bagg, supra note 21, at 317. Hanson, supra note 191, at 297. Note, The Report of the 
President's Cabinet Committee on Private Pension Plan Regulation: An Appraisal, 
63 Mich. L. Rev. 1258 (1963).

227 Int. Rev. Code of 1954, § 401(a)(7). See note 71 supra and accompanying text.

Another possible reform in the area of prohibited transactions involves 
the investing of retirement plan funds in the stock of the employer 
company. Additional restrictions should be placed on all corporate 
retirement plans, limiting the amount of money that can be invested in 
the employer’s own stock to 10 percent of the total retirement fund.223 
This restriction would help prevent an employer from indirectly divert
ing retirement funds to his company.224 In addition, a limit on retire
ment plan investment in employer company stock would promote di
versification of the fund, thereby increasing employee security in the 
retirement plan. The risks involved here are comparable to those in 
any prohibited transaction where a corporate manager is in effect 
dealing with himself,225 and since it is unreasonable to expect such risks 
to be borne by the employee, section 503(b) of the Code should be 
amended to limit the amount of retirement fund money that can be 
invested in the employer’s stock.

Vesting. The desirability of vesting of employee benefits is a
controversial issue.226 Under current law, qualified corporate retire
ment plans need not be vested,227 whereas self-employed retirement 
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plans covering owner-employees must vest immediately and com
pletely.228

228 Int. Rev. Code of 1954, § 401(a) (2) (A). See note 75 supra and accompanying text.
222 See AFL-CIO, Pension Plans Under Collective Bargaining 19-21 (1953), cited in 

63 Mich. L. Rev. 1258 (1963). The fact that retirement payments are a part of an 
employee’s compensation is demonstrated by the consideration given contributions to a 
retirement plan in determining reasonable compensation under section 162(a). Int. Rev. 
Code of 1954, 5 162(a).

230 Only a relative handful of American workers ever receive anything from the 
$130 billion now ostensibly set aside for them in private pension plans. A Senate study 
showed only five percent of the workers covered since 1950 have received any benefits 
thus far. See Washington Post, Apr. 1, 1971, § A, at 3, col. 5.

231 See President’s Comm. 40. The absence of vesting affects highly skilled pro
fessional, technical, and other white collar workers more than any other group. Id. at 
41.

232 See Staff of the Joint Comm, on Internal Revenue Taxation, 91st Cong., 
2d Sess., General Explanation of the Tax Reform Act of 1969, 101-02 (Comm. 
Print 1970); Nolan Address.

233 Since private retirement benefits are an adjunct to the Social Security system, 
efforts towards srtengthening private plan benefits would greatly improve employee 
retirement security. See President’s Comm. 40.

23< Id.
235 See Bagg, supra note 21, at 317.

There are numerous factors supporting both immediate vesting and 
long-term deferred vesting of employee benefits. The arguments that 
might be advanced on behalf of full and immediate vesting are very 
persuasive. First, employees will often accept lower wages in exchange 
for increased pension benefits, thereby reducing taxable income in their 
prime working years and shifting it to their retirement years.229 Benefits 
to be derived from a plan depend, of course, upon the actual payment 
of retirement funds. If an employee voluntarily or involuntarily leaves 
the company before benefits are vested, he may never be fully compen
sated for his services.230 Secondly, the absence of vesting tends to de
crease mobility in the labor force,231 an important factor in our nation’s 
economy.232 Labor stagnancy often results because an employee would 
have to give up his right to retirement benefits in order to change jobs. 
The major argument, however, for short-term vesting is that the coun
try’s entire retirement protection program will be strengthened by in
creasing employee retirement benefits.233

There are also a number of persuasive arguments in favor of long
term vesting. Many employers spend a great deal of money training 
employees, and long-range vesting helps employers to retain key per
sonnel for their most productive working years.234 Another factor fa
voring long-range vesting is the reduced cost of retirement plans. The 
expense of maintaining a retirement plan is reduced because of lower 
turnover and training costs235 and also because contributions forfeited 
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by terminated employment serve to lower the employer’s future con
tribution requirements.236 If retirement plan costs should rise, many 
employers might discontinue existing plans or fail to establish new 
ones.237 *

236See Treas. Reg. § 1.401-7(a) (1963); Rev. Rul. 69-421, 1959-2 Cum. Bull. 59, 79.
237 Even some labor leaders have recognized this possibility and have been hesitant 

to suggest immediate full vesting. See, e.g., President’s Comm. app. D, at 14-16. 
(statements of David Dubinsky and George Meany).

233 Such a plan is frequently referred to as deferred graded vesting. See President’s 
Comm. 35-36. Legislation is now before Congress which would require the imple
mentation of such a system. See Washington Post, Apr. 1, 1971, § A, at 3, col. 5.

239 In 1965, two out of three private pension plans, covering three out of five workers, 
contained some type of vesting provisions. BNA, Labor Policy & Practice Bulletin 
to Management 4 (Oct. 29, 1964). Since most employers already have some type 
of vesting provision, the increased costs would not be as great as expected. See 
President’s Comm. 45. It has been suggested that a deferred graded vesting require
ment would increase plan costs by only five percent. See Nolan Address. Graded 
vesting is necessary despite the large number of vested plans because a full one-third of 
all private plans have no vesting provisions and 90 percent of all plans offer no 
protection to an employee for the first 10 years of service or until he reaches age 35. 
President’s Comm. 39.

240 Since no payments must be made for employees in their first three years of 
employment, only 25 percent of the contributions in the fourth through sixth years 
will be vested. See note 37 supra and accompanying text.

241 The President’s Cabinet Committee suggested an across-the-board 15 year, 50 
percent provision, with full vesting after 20 years. President’s Comm. 44. However, 
a 15-year delay before any vesting would take place is contrary to the public policy 
of fostering labor mobility and retirement security.

In light of the various factors affected by vesting, any reform of vest
ing requirements must balance employee equity and labor mobility 
against the needs of American businesses to keep trained personnel and 
maintain the cost of retirement plans at a reasonable level. The type of 
system which would best meet these needs would be some sort of sliding 
scale vesting233 which would allow partial vesting of employer con
tributions at an increasing percentage as the length of employee service 
grows. In this way, as the years of service increase, an employee not 
only accrues retirement benefits, but also acquires a greater vested in
terest in those benefits. This reform proposal would foster labor mo
bility, while aiding employers to keep employees for a reasonable time 
without greatly increasing retirement plan costs.239 240 With respect to re
tirement plans covering owner-employees, vesting should begin at the 
2 5 percent level after six years of service and increase 2 5 percent for each 
additional two years of service.249 In plans not covering owner-em
ployees, vesting should commence after six years of employee service at 
a 15 percent level with an increase of 15 percent every two years until 
100 percent vesting is reached.241 This form of sliding scale vesting 
adopts a more stringent rule for plans covering owner-employees be
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cause an owner-employee has the incentive and the power to limit vest
ing for such an extremely long period of time that only owner-employee 
benefits would ever vest.242 Furthermore, employees in corporate plans 
are adequately protected by the bargaining power of labor unions.243 
In contrast, the present disparity between owner-employee and non
owner-employee plans is great,244 and serves to encourage incorporation 
by self-employed individuals solely in order to obtain more favorable 
tax treatment.

242 The stricter requirement for plans covering owner-employees is needed because 
owners have so much control over an employee’s tenure. See Nolan Address.

243 Unions would definitely demand some type of vesting in employee retirement 
plans. Cf. BNA, Labor Policy & Practice Bulletin to Management, supra note 239, 
at 4.

244 See generally Nolan Address.
245 Seventy percent of all plans have some minimum age requirement. BNA, Labor 

Policy & Practice Bulletin to Management, supra note 239, at 5.
246 See President’s Comm. 43.
247 See note 22 supra and accompanying text for a description of these plans.
248 Int. Rev. Code of 1954, § 404(e). See note 95 supra and accompanying text.
249 Int. Rev. Code of 1954, § 404(a) (3) (A). See note 84 supra and accompanying text.
250 Earned income is all income from personal service; passive income is excluded. 

Int. Rev. Code of 1954, § 404(e). See note 95 supra.
251 See generally S. Rep. No. 992, 87th Cong., 1st Sess. 4 (1961). The fact that 

Congress intended to limit retirement plan deductions to a percentage of income 

One further problem with existing retirement plans is that many re
quire that an employee attain a certain minimum age before vesting 
begins.245 246 Since there are years-of-service requirements under the pro
posed deferred grade vesting system, a minimum age limitation would 
be duplicative and unnecessary. Furthermore, such a limitation would 
discriminate against younger employees.248 The Internal Revenue Code 
should be amended, therefore, to prohibit retirement plans from im
posing a minimum age requirement for vesting.

Employer Contributions. There are basically two types of
qualified retirement plans to which an employer may contribute—profit- 
sharing or stock-bonus plans, and pension trust or annuity plans.247 The 
differences in tax treatment accorded each plan require that the plans be 
examined individually. At present, contributions to a profit-sharing plan 
on behalf of a self-employed individual may not be deducted in excess 
of $2500 or 10 percent of his earned income, whichever is less.248 Em
ployer contributions to corporate profit-sharing plans may be deducted 
up to a limit of 15 percent of compensation paid to all employees cov
ered by the plan.249 By limiting deductions of self-employed individuals 
to a percentage of earned income,250 Congress has insured that only in
come from personal services will receive preferred tax treatment.251 
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This corresponds to the tax treatment of retirement plan contributions 
for common law employees,252 since total compensation for common law 
employees will be their earned income. The earned income limitation 
on self-employed individuals is, therefore, a reasonable requirement.253

from personal services can be seen from the debate between the House of Representa
tives and the Senate on this limitation. The House of Representatives version of 
H.R. 10 originally provided that a self-employed individual under the Act would use 
self-employment earnings as the base for computing the allowed deduction. M. at 9; 
Conference Rep., H. Rep. No. 2411, 87th Cong., 2d Sess. 26 (1962). The Senate bill, 
which was eventually enacted into law changed the House bill so as to define the 
base in terms of earned income. Id.

252 See notes 80, 84 supra and accompanying text.
253 To a large extent, retirement plans tend to equalize the retirement income of 

persons who derive income from personal services with persons who derive income 
from capital. One who realizes income from capital does not necessarily face the 
prospect of lower earnings upon reaching retirement age, and therefore has no 
special need for a retirement plan. See Snyder, Self-Employed Individual Tax Retire
ment Act of 1962: Neither Fish Nor Fowl, 31 Conn. B.J. 95-97 (1963).

234 See generally Snyder & Weckstein, supra note 12, at 113.
235 See Nolan Address. For a person earning in excess of $50,000 a year, the oppor

tunity to place $2500 a year tax-free into a retirement plan may not be enough 
incentive to establish such a plan. Upon retirement the payout would probably not be 
sufficient to sustain him at the level at which he is accustomed to living. If a person 
contributed $2500 a year for 30 years at a four percent interest rate, he would have 
$140,200 at retirement. If instead he took an annuity for 15 years, his annual annuity 
would be approximately $12,500. See Chemical Rubber Co., Standard Mathematical 
Tables 458, 474 (12th ed. 1959).

256 Cf. Nolan Address (suggesting a 16% percent and $10,000 limitation).
237 See note 84 supra and accompanying text. With this annual limitation, $560,800 

can be accumulated for retirement at the end of 30 years at a 4 percent interest rate. 
See Chemical Rubber Co., Standard Mathematical Tables, supra note 255, at 458.

238 Less than 0.1 percent of all individuals in the United States earn $67,000. U.S. 
Dept, of Commerce, Bureau of the Census, Income In 1964 of Families and Persons 
in the United States 33 (1970).

232 Cf. Nolan Address.
260 See note 78 supra and accompanying text.

The aspect of the contributions area requiring greatest reform is the 
dollar and percentage limitation on deductions.254 The current limit 
placed on owner-employees is unrealistically low.255 A limitation on 
owner-employees of the lesser of 15 percent of earned income or $10,000 
would seem more reasonable.256 At the 15 percent level, owner-em
ployee plans would be in parity with corporate retirement plans.257 The 
dollar limitation would only affect those persons earning more than 
$67,000 a year, a small percentage of the population,258 who should still 
find it desirable to establish a plan even with a $10,000 annual contribu
tion limitation.259 At present, retirement plans not covering owner
employees have no dollar limitation on employer contributions.260 This 
is unacceptable because the tax system is subsidizing large retirement 
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funds for highly compensated executives who do not need the additional 
security.261 A $15,000 annual contribution deduction limitation imposed 
upon non-owner-employee plans would afford highly paid executives a 
more than adequate retirement fund.262 263 The limited distinction pre
served between common law employees and owner-employees is justi
fied because as an owner-employee’s income rises, he has a greater in
centive to contribute and deduct larger amounts to lower his current 
income.283 A lower dollar limitation on owner-employees places a ceiling 
on this practice.

261 The President’s Committee suggested that the public interest is not being served 
by extending tax benefits to private plans which provide extremely large benefits for 
favored executives, and therefore proposed that a dollar limitation be imposed on 
contributions to qualified corporate retirement plans. President’s Comm. 62. See also 
Nolan Address.

262 If $15,000 is contributed annually at four percent interest for 30 years, an 
employee will have an annual retirement annuity at $75,500 a year for 15 years. See 
Chemical Rubber Co., Standard Mathematical Tables, supra note 255, at 458, 474.

263 In plans covering owner-employees, the more the owner contributes for himself, 
the less tax he would have to pay currently, and the more retirement income he 
would earn later. In more profitable years, contributions to retirement plans can be 
increased, thus decreasing taxable income. See S. Rep. No. 992, 87th Cong., 1st Sess. 3 
(1961).

264Treas. Reg. §§ 1.401-(l) (b) (1) (ii), -1(b)(2) (1956).
265 Int. Rev. Code of 1954, § 401 (d) (2) (B).
266 Id. See note 99 supra and accompanying text.
267 See note 93 supra and accompanying text.

Another difference between corporate and self-employed profit-shar
ing plans lies in the ability of corporate plans to vary the profit-sharing 
formula from year to year,264 while the formula for owner-employees 
may not change.265 The percentage contributed to the self-employed 
plan may vary according to profit levels, but it must be based on a fixed 
formula.266 One reason for the existing treatment is that an owner-em
ployee has the incentive and power to arbitrarily reduce or eliminate con
tributions. If no contributions are made, the owner-employee could 
retain the amounts not contributed as additional profits; this would per
mit an owner-employee to have a retirement plan only in the years he 
desired. The prohibition against this practice should also be extended to 
owner-employees of corporations. Corporate plans are subject to the 
same potential abuse as those involving self-employed individuals.

The second basic type of retirement plan is the pension plan. Under 
current law, the contribution limits for self-employed pension plans are 
the same as for profit-sharing and stock-bonus plans.267 Since pension 
plan contributions are based on actuarially projected benefits, the fixed 
contribution limitation makes pension plans unattractive and impractical 
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for self-employed individuals.268 For corporate pension plans, there are 
no dollar or percentage limitations on contributions.269 Because of the 
actuarial difficulty of limiting contributions,270 a dollar limitation should 
be imposed on the benefits of corporate pension plans. The public 
policy of retirement security for a large segment of the population is 
not promoted by extending large tax benefits to wealthy executives.271 
To prevent this practice, a dollar limitation on benefits, fixed at a level 
sufficiently high to permit a reasonable retirement, should be imposed. 
This might be accomplished through an annual limitation on distribu
tions which would correspond actuarially to the maximum contribution 
permitted for a corporate profit-sharing plan. This approach would in 
effect neutralize the tax effects of a choice between a pension or profit
sharing plan.

208 See U.S. Dept, of Treasury, Internal Revenue Service, Publication No. 566 
(10-69), Questions and Answers on Retirement Plans for the Self-Employed (1969). 
See also Snyder & Wecltstein, supra note 12, at 628-29.

269 Int. Rev. Code of 1954, § 404(a) (1). See notes 78-82 supra and accompanying text.
270 See note 98 supra and accompanying text.
271 See President’s Comm. 62; Nolan Address.
272 See Int. Rev. Code of 1954, § 401 (e).
273 W.
274 See note 78 supra and accompanying text.
276 H.R. Rep. No. 378, 87th Cong., 1st Sess. 12, 13 (1961).
276 Int. Rev. Code of 1954, § 401 (e) (2) (A)-(D). See also note 111 supra and accom

panying text. If the contribution is not willful, the Code requires that the excess 
contribution plus earnings thereon be returned and taxed to the owner-employee. See 
id.

277 First, the entire interest of the owner-employee in the retirement plan must be 
returned to him. Int. Rev. Code of 1954, § 401(e)(2)(E); Treas. Reg. § 1.401-12(j) (3) 
(1963). See also note 112 supra and accompanying text. In addition, he cannot again 
contribute to the plan for five years. Int. Rev. Code of 1954, § 401 (e) (2) (E) (iii). 
See also note 113 supra and accompanying text.

Excess Contributions. At present, a penalty is imposed upon
any owner-employee who makes an excess contribution to a retirement 
plan.272 An excess contribution is any contribution on behalf of an 
owner-employee that exceeds contribution deduction limitations.273 
There is at the present time no penalty for an excess contribution to a 
corporate retirement plan.274 * Sanctions for owner-employees are neces
sary in order to keep plans within the limits imposed and thus prevent 
retirement plans from becoming mere devices for apportioning income 
in order to avoid progressive tax rates.273 The penalties for excess con
tributions are not harsh if the excess is not contributed “willfully.” 276 
If the excess contribution is willful, the penalties imposed are much 
stricter.277
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Since Congress has deemed excess contributions undesirable,278 the 
issue is whether penalties should be extended to corporate retirement 
plans. From the corporation’s point of view, there is not much incen
tive to overcontribute to a retirement plan in order to average income, 
since corporate tax rates are much less progressive than individual tax 
rates.279 Penalties for contributions on behalf of common law employees, 
therefore, are unnecessary. This is not the case, however, with corporate 
owner-employees. Since corporate owner-employees’ salaries are sub
ject to a progressive tax,280 they have a strong incentive to reduce their 
salary and have the corporation make an excess contribution on their 
behalf to a qualified retirement plan.281 Since corporate owner-employees 
have both the incentive and power to make excess contributions in order 
to manipulate income, the present penalties on self-employed owner
employees should be extended to corporate owner-employees.

218 See H.R. Rep. No. 378, 87th Cong., 1st Sess. 12 (1961); S. Rep. No. 992, 87th Cong., 
1st Sess. 20-21 (1961).

279 For single individuals, the income tax rate ranges from a low of 14 percent for 
taxable income under $500 to a high of 70 percent for income in excess of $100,000. 
See Int. Rev. Code of 1954, § 1. The maximum tax rate on earned income is 50 percent 
for taxable years beginning after December 31, 1971. Id. § 1348. For corporations, the 
tax rate is 22 percent for net income under $25,000 and 48 percent on net income in 
excess of $25,000. Id. § 11. Thus, only corporations whose net income is near the 
$25,000 figure could use excess contributions as an income averaging device.

280 See note 279 supra and accompanying text.
281 The excess contribution is neither taxable nor subject to any penalty. See notes 

126, 273 supra and accompanying text. However, it would not be deductible by the 
corporation if it amounted to unreasonable compensation when considered along 
with the other compensation paid to the employee. Int. Rev. Code of 1954, § 404(a); 
Treas. Reg. § 1.404(a)-l(b) (1956).

282 See Int. Rev. Code of 1954, § 404(a) (1) (D).
283 Id. § 401(a)(3).
284 Id. § 404(a) (9) (B). See notes 117, 118 supra and accompanying text.
285 See notes 272-277 supra and accompanying text.

An additional problem with excess contributions exists in the carry
over provision. There are two basic types of carryover rules. Excess 
contributions to a corporate pension plan may be carried over and de
ducted in later years, subject to usual deduction limits.282 Where con
tributions to a profit-sharing plan on behalf of common law employees 
are less than 15 percent of compensation, the difference may be con
tributed in a later year.283 In contrast, owner-employees are not per
mitted any type of contribution carryover.284 This prohibition is justi
fied because of possible abuse by owner-employees. The prohibition 
against carryovers for owner-employees, however, is unnecessary be
cause penalties on excess contributions eliminate the benefits derived 
from manipulating contributions.285
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Employee Contributions. Under present law, employees may
voluntarily contribute funds to a qualified retirement plan.286 Although 
these contributions are not deductible,287 earnings are tax free until re
tirement.288 Common law employees are limited to a contribution of 10 
percent of compensation,289 while owner-employees are limited to the 
lesser of 10 percent of compensation or $2500.290 While a limit on the 
accumulation of tax-free income is desirable, there is no reason to dis
criminate against owner-employees. All employees have the same in
centive and power to contribute as much as possible, and all employees 
should be subject to the same limitations. Since the proposed limits on 
employer contributions seem sufficiently liberal to assure an adequate 
retirement fund,291 employee contributions should be strictly limited. 
The present limit on owner-employees292 is fair and should be extended 
to all employees.

28« Rev. Rul. 59-185, 1959-1 Cum. Bull. 86.
287 See generally Int. Rev. Code of 1954, § 262 (personal living expenses not deduc

tible).
288 Rev. Rul. 65-178, pt. 2(b), 1965-2 Cum. Bull. 94, 99.
289 The Internal Revenue Service may consider any excess amount unreasonable. 

See Rev. Rul. 59-185, 1959-1 Cum. Bull. 86, 87.
290 Int. Rev. Code of 1954, § 401(e) (1) (B) (iii). See notes 93-100 supra and accom

panying text for a detailed discussion of the limits on employee contributions.
291 See notes 256-263 stipra and accompanying text.
292 See note 95 supra and accompanying text.
293 Int. Rev. Code of 1954, § 401(a)(5); see note 116 supra and accompanying text.
294 See President’s Comm. 20.
293 Id. at 22.
29« Id. at 22-23.
297 See note 121 supra and accompanying text.
298 See note 126 supra and accompanying text.

Integration with Social Security. The current law provides that
a retirement plan may take into consideration the benefits an employee 
will receive under the Social Security system.293 This results from a 
recognition that Social Security and retirement plans are two branches 
of the same policy—to provide retirement security for the elderly.294 
Social Security should be viewed as providing a minimum of support 
for the retirement years.295 In order to receive a reasonable retirement 
income,296 many people must rely on private retirement plans as a sup
plement to Social Security.

The present integration rules for retirement plans discriminate against 
owner-employees. Plans covering common law employees may be in
tegrated with Social Security by taking into account all benefits, not 
merely those attributable to employer taxes.297 Plans including owner
employees, however, may only integrate with Social Security benefits 
attributable to employer taxes.298 This treatment permits a corporation 
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to integrate utilizing 7 8 percent of Social Security benefits, while owner
employees are limited to 50 percent.299 There appears to be no specific 
reason for this disparity in treatment.300 The usual justification for 
stricter requirements under owner-employee plans is the greater diffi
culty presented in policing the many small owner-employee plans ex
pected to be established301 and the greater opportunity for abuse inherent 
in these plans.302 303 To equalize the treatment of integration in all retire
ment plans, the adoption of the more stringent owner-employee limita
tions as the uniform rule would force employers to pay their fair share 
for retirement security. It is, in addition, more equitable since it would 
only permit an employer to offset retirement plan contributions against 
his own share of Social Security taxes.

29» Zd.
3°o See generally S. Rep. No. 992, 87th Cong., 1st Sess. 15-17 (1961); H.R. Rep. No. 

378, 87th Cong., 1st Sess. 9-10 (1961).
801 See note 218 supra and accompanying text.
302 See H.R. Rep. No. 378, 87th Cong., 1st Sess. 2 (1961).
3°3 Int. Rev. Code of 1954, § 401(d) (4) (B). If such a payment is made, the penalty 

is 110 percent of the increase in tax attributable to the distribution. Id. § 72 (m) (5). 
In addition, the owner-employee to whom the distribution was made cannot participate 
in the plan for five years. Id. § 401(d)(5)(C). See note 137 supra and accompanying 
text.

304 Int. Rev. Code of 1954, § 401 (d) (4) (B).
303 Income apportionment could be accomplished by making large (deductible)

contributions in high-income years, and later making withdrawals from the fund in low-
income years. See H.R. Rep. No. 378, 87th Cong., 1st Sess. 13 (1961); S. Rep. No. 992, 
87th Cong., 1st Sess. 23 (1961).

306 Int. Rev. Code of 1954, § 401 (a) (9) (A).

Premature Distributions. In addition to the penalties imposed
for excess contributions, there is also a penalty for premature distribu
tion from a retirement fund. A distribution is premature if given to an 
employee for a qualified retirement plan prior to his attaining 59 Vz 
years of age, unless he is disabled.803 The penalty applies only to dis
tributions to self-employed owner-employees.304 The rationale for limit
ing this restriction to owner-employees is to prevent the use of retire
ment plans to arbitrarily apportion income.305 306 Since corporate owner
employees have the same incentive and power as self-employed individ
uals to use distributions as an income-averaging device, identical penal
ties on premature distributions should be imposed upon them.

Another facet of the timing problem is the requirement that distribu
tions from a qualified retirement plan begin by the time the employee 
reaches 70’/I.80® This rule applies only to self-employed owner-em
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ployees.307 Although congressional intent is unclear on this point,308 
it would seem that the policy of providing retirement security is 
thwarted when a person indefinitely postpones withdrawals from a re
tirement plan and continues to accumulate tax-free earnings. This re
striction should, therefore, be extended to corporate owner-employees 
who would have the same desire and ability to postpone distributions. 
Furthermore, under current law there is an even greater incentive for 
financially secure corporate owner-employees to postpone distributions 
until death; the employees’ vested benefits attributable to employer con
tributions will pass free of estate tax to their beneficiaries.309 The aboli
tion of the estate tax exemption would eliminate much of the incentive 
to defer distributions until death.

307 Id.
308 See H.R. Rep. No. 378, 87th Cong., 1st Sess. 16 (1961); S. Rep. No. 992, 87th 

Cong., 1st Sess. 22 (1961).
309 See Int. Rev. Code of 1954, § 2039(c).
3ioSee id. §§ 402(a)(2), 403(a)(2); Treas. Reg. § 1.403(a)-2(b) (1956). See also notes 

142-145 supra and accompanying text.
3H Int. Rev. Code of 1954, §§ 402(a)(2), 403(a). See generally HJi. 10 Plans— 

Taxation of Distributions, BNA Tax Management Portfolios, No. 207.
312Int. Rev. Code of 1954, §§ 401(d)(4)(B), 401(d)(5)(C). See note 137 supra and 

accompanying text.
313 See notes 22-28 supra and accompanying text.
311 The puropse of retirement plans is to assure financial security throughout the

Lump-Sum Distributions. Lump-sum distributions from a quali
fied corporate retirement plan paid at an employee’s death or upon 
separation from service qualify for capital gains treatment,310 but lump- 
sum distributions from an owner-employee plan do not qualify.311 
There is no clear reason for discriminating against owner-employees 
with respect to lump-sum distributions. Since such distributions must 
be made on account of an employee’s death or separation from employ
ment, there is no threat of abuse by owner-employees. Even if an 
owner-employee were to terminate his business and initiate another 
similar business, the penalty tax on premature distributions312 would 
deter sham transactions.

Since all employees receiving lump-sum distributions should receive 
like treatment, the issue is whether to confer preferred status on lump- 
sum distributions. Since the original contributions to a qualified retire
ment plan have already been given favorable tax treatment,313 there is 
no reason to extend capital gains treatment to a lump-sum distribution. 
It would not stimulate increased retirement savings, but only promote 
lump-sum payments upon retirement, which might even cause harm to 
an individual’s retirement security.314 More importantly, the source of 
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these distributions bears no resemblance to traditional capital gains. 
There has been no sale or exchange of a capital or 1231 asset;* 315 an em
ployer has merely paid his employees extra compensation in the form 
of retirement plan contributions for which they have most likely ac
cepted less pay at the time it was earned.316 When the deferred com
pensation is finally received, it should be treated as ordinary income. 
Indeed, Congress recognized this rationale by eliminating capital gains 
treatment for distributions attributable to employers’ contributions made 
after December 31, 1969,317 although earnings on both employer and em
ployee contributions still qualify for capital gains treatment.318

retirement years of individuals covered by the plans. The best way to achieve this goal 
is through recurring, periodic payments. See President’s Comm. 64-65.

315 Capital gains are generally regarded as the profits realized from the increased 
value of assets not used as the owner’s stock in trade. In contrast, ordinary income 
is realized on the sale of goods and services that are a part of the owner’s regular 
business. See B. Bittker, Federal Income, Estate and Gift Taxation 475 (3d ed. 1964). 
When an employee receives a lump-sum distribution from a retirement plan, he is 
being paid for past services which were part of his regular trade. See President’s Comm. 
64.

316See AFL-CIO, Pension Plans Under Collective Bargaining, 19-21 (1953), cited in 
63 Mich. L. Rev. 1258, 1264 (1963).

317See Int. Rev. Code of 1954, §§ 402(a)(5), 403(a)(2)(C). Originally, the lump- 
sum capital gains provision was intended to solve the problem of reporting large 
distributions in income in one taxable year; however, it has resulted in employees 
receiving substantial amounts of deferred compensation at more favorable capital gain 
rates. S. Rep. No. 522, 91st Cong., 1st Sess. 201 (1969).

318 See Int. Rev. Code of 1954, 402(a)(5)(B), 403(a) (2) (C) (iii).
319 Cf. S. Rep. No. 522, 91st Cong., 1st Sess. 201 (1969).
320 Int. Rev. Code of 1954, 72(n) (l)-(5).
321 Id. §§ 72(n) (l)-(5). See note 146 supra and accompanying text.

While capital gain treatment should be eliminated for all distributions, 
lump-sum distributions taxed at ordinary income tax rates in a single tax 
year might nullify some of the benefits of a qualified retirement plan.319 
Some type of income averaging should be provided. At the present 
time, a five-year averaging device is used for lump-sum distributions 
from self-employed retirement plans,320 while a seven-year period is 
used for lump-sum distributions from corporate plans not qualifying for 
capital gains treatment.321 A similar approach should be applied to all 
lump-sum distributions from every type of qualified retirement plan. 
In determining the proper length of the averaging period, consideration 
must be given to the normal length of time that funds accumulate in re
tirement plans. Balancing the number of years during which time funds 
are contributed against the time value of deferred taxation on the con
tributions and fund earnings, a 10-year averaging period would be a 
reasonable length of time.
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Estate & Gift Tax Treatment of Benefits. Under current law,
employee death benefits from a qualified corporate retirement plan are 
exempt from federal estate and gift taxation to the extent that such bene
fits are attributable to employer contributions.322 This exemption is not 
available to owner-employees,323 although they have as much incentive 
to take advantage of the exemption as does a common law employee. 
There is no justification for treating the two classes of employees dif
ferently. The real issue, however, is whether the estate and gift tax 
exemption should be continued for any employees.

322See Int. Rev. Code of 1954, H 2039(c), 2517(b).
323 Id.
324 The President’s Cabinet Committee also found that this exemption should be 

abolished. See President’s Comm. 60. Cf. Nolan Address.
325 See U.S. Treasury Department, Tax Reform Studies and Proposals, pt. 3, at 

363 (1969), (published by House Comm, on Ways and Means and Sen. Finance Comm., 
91st Cong., 1st Sess.).

326 Int. Rev. Code of 1954, § 2052.
327 Id. § 2056. See President’s Comm. 67.
328 See U.S. Treasury Department, Tax Reform Studies and Proposals, supra note 

325, at 363-64.
329 See notes 295-296 supra and accompanying text.
330 Due to cost restrictions, many employers have chosen not to institute retirement 

plans for their employees. See President’s Comm. 55.

There does not appear to be any reason for maintaining the estate 
tax exemption.324 Retirement benefits are unquestionably an asset of an 
employee’s estate.325 Furthermore, the exemption is of limited value to 
the average employee because of the $60,000 estate tax exemption326 and 
the marital deduction for bequests to a spouse.327 Finally, the exemption 
provides no significant incentive for establishing a retirement plan. The 
considerations in the area of gifts are quite similar. The transfer of 
these benefits is certainly a gift of an employee’s property and the ex
emption is not an important incentive to the establishment of a retire
ment plan. Logically, therefore, the estate and gift tax exemption should 
be eliminated for all retirement plans.328

Independent Employee Plans. Private retirement plans are more
than a mere adjunct to the public retirement system; they are essential 
if a large segment of the work force is to have a reasonable degree of 
retirement security.329 In view of this function, the reasonableness of 
requiring a retired employee to subsist on Social Security payments 
simply because his employer did not establish a retirement plan is ques
tionable.330 The present situation is obviously undesirable, and it is the 
inevitable result of the voluntary system currently employed. While 
the approach to the private retirement system should continue to be vol
untary, it should permit both employers and employees to provide re
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tirement security through a qualified plan. In 1962, Congress decided 
that there was no reason for denying self-employed individuals the right 
to use qualified retirement plans.331 Likewise, there is no reason for a 
common law employee’s right to retirement benefits to depend on the 
whim of his employer.332 333 Each common law employee should be per
mitted to establish his own private retirement plan irrespective of his 
employer’s wishes.833 Each employee would be allowed to contribute 
to his own plan and to deduct these contributions from adjusted gross 
income up to an amount not in excess of $2500 per year.334 This deduc
tion would be allowed only in the case of an employee making contribu
tions to his own private retirement plan; an employee voluntarily con
tributing to his employer’s plan already receives a separate tax benefit.335 336 
Furthermore, contributions by an employer to a retirement plan on be
half of an employee reduce, dollar for dollar, the amount that an em
ployee can contribute to his own private plan. The major problem with a 
private employee retirement system would be the enforcement of plan 
limitations. To eliminate potential abuse, the plan should be made as 
self-policing as possible. This could be accomplished by limiting the 
funding of such plans to special non-transferable government bonds338 
with tax-free interest which would remain non-redeemable until age 59 !4 
unless an employee were to die or become disabled.337 With proper con
trols, these proposals could greatly enhance the population’s retirement 
security and promote labor mobility.

331 See note 11 supra.
332 This is especially true when one considers the many cost factors (i.e., vesting, 

coverage, etc.) which deter an employer from establishing a qualified plan.
333 In order to combat labor immobility and the resulting hardships under many 

retirement plans, the President’s Cabinet Committee recommended that employees 
changing jobs be permitted to transfer all accrued retirement benefits from the former 
employer’s plan to the new employer’s plan. See President’s Comm. 55. The suggested 
change would alleviate much of the need for transferability of retirement plan 
benefits.

334 By fixing only a dollar amount, instead of a percentage limit, the average common 
law employee will not be unduly limited.

335 See note 101 supra and accompanying text.
336 These bonds could be dated to provide a record of the amount of money 

invested each year. The bonds could not be purchased in an amount exceeding the 
deduction permitted for that year.

337 When the bonds are redeemed, if the total amount of bonds for any year indi
cates a contribution in excess of the amount allowable, a penalty could be imposed. 
In addition to helping enforce private retirement plan rules, these bonds would be 
another means of financing the national debt. In this respect, they would be superior 
to savings bonds, because the earliest possible redemption date would be definitely 
ascertainable.
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MISCELLANEOUS EMPLOYEE BENEFITS

Accident and Health Plans. A corporation may establish an ac
cident and health reimbursement plan for its employees and deduct 
premium payments or contributions to the plan.338 The employees may 
exclude the employer’s premium payments and reimbursements for 
medical expenses.339 In contrast, self-employed individuals340 are limited 
to a deduction for medical expenses incurred in excess of three percent 
of adjusted gross income.341 The present exclusion of self-employed 
individuals is inequitable. The benefits should be extended to all em
ployees and the focus should be on a non-discrimination requirement.

338 See Treas. Reg. § 1.162-10 (1958); see note 155 supra and accompanying text.
389 Int. Rev. Code of 1954, §§ 105 (b), 106.
349 M. $ 105(g).
3«W. § 213(a).
342Treas. Reg. § 1.105-5(a) (1956). This section provides: “A plan may cover one 

or more employees, and there may be different plans for different employees or 
classes of employees.” Id.

343 See Larkin v. Commissioner, 394 F.2d 494 (1st Cir. 1968); Edward D. Smithback, 
28 CCH Tax Ct. Mem. 709 (1969).

344 See Bogene, Inc., 27 CCH Tax Ct. Mem. 730 (1968).
345 See notes 29-36 supra and accompanying text. The original House bill also 

contained a proposal that medical reimbursement plans qualify with respect to coverage 
and lack of discrimination. See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 15 (1954). 
The Senate Finance Committee deleted this provision, however, and approved a bill 
without any restrictions on coverage and discrimination. See S. Rep. No. 1622, 83d 
Cong., 2d Sess. 15 (1954).

There are currently no statutory restrictions which prevent an em
ployer from discriminating in favor of highly-compensated employees.342 
Some courts, however, have disallowed a medical reimbursement plan 
designed to benefit only officers and shareholders.343 The cases are by 
no means unanimous,344 and legislation is needed which would bring 
order to this area of the law. All businesses establishing medical re
imbursement plans should be required to provide the same coverage as 
is required with respect to qualified retirement plans.345 Furthermore, 
benefits should be computed in proportion to medical expenses incurred, 
irrespective of an employee’s compensation. These two proposals would 
help to eliminate the discrimination against rank and file employees 
which is inherent in current medical reimbursement plans. Under the 
typical owner-employee plan opportunities for abuse are particularly 
acute. A medical reimbursement plan requiring that all full-time em
ployees with three years of service be covered would eliminate potential 
inequity. This requirement would prevent shareholder-only plans and 
remove some of the incentive for owner-employees to incorporate for 
purely tax reasons.
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Sick Pay Exclusion. Under current law, corporate employees
may exclude from income any wages or payments made in lieu of wages 
to the extent of $100 each week during a period of illness or injury.346 
This exclusion is not available to self-employed individuals.347 Some 
difference in the treatment of employees is justified by the potential for 
abuse in the sick pay area. An owner-employee could easily repay him
self from his business for absence from work unrelated to any illness or 
injury. Furthermore, a corporation might require a common law em
ployee to corroborate an illness, while owner-employees could agree to 
alternate in excluding regular wages as sick pay. Since the problem of 
policing the sick pay exclusion would present an insurmountable task for 
the Government, owner-employees should continue to be ineligible for 
the sick pay exclusion. This group, however, should be expanded to in
clude those shareholders possessing an interest of 10 percent or greater 
in any corporation. Corporate owner-employees would have the same 
incentive and opportunities for abusing sick pay as self-employed in
dividuals. In addition, treating all owner-employees alike would be an 
additional method of discouraging incorporation solely for the purpose 
of obtaining greater employee tax benefits.

346 Int. Rev. Code of 1954, § 105(d). See note 158 supra and accompanying text.
347 See note 162 supra and accompanying text.
348 See Int. Rev. Code of 1954, § 79(a) (1).
349 Id. § 162(a); Rev. Rul. 56-400, 1956-2 Cum. Bull. 116.
350 See note 176 supra and accompanying text.
351 See S. Rep. No. 830, 88th Cong., 2d Sess. 46 (1964).
352 See notes 167, 174 supra and accompanying text.
353 See Int. Rev. Code of 1954, § 79.

Group-Term Life Insurance. The Internal Revenue Code pro
vides that an employee shall report as gross income the cost of premiums 
for group-term life insurance paid for by his employer only to the ex
tent that such coverage exceeds $50,000,348 349 and that the employer may 
deduct the premium expense.849 If a self-employed owner-employee 
pays for life insurance, the premiums are not a deductible business ex
pense.350 The reason for the employer deduction and common law em
ployee exclusion of group term life insurance premiums is the desire of 
Congress to encourage employers to provide life insurance protection for 
their employees.351

One of the problems with the current law, however, is that it is 
susceptible to abuse. Owner-employees of corporations can provide 
group-term life insurance for themselves and exclude the premiums 
from their income, while deducting the payments from the corporation’s 
income as a business expense.352 This is particularly inequitable because 
there are no non-discrimination requirements.353 As a result, corporate 
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owner-employees can provide life insurance for themselves, while facing 
no obligation to provide similar protection for any of their employees. 
This is clearly inconsistent with the congressional policy of encouraging 
employer-financed life insurance for employees.364 The tax advantages 
of group-term life insurance should be extended to all types of em
ployees. To protect against possible abuse, an anti-discrimination re
quirement should be added to the Code requiring that life insurance be 
provided to all employees in proportion to their salaries.

354 See note 351 supra and accompanying text.
3»5 See Int. Rev. Code of 1954, § 162 (a).
356 Id. § 101(b). See notes 178-180 supra and accompanying text. As to whether a 

widow may exclude more than $5000 on the grounds that the payment was a gift 
from her husband’s employer, there is a conflict of opinion. B. Bittker, Federal 
Income, Estate and Gift Taxation 131, 132 (3d ed. 1964). For cases allowing such 
treatment see Frankel v. United States, 192 F. Supp. 776 (D. Minn. 1961), Cowan v. 
United States, 191 F. Supp. 703 (N.D. Ga. 1960), Reed v. United States, 177 F. Supp. 
205 (W.D. Ky. 1959), aff’d mem., 277 F.2d 456 (6th Cir. 1960). For the Internal 
Revenue Service’s position, see Rev. Rul. 62-102, 1962-2 Cum. Bull. 37.

357 See note 181 supra and accompanying text.
S58 See generally B. Bittker, Federal Income, Estate and Gift Taxation 132 (3d 

ed. 1964). In one of the few cases on point, the widow of the former president of a

Employee Death Benefit Exclusion. Under current law, an em
ployer may deduct up to $5000 in payments to a deceased employee’s 
beneficiaries if the payments are made on account of the employee’s 
death,365 and the beneficiaries may exclude from income up to $5000 of 
the payments.354 * 356 These benefits are not available to owner-employees.357 
With respect to death benefits paid from a qualified retirement plan, 
there is no reason for excluding owner-employees. Since these benefits 
must be paid from a qualified retirement plan, all of the safeguards 
against abuse are included in the owner-employee plan. Furthermore, 
the equalization of benefits for all employees would deter incorporation 
solely for the purpose of obtaining favorable tax treatment for retire
ment plans.

The other type of death benefit is the direct payment of funds to a 
deceased employee’s beneficiary by the employer. When a business pays 
excludible death benefits to the beneficiary of a non-owner-employee, 
the beneficiary’s gain is at the employer’s expense. This is not necessarily 
the case with a payment to an owner-employee where it is quite possible 
that the deceased owner-employee’s share in the business will pass di
rectly to the beneficiary receiving the death benefit. There is likewise 
no justification for excluding benefits received from a corporation in 
which the beneficiary has a substantial interest.358 For this reason, the 
death benefit exclusion and deduction should continue to be limited to 
non-owner-employees.
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Conclusion

For many years, the employee benefit provisions of the Internal 
Revenue Code have been fraught with inconsistencies. In numerous 
cases, irrational distinctions have been conceived between employees 
who should have received identical tax treatment. Since employee 
benefits, particularly those related to retirement plans, now play such 
an important role in the American economy, it is time for Congress to 
reevaluate the tax treatment accorded such benefits. The proposals set 
forth in this Note present positive guidelines for such an undertaking. 
Its suggestions are directed toward those problem areas where the po
tential for abuse is the greatest and the need for reform the most acute. 
Until Congress takes the steps necessary to remedy the numerous de
ficiencies inherent in present laws, individuals will persist in their arti
ficial attempts to attain preferred tax status and continue to frustrate 
society’s attempts to provide maximum retirement security for all 
Americans.

close corporation owned 168 shares out of a total of 180 shares outstanding. The 
court held that the payments received by the widow were dividends, rather than 
excludible death benefits. Bacon v. United States, 64-1 U.S. Tax Cas. * 9163 (E.D. Ky. 
1963).





SHAREHOLDER PROPOSALS: 
THE EXPERIENCE OF RULE 14a-8

In light of recent public-interest proxy contests and efforts to in
crease corporate responsibility,1 shareholder proposals reflecting a re
newed consciousness of corporate democracy2 are becoming more and 
more important. The Securities and Exchange Commission, having 
been granted broad rulemaking power over the proxy practices of 
corporations,3 oversees this particular aspect of proxy solicitation by 
means of section 14a of the Securities Exchange Act and its corre
sponding rule 14a-84 and through the years has developed a body of 
“common law” defining the proper subjects for shareholder proposals.5 6

1 See, e.g., Medical Comm, for Human Rights v. SEC, 432 F.2d 659 (D.C. Cir. 1970), 
cert, granted, 39 U.S.L.W. 3409 (U.S. Mar. 23, 1971); Schwartz, The Public-Interest 
Proxy Contest: Reflections on Campaign GM, 69 Mich. L. Rev. 421 (1971); Note, 
Proxy Rule 14a-8: Omission of Shareholder Proposals, 84 Harv. L. Rev. 700 (1971).

2 The legislative history of the Securities Exchange Act of 1934 evidences Congress’ 
concern over the divorce of corporate ownership from corporate control: “Fair cor
porate suffrage is an important right that should attach to every security bought on a 
public exchange.” H.R. Rep. No. 1383, 73d Cong., 2d Sess. 5 (1934). For a discussion 
of the difficulties in promoting democracy within the corporate form, see A. Berle & 
G. Means, The Modern Corporation and Private Property (1932); F. Emerson & F. 
Latcham, Shareholder Democracy: A Broader Outlook for Corporations (1934). 
But see Chilgren, A Plea for Relief from Proxy Rule 14a-8, 19 Bus. Law. 303 (1963).

2 The SEC is authorized to prescribe those rules and regulations with regard to proxy 
solicitation as it deems “necessary or appropriate in the public interest or for the 
protection of investors.” Securities Exchange Act of 1934, § 14(a), 15 U.S.C. § 78n(a) 
(1964). Section 14(c) applies the proxy rules to corporations required to register under 
section 12(g)(1) of the Act. Id. § 14(c), 15 U.S.C. § 78n(c) (1964). Section 12(g)(1) 
presently requires the registration of “[ejvery issuer which is engaged in interstate 
commerce, or in a business affecting interstate commerce, or whose securities are traded 
by use of the mails or any means or instrumentality of interstate commerce” and which 
has total assets exceeding $1,000,000 and 500 or more holders of equity securities. Id. 
§ 12(g) (1)(A)-(B), 15 U.S.C. § 781(g) (1)(A)-(B) (1964). The SEC has similar 
powers over registered holding companies and registered investment companies. See 
Public Utility Holding Company Act of 1935, § 12(e), 15 U.S.C. § 79(e) (1964); In
vestment Company Act of 1940, § 20(a), 15 U.S.C. § 80a-20(a) (1964); 17 C.F.R. 
250.61, 270.20a-1 (1970).

4 17 C.F.R. § 240.14a-8 (1970). The full text of the present rule—“Proposals of Se
curity Holders”—appears in the Appendix of this article.

6 See 2 L. Loss, Securities Regulation 906 (2d ed. 1961) [hereinafter cited as Lossl. 
Professor Loss refers to the SEC’s interpretation of what constitutes a “proper subject” 
for a shareholder proposal under state law as the Commission’s body of “common law.” 
However, the fact that few Commission determinations are ever reviewed or are even 
considered reviewable strongly suggests that the body of “common law” encompasses 
not only the propriety of proposals under state laws but also consists of the SEC’s en
tire experience in the administration and regulation of the shareholder proposal rule—the
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These determinations have been based primarily on administrative ex
perience* 6 and have been limited only negligibly by judicial guidelines.7 
This Note traces the historical development of the present rule 14a-8, 
analyzes recent judicial interpretations of the rule and SEC practices 
thereunder, and finally, attempts to propose possible alterations of the 
rule and its application.

life of the law in this area has been experience not logic. See Medical Comm, for 
Human Rights v. SEC, 432 F.2d 659 (D.C. Cir. 1970), cert, granted, 39 U.S.L.W. 3409 
(U.S. Mar. 23, 1971).

6 The SEC has an enviable reputation for its administrative flexibility and informality. 
Comm’n on Organization of the Executive Branch of the Government, Task Force 
Report on Legal Services and Procedures 189 (1955). At the same time, the Commis
sion has long been criticized for its failure to publicly release any of its day-to-day 
interpretations on matters such as determinations under the shareholder proposal rule. 
However, the Commission has recently adopted certain procedures concerning the 
availability to the public of requests for interpretations and the staff responses to these 
requests. Unfortunately, the staff interpretations of rule 14a-8 will apparently not be 
made available for public inspection since the new procedures do not apply to Com
mission communications relating to the accuracy or adequacy of any proxy statement. 
SEC Securities Act Release No. 5098 (Oct. 29, 1970).

7 One court has gone so far as to presume that the explanation for the paucity of 
judicial decisions concerning the propriety of shareholder proposals results from the 
proposing shareholder acquiescing in the Commission’s regulatory judgment. Dyer v. 
SEC, 289 F.2d 242, 245 (8th Cir. 1961).

8 SEC Securities Exchange Act Release No. 378 (Class A) (Sept. 24, 1935). For 
an historical treatment of the law of proxies in this period, see Axe, Corporate Proxies, 
41 Mich. L. Rev. 38 & 225 (1942); Bernstein & Fischer, The Regulation of the Solicita
tion of Proxies: Some Reflections on Corporate Democracy, 7 U. Chi. L. Rev. 226 
(1940); Dean, 'Non-Compliance with Proxy Regulations: Effect on Ability of Corpora- 
tion to Hold Valid Meeting, 24 Cornell L. Rev. 483 (1939). For a discussion of a share
holder’s use of the proxy machinery under current state law, see Eisenberg, Access to 
the Corporate Proxy Machinery, 83 Harv. L. Rev. 1489 (1970).

9 The majority of all proxy statements subject to SEC regulations are filed during the 
three month period of March through May which is popularly known as the “proxy 
season”. A general description of the SEC’s early attempts to regulate the solicitation 
of proxies and to uphold the rights of the small shareholder is presented in a statement 
of Chairman Ganson Purcell. Hearings on H.R. 1493, H.R. 1921, HJl. 2019 Before the 
House Comm, on Interstate and Foreign Commerce, 78th Cong., 1st Sess. 10-24 (1943).

10SEC Securities Exchange Act Release No. 1823 (Aug. 11, 1938), 3 Fed. Reg. 1991 
(1938).

The Development of Rule 14a-8

The SEC first exercised its regulatory authority over proxy solicita
tion in September, 1935, when it published rules LA-1 through LA-7.8 
These rules afforded stockholders only rudimentary anti-fraud pro
tection. After three “proxy seasons”9 regulation X-14 and schedule 
14A were adopted.10 These revisional efforts required, for the first 
time, that a degree of affirmative disclosure be present in management’s 
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proxy material.11 Although there was still no explicit procedure pro
viding for the inclusion of proposals by shareholders, schedule 14A 
stated that if management was aware of any action proposed to be 
taken at the meeting pertaining to any matter not otherwise disclosed 
in the proxy statement, it would be obligated to “describe briefly the 
substance of each such matter.” 12 This simple and flexible standard of 
disclosure was largely ineffective.

11 The term “management proxy statement” is clearly a misnomer, for the company, 
not the management, pays the costs of preparing this proxy soliciting material on the 
theory that it is prepared for the benefit of all the shareholders. See Bayne, Caplin, 
Emerson, & Latcham, Proxy Regulation and the Rule Making Process: The 1954 
Amendments, 40 Va. L. Rev. 387, 399 (1934).

12SEC Securities Exchange Act Release No. 1823, at 14 (Aug. 11, 1938), 3 Fed. Reg. 
1991 (1938). At the outset, it should be emphasized that the federal rules on shareholder 
proposals were and still are considered to add only procedural refinements to rights al
ready granted under applicable state laws; that is, to appear at the meeting, to make a 
proposal at appropriate length, and to have a proposal voted on. See 1943 Hearings, 
supra note 9, at 10-24.

13 This practice was continued by management although the Commission in one case 
in 1939 required management to send another communication to stockholders fully ap
prising them of the previously omitted stockholder proposal and to give all stockholders 
an opportunity to revoke their previously submitted proxies. 5 SEC Ann. Rep. 62 
(1939).

After one proxy season under the 1938 rules, the Commission publicly reiterated its 
position “regarding the responsibility of corporate management to communicate to 
security holders information with respect to matters which minority groups have in
dicated will be brought up for action at a proposed meeting.” Securities Exchange 
Act Release No. 2376, at 3 (Jan. 12, 1940), 5 Fed. Reg. 10639 (1940).

14 Freeman, An Estimate of the Practical Consequences of the Stockholder's Pro
posal Rule, 34 U. Det. L.J. 349, 530 (1957).

Management deliberately circumvented schedule 14A. It continually 
failed to mention in its proxy material shareholder proposals of which 
it had previous knowledge, while it solicited proxies in terms broad 
enough to vote not only on matters stated in the solicitation, but also 
on any business proposed by shareholders from the floor of the annual 
meeting.13 Management contended that shareholder proposals need not 
be disclosed if the authority sought in the proxy form referred only 
to those matters proposed by management itself. Hence, management’s 
proxies could not be used to vote either for or against a shareholder 
proposal and the proposal could be defeated only by the votes of other 
proxies and shareholders present at the meeting. The foible of this 
position is obvious. Before the others present at the meeting could 
vote at all, management proxies were necessary to establish a quorum. 
In effect, management would be soliciting proxies with the capacity to 
defeat a stockholder’s proposal.14 * The Commission firmly established 
its position by ruling that such solicitation required that shareholders 
be told that they were being asked for authority to vote against a 
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shareholder proposal that management knew would be considered at 
the meeting.15

16 In 1940, the Commission stated that in any solicitation of proxies which might be 
used to vote upon a proposal expected to be brought up at a meeting or for the pur
pose of providing a quorum to permit voting on such a proposal, the proposal was to 
be described in the management’s proxy form so that the shareholder would have an 
opportunity to specify the action he wished to be taken on the proposal pursuant to 
the proxy. See SEC Securities Exchange Act Release No. 2376 (Jan. 12, 1940).

16 SEC Securities Exchange Act Release No. 3347 (Dec. 18, 1942), 7 Fed. Reg. 10,655 
(1942)..

17 This note will be concerned only with management’s duty to include a shareholder 
proposal and will not be concerned with its rights to do so, or its liabilities if in the 
exercise of this right, it includes a misleading proposal in its proxy soliciting material. 
Management always has had the right to include any shareholder proposal it chooses to 
include. An example of a proposal management would have no duty to include was a 
proposal included in the Curtis Wright proxy statement of 1943 recommending that 
shareholders be deemed employees for the day of the annual meeting and that the 
corporation pay each holder appearing at the meeting 25 cents per share beneficially 
owned. Ledes, A Review of Proper Subject Under the Proxy Rules, 34 U. Det. L.J. 
520, 524n.21 (1957).

18 The term “proper subject” did not appear in the 1942 release prescribing the 100 
word limitation on proposals in opposition to management. However, this require
ment, together with a vague prerequisite of timeliness, was included in the Commission’s 
formal requirements: “In the event that a qualified security holder has given the man
agement reasonable notice such security holder intends to present for action at a meeting 
of security holders of the issuer a proposal which is a proper subject for action by the 
security holders, the management shall set forth the proposal . . . .” 7 Fed. Reg. 10,656 
(1942).

19SEC Securities Exchange Act Release No. 3638 (Jan. 3, 1945), 11 Fed. Reg. 10,995 
(1946).

20 The 1945 interpretative release was issued in response to a company’s inquiry 
questioning the propriety of certain shareholder proposals. The suggestions contained 
in these proposals included: First, that dividends paid to stockholders should not be 
subject to federal income tax where the corporate income from which the dividends 
were paid, had already been subject to income taxes; second, that the anti-trust laws 
and the enforcement thereof be revised; and third, that all federal legislation hereafter 
enacted providing for the representation of workers and fanners should be made to 
apply equally to investors. The company’s management contended that these proposals 

To further facilitate disclosure, the Commission in 1942 promulgated 
rule X-14A-7 which prescribed that stockholders making proposals for 
action opposed by management be given at least 100 words in manage
ment’s proxy in which to state their position.18 Rule X-14A-7 was the 
first indication from the SEC that management has a duty to include in 
the proxy material a stockholder proposal as stated by the shareholder16 17 
with the caveat that the proposal be a “proper subject” for shareholder 
action.18 Three years later in 1945, the Director of the Corporation 
Finance Division revealed two standards used by the Commission’s staff 
in judging the propriety of a proposal under the proper subject test.19 
Simply stated, this interpretative release20 provided that the proposal 
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must be related to a proper subject for stockholder action under the 
laws of the state in which the company was organized, and second that 
it must not be allied with matters of generally political, social, or eco
nomic nature.21

were properly omissable as referring to matters of a political and economic nature out
side the scope of the business operations of the ordinary industrial corporation. Id.

21 Id. Presumably, the Commission intended to be a watchdog of the state created 
relationships within the corporate form. However, such a limited view of the Com
mission’s responsibility overlooks the fact that the shareholder right under state law to 
propose matters at at a meeting is of little effect in a large publicly held corporation. 
Thus, the existence of this right may not be merely a matter of state law, for though 
the state law may confer the right, its effectuation might well be impossible without 
the type of procedures originally set down in rule X-14A-7.

22 2 Loss 902 n.180. Loss quoted Mr. Heller, a former Assistant Director of the Di
vision of Corporation Finance, as stating this explanation for the reference to state 
law. See generally Heller, Stockholder Proposals, 4, Va. L. Weekly DICTA Com
pilation 72, 74 (1953).

23 2 Loss 905-06. Interpretation of state law would seem to place the SEC in much 
the same position as the federal courts in the latter’s application of the Erie Doctrine. 
Because there are few decisions on shareholders’ authority under state law, the only 
guidelines available are the corporation statutes which normally contain very broad 
language with respect to the roles of directors and shareholders. The North Carolina 
statute, though broad, is considerably more explicit than most: “Any matter relating to 
the affairs of a corporation is a proper subject for action at an annual meeting of share
holders.” N.C. Gen. Stat. § 55-61 (d) (1965). See also Del. Code Ann. tit. 8, § 
141(a) (1953).

24 163 F.2d 511 (3d Cir. 1947), modifying and aff’g 67 F. Supp. 326 (D. Del. 1946), 
cert, denied, 332 U.S. 847 (1948). See generally Note, Shareholder Participation in Cor
porate Affairs, 37 Va. L. Rev. 595 (1951); Note, Permissible Scope of Stockholders Pro
posals Under SEC Proxy Rules, 57 Yale L.J. 874 (1948); 21 S. Cal. L. Rev. 403 (1948); 
96 U. Pa. L. Rev. 286 (1948).

23 The timing of the letter would seem to have apprised the management of Trans-

The threshold question of propriety was thus to be answered by 
an examination of the applicable state law. Though the shareholder’s 
reliance on state enforcement may have necessitated the Commission’s 
adherence to state law,22 this approach has presented the SEC with 
problems that have yet to be resolved completely. Assuming the Com
mission’s authority to interpret state law, questions still remain as to 
the appropriate procedures to be followed by the SEC and the proper 
reviewability of the Commission’s interpretation available in the fed
eral courts.23 Furthermore, a dilemma concerning the preeminence of 
federal law is unavoidable when federal law is made to depend upon 
state law.

The judiciary first confronted these conflicts in SEC v. Transamerica 
Corp, where the Commission’s authority to consider the state law in its 
determinations concerning the propriety of shareholder proposals was 
affirmed.24 A Transamerica stockholder had written to the company 
three months prior to the scheduled date for the 1946 annual meeting25 
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and requested, pursuant to rule X-14A-7, the inclusion of four pro
posals in the proxy material along with his name and address and the 
hundred word supporting statement in the event that management 
should oppose his proposals.20 Though the Commission repeatedly 
stated that the proposals should not be omitted, the management sent 
out the notice of the meeting, the proxy statements and the proxies 
without including the shareholder’s proposals or supporting statements. 
The proxy material did mention that the company was aware of a stock
holder’s intention to present amendments to the by-laws at the annual 
meeting but stated that the management believed that any resolutions 
would be ruled out of order at the meeting under by-law 47 which 
provided that the by-laws could be altered by stockholders only if notice 
of the proposed alteration or amendment was contained in the notice of 
the meeting.* 26 27 Notwithstanding the “notice” by-law, the SEC sued to 
enjoin the use of proxies already solicited and any further solicitation 
attempted in violation of the Commission’s order.28
america within the “reasonable notice” requirement of Rule X-14A-7.

26 The four proposals were: (1) To have independent public auditors of the books 
of Transamerica elected by the shareholders, beginning with the annual meeting of 1947, 
a representative of the auditing firm last chosen to attend the annual meeting each year. 
(2) To amend by-law 47 in order to eliminate therefrom the requirement that notice 
of any proposed alteration or amendment of the by-laws be contained in the notice of 
meeting. (3) To change the place of the annual meeting of the corporation from Wil
mington, Delaware to San Francisco, California. (4) To require an account or a report 
of the proceedings at the annual meeting to be sent to all stockholders.

By an amendment of the by-laws the directors changed the place of the meeting to 
San Francisco so that the third proposal became moot and only the remaining three 
proposals were involved in the litigation. SEC v. Transamerica Corp., 163 F.2d 511, 513 
& n.l (3d Cir. 1947), cert, denied, 332 U.S. 847 (1948).

27 By-law 47 also provided for the amendment or alteration of the by-laws by reso
lution of the board of directors. 67 F. Supp. at 330 n.6 (1946).

Prior to the annual meeting the board amended by-law 47 so that any proposals for 
change in the by-laws of Transamerica would be included in the notice of meeting if 
a request for the inclusion was made by the holders of one percent of the outstanding 
stock. However, as the court of appeals was to observe:

[TJhe closing price of Transamerica’s stock on the New York Stock Ex
change on November 23, 1946 as quoted in the New York Herald-Tribune, 
November 24, 1946, § IV, p. 10, was 13kz a share as of that date, and that 
1% of the stock had a market value exceeding $1,300,000. It should be ob
served also that the average stockholder of Transamerica held 66 shares 
at a market value of approximately $891. It would therefore be necessary 
for approximately 1,500 average stockholders to band together to request a 
by-law amendment under the terms of by-law 47 as amended.

SEC v. Transamerica Corp., 163 F.2d 511, 513 n.2 (3d Cir. 1947), cert, denied, 332 U.S. 
847 (1948).

28 The only effective way that the Commission can enforce the shareholder’s proposal 
rule is to seek a court injunction to compel inclusion of a proposal. Other administra
tive remedies, which are normally available, would be so drastic as to be impractical in 
this situation. For example, the Securities Exchange Act allows the Commission, after



1971] Shareholder Proposals 1349

Citing the 1945 interpretive release, the United States District Court 
for the District of Delaware held that Delaware law was determinative 
as to what was a “proper subject” for a shareholder proposal.* 29 The 
court, however, did not employ the state law test to confine proper 
shareholder action to those activities statutorily enumerated. In fact, the 
only proposal found to encompass a “proper subject” rested on non- 
statutory grounds.30 The court conceded the validity of by-law 47 and 
held that this insulation of internal corporate procedure was not un
reasonable under Delaware law. The court determined, however, that 
the right of directors to manage the corporation through the by-laws 
did not affect the propriety of the proposal for independent auditors 
because the latter submission was simply a mandate from stockholders 
and did not have to assume the form of a new by-law.31

appropriate notice and hearing, to order the suspension for not more than 12 months 
or withdrawal of a registration for any violation of the Act. Such an action against a 
company would hardly be beneficial to the shareholders. Securities Exchange Act of 
1934, § 19(a)(2), 15 U.S.C. § 78s(a)(2) (1964).

29 SEC v. Transamerica Corp., 67 F. Supp. 326, 329 n.l (D. Del. 1946).
30 The election of independent auditors by the stockholders was considered to be a 

complement of the trust relationship between directors and shareholders. Id. at 333.
Also of persuasive value was the fact that the corporate charter and Delaware law 

were silent on the subject of auditor selection. The proposal for stockholder reports on 
the proceedings of the annual meetings was dismissed because the request embodied 
matters within the discretion of the directors. Id. at 330.

31 The proxy regulations also expressly referred to the selection of auditors. SEC v. 
Transamerica Corp., 67 F. Supp. 326, 330-33 (D. Del. 1946).

32 SEC v. Transamerica Corp., 163 F.2d 511, 518 (3d Cir. 1947), cert, denied, 332 
U.S. 847 (1948).

33 Id. at 518. This conclusion was in accord with the position taken by the SEC. 
Transamerica had contended “that a stockholder may interest himself with propriety 
only in a subject in respect to which he is entitled to vote at a stockholders’ meeting 
when every requirement of Delaware law and the provisions of the charter and by-laws, 
including notice, has been fulfilled.” Id. at 515.

The United States Court of Appeals for the Third Circuit modified 
the decision, by concluding that all of the proposals were subjects with re
spect to which stockholders had the right to act under the General Cor
poration Law of Delaware.32 The court dismissed Transamerica’s notice 
argument, determining that the technicalities of by-law 47 that had to 
be observed by the shareholder were “overnice and untenable” when 
the observance of those technicalities was within the discretion of the 
board of directors.33 The court further concluded that management’s 
use of the notice by-law as “a block or strainer to prevent any proposal 
to amend the by-law from reaching a vote at an annual meeting” frus
trated the SEC in the exercise of its statutory authority and was in 
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derogation of the congressional purpose for enacting the Securities Ex
change Act.34 The full import of the holding is unclear, however.

34 Id. at 518.
88 “[T]he court . . . stated that the purpose and spirit of the Exchange Act and 

Section 14 should override the state law in terms of carrying out congressional policy.” 
Bayne, Caplin, Emerson, & Latcham, supra note 11, at 401 (statement of Mortimer Cap
lin). See generally Caplin, Proxies, Annual Meetings and Corporate Democracy: The 
Lawyer’s Role, 37 Va. L. Rev. 653, 671-72 (1951); Gilbert, The Proxy Proposal Rule of 
the SEC, 33 U. Det. L.J. 191, 195 (1956).

36 In this way, state law would not be preempted, but instead the substantive spirit of 
the state’s corporate law would sometimes qualify adherence to state law technicalities 
including compliance with an otherwise valid corporate by-law. See SEC v. Transamer
ica Corp., 163 F.2d 511, 518 (3d Cir. 1947), cert, denied, 332 U.S. 847 (1948).

37 SEC Securities Exchange Act Release No. 4037 (Dec. 17, 1947), 12 Fed. Reg. 
8768 (1947).

38 Actually this was only a formal incorporation of a previous determination which 
indicated that certain suggestions proposed by the staff would not be adopted into 
the new rule X-14A-7 including “the suggestion that minority stockholders be given an 
opportunity to use the management’s proxy material in support of their own nominees 
for directorships.” SEC Securities Exchange Act Release No. 3347 (Dec. 18, 1942), 7 
Fed. Reg. 10,656 (1942). See also SEC Securities Exchange Act Release No. 2376 (Jan. 
12, 1940), 5 Fed. Reg. 10,659 (1940). Variations on the 1942 proposal have been sug
gested over the years. See, e.g., Bayne, Caplin, Emerson, & Latcham, supra note 11; 
Caplin, Shareholder Nominations of Directors: A Program for Fair Corporate Suffrage,
39 Va. L. Rev. 141, 152-59 (1953).

The requirement that shareholder proposals not refer to the election of directors has 
been interpreted by one court to rule out a resolution to censure incumbent directors 
and declare them unqualified for reelection on the ground that anyone voting for 
censure of a director could not vote for his election. Dyer v. SEC, 289 F.2d 242, 247 
(8th Cir. 1961).

The Transamerica decision has been interpreted as supporting the 
establishment of an independent body of corporate law.35 More nar
rowly construed, the case merely recognizes the authority of the SEC 
to enjoin the solicitation of proxies by a corporation which refuses to 
include within its proxy materials shareholder proposals embodying 
proper subjects of concern to shareholders under state law.36 Either 
construction, however, has little effect on the ultimate rights of the 
proposing shareholder. Without an SEC determination placing his in
terests within the protection of the proxy rules, the shareholder would 
appear to have no right to a federal remedy affecting the inclusion of 
his proposal; when the proposal could validly be ruled out of order 
under the state law, the shareholder is left without recourse. It is per
haps the unavailability of this alternative shareholder action that 
prompted the Commission in Transamerica to bring its only enforcement 
proceeding for the inclusion of a proposal.

Shortly after Transamerica, the Commission reorganized regulation 
X-14A-8.37 Although it was specified that the rule was not applicable to 
the election of directors,38 39 rule X-14a-8 was substantially a restatement 
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of rule X-14A-7. In addition, it included the first definite standard for 
timely submission of shareholder proposals39 and stated that neither 
management nor the shareholder proponent would be responsible for 
the language used in the supporting statements.40 Within a year, the 
Commission once again limited the scope of shareholder proposals when 
it “found that in a few cases security holders . . . abused this privilege 
by using the rule to achieve personal ends.” 41 After having given due 
notice,42 the Commission advanced three additional criteria under 
which management could properly omit a proposal: (1) if the proposal 
were submitted for the purpose of enforcing a personal claim or re
dressing a personal grievance; (2) if management had included a share
holder’s proposal in its proxy statement in the previous two years and 
the shareholder without good cause failed to attend the annual meeting 
to present the proposal; or (3) if the same proposal had been submitted 
to stockholders at the last annual meeting and received less than three 
percent of the total number of votes cast.43 Though the Commission 
adopted these changes in 1947 and 1948, it never formalized the stand
ards enunciated in the 1945 interpretive release, although those standards 
were applied just as readily.

In the case of Peck v. Greyhound Corp.,** the owner of three shares 
of stock submitted the following proposal for inclusion in Greyhound’s 
proxy material: “A Recommendation that Management Consider the 
Advisability of Abolishing the Segregated Seating System in the South.” 
This precatory proposal was ambiguous with respect to whether it was 
attacking the practice of segregated seating by Greyhound or the policy 
of segregated seating in general. Segregated bus seating was condoned, 
and in fact demanded, by the laws of several southern states.45 Though

38 The rule provided that a proposal has to be submitted a reasonable time before 
the annual meeting and that any proposal submitted more than 30 days in advance of 
a day corresponding to the date on which proxy soliciting material was released to 
security holders in connection with the last annual meeting shall prima facie be deemed 
to have been submitted a reasonable time before the meeting. SEC Securities Exchange 
Act Release No. 4037 (Dec. 17, 1947), 12 Fed. Reg. 8768 (1947).

40 There has been an inordinate preoccupation with the question of liability for 
defamatory matter contained in shareholder’s proposals and their supporting statements. 
See 1943 Hearings, supra note 9, at 113-21; 2 Loss 913.

(1948).
4497 F. Supp. 679 (S.D.N.Y. 1951). See Comment, Rule X-14a-8 of the SEC: Stock

holder Participation in Corporate Affairs, 47 Nw. L. Rev. 718 (1952).
45 See generally Emerson & Latcham, SEC Proxy Proposal Rule: The Corporate 

Gadfly, 19 U. Chi. L. Rev. 807, 832 (1952).

41 SEC Securities Exchange Act Release No. 4185 (Nov. 5, 1948), 13 Fed. Reg. 6678
(1948).

42 SEC Securities Exchange Act Release No. 4114 (July 6, 1948), 13 Fed. Reg. 3973
(1948).

43 SEC Securities Exchange Act Release No. 4185 (Nov. 5, 1948), 13 Fed. Reg. 6678
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in retrospect the proposal appears to be one of great foresight, it was ex
tremely controversial at the time of its proposal and the company hastily 
informed the SEC that management intended to omit the proposal. The 
staff of the Commission concurred with Greyhound that the proposal 
was of a general political, social or economic nature as outlined in the 
1945 interpretive release and was properly excludible from the proxy 
material.46 47 48 Thereupon suit was brought by the shareholder against 
Greyhound seeking to enjoin the corporation from soliciting and ob
taining proxies and from holding the annual meeting until his proposal 
was included in the proxy statement.47

46 Unfortunately, it appears that the SEC’s position was based on its determination of 
the proponent’s intent—an area over which the SEC has no special expertise. One former 
staff member noted that while the Peck proposal “appeared germane to the business of 
the company ... on the facts the Commission determined that the primary motive of 
the stockholder was the advancement of a cause with which the stockholder had a 
close association, rather than the solution of a problem pertinent solely to the corpora
tion itself.” Heller, Stockholder Proposals, 4 Va. L. Weekly DICTA Compilation 72 
(1953).

47 It is now established that there is an implied private right of action for violations 
of section 14(a) of the Securities Exchange Act of 1934. Mills v. Electric Auto-Lite 
Co., 396 U.S. 375 (1970); J. I. Case Co. v. Borak, 377 U.S. 426 (1964).

48 It has been suggested that another ground for dismissal was available under Trans
omerica: The subject was not proper because it was illegal under the state laws where 
the company operated. Such a view however, fails to distinguish between the proper 
substance of a proposal and the proper enforcement of its inclusion. See Comment, 
Rule 14a-8 of the SEC: Stockholder Participation in Corporate Affairs, 47 Nw. L. Rev. 
718 (1952).

49 In fact, it appears that the staff had not recommended any enforcement procedure 
and that the Commission had already reviewed the staff opinion. A staff letter to man
agement clearly indicates that the staff opinion had been informally reviewed by the 
Commission. Peck v. Greyhound Corp., 97 F. Supp. 679, 680 (S.D.N.Y. 1951). Once 
the Commission reviews a staff opinion there are no further administrative remedies 
available since the Commission’s enforcement authority with respect to section 14 is 
clearly discretionary. See generally Aranow & Einhorn, Corporate Proxy Contests: 
Enforcement of SEC Proxy Rules by the Commission and Private Parties, 31 N.Y.U. 
L. Rev. 875 (1956).

Unfortunately, the United States District Court for the Southern 
District of New York did not reach any substantive determination, de
nying the request for an injunction on the grounds that the shareholder 
had failed to exhaust his administrative remedies and that he had not 
shown that irreparable harm would be done if the temporary injunction 
was denied.48 The essence of these findings is traceable to the infor
mality of the procedures through which the Commission disposed of 
the case. Neither the court nor the Commission enumerated the addi
tional remedies available to Peck.49 Therefore, the failure to exhaust 
administrative remedies was predicated principally upon the absence of 
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any record of administrative review,50 which the Commission deemed 
unnecessary in informal proceedings.51 52 Similarly, the lack of a record 
provided the court with little opportunity to adjudge the validity of the 
Commission’s position62 or the extent of the plaintiff’s harm.53 The de
cision suggests that the shareholder may be as powerless in light of an 
adverse determination by the SEC as he is without any determination at 
all.54

50 97 F. Supp. at 681. The court’s opinion in Medical Comm, for Human Rights v. 
SEC suggests that a formal Commission statement is necessary to perfect review. 432 
F.2d 659, 665 (D.C. Cir. 1970), cert, granted, 39 U.S.L.W. 3409 (U.S. Mar. 23, 1971). 
However, the practically impossible task of obtaining a formal Commission pronounce
ment is emphasized in the Commission’s brief for certiorari from the Medical Committee 
decision: “The decision ... in effect overturns more than 30 years of settled admin
istrative practice and will require formalization of the Commission’s proxy review 
procedures or, alternatively, a significant curtailment of the informal procedures previ
ously employed . . . .” Petitioner’s Brief for Certiorari at 7, SEC v. Medical Comm, 
for Human Rights, cert, granted, 39 U.SU.W. 3409 (U.S. Mar. 23, 1971).

51 It was the Commission’s viewpoint that its decision was an informal administrative 
determination and that no record was necessary. See Clusserath, The Amended Stock
holder Proposal Rule: A Decade Later, 40 Notre Dame Law. 13, 17 (1964).

52 The court noted that:
[T]he Commission has interpreted and construed its own rule contrary to 
that which plaintiff contends is the proper interpretation. This court can
not hold, on the proof before it, unaided as it is by the vast experience 
of daily contact with the practical workings of this rule, (which the Com
mission has had), that the interpretation should be set aside; this is espe
cially so in the absence of any record of administrative review.

97 F. Supp. at 681.
83 In the Medical Committee case, a substantial degree of the plaintiff’s harm rested 

on the fixation of its rights with respect to Dow Chemical Company. This finding 
in turn was predicated on the court’s determination of the finality and formality of the 
Commission’s decision fixing these rights. Medical Comm, for Human Rights v. SEC, 
432 F.2d 659 (D.C. Cir. 1970), cert, granted, 39 U.S.L.W. 3409 (U.S. Mar?23, 1971).

54 The general rule is that an administrative agency’s interpretation of its own regu
lation is of “controlling weight unless it is plainly erroneous or inconsistent with the 
regulation.” Bowles v. Seminole Rock & Sand Co., 325 U.S. 410 (1945).

55 SEC Securities Exchange Act Release No. 4775 (Dec. 11, 1952), 17 Fed. Reg. 
11,430 (1952). Notice had been given in SEC Securities Exchange Act Release No. 4668 
(Jan. 31, 1952), 17 Fed. Reg. 1153 (1952). Besides the incorporation of the 1945 release 
into the rule, there were two other minor changes. Though the “prima facie” standard 
for timeliness remained the same, the general requirement for timeliness was changed 
from a reasonable time before the meeting to a reasonable time before the proxy solici
tation. In addition, there was a change in the description of the 100 word supporting 
statement to the effect that the statement need only be in support of the proposal, and 
not necessarily contain specific reasons in support of the proposal. SEC Securities Ex
change Act Release No. 4775 (Dec. 11, 1952), 17 Fed. Reg. 11,430 (1952).

In 1952, just one year after the Greyhound decision, the Commission 
formally incorporated the 1945 interpretative release into the proxy 
rules55 while at the same time expanding the ambit of the rule’s exclu
sionary categories to religious and racial causes. Though there was no ap
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parent shareholder abuse or administrative difficulty,68 the Commission 
proposed a substantial revision of rule X-14a-8 the following year.67 
The considerable amount of reaction to these new proposals* 57 58 prompted 
the Commission to deviate from its usual procedure and hold public 
hearings on December 16, 1953.59 Within three weeks after these hear
ings, however, the SEC finalized and adopted the amendments.60 Pro

fit was alleged, however, that the American Society of Corporate Secretaries had 
prepared a report entitled History and Operations of Securities dr Exchange Commis
sion Rule Governing Proposals by Stockholders which stated that “the proposal rule 
was disrupting the organization of American business, wasting the time of its executives, 
preventing the annual meeting from accomplishing its normal objectives, and putting 
corporations to an intolerable waste of time and money through forcing them to in
clude in their proxy statements the proposals of shareholders.” L. Gilbert, Dividends 
and Democracy 104 (1956). However, a then current study of the shareholder rule 
reached a quite different conclusion: “There is no significant evidence of any abuse 
of the proposal rule. Unless one does not favor stockholder democracy, it is difficult 
to conceive any real objection to the present proposal rule or its administration.” F. 
Emerson & F. Latcham, supra note 2, at 835. The SEC itself has stated that its proxy 
rules “are probably the most useful of all disclosure devices established by the various 
acts, and represent an effective contribution to corporate democracy.” SEC, Report 
on the Proposal to Safeguard Investors in Unregistered Securities, H.R. Doc. No. 
672, 79th Cong., 2d Sess. 18 (1946).

57 SEC Securities Exchange Act Release No. 4950 (Oct. 9, 1953), 18 Fed. Reg. 6646 
(1953). In explaining the purpose of the proposed amendments the Commission stated 
that they would:

[PJermit more time for management to consider the propriety of proposals 
submitted under the rule. They would also spell out somewhat more spe
cifically the types of proposals which may be submitted under the rule and 
would permit the omission for a certain period of time of proposals which 
have not made substantial progress in receiving security holder approval. 

Id., 18 Fed. Reg. at 6647.
Essentially, the proposed amendments provided for: (1) the change of the previous 

standard of timeliness so that any submission sixty days prior to the corresponding date 
on which proxy material was released for the last annual meeting would be conclusively 
presumed to have been submitted in a reasonable time; (2) the option of management 
to include either a proponent’s name and address or else a statement that the propon
ent’s name and address would be available upon request; (3) the deletion of the 
“proper subject” criterion with the provision that any proposal might be omitted from 
the proxy material if it was one upon which a stockholder, under the laws of the 
issuer’s domicile, would not be entitled to have action taken at the meeting; (4) the 
replacement of the three percent resubmission requirement with a three-seven-ten per
cent progression; (5) the omission of any precatory proposal concerning the conduct 
of ordinary business operations; and (6) the requirement of a twenty day management 
notice to shareholders and to the SEC of management intent to omit a proposal. Id.

58 See generally Bayne, Caplin, Emerson, & Latcham, supra note 11, at 388 nn.5-9. 
See also E. Arnow & H. Einhorn, Proxy Contests for Corporate Control 260 (2d 
ed. 1968); L. Gilbert, supra note 56, at 103-08.

50 SEC Securities Exchange Act Release No. 4971 (Dec. 4, 1953), 18 Fed. Reg. 8120 
(1953).

®0SEC Securities Exchange Act Release No. 4979 (Jan. 6, 1954), 19 Fed. Reg. 246 
(1954).
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cedurally, the shareholder proposal rule now provided for a conclusive 
presumption of timeliness for any proposal submitted 60 days prior to 
the release of the proxy material for the last annual meeting; a 20 day 
notice requirement to shareholders and to the SEC if management in
tended to omit a proposal—unless the Commission permitted otherwise; 
and a three-six-ten percent resubmission progression that would allow 
proposals which did not obtain the requisite percentage of votes to be 
omitted after a number of unsuccessful submissions.61 The most sensi
tive issue involved was the deletion of the proper subject test.62 The 
SEC reasoned that the rule had to be clarified in order to reflect those 
standards actually applied by the Commission and recognized by the 
court in SEC v. Transamerica Corp.63 The amendments also allowed 
the omission of any precatory proposal concerning ordinary business 
operations. These amendments may not have struck the death knell of 
corporate democracy,64 but their restrictive effects were unmistakeable 

61 As proposed, a shareholder proposal might be omitted for a period of three years 
if it had been submitted within the past five years and received less than three percent 
in the case of a single submission, less than seven percent upon a second submission or 
less than 10 percent upon a third or subsequent submission during such five year period. 
Id.; see Bayne, Caplin, Emerson, & Latcham, supra note 11, at 393-95. For an analysis 
of the practical consequences of this requirement, see E. Aranow & H. Einhorn, supra 
note 58, at 281-82. The amendment as formally adopted changed only the required 
number of votes from seven percent to six percent in the case of a second submission 
within the five year period. No reason was ever given for the modification of the 
proposed resubmission progression.

62 The first mention of the term “proper subject” was in the initial adoption of rule 
X-14A-7. It was the 1945 interpretive release which introduced the state law criterion. 
Detractors of the amendment believed that the proposed language appeared to follow 
the position of Transamerica’s management rather than that of the SEC itself. See 
SEC v. Transamerica Corp., 163 F.2d 511, 515 (3d Cir. 1947), cert, denied, 332 U.S. 
847 (1948). These proponents had been satisfied with the ambiguity of the status quo in 
light of considerable administrative interpretation, judicial review, and substantial ex
perience. Apparently, the basis for their concern stemmed from the breadth of control 
that state corporation laws bestowed upon corporate managers. See generally Caplin, 
Shareholder Nominations of Directors: A Program for Fair Corporate Structure, 39 
Va. L. Rev. 141, 147-48 (1953); Caplin, supra note 35, at 671-72; Note, Shareholder 
Participation in Corporate Management, 40 Va. L. Rev. 901 (1954).

63 To clarify this point, the amended rule specifically provided:
[A] security holder’s proposal may be omitted from the management proxy 
material if it is one which, under the laws of the issuer’s domicile, is not a 
proper subject for action by security holders. The amended rule thus spe
cifically provides that the state law is to be the standard of eligibility of a 
proposal under the rule. The Commission wishes to make it clear that it 
considers this standard consistent with the decision of the Court of Appeals 
in the case of SEC v. Transamerica Corp.........

SEC Securities Exchange Act Release No. 4979, at 2 (Jan. 6, 1954), 19 Fed. Reg. 246 
(1954).

64 2 Loss 912.
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even though the burden was placed upon management to prove the 
excludibility of the proposal.65

65 “When management contends that a proposal may be omitted because it is not 
proper under state law, it will be incumbent upon management to refer to the appli
cable statute or case law and furnish a supporting opinion of counsel.” Id. The inher
ent weakness of this requirement is caused by the fact that there is little case law and 
only broadly termed state statutory law on the subject. See 2 Loss 22. Apparently 
this requirement was added because of the strong criticism that the amendments were 
management oriented and would be used for stockholder suppression.

66 See Heller, supra note 22, at 74-75. Proposals could still be omitted if they directed 
the officers in the management of the business operations of the company or com
manded the directors to initiate corporate procedures which they alone could initiate in 
accordance with their statutory authority. Id.

67 124 F. Supp. 197 (S.D.N.Y. 1954), affd mem. (2d Cir., Apr. 4, 1954) (unreported).
68 The exact proposal read: “That stockholders recommend for the consideration 

of the board of directors the elimination of the company practice of reducing retired 
employees’ pensions by one-half or any part of the benefits received by such retired 
employees under the Social Security Act.” Clusserath, supra note 51, at 34.

69 Substantially the same proposal, but in the form of a mandate instead of a recom
mendation had been included in A.T.&T.’s annual proxy statements from 1945 through 
1950. The form of the proposal was probably changed in 1951 because A.T.&T. “was 
able to convince the Commission that the proposal was not a proper subject for direct 
stockholder action under the applicable state law.” E. Aranow & H. Einhorn, supra 
note 58, at 293.

70 The majority of the Commissioners apparently considered the proposal within the 
broad powers conferred upon the board of directors. Two Commissioners further in
dicated that since the character of the proposal related to wages, which is a subject of 
collective bargaining, the proposal related to the ordinary business operations of the 
company. There was, however, no specific state statute placing wage considerations 
solely within the authority of the board. Clusserath, supra note 51, at 34.

71124 F. Supp. at 198. In analyzing the significance of this decision, one commentary 
reached the conclusion that even matters such as executive compensation and the

Prior to the 1954 amendments, the Commission had determined that 
proposals dealing exclusively with management matters under state law 
were proper if set forth only as recommendations concerning the pro
priety of a particular course of action.66 67 The SEC completely reversed 
this position after the 1954 amendments. In Curtin v. American Tele
phone & Telegraph Co.,61 a shareholder, acting on behalf of a union, 
submitted a proposal recommending that certain action be taken with 
regard to employee pensions.68 The same proposal had been included 
verbatim in annual proxy statements from 1951 through 1953.69 When 
the proposal was resubmitted in 1954 management sought to omit it 
under the limitation of ordinary business operations. The Commission 
concurred.70 The district court refused to enjoin the annual meeting, 
giving deference to the Commission’s superior ability to interpret its 
own rules, but also added its own observation that “the rights of pen
sioners are matters that primarily are the responsibility and concern of 
the corporate management and its directors . . . .” 71
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It was not until 1965 that dissatisfaction with the effects of the 1954 
amendments produced any concrete proposals for change.* 72 The Amer
ican Society of Corporate Securities observed that the interpretations 
of state law prepared by members of the bar were often disregarded or 
overruled by the Commission.73 The Society proposed that a reasoned 
opinion of local counsel furnished by the company should not be over
ruled or disregarded unless a reasoned opinion to the contrary had also 
been furnished by counsel of that state.74 Also, if the Commission should 
decide against the company, it must state the grounds for its rejection.75 76 * 
The Division of Corporation Finance responded that their past experi
ence in the administration of the proxy rule had proven that such advice 
was biased, nonobjective and thus of suspect reliability.78

selection of directors might be included in “ordinary business operations depending 
upon the policy and personnel of the commission at the time the proposal is submitted.” 
E. Aranow & H. Einhorn, supra note 58, at 294. See SEC minute regarding Crown 
Cork & Seal Co. (Feb. 28, 1964), excerpted in W. Cary, Cases and Materials on Cor
porations 327 (4th ed. 1969); Note, Permissible Scope of Stockholder Proposals Under 
SEC Proxy Rules, 57 Yale L.J. 874 (1948).

72 During this time, although there were no modifications of rule 14a-8, there were 
significant changes in the administration of the rule. The major litigation during this 
period involved the SEC, Union Electric Company, and J. Raymond Dyer resulting 
in a series of cases noteworthy more for their documentation of the plaintiffs tenacity 
than for their contribution to the law of shareholder proposals. This litigation involved 
shareholder proposals under the Public Utility Holding Company Act of 1935 which 
authorizes formal Commission orders after certain formal administrative procedures. 
See 17 C.F.R. § 250.62 (1970). Therefore, these cases are distinguishable from those 
coming under the proxy rules of the Securities Exchange Act and have not been in
cluded in this analysis. See, e.g., Dyer v. SEC, 290 F.2d 534 (8th Cir. 1961); Dyer v. 
SEC, 289 F.2d 242 (8th Cir. 1961); Dyer v. SEC, 266 F.2d 33 (8th Cir.), cert, denied, 
361 U.S. 835 (1959); Dyer v. SEC, 251 F.2d 512 (8th Cir.), vacated and remanded, 
359 U.S. 499 (1958), upon remand, 287 F.2d 773 (1961). See also E. Aranow & H. 
Einhorn, supra note 58, at 289 n.21.

73 See Clusserath, supra note 51, at 34.
74 If conflicting opinions of counsel were received then the company should be fur

nished with a copy of the opposing opinion and should be afforded a Commission hear
ing before the opinion is overruled. Id. at 32-34.

Ail Examination of the Stockholder Proposal Provisions of the Proxy Rules, BNA 
Sec. Reg. & L. Rep. No. 41, B-l, B-13 to -15 (Mar. 11, 1970).

76 Often the laws of a particular state concerning proper subject for share
holder action, etc. is almost non-existant. Counsel’s opinion under such 
circumstances is merely a brief on what the law should be and not a schol
arly presentation of what the law is. Since company counsel is in the posi
tion of an advocate his interpretation of what the law should be may be 
biased. Normally security holder proponents are not in a position to hire 
counsel to rebut the contentions of management counsel. Opinions of local 
counsel have been drawn to omit mention of case law detrimental to his 
client’s position. Thus, the staff has found that some of the “opinions” 
which are submitted are merely advocates’ briefs.

Id. Thus, the Commission felt it was necessary for it to make an independent judg
ment with regard to the proposal and its effect under state law. Id. See Gadsby,
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In 1967, additional amendments to the shareholder proposal rule were 
promulgated,* 77 but shed no further light on the proper subjects for 
shareholder proposals under pertinent state law. These most recent 
amendments require: (1) that the proposals be submitted sixty days 
in advance of the first date on which management proxy material was 
released, and (2) that management would have the option to either in
clude a proponent’s name and address or else point out that this infor
mation was available upon request from the company or the SEC.78 
The first proposal was to discontinue the “apparent disregard” of the 
present timeliness standard by shareholders; the second proposal was 
“intended to discourage the use of the rule by persons who may be 
motivated by a desire for publicity.” 79 A further provision specified 
that rule 14a-8 was not applicable to proposals which ran counter to 
those matters submitted by management.80

Current Problems in the Vital Area of Securities Regulation, 191 Com. & Fin. Chron. 
1825 (1960).

77 SEC Securities Exchange Act Release No. 8000, at 3 (Dec. 5, 1966), 31 Fed. Reg. 
15,750 (1966).

78 Id.
79 SEC Securities Exchange Act Release No. 8029 (Jan. 24, 1967), 32 Fed. Reg. 1035 

(1967). Because many people requested “further time to study the amendments and 
submit comments thereon” the proposals concerning rule 14a-8 did not go into effect 
until after the 1967 “proxy season.” Id.

80SEC Securities Exchange Act Release No. 8000 (Dec. 5, 1966), 31 Fed. Reg. 15,750 
(1966); SEC Securities Exchange Act Release No. 8029 (Jan. 24, 1967), 32 Fed. Reg. 
1035 (1967).

81 Normally the press gives coverage to irresponsible shareholders seeking publicity 
by the disruption of annual meetings while it largely ignores shareholder proposals.

82 It would appear that the normal disclosure philosophy of the proxy rules is to 
present information to shareholders for a decision and not to give them notice as to 
where information is available. Further it can be argued that the disclosure of a 
proponent’s identity is material information needed for a proxy decision.

83 See Bayne, Caplin, Emerson, & Latcham, supra note 11, at 410.

In contrast to the 1954 amendments, those passed in 1967 seem to have 
had little effect. However, like those adopted in 1954, an analysis of 
their substantive elements reveals the contemporaneous policy of the 
Commission. Allowing management the option of omitting the pro
posing shareholder’s name seems to imply that the Commission believes 
that a sizeable number of those shareholders submitting proposals are 
publicity seekers. If indeed this is the attitude of the SEC, it is based 
upon an unsound premise81 and philosophy,82 which overlooks the sub
stantial contributions of shareholder proposals and disregards the evi
dence which persuaded the Commission not to adopt this same proposal 
in 1954.83 In fact, to regard most shareholders submitting proposals as 
publicity seekers or nuisances is to doom to failure the original philoso
phy of rule 14a-8.
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Recent Treatment of the Rule

JUDICIAL INTERPRETATION

In recent years, the task of the SEC has shifted from formulation of 
procedures84 to the administration of existing rules and regulations. 
Litigation in the area has also reflected this changing emphasis. Increas
ing concern has been focused not on the shareholder proposal rule itself, 
but rather upon the standards used by the Commission in enforcing the 
rule. Previously shareholders submitting proposals have attempted to 
uncover these standards by seeking to enjoin the solicitation of proxies 
by the company. More recently, however, such shareholder action has 
taken the form of requests for direct judicial review of the Commission’s 
determinations.

84 The latest change in rule 14a-8 occurred in 1967. 32 Fed. Reg. 20,964 (Dec. 29, 
1967), 17 C.F.R. § 240.14a-8 (1970).

«5 308 F. Supp. 810 (S.D.N.Y. 1969).
MId. at 811. His proposal was the following:

Resolved that the Standard Oil Company of New Jersey continue and 
intensify its efforts to encourage the exploration and development of pe
troleum reserves beneath the world’s continental shelves, continental slopes 
and deep ocean bottoms; that the Company in order to insure the protection 
of capital investment in these underseas areas, encourage the creation of a 
stable international regime having jurisdiction over the petroleum and other 
mineral resources of underseas areas beyond the limits of national juris
diction.

Id.
87 A no-action letter does not indicate the Commission’s refusal to consider the pro

priety of the shareholder proposal. Rather it is a staff letter which generally consists 
of a recitation of the relevant facts, including the shareholder’s proposal, and a conclu
sion to the effect that: “[T]his Division will not recommend any action to the Com
mission if the proposal is omitted from the management’s proxy soliciting material.” 
This type of letter signifies the position of the division which issued the letter and is 
an assurance only that that particular division will not recommend any enforcement 
action to the Commission. 17 C.F.R. § 202.1(d) (1970).

88 308 F. Supp. at 814.

In Brooks v. Standard Oil of New Jersey,85 the owner of ten shares 
of stock and author of several articles on the international utilization of 
underwater resources submitted a proposal recommending that the 
company direct its efforts toward the development of the petroleum 
reserves of the continental shelves.86 After the Commission’s staff issued 
a “no action” letter,87 the shareholder sought relief in the United States 
District Court for the Southern District of New York. The manage
ment of Standard Oil contended that the subject matter of the proposal 
specifically related to the company’s ordinary business operations and, 
furthermore, promoted a general economic or political cause.88 The 
staff letter concurred that the proposal might be properly omitted but 
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merely stated that the proposal was not a proper subject for stockholder 
action under the laws of the state in which the issuer was domiciled. 
Although the shareholder failed to seek reconsideration of the staff 
opinion, the court chose not to wrestle with the exhaustion of remedies 
doctrine.89 Instead, it affirmed the Commission’s interpretation of its 
own statutory authority, stating that “a court must accept the Commis
sion’s judgment, unless it can be said that what has been done is without 
any rational basis . . . .” 90 However, the “rational basis” criterion was 
eroded somewhat by the court’s further observation that great weight 
must be given to the Commission’s decision since the court is “unaided 
. . . by the vast experience of daily contact with the practical work
ings of this rule.” 91 This statement implies that administrative rather 
than legal expertise should be the controlling factor in the construction 
and interpretation of the shareholder proposal rule. No mention was 
made of the fact that such deference to agency determinations may pro
duce incongruities when the determination involves a construction of 
state law, although the court in this instance conducted its own brief 
survey of the law of New Jersey where the defendant company was 
incorporated.92

89 This decision may substantially limit the scope of Peck v. Greyhound in which 
the plaintiff shareholder was in perhaps a better position to seek review than Brooks. 
See note 49 supra and accompanying text.

90 308 F. Supp. at 813, citing Dyer v. SEC, 266 F.2d 33, 38 (8th Cir.), cert, denied, 
361 U.S. 835 (1959), reh. denied, 361 U.S. 911 (1959).

91 308 F. Supp. 810, 813 (S.D.N.Y. 1969), quoting Peck v. Greyhound, 97 F. Supp. 679, 
681 (S.D.N.Y. 1951).

92 Because there were no New Jersey court decisions that squarely considered whether 
the proposal was proper or not, the court relied on two New Jersey cases that indi
cated that management’s authority is very broad and clearly includes policymaking 
matters. 308 F. Supp. at 814; see Larcdef Corp. v. Federal Seaboard Terra Cotta Corp., 
131 N.J. Eq. 368, 25 A.2d 433 (Chancery 1942); Ellerman v. Chicago Junction Ry., 49 
N.J. Eq. 217, 23 A. 287 (Chancery 1891).

"See, e.g., Brooks v. Standard Oil of New Jersey, 308 F. Supp. 810 (S.D.N.Y. 1969); 
Curtin v. American Tel. & Tel. Co., 124 F. Supp. 197 (S.D.N.Y. 1954); Peck v. Grey
hound Corp., 97 F. Supp. 679 (S.D.N.Y. 1951). See also Mack v. Mishkin, 172 F. 
Supp. 885 (S.D.N.Y. 1957); Riskin v. National Computer Analysts, Inc., 62 Misc.2d 605, 
308 N.Y.S.2d 985 (Sup. Ct. 1970).

94 Much the same quandry was feared by the Commission when it rejected the sug
gestions of the American Society of Corporate Securities. See note 76 supra and 
accompanying text.

The considerable respect paid to a Commission determination93 may 
be the logical result of the manner in which the issues are brought before 
the court when a plaintiff shareholder seeks to enjoin company action. 
Presented only with the argumentative briefs prepared by opposing 
counsel, and with no possibility of remanding the case to the agency, the 
court may be justifiably reluctant to disturb the Commission’s ruling.94 
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The extent to which the alternative of remand could alter a court’s atti
tude is strongly suggested by the disposition of Medical Comm, for 
Human Rights v. SEC.S5

95 432 F.2d 659 (D.C. Cir. 1970), cert, granted, 39 U.S.L.W. 3409 (U.S. Mar. 23, 1971).
96 Id. at 662.
st Id. at 663.
98 Petitioner’s Brief for Certiorari at 10, SEC v. Medical Comm, for Human Rights, 

cert, granted, 39 U.S.L.W. 3409 (U.S. Mar. 23, 1971).
99 Id. at 8-12. The shareholder was not foreclosed from instituting a private action 

against the company in the district court. The Commission proposed that its action 
would be legally irrelevant in such a suit. Id. at 12. On the question of formality, 
although the Commission had decided “to raise no objection,” it felt that it had “ex
pressed no opinion on the staff’s conclusion that under the rules the company was not 
required to include the proposal” and thus had “made no definitive determination on 
the matter.” Id. at 11. These conclusions by the Commission were predicated on the 
Commission’s interpretation of the scope of its statutory enforcement powers. Since 
section 14a requires that the Commission may in its discretion proceed through a fed
eral court to enforce inclusion of a proposal, the Commission believed that any action 
short of the decision to file suit should not be considered as a final order. Id. at 13.

100 The court held that the Medical Committee for Human Rights was indeed an 
aggrieved party on the basis of the following findings: that the Medical Committee 
(1) had been forced to exhaust its administrative remedies; (2) had lost a great deal of 
time, so necessary in the proxy field, occasioned by no authoritative determination of 
the merits; (3) had lost the potential benefit of the Commission’s resources and exper
tise; and (4) had incurred the added burden of overcoming the adverse Commission 
determination in any future private action against Dow Chemical.

Presumably the two-stage proceeding referred to by the court as fulfilling the 
exhaustion requirement consisted of (1) the request to the Commission for a staff 
review of Dow’s decision to omit the proposal and (2) the request for a Commission 
review of the staff decision. Medical Comm, for Human Rights v. SEC, 432 F.2d 659, 

The Medical Committee for Human Rights submitted a proposal that 
would have required the Dow Chemical Company to receive an assur
ance from any purchaser of napalm that the substance would not be used 
against human beings.95 96 After the Commission decided “to raise no ob
jection” to the omission of the proposal from management’s proxy 
material, the Medical Committee sought review of the Commission’s 
action in the United States Court of Appeals for the District of Colum
bia.97 By proceeding directly against the Commission, the Committee 
was confronted with the numerous procedural hurdles involved in the 
contesting of any administrative action. The Commission contended 
that a no-action determination was not a reviewable order because it 
simply represented an informal advisory opinion98 which did not finalize 
or formalize the rights of either the shareholder or the company.99

The court, however, found that these decisions did operate with a 
sufficient amount of particularity and finality100 and that the Commis
sion’s proxy procedures possessed a sufficient degree of adversariness and 
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formality101 to render a no-action determination amenable to judicial 
review. Guided neither by precedent nor legislative intent, the court 
turned to the affect on the shareholder interests of the Medical Com
mittee to determine reviewability.102 Having found an order appropriate 
for review, the court believed that the discretionary prosecutorial power 
of the SEC did not foreclose judicial review of every Commission action 
which could in any way be linked to some other act which might be 
purely discretionary.103

667 (D.C. Cir. 1970), cert, granted, 39 U.S.L.W. 3409 (U.S. Mar. 23, 1971); see 17 
C.F.R. § 202.1(d) (1970).

101 Although no procedures existed for normal evidentiary hearings, the court con
strued the provisions of rule 14a-8(d) as mandatory upon management. 432 F.2d at 
670. The required submission of the opinion of management counsel if the company 
should desire to omit a proposal was promulgated, the court noted, “[s]o that the 
Commission will have more time to consider the problems involved in such cases . . . .” 
Id., quoting 19 Fed. Reg. 246 (1954). Implicit in this reasoning is the assumption that 
a subsequent Commission determination indicates that management has met its burden 
of proof that the proposal is not a proper one for inclusion. Id. at 679-80.

102 The court placed the factors of reviewability in the two general categories of the 
final effect upon the individual and the formality of the administrative action with the 
overriding consideration that the institutional relationships between the courts and the 
administrative agencies must prevail over purely doctrinal arguments. Id. at 670-72.

103 Prosecutorial powers no matter by whom exercised generally are considered un- 
reviewable by American courts. However, the court indicated that review was not 
directed toward the Commission’s decision to undertake particular enforcement pro
ceedings, nor at the decision to consider a particular proposal. Instead, the issue was 
whether, once the Commission had decided to review a staff opinion, the court could 
then decide if that review proceeded within the framework of valid legal principles. 
Id. at 673-74.

104 The court observed that the proposition that a proposal could be omitted both 
because it related to the conduct of the company’s ordinary business, and that it was 
primarily for the purpose of promoting general causes would possibly permit the ex
clusion of “practically any shareholder proposal on the ground that it was either ‘too 
general’ or ‘too specified.’ ” Id. at 679.

105 Id. at 680. The determination of the Division of Corporation Finance as adopted 
by the Commission “accepted Dow Chemical’s decision to omit the proposal [f]or
reasons stated in [the company’s] letter and the accompanying opinion of counsel . . . .” 
Id. at 679.

Although the Medical Committee holding did not decide the merits 
of the proposal, the court undoubtedly was appalled at the apparent 
contradictions and superficial analysis of Dow Chemical’s supporting 
statements104 105 which were perfunctorily accepted by the Commission as 
the basis for its own determination.106 The resulting posture of the 
SEC was surprisingly similar to that of the board of directors of Trans
america. Although each seemingly provided for shareholder action, each 
controlled possible shareholder participation through the retention of 
discretionary authority. It is not astonishing therefore that the court 
once again did not look to technicalities but rather to the spirit of the 
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law.106 The claim o£ the Medical Committee was remanded to the Com
mission for further consideration so that the basis for the decision might 
“appear clearly on the record, not in conclusory terms, but in sufficient 
detail to permit proper and effective review.” 107

106 Id. at 678-80. The SEC effectively may curb the inclusion of shareholder pro
posals through a rigid insistance on informality. Such discretionary power, like that 
in Transamerica’s by-law 47, precludes the disclosure of information to the shareholders 
necessary to effectuate the purpose of section 14a—which is, in summary, the pro
motion of corporate democracy. The contention by the Commission that the finality 
and formality of a Commission determination is not relevant in private actions by share
holders overlooks not only precedent, but the provisions of rule 14a-8(d).

Id. at 682.
108 Certain Commission determinations under rule 14a-8 have always been considered 

reviewable orders since the Public Utility Holding Company Act of 1935 specifically 
authorized formal Commission orders, and since certain formal administrative procedures 
have been established. 17 C.F.R. § 250.62 (1970). See generally Public Utility Holding 
Company Act Release Nos. 13,450 (Apr. 17, 1957); 13,710 (Mar. 21, 1958); 13,962 (Mar. 
26, 1959).

109 The Editorial Board of the Georgetown Law Journal gratefully acknowledges 
the prompt consideration and cooperation of the SEC in supplying us with the Com
mission minutes which we requested under the Freedom of Information Act, 5 U.S.C. 
§ 552(a) (3) (Supp. V, 1970).

Besides these minutes, the SEC since the 1954 Amendments has publicized only the 
unenlightening statistics contained in the annual reports. See Hearings on a Report from 
the SEC on its Problems in Enforcing the Securities Laws Before a Subcomm, of the 
Senate Comm, on Banking and Currency, 85th Cong., 1st Sess. 78 (1957). An exhaust
ive study of the administration of rule 14a-8 after 1954 is contained in Clusserath, 
The Amended Stockholder Proposal Rule: A Decade Later, 40 Notre Dame Law. 13 
(1964). Unfortunately, the source material for this article has been kept in the SEC’s 
non-public files; thus, the article’s disturbing conclusions concerning the inconsistency 
and poor administration of the SEC must be accepted at face value.

Although the Medical Committee decision is, of course, pertinent to 
direct judicial review of SEC action, its application could give consider
able substance to the rights of a shareholder in a private suit against his 
company. In contrast to the Peck situation, the plaintiff-shareholder 
would not face the nearly insurmountable task of proving that adminis
trative remedies had been exhausted, and unlike the plaintiff in Brooks, 
would not be charged with the task of indirectly reversing a discretion
ary agency ruling.

SEC ADMINISTRATION

As a result of the holding in the Medical Committee case, the SEC’s 
previously informal and purely discretionary administrative determina
tions have attained the status of reviewable orders.108 In the event of 
further judicial inquiry into the decision-making processes of the SEC, 
an examination of these decisions as reported in the minutes of the Com
mission meetings is as necessary as it is informative.109
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In the minutes of 43 meetings dating from July 1, 1964, 38 Com
mission determinations as to the propriety of 125 shareholder proposals 
are set forth.110 These determinations clearly represent only a small 
portion of the SEC’s total regulation of shareholder proposals during the 
six-year period ending June 30, 1970.111 Nevertheless, these determi
nations are reflective of Commission reasoning and are, presumably, 
binding precedent for the Commission’s staff.

110 At the outset it should be noted that many of the Commission minutes do not 
contain any reasons for the decision contained therein and that some of the minutes 
are so brief as to preclude even the most superficial analysis. For example, the minute 
concerning the Dow Chemical Company which was the subject of litigation in the 
Medical Committee case is so brief that the Solicitor General stated that “[s]ince the 
Commission gave no explanation for its action, it is impossible to ascertain the ground 
of its decision to take no action against the company.” Petitioner’s Brief for Certiorari 
at 11 n.8, SEC v. Medical Comm, for Human Rights, cert, granted, 39 U.S. L.W. 3409 
(U.S. Mar. 23, 1971); see SEC minute regarding Dow Chem. Co. (Mar. 24, 1969).

33 SEC Ann. Rep. 40 (1967); 34 SEC Ann. Rep. 42 (1968); 35 SEC Ann. Rep. 47 
(1969); 36 SEC Ann. Rep. 47 (1970). During this period there was a very significant 
increase in the number of proxy statements filed, but no dramatic increase in the use 
of the shareholder proposal rule.

112 Evidently, only a quorum of three Commissioners is necessary. See SEC minute 
regarding General Motors, Inc. (Mar. 18, 1970). In some cases one Commissioner, act
ing as duty officer, has approved the staff’s position and then had the entire Commis
sion confirm his action. See, e.g., SEC minute regarding General Elec. Co. (Mar. 24, 
1970); SEC minute regarding General Elec. Co. (Apr. 7, 1965).

113 The staff’s opinion is usually contained in letters from the Division of Corpora
tion Finance to the proponent and to the management of the company. See Clusserath, 
supra note 51, at 17. However, when the proxy material of a registered investment 
company is under consideration, the staff opinion is issued by the Division of Corporate 
Regulation. See SEC minute regarding Adams Express Co. (Jan. 29, 1970).

114 Clusserath, supra note 51, at 17.
145 On occasion, the Commission has completely rejected the staff’s recommendation. 

A review of the procedural aspects of these minutes reveals the Com
mission’s general administrative practices before issuing a statement 
concerning the propriety of a shareholder proposal.112 The Commis
sioners review the opinion of the staff113 upon the “request of the pro
ponent or the management of the company involved or upon the 
motion of the staff itself where an issue is important enough.” 114 The 
Commissioners then make their own independent determination,115 and 

Ill

Fiscal Proposals Number of Number of Proposals Number of Number of
Year Included Proponents Companies Omitted Proponents Companies
1965 191 42 132 54 38 29
1966 156 35 103 58 39 30
1967 192 45 127 93 42 39
1968 162 34 115 92 34 38
1969 173 27 118 48 21 19
1970 241 25 150 52 24 31

Statistics compiled from 31 SEC Ann. Rep. 56 (1965); 32 SEC Ann. Rep. 52 (1966);
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usually arrive at a decision by reviewing a staff memorandum which 
includes as exhibits letters from the proponent and from management’s 
counsel.116 The conclusions of the Commission are then formulated, 
recorded in a Commission minute,117 and relayed by letter to the share
holder and to the company.118

See, e.g., SEC minute regarding Colt Indus., Inc. (Mar. 28, 1968); SEC minute regard
ing General Elec. Co. (Mar. 2, 1966). Oftentimes the Commission agrees with the 
staff’s conclusion but disagrees as to the basis for the conclusion. See, e.g., SEC minute 
regarding General Elec. Co. (Mar. 4, 1968); SEC minute regarding Publicker Indus., 
Inc. (Feb. 26, 1968); SEC minute regarding Publicker Indus., Inc. (Mar. 16, 1967).

116 Though most proponents and counsel for management request an opportunity for 
oral presentation before the Commission, only one such hearing was held in this six 
year period. At this hearing, which occurred after the Commission had made its first 
determination, both the proponent and counsel for management made personal appear
ances and had their arguments stenographically recorded. SEC minute regarding 
Columbia Pictures Corp. (Dec. 2, 1964).

117 Usually a minute contains only a brief description of the proposal, the staff 
recommendation, and the Commission’s conclusion. On rare occasions, the minutes 
contain summaries of the Commission’s discussion and of particular Commissioner’s 
viewpoints. See, e.g., SEC minute regarding General Motors, Inc. (Mar. 18, 1970); 
SEC minute regarding Columbia Pictures Corp. (Nov. 23, 1964); SEC minute regard
ing Crown Cork & Seal Co. (Feb. 28, 1964), excerpted in W. Cary, Cases and Ma
terials on Corporations 327 (4th ed. 1969).

118 Apparently, in some cases the Commission may reconsider its consideration of the 
staff opinion. See SEC minutes regarding General Elec. Co. (Mar. 2, 1966 and Mar. 28, 
1966); SEC minutes regarding Columbia Pictures Corp. (Nov. 23, 1964 and Dec. 2, 1964).

119 The rule’s major “procedural” requirements include the proponent’s 60 day prior 
submission test, the proponent’s three-six-ten percent resubmission progression test, the 
proponent’s “failure to present” test, and management’s 20 day notice test. 17 C.F.R. 
§§ 240.14a-8(a), -8(c) (3), -8(c) (4), -8(d) (1970)/

120 SEC minute regarding United States Steel Corp. (Mar. 20, 1970); SEC minute 
regarding The One William St. Fund, Inc. (July 29, 1964). In both instances there was 
a determination to omit on procedural grounds. The latter determination, which was 
made 33 days prior to the company’s special meeting of stockholders, held that the 
proposals were not submitted a reasonable time before the proxy solicitation.

I27 17 C.F.R. § 240.14a-8(a) (1970).
i22 Id.

In applying rule 14a-8 to specific proposals, the Commissioners ap
parently have had little occasion in the past six years to construe the 
rule’s “procedural” requirements.119 This is undoubtedly the result of 
the procedural specificity of the rule which allows such matters to be 
dealt with effectively on the staff level.120 The vast majority of the 
Commission’s determinations concern the rule’s substantive require
ments. For purposes of analysis, these substantive requirements may be 
categorized as: (1) the threshold provisions; (2) the subjective provi
sions; and (3) the objective provisions.

The threshold provisions provide that rule 14a-8 is not applicable to 
proposals relating to election of officers121 nor to counter proposals to 
matters which are to be submitted by management.122 Another thresh
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old provision implicit in the Commission’s practices precludes “frivo
lous” proposals from falling within the purview of rule 14a-8.123 The 
minutes disclose no proposals considered by the Commission which re
lated to corporate elections. The last review of a counter proposal, 
prior to the amendments which incorporated the counterproposal pro
vision into the shareholder proposal rule, involved a proposal that 
shareholder approval of a company’s proposal to reincorporate under 
Delaware law be subject to the condition that cumulative voting be 
made mandatory. With a single dissent, the Commissioners approved 
the staff’s conclusion “that the proposal was in effect a negation of part 
of management’s proposal” and as such could be properly omitted from 
management’s proxy material.124 Another incidence of the imposition 
of the counterproposal limitation, occurring after the inclusion of the 
1967 amendments, arose from the submission of a proposal by Emer
son Electric Company for inclusion in the proxy material of Dodge 
Manufacturing Corporation. The proposal was a precatory request 
that the management take all action necessary to approve a merger 
between Emerson Electric Company and Dodge Manufacturing Corpo
ration and that the shareholders of Dodge be permitted to vote on the 
merger. The specific reason for the Commission’s determination to 
omit the proposal is not stated. At that time, however, the manage
ment of Dodge was soliciting proxies to approve a merger between 
Dodge Manufacturing Corporation and Reliance Electric and Engineer
ing Company.125 Therefore, the shareholder proposal could be con
sidered to be counter to management’s proposal.126 Although the Com
mission has concurred almost uniformly with the staff’s recommenda
tions on counterproposals,127 it has not agreed with the staff’s conclusion 

123 In one case a shareholder proposed that General Electric Company amend its 
by-laws by adding the following provision: “Meetings of the shareholders shall be 
adjourned only after the person presiding as chairman has ascertained that all share
holders who wish to present matters for action, or to comment, or to ask questions 
have done so.” The Division of Corporation Finance took the position that this pro
posal should be included in the proxy statement. Management requested that the 
Commission review the staff’s determinations and the Commission “overruled the Divi
sion with respect to [the] proposal ... on the ground that it was frivolous . . . .” and 
could be properly omitted. SEC minute regarding General Elec. Co. (Mar. 2, 1966).

124 SEC minute regarding Aro Corp. (July 6, 1965).
125 Emerson Electric, which owned 13 percent of the stock of Dodge Manufacturing, 

was unsuccessful in attempting to take over Dodge Manufacturing which ultimately 
merged with Reliance Electric & Engineering. 28 Standard & Poor’s Corporation De
scription (C-E) 6727 (1967). See also Emerson Elec. Co. v. Reliance Elec. Co., 306 F. 
Supp. 588 (E.D. Mo. 1969), rev'd, 434 F.2d 918 (8th Cir. 1970), cert, granted, 39 
U.S.L.W. 3433 (U.S. Apr. 6, 1971).

126 SEC minute regarding Dodge Mfg. Corp. (July 13, 1967).
127 The Commission has approved of the staff’s position that “a proposal which in 

effect is a negation of a management proposal is not a proposal within the meaning of 
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that proposals may be omitted if the proponent is making an indepen
dent solicitation of proxies. In one case, the Division of Corporation 
Finance recommended that:

[I]n view of the fact that [the proponent] had announced that he pro
posed to conduct his own solicitation of proxies for the company’s 1968 
annual meeting, the Commission [should] adopt the position that man
agement need not include any of his proposals in its proxy statement.128

rule 14a-8.” Clusserath, supra note 51, at 21, citing Commission minutes of Mar. 3, 1961 
and Mar. 7,1961.

128 SEC minute regarding Publicker Indus., Inc. (Feb. 26, 1968).
129 Id.
130 SEC minute regarding General Motors Corp. (Mar. 18, 1970).
131 This raises the interesting question as to whether management has an unlimited 

right to include its own proposals as a defensive measure so that it may omit any pro
ponent’s “counter” proposals.

132 17 C.F.R. § 240.14a-8(c) (2) (1970).
133 Id.
i34For an exposition of the myriad problems which the SEC has encountered in 

judging a person’s “investment intent” with respect to securities purchased in a private 
offering, see F. Wheat, Disclosure to Investors: A Reappraisal of Federal Adminis
trative Policies Under the ’33 and ’34 Acts 160-82 (CCH ed. 1969) (The “Wheat 
Report”). See also SEC Securities Act Releases Nos. 4997 (Sept. 15, 1969) and 5087 
(Sept. 22, 1970).

135 In one instance where it was contended that a proposal might be properly omitted 
since it was submitted primarily for the purpose of redeeming a personal grievance, 
management showed that the proposal was substantially identical to one already sub
mitted by the proponent’s mother. The Commission, however, was of the opinion that 
the proposal must be included. SEC minute regarding Adams Express Co. (Jan. 29,
1970).

The Commission, however, declined to take this position.129 Further
more, the Commission refused to accept the contention by one com
pany that the solicitation of proxies and the use of rule 14a-8 were mutu
ally exclusive options by shareholders.130 Thus, a proponent can effect a 
counter-solicitation of proxies and simultaneously avail himself of the 
advantages of rule 14a-8, but he cannot avail himself of rule 14a-8 if 
his proposal happens to be in opposition to a management proposal.131

Rule 14a-8 contains two subjective provisions, the substance of which 
provide for the proper omission of any proposal if (1) it is submitted 
primarily for the purpose of enforcing a personal claim or redressing a 
personal grievance,132 or (2) it is submitted primarily for the purpose 
of promoting general economic, political, racial, religious, or social 
causes.133 To apply these standards, the Commission must rely on its 
own judgment of the proponent’s intent.134 135 The minutes indicate that 
there has been a certain degree of reluctance to turn to the “personal 
grievance” prohibition136 except where there is the element of harass
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ment.136 As a general proposition, a proponent has been considered to 
be harassing management if he submits too many proposals.137 This 
prejudice, however, has not been extended to corporate gadflies and pro
fessional shareholders who may submit many proposals but who do so 
in a responsible manner.138 For the most part, the Commission seems to 
have administered this provision with fairness.139

136 SEC minute regarding General Elec. Co. (Mar. 24, 1970) (eight proposals by 
Mr. Brusati might be omitted); id. (Mar. 4, 1968) (eight proposals by Mr. Brasati might 
be omitted); id. (Feb. 24, 1967) (six of seven proposals by Mr. Brusati might be 
omitted); id. (Mar. 2, 1966) (five proposals by Mr. Brusati might be omitted); id. 
(Apr. 7, 1965) (two proposals by Mr. Brusati might be omitted). SEC minute regard
ing Publicker Indus., Inc. (Mar. 13, 1968) (twelve proposals by Mr. Berse might be 
omitted); id. (Mar. 16, 1967) (sixteen proposals by Mr. Berse might be omitted).

137 See, e.g., SEC minute regarding General Motors Corp. (Apr. 1, 1969) (nine pro
posals might be omitted); SEC minute regarding Gains Guar. Corp. (Nov. 14, 1967) 
(thirteen proposals might be omitted). But see SEC minute regarding General Motors 
Corp. (Mar. 18, 1970) (seven of nine proposals might be omitted).

133 SEC minute regarding General Elec. Co. (Mar. 4, 1968) (proposal of Wilma Soss 
included); SEC minute regarding International Business Mach. Corp. (Feb. 21, 1968) 
(proposal of Wilma Soss included); SEC minute regarding Internationa! Business Mach. 
Corp. (Feb. 16, 1968) (proposal of Evelyn Y. Davis included); SEC minute regarding 
Ford Motor Co. (Mar. 28, 1966) (proposal of Lewis and John Gilbert included); SEC 
minute regarding Communications Satellite Corp. (July 30, 1964) (proposal of Wilma 
Soss excluded).

139 Sec SEC minute regarding Gains Guar. Corp. (Nov. 14, 1967). The Division of 
Corporation Finance recommended that all of the thirteen proposals under consideration 
might be properly omitted on the basis of the personal grievance provision. The Com
missioners approved this recommendation with two Commissioners out of the five 
dissenting with respect to two of the proposals. The possibility that two proposals 
could be free of personal grievance while eleven were primarily submitted with such 
a motive would seem surprising. More indicative of a person’s intent to redress a 
personal grievance would be the finding of such intent in all or none of the proposals.

149 See Allen, The Proxy System and the Promotion of Social Goals, 26 Bus. Law. 
481 (1970).

141 SEC minute regarding Dow Chem. Co. (Mar. 24, 1969).

In addition, at no time in the past six years has the Commission ac
tually stated that a proposal should be omitted because of its general 
economic, social, political, racial, or religious character. More recent 
rulings that particular proposals had definite social implications,140 how
ever, have been extremely controversial. One of these determinations 
was the decision to raise no objection to the omission of the resolutions 
proposed by the Medical Committee for Human Rights, pertaining to 
the manufacture and sale of napalm.141 In a second case involving Gen
eral Motors, which arose after the Medical Committee litigation had 
commenced, the Commission issued a relatively long, five page, minute 
which summarized the positions taken by management, the Division of 
Corporation Finance, and the Office of General Counsel on nine pro
posals submitted to General Motors by the Project on Corporate Re
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sponsibility. After unequivocally stating that the Commission’s de
termination was not a reviewable one, the minute continued by pointing 
out that all three Commissioners present were of the opinion that the 
proposal to amend the by-laws in order to increase the size of the board 
must be included, and that two of the three Commissioners felt that 
the proposal to establish a committee to study the corporation’s public 
responsibility must also be included if properly amended.142 Since the 
minute presented only conflicting viewpoints and deliberately avoided 
a statement of the Commission’s reasoning, it is impossible to determine 
any concrete basis for the decision.143

142 SEC minute regarding General Motors, Inc. (Mar. 18, 1970). For an excellent 
description of these proceedings, see Schwartz, The Public Interest Proxy Contest: Re
flections on Campaign GM, 69 Mich. L. Rev. 421 (1971).

143 Hopefully, no conclusions will be read into the Commission’s recent decision in 
the Michigan Consolidated Gas Company controversy. In its latest ruling the Commis
sion disallowed proposals for projects similar to those that the Commission in a prior 
year had allowed. The proposals concerned the financing by the utility holding com
pany of the construction of low and middle income housing in the Detroit inner city 
area. Compare Public Utility Holding Company Act Release No. 16763 (June 22, 1970) 
with Public Utility Holding Company Act Release No. 16331 (Mar. 31, 1969).

444 17 C.F.R. § 240.14a-8(c) (1) (1970).
145 17 C.F.R. § 240.14a-8(c) (5) (1970).
146 An official SEC publication states:

Typical of . . . proposals submitted to a vote of security holders were 
resolutions relating to amendments to charters or by-laws to provide for 
cumulative voting for the elections of directors, pre-emptive rights, limita
tions on the grant of stock options to and their exercise by key employees 
and management groups, the sending of a post-meeting report to all stock
holders, and limitations on charitable contributions.

35 SEC Ann. Rep. 47 (1969). See SEC minute regarding Colt Indus., Inc. (Mar. 28, 
1968); SEC minute regarding International Business Mach. Corp. (Feb. 16, 1968).

147 See, e.g., SEC minute regarding General Elec. Co. (Mar. 4, 1968) (earlier starting 
time for annual meeting so that stockholders might ask questions before voting); SEC 
minute regarding International Business Mach. Co. (Feb. 21, 1968) (stockholders may 
substitute their own write-in candidates to represent them at meetings); SEC minute 
regarding Wheeling Steel Corp. (Mar. 23, 1967) (stockholders should be informed of 

Rule 14a-8 also contains two substantive requirements which may be 
categorized as objective provisions. Basically, these provide that a pro
posal may be omitted if it is not a proper subject for action by security 
holders under the state law where the company is incorporated,144 or 
if it deals with matters related to the ordinary business of the com
pany.145 In the administration of rule 14a-8, these two provisions com
prise the area of greatest dispute. Surprisingly, the Commissioners have 
reviewed and reversed earlier staff interpretations of proposals relating 
to typical shareholder concerns under state law.146 The majority of the 
Commission determinations requiring inclusion touched directly or in
directly on the conduct of the annual meeting of stockholders.147 Al
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though the shareholder proposals generally included dealt with rela
tively trivial matters, the subject matter occasionally dealt with stock 
splits148 or dividends.149

prior annual meeting’s proceedings). In each of these instances, the Commissioners 
approved the staff’s recommendation that the proposal be included.

148 See SEC minute regarding Texas Gulf Sulphur Co. (Mar. 24, 1966).
149 Prior to this six year period under study, there were two significant determina

tions regarding dividend proposals. In 1955, the Commission unanimously held that 
management could omit a proposal recommending a special cash dividend. It was 
determined that “[t]his proposal, whether phrased as a request or as a mandate, is 
not proper in the light of state law, the company’s charter and by-laws, accumulated 
jurisprudence and general corporate law to the effect that questions of declaring divi
dends come solely within the jurisdiction of corporate directors . . . .” Clusserath, 
supra note 51, at 23. In early 1964, the Commission considered a proposal recommend
ing that the directors of Crown Cork & Seal Company declare a dividend. It was 
decided that this was not a matter relating to the ordinary course of business. How
ever, after considering the proper subject test with respect to the laws of New York and 
rule 14a-9, the Commissioners split two-to-two as to whether the proposal should be 
included. SEC minute regarding Crown Cork & Seal Co. (Feb. 28, 1964), excerpted in 
W. Cary, Cases and Materials on Corporations 327 (4th ed. 1969).

150 SEC minute regarding Columbia Pictures Corp. (Nov. 23, 1964).
161 SEC minute regarding American Tel. & Tel. Co. (Feb. 7, 1966).

A dividend proposal was considered in 1964, when a stockholder of 
Columbia Pictures sought to require the officers of the company to dis
tribute 89 percent of the shares of Screen Gems, Inc., to Columbia stock
holders on a pro rata basis. Management contended that the proposal was 
submitted primarily to redress a personal grievance and was not a proper 
subject for action by security holders under the laws of New York. 
The staff took the position that the proposal should be included if re
phrased in precatory form. By a three-to-two vote, the Commissioners 
approved the staff recommendation. Two of the Commissioners in the 
majority, however, conditioned their votes with the following stipula
tions: (1) that the proposal be revised so as to be directed toward the 
directors, rather than toward the officers; (2) that the supporting state
ment be clarified; and (3) that their votes were based upon particular 
facts and were not to be considered as precedents.150

In early 1966, the Commissioners were faced with a dividend proposal 
which again was submitted to a New York corporation. Management 
contended that the proposal was not a proper subject for consideration 
under state law. This time, however, the staff took the position that the 
proposal, which directed the board of AT&T to distribute Western 
Electric stock owned by AT&T to its stockholders, could be properly 
omitted. The Commission unanimously approved the staff recommen
dation.151

Within two months the Commissioners were faced with a dividend 
proposal submitted to a Missouri corporation. The staff recommended 
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that the proposal, if amended to precatory form, should be included. 
The Commissioners, on the other hand, concluded by a three-to-two 
vote that the proposal might properly be omitted since “these activities 
were by law constituted as solely the responsibility of the Board of 
Directors ...152

152 SEC minute regarding Guy’s Food, Inc. (Mar. 14, 1966).
153 SEC minute regarding Columbia Pictures Corp. (Nov. 28, 1967).
154 This is particularly disturbing since the staff supposedly made an independent 

review of management’s and the proponent’s positions and still arrived at contradictory 
conclusions.

165 As a result of Medical Committee, it is anticipated that there will be a significant 
increase in broad social proposals. Therefore, “[t]he staff is reconsidering our substantive 
rules relating to shareholder proposals to determine if appropriate amendments are 
needed.” CCH Fed. Sec. L. Rep. Report No. 337, at 5 (Nov. 11, 1970) (remarks of 
Hamer H. Budge, Chairman of SEC, before the Investment Bankers Ass’n, Hot Springs, 
Va., Oct. 24,1970).

In late 1967, the Commissioners considered a proposal almost identical 
to the 1964 Columbia Pictures dividend proposal except that the recom
mendation was made that the directors of the corporation, and not its 
officers, consider the distribution of 88 percent of the total shares of 
Screen Gems, Inc. on a pro rata basis to Columbia stockholders. The 
Commissioners unanimously approved the staff’s recommendation that 
the proposal be included.153

These four determinations seem irreconcilable with each other and 
with previous determinations. At best, it could be deducted that the 
Commission does not view a shareholder’s dividend proposal as a proper 
subject under the laws of Missouri, but usually finds it a proper subject 
under the laws of New York. It cannot be devined why the Commis
sion and the staff arrived at opposite conclusions as to what constituted 
a proper subject under Missouri law, nor is there any apparent justifica
tion for the contradictory positions of the staff and Commission on 
both the Columbia Pictures and AT&T proposals.154 The inferences 
drawn would seem to lend validity to criticisms charging the SEC with 
an administration of rule 14a-8 based upon inconsistent policies within 
the agency and dependent upon the changing make-up of the Commis
sion’s personnel.

Recommendations

The evolution of the shareholder proposal rule from its simple genesis 
through the substantive amendments of 1954 and 1967 is evidence of a 
body of “common law” directly resulting from the SEC’s administrative 
experience. Though the Commission has recognized that there are prob
lems regarding its administration of rule 14a-8,155 it has not proposed any 
changes for the 1971 “proxy season.” Hopefully, the following recom
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mendations will be of some assistance to the SEC in its preparation for 
the 1972 “proxy season.”

An examination of the SEC’s practices under rule 14a-8 indicates that 
both management and proponents justifiably can criticize the status quo. 
At present, a proponent must overcome numerous dangers in choosing 
a proper subject—his proposal must skirt the specificity of the ordinary 
business operations limitation while avoiding the generality of political, 
racial, or social causes. On the other hand, management can honestly 
state that it has been harassed by certain proponents and that it has been 
required, at the expense of all the shareholders, to include a great quan
tity of low quality proposals in its proxy soliciting material. The task, 
however, is not to choose between these viewpoints but to determine 
how best to balance the present inequities in order to effectuate a cor
porate democracy to the greatest extent feasible. In order to accomplish 
this goal, it is recommended that the SEC publish proposed amendments 
in light of its experiences since 1967 and that there be a series of public 
hearings to assist the SEC in substantially revising rule 14a-8 and its ad
ministrative procedures. 156 This method would allow the Commission 
to exercise its administrative rule making authority,157 while giving def
erence to the views of all parties concerned.

156 in 1953 the SEC held public hearings on its proposed amendments of rule 14a-8. 
See note 59 supra and accompanying text. At the present time the SEC is conducting 
a public investigation into the extent of disclosure required of defense contractors. See 
In re Disclosures by Registrants Engaged in Defense Contracting (Public File 3-2485).

157 Clearly the SEC has broad power to make any changes in the proxy rules that it 
sees fit. The Commission’s exercise of its rule making power would be preferential 
to any legislative changes. See Corporate Participation Bill, S. 4003, 91st Cong., 2d 
Sess. (1970), reprinted in 116 Cong. Rec. S9547 (daily ed. June 23, 1970). However, if 
the SEC fails to hold public hearings and insists on holding unrecorded, ex parte dis
cussions then legislative hearings should be encouraged.

A simple redrafting, however, is insufficient. The underlying philos
ophy of the rule and recent controversies emphasize the need for major 
revisions. The present format allows a “security holder entitled to vote” 
to submit a proposal along with a 100 word supporting statement to be 
included if management opposes the proposal. It is recommended that 
the rule be made available only to a stockholder entitled to vote who 
has been the direct owner of stock in the company for six months prior 
to the date of his proposal’s submission. If management chooses to op
pose the proposal, then both management and the proponent would be 
limited to a 500 word supporting statement unless management opts 
to raise the limit for both parties because of the importance or com
plexity of the proposal. The recommended six month holding period 
for a stockholder would introduce a standard of good faith into the 
rule and the recommended 500 word supporting statement would allow 
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the proponent to develop his reasoning while placing an equal restric
tion upon management, which now may make an unlimited statement 
in opposition to the proposal.

In addition to the present inequality in the length of supporting state
ments, inequity also exists in the notice requirements. Presently a pro
ponent must submit any proposal 60 days prior to the “day corresponding 
to the first date on which management’s proxy soliciting material was 
released to security holders in connection with the last annual meet
ing.” On the other hand, if management opposes a proposal it may 
wait until 20 days prior to its filing of preliminary proxy soliciting 
material with the Commission before it notifies the Commission and the 
proponent of its opposition. In order to eliminate this uncertainty, it is 
recommended that management be required to disclose in its proxy ma
terial the exact date by which proposals must be submitted in final form 
for the next annual meeting.158 In addition, management should be re
quired to file a simple notice of its opposition within 14 days after the 
proponent’s submission and should be required to file its reasons for op
position and an opinion of counsel within 30 days after that submission, 
but not later than 25 days prior to its filing of preliminary proxy 
material.

158 A complimentary requirement would be that a proponent could not revise his 
proposal once it is submitted. The SEC, however, would be able to make nonsubstantive 
changes such as amending mandatory proposals to precatory form and would be able 
to direct the company to omit parts of proposals but not to add to proposals.

150 One observer has noted that “the value of shareholder proxy proposals rests not 
alone in their immediate hope for success but also in their ability to apprise manage
ment of the intensity of stockholder concern over the manner in which the corpora-

At the present time, a shareholder’s proposal may be omitted for one 
year if in the previous two years management included a proposal by the 
same shareholder and he failed without good cause to present the pro
posal, in person or by proxy, for action at the meeting. Since manage
ment expends considerable time and money at the expense of all share
holders in preparing and printing its proxy material, it is recommended 
that the “failure to present” prohibition be extended to five years. In 
addition, a proposal may now be omitted for three years if manage
ment included substantially the same proposal in its proxy material at 
some time during the last five years. This prohibition may be exercised 
only if the proposal received less than three percent of the total votes 
cast on its first submission, less than six percent cast on its second sub
mission, or less than ten percent cast on its third submission. Since the 
greatest benefit derived from the shareholder proposals are their indirect 
effects,189 repetition of the same proposals without any substantial share- * 150 
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holder support is unnecessary. Therefore, it is recommended that the 
three-six-ten percent resubmission progression be increased to a five- 
ten-twenty percent resubmission progression.* 160

tion is conducting business.” 116 Cong. Rec. S9547 (daily ed. June 23, 1970) (remarks 
of Senator Muskie). See also 2 Loss 910 n.204.

160 Section 12 (i) of the Securities Exchange Act of 1934 specifically excludes FDIC 
insured banks from the SEC’s proxy rules, and vests the SEC’s powers, functions, and 
duties with respect to the proxy rules in the Comptroller of the Currency, the Board 
of Governors of the Federal Reserve System, and the Federal Deposit Insurance Cor
poration. 15 U.S.C. § 781 (i) (1964). Under this authority the governors of the Federal 
Reserve System and the FDIC have established the recommended five-ten-twenty per
cent resubmission progression for banks subject to their primary regulation. 12 CJF.R.

206.5(k), 335.5(k) (1970).
161 This bill would have amended section 14a of the Securities Exchange Act of 

1934 by adding the following:
Inclusion in such solicitation of a proposal submitted by a security holder 
shall not be prohibited on the ground that such proposal may involve eco
nomic, political, racial, religious, or similar issues, unless the matter or action 
proposed is not within the control of the issuer.

S. 4003, 91st Cong., 2d Sess. (1970).

It is also recommended that another “number’s test” be added to the 
rule whereby a proponent would be limited to submitting a maximum of 
five proposals to a single company and that management would be re
quired to include a total of only three proposals by any one shareholder 
or group. This objective restriction would replace the subjective pro
vision which presently allows the omission of a proposal if it is submitted 
primarily for the purpose of redressing a personal grievance or enforc
ing a personal claim. The advantages of such a restriction are that it 
is more definite and would eliminate much of the harassment caused by 
proponents with numerous proposals. In addition, the rule could be 
designed to encourage the submission of only three proposals by allow
ing management the option of choosing which three of the five proposals 
to include if all five submitted proposals were proper.

The rule is currently inapplicable to elections to office and to counter
proposals. It is impossible to make any recommendations in this area 
since the rationale for these limitations has never been disclosed. It 
would be beneficial if the underlying philosophy and the administrative 
history regarding the elections to office clause were re-examined by 
the Commission and discussed in the recommended public hearings on 
the revision of the shareholder proposal rule.

The remaining three substantive provisions of rule 14a-8 relate to the 
proper subject matter test, the ordinary business exclusion, and the gen
eral social cause exception. It is recommended that the latter exclusion 
be modified along the lines of Senator Muskie’s Corporate Participation 
Bill,161 which provides that a proposal should be omitted if it is submitted 
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primarily for the purpose of promoting general economic, political, re
ligious, social or similar causes unless the proposed action is clearly with
in the control of the corporation.162 Aside from this minor modification 
which would rectify administrative misinterpretation,163 the proper sub
ject test, the ordinary business exception, and the general social cause 
exclusion should be retained in their present form.164 The Commission 
staff, however, should be required to disclose the results and reasoning 
of its administrative determinations by means of annual compendiums 
or interpretative releases.165

162 In order to fully inform the public concerning the merits of so-called “public
interest proposals,” Professor Donald Schwartz has suggested that rule 14a-3’s definition 
of “solicitation” be amended. Schwartz, supra note 142, at 524-26. In principle, this 
suggestion has much merit since these controversial, social proposals demand thorough 
public discussion and media commentary which practically precludes the possibility of 
furnishing all shareholders of a large corporation with a written proxy statement prior 
to these “solicitations.” However, since this Note is recommending revision of rule 
14a-8, and has not examined the proxy rules as a whole, no recommendation is made 
in this regard.

163 The proposals mentioned in the 1945 interpretative release clearly involved pro
posed action outside the control of the issuer. See note 20 supra.

164 In light of SEC experience, it is difficult to comprehend the Comptroller of the 
Currency’s action in extending the proper subject test as regards FDIC insured banks 
to include proposals “legally inappropriate or unworkable.” 12 C.F.R. § 11.3(d) (1970).

165 At the bare minimum, the SEC’s rule 200.81 should be immediately amended to 
include staff interpretations regarding rule 14a-8. It is completely anomalous that the 
disclosure-oriented SEC refuses to reveal staff interpretations of its own rule.

166 Professor Kenneth Culp Davis has formulated three basic tenets concerning secret 
law: “The first one is: Secret law is an abomination. The second one is: Secret law 
is an abomination. The third one is: Secret law is an abomination.” Davis, Public 
Information Act and Interpretative and Advisory Rulings, 20 Ad. L. Rev. 3 (1967) 
(panel discussion before the ABA National Institute on Federal Agency Practice, Apr. 7, 
1967).

In addition to revising the shareholder proposal rule, the SEC must 
reevaluate its administrative procedures. The Commission can continue 
to refrain from self-imposed procedural change and allow courts to de
termine the extent of formality to be employed in its determinations, 
as well as to provide appropriate procedures to reach those resolutions. 
Hopefully, however, the time has come when the SEC will itself under
take the initiative in this regard. Though the Medical Committee case 
focused on a “formal decision,” it did so only to attack the evil it found 
—secret and unchallangeable administrative law. To most effectively 
fulfill its function, the SEC should retain its flexible and informal pro
cedures. The retention of such informality, however, requires that the 
Commission pay the price by disclosing its interpretations. The need 
for disclosure is based on a simple maxim which the SEC has yet to 
learn—informal law may be praised, but secret law is to be abhorred.166
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APPENDIX

Rule 14a-8. Proposals of Security Holders

G) If any security holder entitled to vote at a meeting of security holders 
of the issuer shall submit to the management of the issuer, within the time 
hereinafter specified, a proposal which is accompanied by notice of his in
tention to present the proposal for action at the meeting, the management 
shall set forth the proposal in its proxy statement and shall identify it in its 
form of proxy and provide means by which security holders can make the 
specification provided for by Rule 14a-4 (è). The management of the issuer 
shall not be required by this rule to include the proposal in its proxy state
ment for an annual meeting unless the proposal is submitted to the manage
ment not less than 60 days in advance of a day corresponding to the first 
date on which the management’s proxy soliciting material was released to 
security holders in connection with the last annual meeting of security hold
ers, except that if the date of the annual meeting has been changed as a 
result of a change in the fiscal year, a proposal shall be submitted a reason
able time before the solicitation is made. A proposal to be presented at any 
other meeting shall be submitted to the management of the issuer a reason
able time before the solicitation is made. This rule does not apply, however, 
to elections to office or to counter proposals to matters to be submitted by 
the management.

(è) If the management opposes the proposal, it shall also, at the request 
of the security holder, include in its proxy statement a statement of the 
security holder, in not more than 100 words, in support of the proposal, 
which statement shall not include the name and address of the security 
holder. The proxy statement shall also include either the name and address 
of the security holder or a statement that such information will be furnished 
by the issuer or by the Commission to any person, orally or in writing as 
requested, promptly upon the receipt of any oral or written request there
for. If the name and address of the security holder is omitted from the 
proxy statement, it shall be furnished to the Commission at the time of filing 
the management’s preliminary proxy material pursuant to Rule 14a-6 (a). 
The statement and request of the security holder shall be furnished to the 
management at the same time that the proposal is furnished. Neither the 
management nor the issuer shall be responsible for such statement.

(c) Notwithstanding the foregoing, the management may omit a proposal 
and any statement in support thereof from its proxy statement and form of 
proxy under any of the following circumstances:

(1) If the proposal as submitted is, under the laws of the issuer’s domi
cile, not a proper subject for action by security holders; or

(2) If it clearly appears that the proposal is submitted by the security 
holder primarily for the purpose of enforcing a personal claim or redressing 
a personal grievance against the issuer or its management, or primarily for 
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the purpose of promoting general economic, political, racial, religious, social 
or similar causes; or

( 3 ) If the management has at the security holder’s request included a pro
posal in its proxy statement and form of proxy relating to either of the last 
two annual meetings of the security holders or any special meeting held 
subsequent to the earlier of such two annual meetings and such security 
holder has failed wtihout good cause to present the proposal, in person or 
by proxy, for action at the meeting; or

(4) If substantially the same proposal has previously been submitted to 
security holders, in the management’s proxy statement and form of proxy 
relating to any meeting of security holders held within the preceding 5 cal
endar years, it may be omitted from the management’s proxy material re
lating to any meeting of security holders held within the 3 calendar years 
after the latest such previous submission: Provided, That—

(i) If the proposal was submitted at only one meeting during such pre
ceding period, it received less than 3 percent of the total number of votes 
cast in regard thereto; or

(ii) If the proposal was submitted at only two meetings during such pre
ceding period it received at the time of its second submission less than 6 per
cent of the total number of votes cast in regard thereto; or

(iii) If the proposal was submitted at three or more meetings during 
such preceding period, it received at the time of its latest submission less 
than 10 percent of the total number of votes cast in regard thereto.

(5) If the proposal consists of a recommendation or request that the 
management take action with respect to a matter relating to the conduct 
of the ordinary business operations of the issuer.

(¿7) Whenever the management asserts that a proposal and any state
ment in support thereof may properly be omitted from its proxy statement 
and form of proxy, it shall file with the Commission, not later than 20 days 
prior to the date the preliminary copies of the proxy statement and form 
of proxy are filed pursuant to Rule 14a-6(a), or such shorter period prior 
to such date as the Commission may permit, a copy of the proposal and any 
statement in support thereof as received from the security holder, together 
with a statement of the reasons why the management deems such omission 
to be proper in the particular case, and, where such reasons are based on 
matters of law, a supporting opinion of counsel. The management shall at 
the same time, if it has not already done so, notify the security holder sub
mitting the proposal of its intention to omit the proposal from its proxy 
statement and form of proxy and shall forward to him a copy of the state
ment of the reasons why the management deems the omission of the pro
posal to be proper and a copy of such supporting opinion of counsel.





COMMENTS
HOLDER IN DUE COURSE EXPANDED:

Bowling Green, Inc. v. State Street
Bank & Trust Co.

In Bowling Green, Inc. v. State Street Bank & Trust Co.,1 the 
First Circuit court of appeals chose to avoid many of the complexi
ties inherent in articles three and four of the Uniform Commercial 
Code,2 and in so doing further clouded certain areas of negotiable in
struments law. The facts of the case are fairly straightforward.

*425 F.2d 81 (1st Cir. 1970), aff’g 307 F. Supp. 648 (D. Mass. 1969).
2 The Massachusetts Uniform Commercial Code appears as Chapter 106 of the 

Massachusetts General Laws. Section numbering of the Massachusetts U.C.C. is the 
same as that in the American Law Institute 1958 Official Text with a few unimportant 
exceptions.

3 “Except as against a subsequent holder in due course such negotiation is in an 
appropriate case subject to recission, the declaration of a constructive trust or any 
other remedy permitted by law.” Mass. Gen. Laws Ann. ch. 106, § 3-207 (1958).

4 To the extent that a holder is a holder in due course he takes the instrument free 
from all claims to it on the part of any person. Mass. Gen. Laws Ann. ch. 106,
5 3-305 (1958).

8 Bowling Green, Inc. v. State Street Bank & Trust Co., 307 F. Supp. 648 (D. Mass. 
1969).

The State Street Bank & Trust Company received from a depositor 
an unindorsed $15,000 check, which had been drawn by the Small 
Business Administration and indorsed to the order of Bowl-Mor, Inc. 
This check, a loan from the Small Business Administration to plaintiff 
Bowling Green, was the first installment on a conditional sales contract 
for the purchase of pinsetters by the plaintiff from Bowl-Mor. Upon 
deposit of the check the bank immediately applied $5,000 as credit against 
an earlier Bowl-Mor overdraft. Later that afternoon, the bank learned that 
Bowl-Mor had filed a petition for reorganization under chapter X of 
the Bankruptcy Act, and applied the remaining $10,000 against debts 
owed by Bowl-Mor, secured by a floating lien on all Bowl-Mor paper. 
Subsequently, Bowl-Mor’s petition was dismissed and the company was 
adjudicated bankrupt. Bowling Green, Inc. never received the pinset
ters and sued the bank for the amount of the check, claiming that the 
bank had knowledge of Bowl-Mor’s alleged fraudulent conduct, and 
therefore held payment in constructive trust.3 The bank claimed that 
it was a holder in due course4 and the district court agreed.5

On appeal, plaintiff attacked the bank’s holder in due course status 
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with three basic arguments. First, plaintiff alleged the bank did not 
prove that it had taken the check by negotiation, with the necessary 
indorsement. Thus, it was not a holder and therefore could not meet 
the burden of establishing itself as a holder in due course.0 Secondly, the 
bank had sufficient knowledge of facts and circumstances, including 
Bowl-Mor’s imminent bankruptcy, to prevent it from receiving the 
check in good faith.6 7 Finally, even if the bank satisfied all other require
ments of holding in due course, it had given value only for the $5,000 
applied against the overdraft and not for the remaining $10,000.8

6 See Mass. Gen. Laws Ann. ch. 106, § 3-307 (1958).
7 See Mass. Gen. Laws Ann. ch. 106, § 3-302(1) (b) (1958).
8See Mass. Gen. Laws Ann. ch. 106, 1-201(25), (44), 3-302(1) (a) (1958).
9 “A person is ‘insolvent’ who has either ceased to pay his debts in the ordinary 

course of business or cannot pay his debts as they become due . . . .” Mass. Gen. Laws 
Ann. ch. 106, § 1-201(23) (1958).

The bank had actual knowledge of Bowl-Mor’s insolvency. The company had been 
operating at a loss for several years. Attachments had been made by creditors at the 
bank. The bank had recently charged $1,000,000 of Bowl-Mor’s debt to the bank’s 
reserve for bad debts, leaving the company still indebted for $3,000,000. A loan officer 
of the bank served as a Bowl-Mor director until one month before the transaction.

10 Common law treated the issues of good faith and notice as one under an objective 
test requiring inquiry and permitting constructive notice. Gill v. Cubit, 107 Eng. Rep. 
806 (1824). Later the Cubit case was overruled and a subjective or actual knowledge 
standard was adopted. Goodman v. Harvey, 111 Eng. Rep. 1011 (1836). See also 
Goodman v. Simonds, 61 U.S. (20 How.) 343 (1857). The Uniform Negotiable 
Instruments Law adopted the Goodman rule in sections 52(3) and 56; section 56 
requiring that “to constitute notice of an infirmity in an instrument or defect in title 
of a person negotiating same, that person to whom it is negotiated must have had 
actual knowledge of the infirmity or defect, or knowledge of such facts and circum
stances that his action in taking the instrument amounted to bad faith.” Uniform 
Negotiable Instruments Law § 56. See Russel v. Bond & Goodman Inc., 276 Mass. 
458, 177 N.E. 654 (1931); Reynolds v. Park Trust Co., 245 Mass. 440, 139 N.E. 785 (1923); 
Moore v. Potomac Savings Bank of Washington, D.C., 160 Va. 597, 169 S.E. 922 (1933).

11 Mass. Gen. Laws Ann. ch. 106, 1-201(19), -203, 3-302(b) (1958). See Factors
& Note Buyers, Inc. v. Green Lane, Inc., 102 N.J. Super. 43, 245 A.2d 223 (1968); 
New Jersey Mortgage & Investment Corp. v. Calvetti, 68 N.J. Super. 18, 171 A.2d 321 
(1961). See also Uniform Commercial Code: Symposium, 48 Cornell L. Rev. 59 (1962).

Good Faith and Notice

The plaintiff’s claim that the close relationship between the defendant 
bank and Bowl-Mor precluded a finding of good faith was rejected by 
the court in spite of evidence indicating actual knowledge of Bowl- 
Mor’s insolvency.9 The court’s holding as to this point is consistent 
with prior law10 and decisions under the U.C.C.11 which adhere to the 
principle that only a showing of actual knowledge or conduct amount
ing to bad faith is sufficient to rebut the presumption of good faith



1971] H DC—Bowling Green 1381

transactions.12 The fact that the transferee knows of his transferor’s 
fluctuating financial record13 or even insolvency14 does not prevent 
him from becoming a holder in due course. The court thus rejected 
an objective standard of good faith.15

12 See Pazol v. Citizen’s Nat’l Bank, 110 Ga. App. 319, 138 S.E.2d 442 (1964).
13 See Texico State Bank v. Hullinger, 75 III. App. 2d 212, 220 N.E.2d 248 (1966).
14 See Franklin Nat’l Bank v. Sidney Gotowner, Inc., 4 UCC Rep. Serv. 953 (N.Y. 

Sup. Ct. 1967). The case was decided on the grounds that the New York Law 
Revision Commission had specifically deleted section 3-304(2) (a) from its version of 
the 1952 Code. Section 3-304(2) (a) had provided that the “purchaser of an instrument 
has notice of a claim against it when he has reasonable grounds to believe the 
instrument was transferred under circumstances making the transfer a voidable 
preference . . . .” The Code in its present form and as enacted in Massachusetts does 
not contain this provision.

15 The precedent for an objective standard cited by plaintiff presented a problem 
involving misuse of an installment note in a sale of consumer goods. Jones v. 
Approved Bankcredit Corp., Del. , 256 A.2d 739 (1969). The Massachusetts 
legislature, recognizing the need to protect consumers, has banned the use of negotiable 
instruments in installment sales contracts. Mass. Gen. Laws Ann. ch. 225, § 126 
(Supp. 1969). Developments of this sort, however, have little bearing on the case 
at hand, and any movement toward an objective standard in consumer protection 
cases is inapplicable as precedent here.

13 Universal C.I.T. Credit Corp. v. Ingel, 347 Mass. 119, 196 N.E.2d 847 (1964) 
(complaints to Attorney General from Better Business Bureau did not give plaintiff 
reason to know of fraud).

77 See First Nat’l Bank of Odessa v. Fazzari, 10 N.Y.2d 394, 179 N.E.2d 493, 223 
N.Y.S.2d 483 (1961) (it is possible to transact in subjective good faith but with actual 
notice).

18 Bowling Green, Inc. v. State Street Bank & Trust Co., 425 F.2d 81, 85 (1st Cir. 
1970).

19 A person has notice of a fact when “from all the facts and circumstances known 
to him at the time in question he has reason to know that it exists.” Mass. Gen. Laws 
Ann. ch. 106, § 1-201 (25) (c) (1958). See also N.Y. U.C.C. § 3-304 (McKinney 
1964). By enacting subsection seven New York has attempted to return to the bad 
faith notice requirement of N.I.L. section 56 not adopted by the Code.

While the issue before the court was good faith, the court’s prece
dent for using a subjective standard dealt with notice.16 The court 
admitted that its precedent was not exactly on point. It should, how
ever, be noted that both the precedent itself and the context in which 
it was employed confuse the issues involved. Even though good faith 
or lack of notice may depend upon overlapping conditions, the pre
requisites required for each are by no means congruent.17 Since these 
requirements are closely related within the context of section 3-302, 
the court implied that they should be treated together for purposes of 
determining who is a holder in due course, the justification being that 
the Code’s definition focuses on actual knowledge of the person al
legedly notified.18 This definition of notice, however, permits applica
tion of an objective standard19 despite the fact that courts are reluctant 
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to apply it.20 By the time Bowling Green reached the First Circuit both 
the issues of good faith and notice were less crucial because considera
tions of objective notice had been narrowed in the district court to 
include only the moment of deposit.21

20 See, e.g., Nicklaus v. Peoples Bank & Trust Co., 258 F. Supp. 482 (ET). Ark. 1965); 
Universal C.I.T. Credit Corp. v. Ingel, 347 Mass. 119, 196 N.E.2d 847 (1964); Elbar 
Realty v. City Bank & Trust Co., 342 Mass. 262, 173 N.E.2d 256 (1961).

21 If it is assumed that when Bowl-Mor received the check from plaintiff it made 
an implied representation that it would perform its wholly executory contract, and 
that it made this representation having no intention of performing, then under the 
law of New Hampshire, the place of contract, such conduct would constitute a fraud. 
See Doody v. John Sexton & Co., 411 F.2d 1119 (1st Cir. 1969). The issue then, as 
presented to the district court, was whether the evidence, including the fact that the 
bank knew or should have known of Bowl-Mor’s insolvency, required a finding that 
the bank had such knowledge of facts and circumstances as would give it reason to 
know Bowl-Mor had accepted the check with no intention to perform. The district 
court found that at the time the bank received the check from Bowl-Mor it had no 
knowledge—or reason to know—of Bowl Mor’s inability to perform. But the opinion 
indicates that the bank may have had reason to know of fraud when, several hours 
later, it learned of Bowl-Mor’s filing of a chapter X petition. See Bowling Green, Inc., 
v. State Street Bank & Trust Co., 307 F. Supp. 648 (D. Mass. 1969).

22 Mass. Gen. Laws Ann. ch. 106, § 4-208(1) (c) (1958).
23 Mass. Gen. Laws Ann. ch. 106, § 4-209 (1958).
24Section 1-201(37) reads: “‘Security interest’ means an interest in personal property 

or fixtures which secures payment or performance of an obligation ....” Mass. Gen. 
Laws Ann. ch. 106, § 1-201(37) (1958).

Value

The bank’s position at the moment the check was deposited was con
sidered to be determinative of its status as a holder in due course. The 
plaintiff did not question the fact that the bank had given value to the 
extent of $5,024.85, the amount immediately credited against a Bowl- 
Mor overdraft which had been honored in anticipation of this particu
lar check. Section 4-208(1) (c) explicitly states that when a collect
ing bank makes an advance against an item it has a security interest in 
that item,22 and section 4-209 provides that a “bank has given value to 
the extent it has a security interest in the item . . . .” 23 Although the 
bank was clearly a holder for value with respect to this amount, its 
status with regard to the remaining $10,047.54 is less clear. While the 
court had no trouble in concluding that the bank was a holder for 
value, the process it used to reach this result is confusing and, if carried 
to its logical conclusion, could severely limit a bank’s ability to become 
a holder in due course.

In employing the section 4-209 test for value with respect to banks, 
the court referred to section 1-201(37) to determine whether the bank 
had acquired the type of security interest required by section 4-209.24 
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The plaintiff, Bowling Green, had argued that section 4-209 referred 
only to those security interests defined in section 4-208(l).25

25 Bowling Green, Inc. v. State Street Bank & Trust Co., 425 F.2d 81, 86 (1st Cir. 
1970).

Section 4-208(1) provides:
A bank has a security interest in an item and any accompanying docu

ments or the proceeds of either (a) in case of an item deposited in an 
account to the extent to which credit given for the item has been withdrawn 
or applied;
(b) in case of an item for which it has been given credit available for 
withdrawal as of right, to the extent of the credit given whether or not 
the credit is drawn upon and whether or not there is a right of charge
back; or
(c) if it makes an advance on or against the item. 

Mass. Gen. Laws Ann. ch. 106, § 4-208(1) (1958).
28 Bowling Green, Inc. v. State Street Bank & Trust Co., 425 F.2d 81, 86 (1st Cir. 

1970). The title of U.C.C. section 4-209—“When Bank Gives Value for Purposes of 
Holder in Due Course”—is carelessly and misleadingly drawn leading one to believe 
that the section sets up the Code’s value standard. It will be seen, however, that this 
cannot be the case.

27 425 F.2d at 86.
28 Uniform Commercial Code § 4-209, Comment. N.I.L. section 27 reads: “Where 

the holder has a lien on the instrument, arising either from contract or by implication 
of law, he is deemed a holder for value to the extent of his lien.” U.C.C. section 3-303 
provides:

A holder takes the instrument for value (a) to the extent that the agreed 
consideration has been performed or that he acquires a security interest 
in or a lien on the instrument otherwise than by legal process; or (b) 
when he takes the instrument in payment of or as security for an ante
cedent claim against any person whether or not the claim is due; or (c) 
when he gives a negotiable instrument for it or makes an irrevocable 
commitment to a third person.

28 See notes 45-55 infra and accompanying text.

The court, without considering section 3-303, accepted section 4-209 
as the standard to be used in determining whether the bank had given 
value.26 The court concluded that “a security interest is a security 
interest,” 27 and that since the bank had a floating lien on Bowl-Mor’s 
paper there existed a security interest in the check at the time it was 
deposited, within the meaning of section 4-209. In support of its con
clusion, the court alluded to the comment to section 4-209, which states 
that the section is “in accord with prior law (N.I.L. section 27) and 
with article three (section 3-303),” 28 both of which allow recognition 
of security interests other than those provided for in section 4-208.29

Although security interests other than those allowed by section 
4-208(1) may constitute value for holder in due course purposes, it is 
doubtful that these other types of security interests are covered by 
section 4-209. This section, rather than setting forth an all-inclusive 
definition of value, merely attempts to alleviate one of the problems that 



1384 The Georgetown Law Journal [Vol. 59:1379

a bank may encounter in the collection process—that of being denied 
holder in due course status because the security interest given by section 
4-208 may not have satisfied the requirements of section 3-303. As the 
comment to section 4-209 points out, “[t]he section completes the 
thought of the previous section and makes clear that a security interest 
in an item is ‘value’ for the purposes of determining the holder’s status 
as a holder in due course.” 30 Viewed in this way, section 4-209 com
pliments the provisions of section 3-303 (a), which provide that a holder 
takes for value if he has a security interest31 in the item.32 Thus, sec
tion 3-303 (a) would seem to encompass the more generalized types of 
security interests described in section 1-201 (37), whereas section 4-209 
would not, a definitional cross-reference to the contrary notwithstand
ing.33

30 Uniform Commercial Code § 4-209, Comment.
31 As will be pointed out, the “security interest” referred to in section 3-303 is 

defined in section 1-201(37). See notes 54-55 infra and accompanying text.
32 See Mass. Gen. Laws Ann. ch. 106, § 3-3O3(a) ( 1958).
33 Uniform Commercial Code § 4-209, Definitional Cross-Reference, “Security In

terest.” See note 44 infra.
34 Uniform Commercial Code § 3-612 (May 1949 draft). The section read as 

follows: “‘Lien of Bank Extending Credit’ (1) To the extent that credit for a cash 
item has been withdrawn or applied to an overdraft, the crediting bank has a lien upon 
the item or its proceeds. (2) A depository bank extending credit available for with
drawal as of right against any other items has a lien upon the items and any accom
panying documents ....”

35 Uniform Commercial Code § 3-612, Comment (May 1949 draft). The wording of 
this comment might appear to be establishing a value standard in much the same way 
as does the title to the present section 4-209. See note 26 supra. However, this cannot 
be the case. Section four of the comment explained that section 3-612 merely stated a 
value position of a collecting bank, and did not circumscribe the position of such a 
bank. The all-inclusive value test of the Code was—and is—to be found in section 3-303. 
See note 28 supra; notes 45-55 infra and accompanying text.

36 Uniform Commercial Code § 4-208 (Proposed Final Draft, 1950).

A consideration of the historical development of the Code lends 
support to this proposition. The 1949 draft of the Code did not con
tain article four and there was no counterpart to section 4-209. Sub
sections 3-612(1) and (2) were, however, comparable to present sec
tion 4-208(1) (a) and (b).34 The comment to section 3-612 explained 
that the purpose of that section was “to state the ‘value’ position of a 
bank extending credit during the collection process.” 35 In other words, 
a “value” determination could be made in favor of a collection bank in 
the limited situation where it was felt that banks should be protected. 
This provision was not, however, an exclusive test for “value” with 
respect to banks, since it did not include long-recognized methods of 
giving value for an instrument, as does section 3-303. Section 4-208 
was first introduced in the Proposed Final Draft of 1950,36 and at that 
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time was entitled “Security Interest of a Bank Extending Credit.” The 
section contained provisions comparable to present subsections 4-208 
(l)(a), (l)(b), and (2).37 Again the comment expressed the purpose 
of the section: “To state the ‘value’ position of a bank, giving it a 
‘security interest.’ ” 38 39 Despite this careless language, the section’s only 
function was to extend protection to collecting banks in narrowly 
defined situations. There is no indication that any new test or standard 
was being established to replace section 3-303, even if the party claim
ing holder in due course status was a bank. Section 4-208 simply cre
ated a new way in which a collecting bank may satisfy the require
ments of the test set forth in section 3-303.

37 See id.
38 Id. § 4-208, Comment 1.
39 Uniform Commercial Code § 4-209 (Proposed Final Draft No. 2, 1951).
40 Uniform Commercial Code § 4-209 (1952 version).
41 The comment to section 4-209 refers to section 27 of the Uniform Negotiable 

Instruments Law as the prior statutory provision in this regard. However, the framers 
of the 1950 draft did not feel the necessity of including the provisions of N.I.L. 
section 27 in any special section. The reason for this is that the law included in 
N.I.L. section 27 was given effect and was adequately preserved in section 3-303 (a) 
of the Code. See note 28 supra.

42 See note 30 supra and accompanying text.
43 This is evidenced by the fact that section 3-303 already provides for security 

interest as defined in section 1-201(37).
44 The fact that the definitional cross references of section 4-209 include section 

1-201(37) might be such an indication, but this cross reference is probably more the 
result of sloppiness than of intent on the part of the drafters. The cross reference 
sections are in many cases inadequate, and, in light of the contrary indications, it 
does not seem that this reference should be given a tremendous amount of weight 
in reaching a decision on the matter.

45 Uniform Commercial Code § 4-209, Comment.

Section 4-209 first appeared in the 1951 Proposed Final Draft30 and 
was included in the 1952 Official Draft.40 This section had been devel
oped from comments to section 4-208 in the 1950 draft.41 As previously 
noted,42 the comment to section 4-209 makes it clear that the purpose 
of the section is to amplify section 4-208. There is no reason for sec
tion 4-209 to be held to encompass any kind of security interest other 
than that mentioned in section 4-208,43 and there is no indication that 
it was intended to do so.44

The proposition that section 4-209 is not a separate test for value 
when the holder is a bank is an obvious corollary to the conclusion 
that “security interest” in section 4-209 refers exclusively to section 
4-208. This is emphasized by the comment to section 4-209 which pro
vides in part that the section is in accord with both N.I.L. section 27 and 
U.C.C. section 3-303.45 There are security interests which would satisfy 
section 3-303 but not section 4-208. For example, a banker’s common 
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law lien has always been treated as value given for an item46 and the 
comment to section 4-208 makes it clear that such rights have not been 
altered.47 There are also situations in which it is recognized that although 
value has been given, the holder has no “security interest,” even if that 
term is defined in accordance with the broad language of section 
1-201 (37).48 If section 4-209 were accepted as a separate standard, 
banks would be deprived of these methods of giving value. Section 
4-208 was designed to provide a special security interest to protect 
collecting banks in particular situations.49 Section 4-209 was designed 
to insure that this security interest would be recognized as value 
rather than to serve, as the court assumes, as an independent test for 
value.

48 See, e.g., Joyce v. Auten, 179 U.S. 591 (1900); Wells Fargo Bank & Union Trust 
Co. v. McDuffie, 71 F.2d 720 (9th Cir.), cert. denied, 293 U.S. 626 (1935); Kane v. First 
Nat’l Bank, 51 F.2d 534 (5th Cir.), cert, denied, 287 U.S. 603 (1932). Cf. Uniform 
Commercial Code § 4-208, Comment 1.

47 Uniform Commercial Code § 4-208, Comment 1.
48 An obvious example of the situation would be where a bank cashes a check in an 

over-the-counter transaction.
49 As has been noted, section 4-208 creates a number of exceptions to the general 

rule of section 3-303 which apply only to banks in the collection process, and which 
provide an added degree of protection to the bank. This fact does not, however, 
have the effect of changing or replacing the provisions of section 3-303.

The Bowling Green court obviously felt that the requirements of 
section 4-209 must be satisfied before the bank can become a holder in 
due course. Consequently, it placed an extremely broad—and seemingly 
unwarranted—construction on that section. Unfortunately, when value 
is given in a manner permitted under pre-Cot/e law and in accordance 
with the other provisions of the Code, a bank may not always come 
within the requirements of section 4-209—regardless of how broadly 
the term “security interest” is construed. Section 4-209 should have 
been employed merely as a complementary test for value, embodying 
only section 4-208(1) security interests. If the purported “value” did 
not satisfy the requirements of that section, the value test of section 
3-303 should have been used. If the defendant could not satisfy the 
requirements of section 3-303, and the court believed that the bank 
should be given the protection of a holder in due course, an overly 
broad construction of section 4-209 or even a misinterpretation of sec
tion 3-303 might be more easily explainable. Since the bank did, how
ever, satisfy the provisions of section 3-303, the reasoning behind the 
decision, insofar as it deals with the question of value, is unclear.

It would seem obvious that section 3-303 (c) does not apply. The 
bank never gave a negotiable instrument for the check; nor did it make
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any “irrevocable commitment to a third person.” 50 Section 3-303 (b) 
states that a person takes for value “when he takes the instrument in 
payment of or as security for an antecedent claim . . . 51 * 53 The bank

50 See Mass. Gen. Laws Ann. ch. 106, § 3-303 (c) (1958).
51 Mass. Gen. Laws Ann. ch. 106, § 3-303(b) (1958).
82 It might be contended that the bank took the instrument both for collection and 

as security for Bowl-Mor’s indebtedness. This would be a rather tenuous argument, 
however, especially in light of the fact that the bank later felt it necessary to take 
the additional step of actually applying the amount in question to Bowl-Mor’s loan 
account. It should be apparent that the bank’s handling of the check was originally 
for the sole purpose of deposit and collection. Until the later application of the 
amount to the loan account, there was no conduct to indicate that the bank took 
the check “in payment of or as security for an antecedent claim.” See Mass. Gen. 
Laws Ann. ch. 106, § 3-303 (b) (1958).

53 See 425 F.2d at 86. See also notes 9-21 supra.
54 Mass. Gen. Laws Ann. ch. 106, § 3-303 (a) (1958).
55 See Mass. Gen. Laws Ann. ch. 106, § 1-201(37) (1958).

initially took the instrument for purposes of collection, not “in pay
ment of or as a security for an antecedent claim.” 62 Later the bank 
did apply the check, and at this point there probably was a “taking” for 
an antecedent debt. There was at that time, however, no indication 
that the bank took in good faith and without notice.53 Thus, section 
3-303 (b) would not seem to be applicable to this case.

In order for the bank to prevail on the strength of section 3-303, one 
of the provisions of section 3-303 (a) must have been satisfied. This 
subsection recognizes value given “to the extent that the agreed con
sideration has been performed or that [the holder] acquires a security 
interest in or a lien on the instrument . . . .”54 55 At this point, section 
1-201(37) becomes relevant, and the bank’s interest in Bowl-Mor’s 
chattel paper would seem to fall within that section’s broad definition of 
security interest. The bank held a floating lien on Bowl-Mor’s paper. 
This contractual lien was an interest in Bowl-Mor’s personal property, 
and was created in order to secure payment of Bowl-Mor’s prior obli
gations.65 The bank had a security interest, then, as required by section 
3-303 and, consequently, had given value for the full amount of the 
check.

In light of the applicability of section 3-303 (a) it is not clear why 
the court constructed its opinion as it did, relying on a misconception 
of the function of section 4-209, and giving that section an overly broad 
interpretation which ultimately could be used to restrict the means 
by which a bank can give value. Such an interpretation is obviously 
inconsistent with the intention of the Code’s draftsmen.
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Holder Status

Because plaintiff Bowling Green had asserted a claim to the instru
ment, it was essential that the bank establish itself as a holder in due 
course.56 The district court found that the plaintiff had indorsed the 
item to Bowl-Mor, but there was no evidence to indicate that Bowl- 
Mor had supplied its own indorsement before depositing the item with 
the bank.57 Thus, the bank, in possession of an order instrument lack
ing a necessary indorsement,58 59 did not fall within the Code's definition 
of a holder58 and seemingly could not be a holder in due course.60 
More precisely, the issue was whether the bank, in order to sustain its 
burden of proof,61 need establish that it took the check by indorsement. 
The court of appeals was of the opinion that it need not do so, and held 
that the bank was a holder.62

56 The district court said in its opinion that the “plaintiff has demonstrated that he 
has an equitable claim to the check involved here. In view of U.C.C. section 3-307(3), 
there does not appear to be any justification for requiring a party with a claim to an 
instrument, rather than a defense, to prove that his adversary was not a ‘holder 
in due course.’ ” Bowling Green, Inc. v. State Street Bank & Trust Co., 407 F. Supp. 
648, 653 n.4 (D. Mass. 1969).

Section 3-307(3) reads: “After it is shown that a defense exists a person claiming 
the rights of a holder in due course has the burden of establishing that he or some 
person under whom he claims is in all respects a holder in due course.” Mass. Gen. 
Laws Ann. ch. 106, § 3-307(3) (1958).

87 307 F. Supp. at 653. The check in this case was never introduced into evidence, 
and the parties stipulated only that the check was indorsed over to Bowl-Mor. Id. at 
650 n.l.

58 See Mass. Gen. Laws Ann. ch. 106, H 3-110, -204 (1958).
59 Holder is defined as “a person who is in possession of... an instrument... drawn, 

issued or indorsed to him or to bearer or in blank.” Mass. Gen. Laws Ann. ch. 106, 
§ 1-201(20) (1958).

80See Mass. Gen. Laws Ann. ch. 106, § 3-302 (1958). Unless a person first becomes 
a holder he cannot become a holder in due course under this section. Cf. Kansas 
Bankers Security Co. v. Ford County State Bank, 184 Kan. 529, 535, 338 P.2d 309, 
314 (1959).

81 See Mass. Gen. Laws Ann. ch. 106, § 3-307 (1958).
«2 425 F.2d at 84.
,i:i Id. See Mass. Gen. Laws Ann. ch. 106, § 1-201(20) (1958).
84 425 F.2d at 84. See Mass. Gen. Laws Ann. ch. 106, § 3-201 (1958). This section 

provides in subsection 1 that the “(t)ransfer of an instrument vests in the transferee 
such rights as the transferor has therein . . . .”

85 Mass. Gen. Laws Ann. ch. 106, § 3-201 (3) (1958).

The court pointed out that at the time of deposit Bowl-Mor was a 
holder63 and the defendant therefore acquired the rights of a holder 
when the instrument was transferred.64 In the case of an instrument 
not payable to bearer, the transferee, at the time of a transfer for value, 
acquires the right to have the unqualified indorsement of the trans
feror.65 Without such indorsement there is no negotiation,66 and mere 
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possession of the instrument creates no presumption that the transferee 
is entitled to recourse on the instrument.®7 Nevertheless, proof of a 
transfer to him by a holder is proof that he has acquired the rights of 
a holder and does create this presumption.66 67 68 It is important to note that 
under the Code the transferee does not become a holder, but simply is 
granted the rights of a holder, enabling him to collect on the instru
ment. Thus, a transferee can have the rights of a holder even though 
he does not come within the definition of section 1-201(20). In order 
for a transferee to be a holder in due course, however, he must come 
within that section’s definition of a holder.69 In most situations the 
status of transferee will coincide with that of holder since the transferee 
will take an instrument “drawn, issued or indorsed to him or to his 
order or to bearer or in blank.” 70 This, however, was not the situation 
here—even though the bank may have fallen within the Code’s “shelter 
provision” 71 it did not satisfy the definition of holder contained in 
section 1-201(20).

66 Uniform Commercial Code § 3-201, Comment 7.
67 Uniform Commercial Code § 3-201, Comment 8.

Id. See Mass. Gen. Laws Ann. ch. 106, §§ 3-301, -307(2) (1958).
"The definition of a holder in due course begins with the words: “A holder in due 

course is a holder ....” Mass. Gen. Laws Ann. ch. 106, § 3-302 (1958).
70 See Mass. Gen. Laws Ann. ch. 106, § 1-201 (20) (1958).
71 See Mass. Gen. Laws Ann. ch. 106, § 3-201 (1958).
72 425 F.2d at 84. See Mass. Gen. Laws Ann. ch. 106, § 4-102 (1958).
73 Uniform Commercial Code § 4-201, Comment 4.

The court used section 3-2Ol’s conferral of holder rights upon a 
transferee as partial justification for its conferral of holder in due course 
status upon the defendant—a transferee. To lessen the basic incon
gruity—that one may be a holder in due course while not in fact a 
holder—the court offered the proposition that the concept of holder 
set forth in section 1-201(20) does not apply with full force to article 
four, which establishes a comprehensive scheme for simplifying and 
explicating bank collection, and whose provisions govern the more gen
eral rules of article three wherever inconsistent.72 Specifically, the de
cision points to sections 4-201 and 4-205 to demonstrate Code recogni
tion of the common banking practice of accepting unindorsed checks 
for deposit.

Section 4-201 provides in part that the form or lack of indorsement 
shall not affect the bank’s status as assent for collection. To understand 
what the draftsmen intended by this statement it is necessary to examine 
the purpose of the section as a whole. Its primary purpose is to assure 
that the risk of loss on items in the process of collection remains with 
the customer.73 As agent for collection, the bank is assured a right of 
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charge back against all provisional credits74 and this presumption of 
agency is not rebutted by the various forms of indorsement which 
have in the past established the bank as purchaser of the instrument. 
Section 4-201 is designed to delineate the rights of the bank vis-à-vis 
its customer, and to assure the status of agent rather than owner in 
spite of indorsements which are normally an indication of ownership. 
This section, then, is not a justification for ignoring the requirement 
of holder status by granting to one who is not a holder the status of 
holder in due course.

liSee Mass. Gen. Laws Ann. ch. 106, § 4-212 (1958).
75 Section 4-205(1) provides that: “A depositary bank which has taken an item for 

collection may apply an indorsement of the customer which is necessary to title unless 
the item contains the words ‘payee’s indorsement required’ or the like. In the absence 
of such a requirement, a statement placed on the item by the depositary bank to 
the effect that the item was deposited by a customer or credited to his account is 
effective as the customer’s indorsement. Mass. Gen. Laws Ann. ch. 106, § 4-205(1) 
(1958).

76 See Mass. Gen. Laws Ann. ch. 106, § 3-201(1) (1958); Uniform Commercial 
Code § 3-201, Comment 1.

77 Mass. Gen. Laws Ann. ch. 106, § 3-204 (1958). See also Uniform Commercial 
Code § 3-202, Comment 2.

78 Mass. Gen. Laws Ann. ch. 106, § 4-205(1) (1958). Section 4-102(1) provides that 
“[i]n the event of conflict the provisions of this Article govern those of Article 3 ....” 
Technically section 4-205 provisions are not in conflict with section 3-202 which 
requires indorsement either before or on delivery. A transferor could indorse after 
delivery and may be required to in any case where section 3-201(3) is applicable. 
Such an indorsement negotiates the instrument. Moreover, in the case of a depositary 
transferee indorsing after delivery the negotiation is valid if the bank is considered 
an authorized representative under section 3-403.

79 See Mass. Gen. Laws Ann. ch. 106, § 1-201 (20) (1958).

The court’s strongest basis for conferring holder in due course status 
lies in the ability of a depositary bank to supply any necessary missing in
dorsement of its customer upon items taken for collection.75 76 Normally, 
the transferee of an order instrument becomes a holder by negotiation— 
by delivery with any necessary indorsement.78 An instrument which 
has been specially indorsed may be negotiated further only by indorse
ment of the special indorsee.77 Therefore, Bowl-Mor’s failure to in
dorse would normally prohibit its transferee from becoming a holder; 
however, because the transferee in this situation is a depositary bank 
which has taken the item for collection, and has the right to supply 
missing indorsements, it may also have the ability to negotiate after 
transfer.78 The important fact here is that once the indorsement has 
been supplied, the transferee meets the Code's definition of holder.79 
To effect such an indorsement, the depositary bank need only stamp on 
the item that it has been deposited by the customer or has been credited 
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to his account. Usually any unindorsed checks would be indorsed in this 
manner by the depositary bank at the teller’s window.

Whether or not this process constitutes a negotiation depends upon 
the interpretation given to section 3-202(1), which provides that “[i]f 
the instrument is payable to order it is negotiated by delivery with any 
necessary indorsement.” 80 If this provision is interpreted to mean that 
the indorsement must be on the instrument when it is delivered, no 
negotiation can be said to have taken place. If, however, the section 
means that in order for negotiation to take place two acts are neces
sary—a delivery followed by an indorsement—the process may amount 
to negotiation. Section 3-201(3) suggests that the latter interpretation 
may be correct, insofar as it contemplates negotiation consisting of a 
transfer for value, a delivery within the meaning of section 1-201 (14),81 
and a subsequent indorsement. Thus, when a bank has supplied a nec
essary indorsement after delivery it might be presumed that a negoti
ation has taken place; but section 3-201(3) is only an exception to the 
general requirements of section 3-202(1), and it should be noted that 
section 4-205(1) provides no similar exception.

80Mass. Gen. Laws Ann. ch. 106, § 3-202(1) (1958).
81 Delivery is defined as a “voluntary transfer of possession.” Mass. Gen. Laws 

Ann. ch. 106, § 1-201(14) (1958).
82 Section 4-205 limits this right to a “depositary bank which has taken an item for 

collection.” Consequently, the court’s use of this section would seem to be dispositive 
of whether the bank took the item for collection or for an antecedent debt.

88 425 F.2d at 86.
84 Id.
85 “A depositary bank . . . may supply any indorsement of the customer which is 

necessary to title ...” Mass. Gen. Laws Ann. ch. 106, § 4-205(1) (1958). “An 
indorsement must be written by or on behalf of the holder . . . .” Mass. Gen. Laws 
Ann. ch. 106, § 3-202(2) (1958).

It appears, therefore, that a depositary bank82 which supplies a miss
ing indorsement under section 4-205(1) takes the instrument as a 
holder when it supplies the indorsement. In Bowling Green, however, 
the bank does not appear to have ever supplied the indorsement. The 
court dismissed this problem arguing that a bank’s status in accepting 
an unindorsed check should not turn upon “proof of whether a clerk 
employed the appropriate stamp.” 83 Thus, the court equates the right 
to supply a missing indorsement with a provision requiring no indorse
ment. The court pointed out that section 4-205 contains no language 
indicating that the right provided therein is a condition precedent to 
becoming a holder.84 It is unclear, however, why banks would need a 
right to supply an indorsement which is unnecessary. The language of 
sections 4-205 and 3-202 belies the court’s holding in this regard.85 
By allowing the bank to supply a missing indorsement, the draftsmen of
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the Code assured simplified banking procedure, but at the same time 
acknowledged the necessity of indorsement.

In a case such as this, where the time of notice clearly affects the 
rights of the parties, it is particularly important to know the exact 
moment at which a transferee becomes a holder, and the draftsmen 
of the Code clearly intended to require some act, however minimal, 
equivalent to a customer’s indorsement. Again, a useful analogy exists 
between sections 4-205(1) and 3-201(3). The latter section provides 
that any transfer for value of non-bearer paper gives the transferee 
the right to have the transferor’s unqualified indorsement. The section 
carefully notes, however, that negotiation does not take place until the 
time of indorsement. This would seem to be consistent with the minimal 
requirements of section 3-202(1)—delivery and indorsement. If the 
transferee receives notice of any claim to or defense against the instru
ment prior to indorsement, he does not qualify as a holder in due 
course.86 Likewise, merely because a bank could have supplied an in
dorsement at the time of deposit, it should not be exempt from the 
consequences of notice before indorsement.

Conclusion

In the Bowling Green case the court not only refused to confront 
the complexities inherent in each of the various issues presented, but 
also failed to appreciate the close interrelationship between these issues. 
It is true that while the issues of good faith and notice are closely re
lated, they are, nevertheless, separate and distinct concepts. Good 
faith would seem to be a purely subjective determination of fact, where
as the issue of notice can, within the context of the Code, involve 
objective determinations as well. Moreover, neither good faith nor 
notice can be viewed as an abstract or isolated concept. Each will 
necessarily involve determinations as to when the transferee “took” the 
instrument within the meaning of section 3-302, and when, if ever, 
he became a holder. If a depositary bank can become a holder by sup
plying a missing indorsement, there would seem to be authority for 
determining issues of good faith and notice at the time of indorsement.87 
If, however, a court can transform the right to supply a missing indorse
ment into a provision requiring no indorsement at all, it would seem 
that the court can use any point in time to determine these issues.

If section 4-209 is to be regarded as an alternate test for value to be 

86 Mass. Gen. Laws Ann. ch. 106, §5 3-302, 4-203 (1958).
87See Mass. Gen. Laws Ann. ch. 106, 3-302, -303, -304 (1958). Notice received at

any time before all requirements of due course holding are met prevents a transferee
from becoming a holder in due course. Uniform Commercial Code § 3-201, Comment 7
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employed whenever a bank claims holder in due course status, the 
means by which a bank can give value will be severely limited, notwith
standing the Code's broad definition of a “security interest”. Rather 
than attempting to fit the facts of this case into section 4-209, the court 
could have used the value test of section 3-303, thereby permitting 
section 4-209 to remain as a complement to that section’s more general 
provisions.

Hopefully, the Bowling Green decision will not be regarded as use
ful precedent by either the state courts of Massachusetts or courts of 
other jurisdictions when dealing with the closely worded and inter
related sections of articles three and four of the Uniform Commercial 
Code. These sections must be viewed in the context of both articles and 
the general definitional sections of article one. If the provisions of the 
Code are to be changed, the changes must be effected by the state 
legislature and not by state and federal courts.





SUMMARY JURISDICTION UNDER CFIAP- 
TER XI OF THE BANKRUPTCY ACT: 

COLLIER v. REMINGTON
The scope of summary jurisdiction of a bankruptcy court in chapter 

XI arrangement proceedings1 long has been a matter of controversy 
among commentators in the field.2 3 4 5 The major treatises in the bankruptcy 
area, Collier on Bankruptcy^ and Remington on Bankruptcy p differ 
significantly on the issue. Collier contends that in arrangement pro
ceedings the bankruptcy court has summary jurisdiction over all prop
erty to which the trustee or debtor-in-possession has title.6 In contrast, 
Remington asserts that the summary jurisdiction employed in arrange
ments is identical to that in ordinary bankruptcy proceedings,® where 
possession and not title is the key element.7 * This Comment will examine 
the theoretical basis of the summary jurisdiction dispute and attempt to 
resolve it through an analysis of congressional intent, case law, and 
underlying policy considerations affecting arrangement proceedings.

1 Bankruptcy Act, 11 U.S.C. §§ 701-99 (1964).
2 The possible expansion of bankruptcy jurisdiction in compositions and extensions, 

as a result of language in the National Bankruptcy Act of 1934 stating that the filing 
of a composition subjects the debtor and his property wherever located to the exclusive 
jurisdiction of the court, was initially discussed by Professor Collier. W. Collier, Bank
ruptcy 698 (Supp. 1934). See Hamilton Gas Co. v. Watters, 75 F.2d 176, 179-80 (4th 
Cir. 1935); National Bankruptcy Act of 1934, ch. 204, § 74(m), 47 Stat. 1470. See also 
Teiser, Changing Design of Bankruptcy Legislation, 16 Ore. L. Rev. 135 (1936); Com
ment, Conflicts of Jurisdiction under Recent Amendments to the Bankruptcy Act, 35 
Colum. L. Rev. 98 (1935).

3 W. Collier, Bankruptcy (14th ed. 1969) [hereinafter cited as Collier].
4 H. Remington, Bankruptcy (6th ed. 1955) [hereinafter cited as Remington],
5 8 Collier 11 3.02. The asserted authority for this view is 11 U.S.C. § 711 (1964) which 

provides that the court in an arrangement proceeding will have exclusive jurisdiction 
over the debtor and his property wherever located. See 8 Collier U 3.01.

3See Bankruptcy Act §§ 1-72, 11 U.S.C. §§ 1-112 (1964).
7 9 Remington § 3574. Remington views 11 U.S.C. § 711 as extending the territorial 

jurisdiction of a federal district court acting as a bankruptcy court, but as not affect
ing the scope of summary jurisdiction of the court in arrangement proceedings. 9 Rem
ington § 3572. See Continental Illinois Nat’l Bank & Trust Co. v. Chicago, R.I. & Pac. 
Ry., 294 U.S. 648, 682-83 (1935) (language identical to that used in 11 U.S.C. § 711 held
to change territorial jurisdiction of a bankruptcy court in a railroad reorganization).

Theoretical Basis for Summary Jurisdiction

At least part of the basis for the dispute between Collier and Rem
ington can be attributed to the unique character of chapter XI arrange
ment proceedings. Under the provisions of chapter XI the debtor vol-

[ 1395 ]
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untarily proposes a plan to the bankruptcy court by which he agrees 
either to reduce his outstanding obligations or to seek an extension of 
time for payment of his debts in return for a release from his unsecured 
creditors.8 The debtor may propose, subject to approval by the court, 
either to deal with all unsecured creditors on identical terms or to divide 
them into classes with different treatment accorded each class.® In addi
tion, the indebted party may be allowed to retain control of his property 
while he earns the income necessary to meet the proposed payments.* 10 
When a majority of his creditors, in both number and amount,11 agree 
to his plan the referee will enforce it against all unsecured creditors.12 
Hopefully under this procedure, the debtor will be financially rehabili
tated, and the creditor will obtain a greater return from the debtor’s 
salvaged affairs than he might have received had the debtor been forced 
into involuntary bankruptcy.13 Those who favor an extension of the 
bankruptcy court’s jurisdiction observe that debtor rehabilitation can 
be served best by allowing the referee to adjudicate disputes over all 
property to which the debtor claims title, without resorting to costly 
and time consuming plenary suits.14

8Bankruptcy Act 306(1), 307, 321-28, 356-57, 361-72, 11 U.S.C. 706(1), 707, 721- 
28, 756-57, 761-72 (1964); see J. MacLachlan, Handbook of the Law of Bankruptcy 
§ 311 (1956) [hereinafter cited as MacLachlan].

»Bankruptcy Act 351, 357(1), 11 U.S.C. 751, 757(1) (1964); see 9 Collier 1) 7.01. 
If the creditors are divided into classes, a majority in number and amount of each class 
must accept the arrangement. Bankruptcy Act § 362, 11 U.S.C. § 762 (1964). Assuming 
the debtor is able to obtain the consent of his major creditors, this provision permits 
him to pay off his smaller creditors in full, thereby forestalling any attempt by them 
to attack the arrangement plan or to force him into involuntary bankruptcy.

10Bankruptcy Act § 343, 11 U.S.C. § 743 (1964).
11 Bankruptcy Act § 362(1), 11 U.S.C. § 762(1) (1964). See MacLachlan § 314.
12 Bankruptcy Act § 367, 11 U.S.C. § 767 (1964).
13 A question may remain as to what happens to property adjudicated to be in the 

debtor’s estate under Collier’s broader jurisdictional standard, if the arrangement fails 
and an ordinary bankruptcy proceeding is initiated or reinstated. It would appear that 
in such an instance the original arrangement proceeding becomes a nullity, and a new 
adjudication as to the status of any disputed property would be made using the jurisdic
tional standard of ordinary bankruptcy. Bankruptcy Act § 378, 11 U.S.C. § 778 (1964); 
see MacLachlan § 347.

14 See D. Cowans, Bankruptcy Law and Practices § 836 (1963). The Supreme Court 
has recognized repeatedly that plenary processes are “slower and more expensive” than 
summary proceedings. Katchen v. Landv, 382 U.S. 323, 329 (1966); U.S. Fidelity Co. 
v. Bray, 225 U.S. 205, 218 (1912); Wiswall v. Campbell, 93 U.S. 347, 350-51 (1876).

15 The plenary suit is simply the normal suit governed by rules that are operative for 

Several procedural and policy factors are involved in the determina
tion of whether summary jurisdiction or plenary jurisdiction is more 
desirable for litigants in bankruptcy disputes over property.15 Adherents 
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of plenary jurisdiction assert that referees are more prone to be “col
lection-oriented” and will attempt to enlarge the bankrupt’s estate.16 
Furthermore, they argue that the imposition of summary jurisdiction 
acts to deprive parties of their constitutional right to a jury trial under 
the seventh amendment.17 Others feel that the parties involved cannot 
receive a complete hearing on the merits in a summary adjudication.18 

any civil suit in a federal or state court, whereas in summary adjudications the referee 
or the federal district court acting as a bankruptcy court exercises original jurisdiction 
over the suit in equity. Generally the same substantive and procedural rules apply in 
both plenary and summary proceedings. The only real procedural difference between 
the two in federal courts concerns the time periods for the pleadings. For example, 
under the Federal Rules of Civil Procedure an answer must be filed within 20 days of 
service of the complaint, but the bankruptcy court can shorten that time period and 
will usually provide for an answer within 10 days of service. Since most lawyers will 
consent to giving their opposing counsel more time on request, this is not a major dis
tinction. Summary proceedings usually come to trial much more quickly than do 
plenary suits due to referees’ calendars being less congested than those of civil judges. 
Time is also saved in summary proceedings as a result of the completion of discovery 
before the trustee of the debtor’s estate institutes a suit before the referee. Hunt, Sum
mary Proceedings in Bankruptcy, 22 Ref. J. 109, 111 (1948); Treister, Bankruptcy Juris
diction: Is it too Summary?, 39 S. Cal. L. Rev. 78, 81-85 (1966); 44 Cornell L. Rev. 107, 
108 (1958).

16 Professor MacLachlan acknowledges the allegation that the referee’s administrative 
role as advisor to the trustee might make him “collection minded.” MacLachlan § 205, 
at 226, This administrative role of the referee can lead to his being prejudiced by hear
ing statements concerning the issues he is to decide before these issues are formally 
presented to him. A possible solution to this problem may be the judicial disqualification 
of referees as provided for in Bankruptcy Act § 22(b), 11 U.S.C. § 45(b) (1964). See 
Gendel, Summary Jurisdiction in Bankruptcy Related to Possible Referee Disqualifica
tion, 51 Calif. L. Rev. 755, 758-59 (1963). Treister advocates separating the referee’s 
judicial and administrative functions to avoid any possible prejudice. Treister, supra 
note 15, at 88-90.

17 Generally there is no constitutional right to a jury trial since bankruptcy proceed
ings are equitable in nature. Bankruptcy Act § 2(a), 11 U.S.C. § 11(a) (1964). See 
Pepper v. Litton, 308 U.S. 295, 304 (1939); Local Loan Co. v. Hunt, 292 U.S. 234, 240 
(1934); 2 Collier *' 19.07. However, the Bankruptcy Act does expressly grant the right 
to jury trials on the issues of insolvency and acts of bankruptcy. Bankruptcy Act § 
19(1), 11 U.S.C. § 42(a) (1964). See Treister, supra note 15, at 84-85.

Some feel that the deprivation of this right is the most serious drawback to summary 
jurisdiction of a bankruptcy court and that constitutional protections are of greater 
importance than more efficient bankruptcy administration. See Note, Implied Consent 
To Summary Jurisdiction In Bankruptcy: The Forgotten Right To Jury Trial, 114 
U. Pa. L. Rev. 256, 265 (1965).

Other commentators question the policy value of jury trials in civil cases. Judge 
Jerome Frank has written that juries often “distort” or “fudge” the facts they are sup
posed to find, and in addition they “often without heeding the legal rules, determine, 
not the facts, but the respective legal rights of the parties to the suit.” J. Frank, Courts 
on Trial 100-11 (1949). See 5 J. Moore, Federal Practice H 38.02[1] (2d ed. 1951). See 
generally Palmer, On Trial: The Jury Trial, 20 F.R.D. 65, 71 (1957).

43See Sithl v, Bumb, 348 F.2d 869, 871 (9th Cir. 1965). There the court implied that 
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Those who support summary adjudications in bankruptcy vigorously 
dispute these arguments, denying that referees are unable to give a full, 
fair, and impartial hearing to all concerned parties19 and viewing the 
attempt to invoke plenary jurisdiction as a delaying tactic designed to 
force the debtor’s estate to consume its meager resources in a meaning
less procedural battle.20

the invocation of summary jurisdiction would mean summary disposition of a third 
party’s claim depriving the third party of the full hearing of a plenary suit.

19 Since the Federal Rules of Civil Procedure and constitutional due process both 
apply in bankruptcy proceedings, advocates of summary procedure assert that a party 
to a bankruptcy dispute will receive just as full and fair a hearing in a summary suit 
as he would in a plenary suit. See D. Cowans, supra note 14, at § 836; Treister, supra 
note 15, at 81-85.

29 Cowans asserts that the real reason for objection to summary jurisdiction in most 
cases is often a desire to stall because of better prospects for success where financial 
pressure can be exerted to settle more favorably. D. Cowans, supra note 14, at § 836. 
See also Note, Scope of Summary Jurisdiction of The Bankruptcy Court, 40 Colum. 
L. Rev. 489, 490 (1940).

21 Taubel-Scott-Kitzmiller Co. v. Fox, 264 U.S. 426, 432 (1924); 2 Collier H 23.06; 
Note, supra note 20, at 490. The court can take jurisdiction to determine if it has juris
diction. Cline v. Kaplan, 323 U.S. 97, 99 (1944); Harris v. Avery Brundage Co., 305 
U.S. 160, 163 (1938); 2 Collier 51 23.07.

22 See, e.g., Harrison v. Chamberlin, 271 U.S. 191, 192-95 (1926); May v. Henderson, 
268 U.S. Ill, 115-16 (1925); Cherno v. Engine Air Service, Inc., 330 F.2d 191, 193 (2d 
Cir. 1964); Sulmeyer v. Pfohlman, 329 F.2d 915, 917 (9th Cir. 1964); Martoff v. Elliot, 
326 F.2d 204, 207-08 (9th Cir. 1963).

23 Harrison v. Chamberlin, 271 U.S. 191, 195 (1926).
24 Section 2a (7) of the Bankruptcy Act states that where a party does not make 

timely objection to summary jurisdiction of the bankruptcy court he is “deemed to 
have consented to such jurisdiction.” 11 U.S.C. § lla(7) (1964). See O’Dell v. U.S., 
326 F.2d 451, 455 (10th Cir. 1964) (one who invokes the jurisdiction of the bankruptcy 
court by filing a claim with the court consents to such jurisdiction). Compare Inter
state Nat’l Bank of Kansas v. Luther, 221 F.2d 382, 388 (10th Cir. 1955), appeal dis
missed per stipulation, 350 U.S. 944 (1956) (equitable counterclaim, whether permissive 
or compulsory, ruled to be implied consent to bankruptcy court’s jurisdiction) with

Adherents of either view agree, however, that in ordinary bankruptcy 
proceedings case law has established that the court’s summary jurisdic
tion may be invoked when the debtor has either constructive or actual 
possession of the property in question.21 Where the party opposing the 
debtor has possession under a merely colorable claim, rather than a 
substantially adverse claim, the bankruptcy court will find constructive 
possession and invoke summary jurisdiction.22 A claim is considered 
to be merely colorable where “it is so unsubstantial and obviously insuf
ficient either in fact or law as to be plainly without color of merit, and 
a mere pretense.” 23 The bankruptcy court also has summary jurisdic
tion where the parties consent to it, even in the absence of possession 
by the debtor.24 At the discretion of the referee or the bankruptcy 
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court a matter otherwise qualifying for summary jurisdiction neverthe
less may be referred to a state court for a plenary determination.20

Collier’s position conflicts with that of Remington solely in arrange
ment proceedings where the bankrupt party possesses good title but 
lacks actual or constructive possession of the property and a third party 
has a substantial adverse claim not based on title. In cases of this nature, 
Collier argues that the bankruptcy court has summary jurisdiction, while 
Remington, reflecting the jurisdictional view adopted in ordinary bank
ruptcy proceedings as outlined above, submits that plenary jurisdiction 
should be invoked.26

Legislative Background

No express statement of congressional intent with respect to the 
scope of summary jurisdiction in arrangements was made when the 
Chandler Act became law in 1938.27 However, advocates espousing 
the views of either Collier or Remington can find indirect support 
from the broad congressional discussion that took place at the time 
of the bankruptcy revision.

It is clear that a major congressional purpose behind bankruptcy 
revision was to provide for inexpensive, efficient administration of a * * * 

Daniel v. Guaranty Trust Co., 285 U.S. 154 (1932) (claimant did not submit to summary 
jurisdiction of an unrelated claim). In the most recent Supreme Court treatment of 
this problem, the Court held that an asserted counterclaim amounted to a voidable pref
erence and that the bankruptcy court could exercise summary jurisdiction over this 
voidable preference. The Court’s decision is limited to claims involving voidable pref
erences and does not directly disturb its holding in Daniel v. Guaranty Trust. Katchen 
v. Landy, 382 U.S. 323, 327-40 (1966). See generally Note, supra note 17; Comment, 
Consent to Summary Jurisdiction, 34 Fordham L. Rev. 469 (1966).

25 It has been held that where unsettled questions of state property law are involved, 
the proper exercise of tire bankruptcy court’s jurisdiction is to consent to a state court’s 
plenary jurisdiction. Thompson v. Magnolia Petroleum Co., 309 U.S. 478, 483 (1940); 
accord, Sulmeyer v. Pfohlman, 329 F.2d 915, 917 n.5 (9th Cir. 1964); In re Tyne, 261 
F.2d 249, 253 (7th Cir. 1958); In re Terrace Lawn Memorial Gardens, 256 F.2d 398, 401 
(9th Cir. 1958).

26 See notes 21-25 supra and accompanying text.
27 The arrangement provisions were passed in both the House and Senate without dis

cussion of the scope of summaiy jurisdiction. See 83 Cong. Rec. 8679-729 (1938) (Sen
ate debate on bankruptcy revisions); 81 Cong. Rec. 8646-649 (1937) (House debate on 
bankruptcy revisions). The scope of summary jurisdiction in arrangements also was not 
discussed in either the House or Senate committee reports on the Chandler Act. See S. 
Rep. No. 1916, 75th Cong., 3d Sess. (1938); H.R. Rep. No. 1409, 75th Cong., 1st Sess. 
(1937). The extensive House hearings on bankruptcy revisions also were silent on the 
question of the scope of the summary jurisdiction of the bankruptcy court in arrange
ments. See Hearings on H.R. 6439 reintroduced as H.R. 8046 Before the House Comm, 
on the Judiciary, 75th Cong., 1st Sess., ser. 9 (1937).
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bankrupt’s estate,28 and it can be argued that such a purpose would have 
been furthered through the expansion of summary jurisdiction as con
templated by Collier.29 Remington’s view that the existing summary 
jurisdiction standard in ordinary bankruptcy was intended to be re
tained for arrangement proceedings is supported by testimony from the 
hearings on the Chandler Act.30 31 Ultimately, it is the responsibility of 
the courts to delineate the exact scope of summary jurisdiction when 
Congress has not set forth clearly the limits.81

28 See H.R. Rep. No. 1409, 75th Cong., 1st Sess. 2 (1937); 1931 Hearings, supra note 
27, at 3.

29 See notes 13 & 20 supra.
30 Professor MacLachlan stated before the House Committee on the Judiciary that 

the Chandler Act should declare the law as it had been established “in the Supreme 
Court’s and other courts’ decisions.” 1931 Hearings, supra note 27, at 12. Such a state
ment of the jurisdictional case law would establish the same scope of summary juris
diction in arrangements as is found in other bankruptcy cases.

In addition, one can infer from the complete lack of discussion as to the scope of 
summary jurisdiction that Congress was not interested in affecting the technicalities 
of bankruptcy jurisdiction. See note 28 supra.

31 “In the absence of congressional definition [of the scope of summary jurisdiction] 
this is a matter to be determined by decisions of this Court after due consideration of 
the structure and purpose of the Bankruptcy Act as a whole, as well as the particular 
provisions of the Act brought in question.” Katchen v. Landy, 382 U.S. 323, 328 (1966).

32 The Ninth Circuit has had considerable litigation concerning the problem. In 
1970 it heard the largest number of bankruptcy and chapter XI arrangement cases; of 
the 194,399 bankruptcies filed in fiscal year 1970, 51,010 were filed in the Ninth Circuit, 
and 403 of the 1,262 chapter XI cases were filed in that circuit. Office of the United 
States Court, Annual Report of the Director V-1,-3,-9, Table F-2 (1970).

33 95 F. Supp. 909 (N.D. Cal. 1951), aff'd sub nom. California Paving Co. v. Smith, 
(9th Cir.), cert, denied, 343 U.S. 957 (1952).

Judicial Reaction

The question of the scope of summary jurisdiction in chapter XI 
bankruptcy proceedings has received inconclusive treatment by the 
courts; the conflict between the treatise writers has not been confronted 
and decided expressly in any reported decision. This unresolved status 
is typified by the inconsistent results reached by the Ninth Circuit.32

Beginning in 1951 with the case of In re California Paving Co.,33 the 
northern district of California initially suggested that the jurisdictional 
requirements set forth in chapter XI were the same as those employed 
in ordinary bankruptcy proceedings; thus, the court looked not to title 
but to possession to determine the bankruptcy court’s jurisdiction. The 
court relied on that section of the Bankruptcy Act which provides that 
the rights of creditors and others will be the same as in ordinary bank
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ruptcy unless inconsistent with the provisions of chapter XI.34 This 
approach, however, fails to consider whether the language of section 
711 creates a broader jurisdictional standard under chapter XI; if it 
does, the decision is inconsistent with clearly established provisions of 
ordinary bankruptcy and section 752 would be inapplicable.35 *

34 Bankruptcy Act § 352, 11 U.S.C. §752 (1964).
35See also In re Sullivan, 113 F. Supp. 70 (NX). Cal. 1953).
3« 327 F.2d 642 (9th Cir. 1964). Loyd involved a subcontractor of a state financed 

building project who had filed a chapter XI arrangement. A supplier of materials 
filed a stop order pursuant to state law and a fund was withheld by the California 
Department of Public Works when the debtor-subcontractor failed to maintain payments 
under a contract. The debtor sought an order from the referee determining the 
amount due to the supplier from the fund withheld, which order was granted in the 
lower court on the theory that the fund was held for the debtor by the state. The 
issue of whether the fund was held for the debtor or was held in its own right by 
the Department of Public Works was not decided on appeal, however, since the court 
found that if the fund were held for anyone, it would be for the prime contractor 
and not the subcontractor-debtor.

37 Id. at 645. The court also cited Slenderella Systems of Berkeley v. Pacific Tel. & 
Tel. Co., 286 F.2d 488 (2d Cir. 1961). In Slenderella the Second Circuit did not 
directly cite Collier but adopted a jurisdictional standard under which the debtor’s 
undisputed title to property would be sufficient to confer jurisdiction under section 
711, even if the property were not in the debtor’s possession. Id. at 492. The case 
involved the rights of the debtor to telephone numbers. The court held that such 
property was not the debtor’s and that the debtor had only a license to use the 
numbers which did not amount to possession and did not transfer title to the debtor. 
The nebulous question of who “possesses” a telephone number may have impelled the 
court to develop the concept of title to bolster its conclusion.

38 376 F.2d 175, 178 (9th Cir. 1967). This case involved the owner of a ranch which 
was in the possession of a lessee. Pasadena Investment Company held a trust deed for 
the property which subsequently had been acquired by a third party. The owner 
of the ranch filed a chapter XI petition and sought an order restraining the sale of 
the trust deed. Finding the claimants guilty of fraud, the referee declared the trust 
deed void as against the debtor. Id. at 176.

In 1964 the Ninth Circuit adopted the Collier approach in Loyd v. 
Stewart & Nuss, lnc.,i6 stating that section 711 conferred exclusive 
summary jurisdiction over property owned by the debtor whether or 
not he had possession. The court noted that only where title was dis
puted by a substantial adverse claim was a plenary suit necessary, citing 
Collier as support for this position.37 38 No mention was made of the 
apparently contradictory language in California Paving, and the court 
avoided the jurisdictional issue by finding that the property involved 
was not the property of the debtor.

Loyd was followed in 1967 by Pasadena Investment Co. v. Weaver,™ 
where the appeals court, citing Loyd, upheld the jurisdiction of the 
bankruptcy court on several grounds, one of which was that since the 
debtor retained title, the bankruptcy court had summary jurisdiction 
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regardless of whether the debtor had possession, either actual or con
structive.39 Only a month later the same court dealt with a “chapter XI 
reorganization” in Kapelus v. A Joint Venture.40 The court found that 
mere possession by the debtor, when title remained in the claimants, 
was sufficient to sustain summary jurisdiction. But in addition, the 
court noted in dicta that no summary jurisdiction was possible when 
possession of property was in a third person under a claim of right.41

^ld. at 178. The court also found that the claimant had consented to summary 
jurisdiction by failure to enter a timely objection as required by section 11a (7). Id. 
at 177-78. See note 24 supra. Further, the court found that the bankrupt had con
structive possession of her reversionary interest in the land and that the claimants 
were not in adverse possession, possession being in the lessees who were not adverse 
to the debtor. The court noted, however, that the result might be different if either 
of the lessees “were asserting a claim adverse” to that of the debtor. 376 F.2d at 178 
n.5. Arguably the failure of the court to distinguish between claims of title and 
claims of possession here might indicate that a claim of possession would have been 
sufficient to defeat summary jurisdiction if made by an adverse claimant in actual 
possession.

40 377 F.2d 815 (9th Cir. 1967). The court’s terminology—a chapter XI reorganization 
—is confusing since the term “reorganization” is generally applied to chapter X cor
porate reorganizations and the debtor here was not a corporation. The case involved a 
plot of land which the debtor had transferred to the claimant, a creditor, with an 
option to repurchase for approximately the amount of the debt, which was considerably 
less than the value of the land. The claimant refused to reconvey the lot to the 
debtor upon tender of the repurchase price because of an asserted breach of the 
repurchase conditions. The referee, basing his jurisdiction on the debtor’s possession, 
converted this transaction into a mortgage.

41M. at 816. Kapelus therefore evidences a strict possession test without mentioning 
the distinction in Pasadena which recognized that where the debtor retains title, the 
bankruptcy court has summary jurisdiction regardless of whether the debtor has pos
session. In that sense, Pasadena and Kapelus are inconsistent. Courts often ignore any 
possible broadening of their jurisdiction under chapter XI, applying the test used in 
ordinary bankruptcy proceedings. See, e.g., Walker Mfg. Co. v. Bloomberg, 298 F.2d 
688 (1st Cir. 1962); In re Lane Foods, Inc., 213 F. Supp. 133 (S.D.N.Y. 1963); In re 
H. L. Gentry Constr. Co., 200 F. Supp. 546 (E.D. Mich. 1961), aff’d, 314 F.2d 945 
(6th Cir. 1963). Where neither title nor possession is found to be in the debtor, the 
issue is seldom raised. See In re Journal-News Corp., 193 F.2d 492 (2d Cir. 1951); 
In re Paddock of California, 226 F. Supp. 43 (S.D. Cal. 1964).

42 423 F.2d 151 (9th Cir. 1970). This case involved an action by the trustee in bank
ruptcy to quiet title in the trustee of certain property. The claimant had held a trust 
deed for a debt and had obtained the appointment of a state court receiver, thus vesting 
possession in the receiver. After temporary stays, the referee in bankruptcy allowed 
the sale and transfer of the trust deed. The trustee had not contested the actions of 
the referee at this point. The court of appeals held that since possession had passed 
to the state court receiver and had not been disturbed by the referee, the debtor did 
not have possession sufficient to vest the referee with summary jurisdiction. Id. at 
153-54.

The issue of the expanded jurisdiction of a chapter XI court again 
was raised in Wikle v. Country Life Insurance Co.42 where the court 
took note of the conflict between Collier and Remington but decided 



1971] Bankruptcy Summary Jurisdiction 1403

that the proceeding at issue was not a chapter XI bankruptcy.43 44 45 The 
court pointed out, however, that authority favored the Remington 
position, citing California Paving.**

43 The debtor first had filed a plan of arrangement under chapter XI but subse
quently filed a petition for regular bankruptcy and a chapter X reorganization. The 
debtor was adjudicated bankrupt under regular bankruptcy and the chapter X pro
ceedings were dismissed. Id. at 152.

44 Id. at 153. The court also cited Yoshinuma v. Oberdorfer Ins. Agency in which 
assets of the debtor had been turned over to a state court receiver more than four 
months prior to the debtor’s declaration of bankruptcy. 136 F.2d 460 (5th Cir. 1943). 
There it was held that under section lla(21), a state court receiver who was ap
pointed more than four months prior to federal bankruptcy proceedings could retain 
control of the assets, and that a chapter XI court’s power was no greater in these 
circumstances than that of an ordinary bankruptcy court. Section Ua(21) provides 
for the continued control of assets by non-Bankruptcy Act receivers appointed more 
than four months before the filing of a bankruptcy petition. The section contains 
stated exceptions for section 205 (railroad reorganizations), chapter X (corporate 
reorganizations), and chapter XII (real property arrangements) but does not except 
chapter XI. Bankruptcy Act §2a(21), 11 U.S.C. § lla(21) (1964). Y oshimmta is 
often cited for the proposition that the jurisdiction under chapter XI is the same as 
jurisdiction in ordinary bankruptcy; indeed, Remington relies on this case to support 
his position. See 9 Remington § 3574, at 218 n.8. Arguably, however, it can be 
limited to the proposition that section lla(21) applies to both areas of bankruptcy 
and thus the case is primarily an interpretation of section lla(21) rather than section 
711. See also Stevens v. Carolina Scenic Stages, 208 F.2d 332 (4th Cir. 1953), cert, 
denied, 347 U.S. 917 (1954); In re Distillers Factors Corp., 91 F. Supp. 796 (D.N.J. 
1950), aff’d, 187 F.2d 685 (3d Cir.), cert, denied, 342 U.S. 824 (1951).

The court in Wikle also cited Lockhart v. Garden City Bank & Trust Co. where 
a secured creditor repossessed property in the possession of the debtor at the time of 
the filing of the petition for an arrangement. 116 F.2d 658 (2d Cir. 1940). In that 
case, the creditor argued that since an arrangement could not affect the rights of 
secured creditors under sections 706(1), 7O7(l)-(2), and 757, and since no order 
staying the enforcement of the debt had been made under section 714, the property 
could be repossessed without leave of court. The court suggested that chapter XI 
jurisdiction was the same as in ordinary bankruptcy and chapter X proceedings, 
whereby property in the actual or constructive possession of the debtor when the 
petition is filed comes into the exclusive jurisdiction of the bankruptcy court. There 
is no indication in Lockhart, however, that the scope of the court’s jurisdiction could 
not be increased.

45 348 F.2d 869 (9th Cir. 1955). The principal issue was the extent to which the 
bankruptcy court could reach assets held by one corporation that had been transferred 
from the debtor corporation prior to bankruptcy, where both corporations were 
owned by the same persons. The referee had held that both corporations were alter 
egos of the owners and that the bankruptcy court could reach the assets delivered 
by the debtor corporation to the other since the other corporation’s claim was merely 
colorable.

In Suhl v. Burnt),*13 another chapter XI action, the Ninth Circuit 
finally came to acknowledge the numerous policy issues involved in 
summary and plenary jurisdiction, considerations conspicuously absent 
in the previously discussed cases. Although the court in Suhl did not 
directly discuss the scope of chapter XI jurisdiction, it did note that 
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the power to adjudicate summarily claims concerning the debtor’s estate 
was one of “imposing magnitude” and that as claimants would be 
deprived of a plenary suit, caution should be exercised to avoid extend
ing summary jurisdiction to situations that “should not permit” it.40 
The court did not discuss the reasons for its distrust of summary pro
ceedings, but it must have considered that such proceedings would 
procedurally disadvantage the claimant.46 47 In reaching its determination, 
the court employed the rationale that summary jurisdiction is “not au
thorized” in the absence of constructive or actual possession.48 It further 
reasoned that in those situations in which property is held by third parties 
who claim it free of any claim of the debtor, the court must carefully 
examine whether the “expedited summary process is appropriate to the 
situation.” 49 While the Collier-Remington conflict was not discussed 
in Suhl, the court’s reasoning would seem to disfavor the extension of 
summary jurisdiction as sought by Collier, especially since this was 
a chapter XI action.50

46 Id. at 871. This point was reiterated in Wikle. 423 F.2d 151, 154 (9th Cir. 1970).
4? See note 18 supra. The court noted that to allow summary jurisdiction would 

result in the “sacrifice of one’s right to a full-dress trial” to refute the alleged tortious 
conversion of funds. Suhl v. Bumb, 348 F.2d 869, 874 (9th Cir. 1965).

48 Id. at 872. The court emphasized this by the use of italics.
i9Id. It appears the court used “appropriate” to mean appropriate under the juris

dictional standard rather than appropriate under the facts of the individual case.
60 The court in Suhl was disturbed by the fact that the property sought to be re

claimed was a money claim against a third party rather than a physical asset allegedly 
belonging to the debtor. Id. at 872. The court was also disturbed by the fact that the 
debtor sought to bring into the referee’s jurisdiction all of the assets of the individuals 
and the corporations they owned on the basis of a summary determination of fraud 
and tortious conversion of funds. Id. at 873-74.

However, the Supreme Court has recognized, as noted in Suhl, that the referee has 
summary jurisdiction when an individual conveys his property to a newly-formed 
corporation for the purpose of fraudulently insulating such property from the jurisdic
tion of the bankruptcy court. See Sampsell v. Imperial Paper Corp., 313 U.S. 215 (1941). 
While the Court in Sampsell held no more than that a corporation created by a 
debtor solely to continue operating his business and to insulate his assets from creditors 
did not have a substantial adverse claim against the debtor’s trustee, the Court also 
noted that the circumstances in which an affiliated corporation would be so closely 
assimilated to the affairs of the dominant shareholder as to defeat its status as a substan
tial adverse claimant are “many and varied.” Id. at 218.

Thus, it would seem that the bankruptcy court is not absolutely precluded from 
adjudicating a party guilty of fraud. It is allowed where the purpose of the fraud 
is merely to insulate assets from the bankruptcy administration and conceivably extends 
beyond that. The court in Suhl noted that the referee found that the parties allegedly 
guilty of fraud had no substantial defense to the trustee’s claims, but held that a 
plenary suit was necessary to establish a tortious conversion of funds. 348 F.2d at 872, 
874. Sampsell would seem to conflict at least in principle with this position. The 
bankruptcy court can take jurisdiction of a dispute to determine whether it has 
jurisdiction. See note 21 supra. The court should be able to take jurisdiction of a
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Most recently, the Ninth Circuit in In re Barasch51 refrained from 
resolving what it expressly recognized as conflicting jurisdictional stand
ards within the circuit itself as well as between the two treatise writers. 
In that case, the receiver sought to reclaim property not in possession 
of the debtor by arguing that the debtor had title to the property and 
therefore the chapter XI court had jurisdiction.52 The court avoided 
the issue by deciding that there was a substantial adverse claim to title.53 
Although it noted the “seeming disagreement” in its prior cases on this 
issue, the court declined to reconcile them because the resolution of 
that particular issue was not necessary to the outcome of the case.54

case involving fraud to determine whether the claim is substantially adverse under 
the traditional test of Harrison v. Chamberlin. See note 23 supra and accompanying 
text. If the fraud is so patent as to expose the claim to be plainly without color of 
merit either in fact or in law, the court should have jurisdiction. It seems incon
sistent to allow the court to take jurisdiction when the fraud was specifically designed 
to remove the assets from the bankruptcy jurisdiction, but not where, although 
equally patent, it was committed primarily for some other reason.

51439 F.2d 1393 (9th Cir. 1971). Here the wife of the debtor was awarded 
exclusive control and possession of certain community property by an interlocutory 
decree of divorce. Subsequent to this decree and during the pendency of an appeal 
therefrom, the debtor filed a chapter XI arrangement. The receiver of the debtor’s 
estate filed an application for a turnover order for the property in the wife’s posses
sion, which was denied by the referee and the district court.

62 439 F.2d at 1394. The receiver argued that since the decree of divorce was only 
interlocutory and was being appealed, title had not passed to the wife.

53 Id. at 1397.
54 Id. at 1394-95.
55 Only in Pasadena Investment did the court decide that title in the debtor was 

sufficient to confer jurisdiction on the bankruptcy court, but this was not necessary for 
the court’s decision in that case where three other grounds for summary jurisdiction 
were found. See note 39 supra. In Loyd and Slenderella, where a title standard was 
also used, the court found that the debtor had neither title nor possession.

The facts in In re Barasch illustrate the unusual situation in which title will be 
relevant in a chapter XI context. It is questionable whether these unusual situations 
justify an extension of the scope of summary jurisdiction as the result would be 
to promote procedural litigation in these few cases without any general benefit to 
the administration of chapter XI bankruptcies.

Therefore, the status of chapter XI jurisdiction remains in doubt 
in the Ninth Circuit, with cases favoring both approaches coexisting 
in an atmosphere devoid of serious consideration of the policy questions 
involved. The Ninth Circuit has not seized upon the Collier position 
to accomplish a meaningful expansion of the summary powers of the 
bankruptcy court; indeed the opportunity has rarely arisen for this to 
be done.55 Despite the court’s dicta in Loyd and Pasadena Investment, 
its expression in Suhl v. Bumb of disapproval for the incautious expan
sion of summary jurisdiction and its disfavor of the Collier approach 
as expressed in Wikle v. Country Life Insurance Co. leads to the expec
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tation that the court will ultimately adopt the Remington approach as 
the rule of law in that circuit.56 * 58

56 The confusion of the Ninth Circuit has been paralleled by the Second Circuit. 
See World Scope Publishers, Inc. v. United States, 348 F.2d 640, 642 ( 2d Cir. 1965); 
Slendcrella Systems of Berkely v. Pacific Tel. & Tel. Co., 286 F.2d 488, 490 (2d Cir. 
1961); In re Lane Foods, Inc., 213 F. Supp. 133 (S.D.N.Y. 1963).

57379 U.S. 594 (1965). This case examines the relevant considerations in determining 
whether chapter X or XI is the appropriate remedy for a corporate debtor. Recog
nizing that one purpose of chapter X is to afford greater protection to creditors and 
stockholders of publicly held corporations through greater judicial control of the 
proceedings, the appointment of a disinterested trustee, and the active participation of 
the SEC, the Court held that while generally chapter X is the appropriate path for 
the publicly held corporate debtor, this is not an absolute rule. See generally Note, 
Rehabilitation of Chapter XI: SEC v. American Trailer Rentals Co., 13 U.C.L.A.L. 
Rev. 457 (1966).

58 379 U.S. at 606-07.
59 See notes 27-30 supra and accompanying text.
so See notes 22-56 supra and accompanying text.
61 See generally Comment, A Contemporary View of the Conditional Vendor's Right 

to Reclamation, 34 Fordham L. Rev. 520 (1966).
62 79 F.2d 326 (2d Cir. 1935).

Policy Considerations Underlying Chapter XI

The Supreme Court in SEC v. American Trailer Rentals Co.51 stated 
that the basic purpose of chapter XI proceedings is the quick and eco
nomical facilitation of simple compositions among general creditors 
needing only minimal protection.58 Thus, the Collier extension of sum
mary jurisdiction under chapter XI must be justified in terms of its 
effectiveness in promoting this purpose, since it does not derive justifi
cation from legislative intent59 * nor court action.80

That the scope of jurisdiction would not be expanded quantitatively 
is apparent from the paucity of cases in which the point has been argued 
or decided. Even assuming that a chapter XI arrangement justifies a 
greater scope of jurisdiction than ordinary bankruptcy proceedings, the 
distinction between claims of title and claims of possession would not 
accomplish sufficiently the desired result.

It should be noted that “title” is a legal concept that generally depends 
on state law. Typical of the problems concerning title which the courts 
have faced is the title of a debtor under conditional sales contracts in 
bankruptcy proceedings.61 Usually, the conditional vendor seeks to 
reclaim property sold to a debtor-vendee which is in possession of the 
trustee of the bankrupt’s estate. This involves a question of state law 
as to when title to the property passes. In the classic case, In re Lake's 
Laundry;62 the court held that under New York law title did not pass 
until the contract price was paid. Thus a vendor could reclaim property 



1971] Bankruptcy Summary Jurisdiction 1407

conditionally sold, but a mortgagee could not recover property from 
the mortgagor because title had not passed under state law.63 In his 
dissent, Judge Learned Hand argued that the distinction based on title 
was a barren one since title was merely “a formal word for a purely 
conceptual notion. . . .”64 He further emphasized that, in a practical 
sense, the legal relations involved in conditional sales and mortgages 
were the same and that property, at least in respect to bankruptcy pro
ceedings, should be broadly defined. Subsequent cases have modified 
the holding of Lake's Laundry to allow the court to stay the reclama
tion of the property for a reasonable time.65

63 Id. at 328.
Mid. at 328-29.
65 See, e.g., In re White Plains Ice Serv., Inc., 109 F.2d 913 (2d Cir. 1940) (debtor 

could retain possession until property status determined); In re Burgemeister Brewing 
Co., 84 F.2d 388 (7th Cir. 1936) (court could determine when and in what manner 
recovery could be had); In re Duncan, 33 F. Supp. 997 (E.D. Va. 1940) (court can 
stay repossession for reasonable time under appropriate circumstances). See generally 
Comment, supra note 61, at 522.

66 Uniform Commercial Code § 9-202, Comment. The comment notes that this 
section is not intended to determine the “applicability of some other rule of law” that 
depends on title. However, this section would seem to discourage the creation of new 
rules based on the concept of title where not necessary.

Article two of the Code also deemphasizes title in respect to sales, preferring to 
decide issues between buyers and sellers on the basis of a “step by step performance 
or non-performance under the contract for sale . . . .” Uniform Commercial Code 
5 2-401, Comment 1.

67 Uniform Commercial Code §9-507, Comment 1. This section deals with the 
debtor’s remedies when a creditor proposes to dispose of collateral in an unreasonable 
manner. The comment also discusses the bankruptcy situation where it might be ad
vantageous for the court to control the disposition, regardless of the reasonableness 
of the creditor’s conduct.

68370 F.2d 433 (2d Cir. 1966). The district court had found that the seller had only 
a lien on the property and that there were equitable reasons for not allowing the 
seller to reclaim. The Second Circuit remanded the case for further consideration of 
the equity of allowing the buyer to retain possession.

The Uniform Commercial Code, now the applicable state law for 
most commercial transactions, was drafted on the theory that formal 
concepts of title should be immaterial as to the rights, obligations, and 
remedies involved in secured transactions.66 Noting the power inherent 
in federal bankruptcy courts to control the manner of disposition of 
property subject to a security interest, drafters of the Code concluded 
that since the Code adopts neither a “title” nor a “lien” theory of se
cured interests, the disposal of petitions for reclamation “should not 
be influenced by speculations” as to title.67

Adopting this approach to secured transactions, the Second Circuit, 
in In re Yale Express System, lnc.,w rejected the title distinction. In 
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referring to the comment to section 9-507, the court held that federal 
courts need no longer engage in the “purely theoretical exercise of locat
ing ‘title.’ ” The courts should instead apply equitable standards and 
weigh particular factual situations in determining when the bank
ruptcy court should allow reclamation of a debtor’s property which 
is subject to a security device.89

69 Id. at 437-38.
70 See MacLachlan § 194, at 208-09; Hunt, Summary Proceedings in Bankruptcy, 

22 Ref. J. 109, 110-113 (1948). The Second Circuit has expressed its dismay at the 
waste occasioned by attorneys and trustees who take advantage of the uncertain bound
aries of summary jurisdiction to press doubtful claims that must be retried in plenary 
proceedings. Ford v. Magee, 160 F.2d 457, 460 (2d. Cir. 1947). In a report to the 
National Judicial Conference of the federal courts in 1944, Circuit Judge John B. 
Sanborn of the Eighth Circuit argued that if Congress did not wish to enlarge the 
jurisdiction of the bankruptcy court, then it ought to restrict it to property in the 
debtor’s possession to avoid the repeated litigation of the issue of substantial adverse 
claim, noting the importance of a precisely defined jurisdictional standard to avoid 
wasting the assets of insolvent estates. The committee of which Judge Sanborn was 
a member ultimately recommended that the scope of jurisdiction in ordinary bankruptcy 
be expanded to include “all controversies at law and in equity between receivers, 
trustees, debtors-in-possession, and adverse claimants, irrespective of the possession 
of the property . . . .” Hunt, supra, at 111-12. Other commentators have concluded 
likewise that the certitude of the standard is the prime consideration, advocating either 
that the scope of the courts’ jurisdiction be specifically delineated to encompass certain 
cases, or that the jurisdiction be discretionary in all cases, or that it be granted in 
specific cases subject to dismissal in the discretion of the court. See Gendel, Summary 
jurisdiction in Bankruptcy Related to Possible Referee Disqualification, 51 Calif. L. 
Rev. 755, 760 (1963); Note, Scope of the Summary Jurisdiction of the Bankruptcy 
Court, 40 Colum. L. Rev. 489,489-90. (1940).

71 For a discussion of the problems faced in defining the jurisdictional standard in 
ordinary bankruptcy, see Note, supra note 70. The author notes that the issue had been

Therefore, if the jurisdiction of chapter XI courts is to be expanded, 
it would be inappropriate to base that expansion upon title, a formalized 
concept of state law which the Uniform Commercial Code has aban
doned as a valid criterion for judging the rights and obligations of 
parties. If a party has a legally substantial claim to property in his pos
session that is claimed by a debtor, the bankruptcy court’s jurisdiction 
should not depend on whether the claim is one of title or possession.

A further consideration is that the summary jurisdiction of the court 
is a procedural rather than a substantive step in the proceedings. Con
sequently, there is a decided advantage in the certainty of the standard 
used to determine jurisdiction.69 70 Otherwise, a significant amount of 
litigation may arise in which only procedural matters are settled, caus
ing delay in the proceedings and damage to the debtor’s estate. If a new 
standard were to be adopted, the problem arises of defining its applica
bility in terms of particular cases.71 This definitional problem would 
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result in delays which offer no advantage to the parties except in so far 
as delay itself may be tactically advantageous.* 72 Speed and economy 
are the goals of summary proceedings in bankruptcy, and these goals 
would not be promoted by adopting a new standard which recognizes 
no significant broadening of the court’s jurisdiction and which requires 
the unravelling of applicable state law in each case.

litigated in every volume of the Federal Reporter and Federal Supplement from 1898 
to the time that the article was written. Id. at 490 n.2.

72 This, it is argued, is the impetus of much litigation challenging the court’s juris
diction in bankruptcy. See note 20 supra.

73 Chapter XI applies only to unsecured creditors and debts. Bankruptcy Act § 307, 
11 U.S.C. § 707 (1964). However, the court may summarily determine whether a 
secured creditor has been affected by an arrangement. Bankruptcy Act § 308, 11 U.S.C. 
§708 (1964). The court may also stay until final decree the enforcement of a lien 
on the debtor’s property. Bankruptcy Act §314, 11 U.S.C. §714 (1964).

74 See SEC v. American Trailer Rentals Co., 379 U.S. 594 (1965).
75 Bankruptcy Act §106(4), 11 U.S.C. § 506(4) (1964).
76 The jurisdictional grant of section 511 of chapter X uses the same language as 

section 711 of chapter XI. Bankruptcy Act §§111, 311, 11 U.S.C. §§ 511, 711 (1964). 
Both Collier and Remington agree that the jurisdictional test does not allow the 
reorganization court to take summary jurisdiction of property held adversely by a 
substantial claim. See 11 Remington § 4358; 6 Collier U 3.05, at 440-41. See also Baker 
& Taylor Drilling Co. v. Stafford, 369 F.2d 551, 553-54 (9th Cir. 1966); Duda v. Sterling 
Mfg. Co., 178 F.2d 428, 433 (8th Cir. 1949); In re Mt. Forest Fur Farms of Am., Inc., 
122 F.2d 232, 239 (6th Cir. 1941), cert, denied, 314 U.S. 701 (1942).

The nature of chapter X leads to a broadening of its jurisdiction, however, especially 
in respect to collateral held by a third party as security. Thus, courts have generally 
found that collateral in the possession of a third party may be subjected to the summary 
jurisdiction of a reorganization court where there is no dispute as to title. See, e.g., 
Pettit v. Olean Ind., Inc., 266 F.2d 833, 835 (2d Cir. 1959); In re Muntz TV Inc., 229 
F.2d 228, 231 (7th Cir. 1956); First Nat’l Bank v. Lake, 199 F.2d 524, 527-33 (4th Cir. 
1952); Reconstruction Fin. Corp. v. Kaplan, 185 F.2d 791, 794-97 (1st Cir. 1950). 
Collier considers this to be a modification of the ordinary jurisdictional test made 
necessary by the scope of chapter X. See 6 Collier U 3.05, at 441-47. Remington views 
section 511 as merely extending the jurisdiction of chapter X which is conferred by 
sections 502, 512, and 514 providing generally that where not inconsistent with the 

In attempting to describe the scope of a chapter XI court’s jurisdic
tion it is necessary to first consider the function of chapter XI itself. It 
is not intended to be a comprehensive means of settling a debtor’s estate 
nor do its provisions extend directly to secured creditors.73 If the debtor 
is a corporation whose affairs are complex and whose indebtedness may 
affect its stockholders and the general public, chapter XI is not available 
and the debtor must resort to the more carefully controlled process of 
chapter X.74 Chapter X is much broader in scope, affecting secured 
creditors of the debtor,75 and conceivably requiring greater jurisdiction 
than proceedings under chapter XI.76 While chapter XI does not share 
chapter X’s ability to affect secured creditors, it is, like chapter X, a 
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rehabilitative proceeding looking to the eventual recovery of the debtor 
from his financial straits.77 To accomplish this, the debtor must pre
sent fairly early in the proceeding his plan for an arrangement, or 
face the prospect of dismissal of his chapter XI petition.78 Thus, undue 
delay in determining the assets to be dealt with in the arrangement 
may be fatal. Justification does exist, therefore, for extending the scope 
of chapter XI jurisdiction beyond that of ordinary bankruptcy.

provisions of chapter X, the jurisdiction of the court will be the same as in ordinary 
bankruptcy. 11 Remington § 4358, at 41-42.

Generally, the chapter X court has greater jurisdiction over property held by third 
parties, especially where the property is held as collateral for the debtor and is 
clearly the debtor’s property, the real impetus behind the extension of chapter X’s 
jurisdiction being that it includes secured creditors. Thus, the broader function 
of chapter X requires an extension of jurisdiction to effectuate its purpose. In so 
far as section 511 contributes to this extension, it does so within the context of the 
functional purpose of chapter X and should not be viewed as the source thereof nor 
as applicable to section 711 of chapter XI, which does not directly affect secured 
creditors.

77 See note 13 supra and accompanying text.
78 The debtor may file his proposed arrangement with his initial petition. Bank

ruptcy Act § 323, 11 U.S.C. § 723 (1964). The first meeting of creditors must not 
be more than forty days after the petition is filed. Id. § 334, 11 U.S.C. §734 (1964). 
If an arrangement is not proposed in the manner and within the time fixed by the 
court, the petition will be dismissed. Id. § 376, 11 U.S.C. §776 (1964).

Conclusion

The expansion of summary jurisdiction in chapter XI bankruptcy 
proceedings on the basis of title as suggested by Collier generally has 
not been adopted by the courts. Indeed, the issue rarely has been pre
sented for decision. While there is justification for expanding the sum
mary jurisdiction of a chapter XI court to promote the efficient rehabili
tation of the debtor’s estate, the distinction argued by Collier is not 
an appropriate means to that end. It is based on an artificial and archaic 
distinction between claims of title and claims of possession, which at 
best are irrelevant and at worst mire bankruptcy courts in unnecessary 
and unproductive attempts to define their jurisdiction to the ultimate 
loss of both the parties involved and the court.



MARITIME WRONGFUL DEATH AFTER 
MORAGNE: THE SEAMAN’S 

LEGAL LIFEBOAT
For nearly 200 years, a cause of action for wrongful death was not 

recognized in general maritime law. Recently, however, in Moragne 
v. States Marine Lines, Inc.,1 the United States Supreme Court over
ruled this aged doctrine, thereby clarifying an exceedingly complex and 
inconsistent2 area of maritime law.

1 398 U.S. 375 (1970).
2 The numerous inconsistencies in maritime law were emphasized in the amicus 

curiae brief of the United States, which pointed out that a continued absence of a 
wrongful death statute in general maritime law would sustain three anomalies in the 
present law. Within territorial waters liability was based upon the theory of unsea
worthiness if an injury occurred, but not if death ensued unless the state statute so 
specified. Identical breaches of the same duty to provide a seaworthy ship which cul
minated in death would result in liability outside the three mile limit but not inside 
territorial waters unless the state statute so stated. Finally, a seaman could not recover 
under the Jones Act for injuries sustained within territorial waters under the unsea
worthiness doctrine irrespective of any provision in the state statute. Id. at 395.

3 398 U.S. at 376.
4 The doctrine of unseaworthiness is unique to admiralty law and relates generally 

to the owner’s duty to provide a seaworthy vessel. This doctrine has been expanded 
by the courts to the extent that this duty is now absolute, giving rise to a species of 
liability without fault. The basic rationale for such an extension stems from the con
tract of employment. The courts have justified granting this absolute warranty as 
part of the “enterprise risk” to be shared by the shipping community. Although the 
duty originally encompassed only the ship and its equipment, it now includes the 
“operating negligence” of fellow crewmen. See generally Note, Risk Distribution and 
Seaworthiness, 75 Yale L.J. 1174 (1966); Comment, Expanding the Warranty of Sea
worthiness: Social Welfare or Maritime Disaster, 9 Vill. L. Rev. 422 (1964).

5 398 U.S. at 376-77. The court of appeals certified to the Florida supreme court the 
question of whether the state wrongful death statute allowed recovery for unsea
worthiness. The state court answered in the negative. The district court’s refusal to 
grant the petitioner’s action was affirmed on the basis of existing precedent. See The 
Tungus v. Skovgaard, 358 U.S. 588 (1959). The Tungus decision directed courts to 
apply a state wrongful death statute with all its limitations despite any conflict with the 
principles of general maritime law. Thus, since the Florida state courts did not con-

The facts in the case are fairly simple. Edward Moragne, a long
shoreman, was killed while working aboard a vessel operating within 
Florida’s territorial waters.3 His widow brought an admiralty action in 
a Florida state court to recover damages for wrongful death and for the 
decedent’s pain and suffering prior to death. Her claims were based 
upon negligence and the unseaworthiness of the vessel.4 Upon removal 
to the federal court, the latter claim was dismissed because the appli
cable wrongful death statute failed to recognize unseaworthiness as a 
basis for recovery.5 The United States Supreme Court granted certi-

[ 1411 ]
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orari® to reconsider its earlier decision in The Harrisburg,1 in which it 
had ruled that “in the absence of a statute there is no action for wrongful 
death” at general maritime law.* * 8 After reviewing the historical origins 
of the no-recovery rule and policy arguments in favor of death re
covery,9 and upon concluding that there was no congressional intent 
to preclude judicial action,10 the Court created a general maritime rem
edy for wrongful death.11

strue the statute to incorporate an unseaworthiness remedy, The Tungus blocked any
recovery under this theory. See note 87 infra and accompanying text.

8 Moragne v. States Marine Lines, Inc., 396 U.S. 900 (1969).
7 119 U.S. 199 (1886).
8 398 U.S. at 377. See The Harrisburg, 119 U.S. 199, 213 (1886).
9 398 U.S. at 381-90. The Court discussed the historical demise of the factors which 

had influenced its Harrisburg decision. Thus, the absence of the felony-merger rationale 
which had supported the English common law’s refusal to recognize a wrongful death 
recovery, the evolution of distinctive principles of admiralty law from those of com
mon law, and the favorable public policy for such a recognition were all mentioned 
in the opinion. It concluded that the “most likely reason that the English rule was 
adopted ... is simply that it had the blessing of age.” Id. at 386.

10 Id. at 402.
h Id. at 409.
12 See notes 34-44 infra and accompanying text.
13 Compare Emerson v. Holloway Concrete Prod. Co., 282 F.2d 271 (5th Cir. 1960) 

and Graham v. A. Lusi, Ltd., 206 F.2d 223 (5th Cir. 1953) with Holley v. The Man
fred Stansfield, 269 F.2d 317 (4th Cir. 1959) and Skovgaard v. The Tungus, 252 F.2d
14 (3d Cir. 1957).

14 U.S. Const, art. Ill, § 2: “The judicial Power shall extend ... to all Cases of 
admiralty and maritime Jurisdiction . . . .” See generally G. Gilmore & C. Black, Jr., 
The Law of Admiralty 18-20 (1957) [hereinafter cited as Gilmore & Black], The 
Court first announced in Jensen and subsequently reaffirmed in later decisions the prin
ciple of uniformity in general maritime law. Southern Pacific Co. v. Jensen, 244 U.S.

Prior to the Moragne decision, courts had attempted to alleviate the 
hardship caused by the absence of a wrongful death action by supple
menting federal statutes and general maritime law with state statutes 
under which relief could properly be granted.12 This attempt produced 
a system of law which often yielded inconsistent and unjust results.13 
This Comment will examine the applicable sections of the general mari
time law as well as federal and state maritime statutes in an attempt 
to assess the far-reaching effects of the Moragne decision on those 
bodies of law.

The Development of Federal Maritime Law

A recognition of the unique nature of admiralty law is essential to 
a full understanding of the Moragne decision. The Constitution spe
cifically allocates judicial power to the federal courts in the field of 
admiralty.14 Although these courts are vested by statute with “exclu
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sive” original jurisdiction over all admiralty cases, the founding fathers 
expressly preserved the right of litigants to any common law remedy 
available under state law.* 15 Thus, state courts have been vested with 
appropriate concurrent jurisdiction.16

205 (1917). The judicial mandate over admiralty cases in the Constitution was con
strued to mean the predomination of federal maritime law over state law whenever any 
conflict arose. Thus, the genesis of this uniformity doctrine took on a constitutional 
cloak. See Romero v. International Term. Operating Co., 354 U.S. 358, 373 (1958); 
Chelentis v. Luckenbach S.S. Co., 247 U.S. 372, 381 (1918); Southern Pacific Co. v. 
Jensen, 244 U.S. 205, 215 (1917); The Lottawanna, 88 U.S. (21 Wall.) 558, 575 (1874). 
See generally Putnam, How the Federal Courts Were Given Admiralty Jurisdiction, 10 
Cornell L. Rev. 460 (1925).

15 Judiciary Act of 1789, ch. 20, § 9, 1 Stat. "16-T1. This section implemented the 
constitutional grant: “[TJhe district courts . . . shall also have exclusive original cog
nizance of all civil causes of admiralty and maritime jurisdiction . . . saving to suitors, 
in all cases, the right of a common law remedy, in state courts where the common law 
is competent to give it . . . .” The provision’s language was altered somewhat in 1948. 
See 28 U.S.C. § 1333 (1964). The Supreme Court has held that this revision did not 
narrow the scope of state court jurisdiction. See Madruga v. Superior Court, 346 U.S. 
556, 560 n.12 (1954).

16See Madruga v. Superior Court, 346 U.S. 556, 560-61 (1954); Red Cross Line v. 
Atlantic Fruit Co., 264 U.S. 109, 124 (1924); Siegilman v. Cunard White Star, Ltd., 221 
F.2d 189, 192 (2d Cir. 1955). As these cases illustrate, a plaintiff may bring an in 
personam claim in a state court or in a federal court on the civil side, if given a diver
sity situation. See Rounds v. Cloverport Foundry & Machine Co., 237 U.S. 303 (1915). 
A plaintiff can base his claim on any maritime cause of action which will support an 
in personam proceeding, as long as it does not result in substantive changes in the 
maritime law. Red Cross Line v. Atlantic Fruit Co., 264 U.S. 109, 124 (1924). The 
important feature of this right is the availability of a jury trial. There was conflict 
whether, absent diversity, the claimant could use the federal court (civil side) on the 
theory that a maritime claim is a federal question. 28 U.S.C. § 1331 (1964). Compare 
Doucette v. Vincent, 194 F.2d 834, 843 (1st Cir. 1952) with Jordine v. Walling, 185 
F.2d 662, 667 (3d Cir. 1950). However, Romero v. International Terminal Operating 
Co. settled the question in the negative. 358 U.S. 354, 414 (1958). Where the action 
is in rem, the federal court has exclusive competence, since such actions were not 
recognized at common law. See Madruga v. Superior Court, supra; The Hine v. Trevor, 
71 U.S. (4 Wall.) 555,570-72 (1867).

17 De Lovio v. Boit, 7 F. Cas. 418 (No. 3776) (C.C.D. Mass. 1815). Justice Story 
declared, “[t]he latter branch is necessarily bounded by locality; the former extends 
over all contracts . . . which relate to the navigation, business, or commerce of all the 
sea.” Id. at 444.

18 The Plymouth, 70 U.S. (3 Wall.) 20, 36 (1866). See generally Gilmore & Black 
20-28.

19 Some courts have required in the tort area a maritime nexus in addition to locality. 
See Sidney Blumenthal & Co. v. United States, 30 F.2d 247, 249 (2d Cir.) (dictum), 

Admiralty jurisdiction encompasses all “maritime” contracts and 
torts.17 In contract actions the transaction requires only a minimal mari
time connection while in tort the location of the injury upon navigable 
waters dictates jurisdiction.18 Generally, the simple application of these 
rules resolves most jurisdictional disputes.19
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DOCTRINE OF UNSEAWORTHINESS

Prior to 1903, the doctrine of maintenance and care, which provided 
for sustenance and medical aid, marked the limit of a seaman’s recovery 
against a shipowner.20 In that year, however, Justice Brown introduced 
the Supreme Court to the broader and more flexible rationale of “un
seaworthiness” in The Osceola.21 Although the Court dismissed a negli
gence action22 because common law failed to recognize an “unsea
worthiness” remedy between seaman and shipowner, dictum in the 
case implied that recovery was possible if injuries were caused by the 
“unseaworthiness of the ship or a failure to supply and keep in order 
the proper appliances appurtenant to the ship.” 23

cert, denied, 279 U.S. 847 (1929); Campbell v. H. Hackfield & Co., 125 F. 696, 697 (9th 
Cir. 1903); McQuire v. City of New York, 192 F. Supp. 866, 870-71 (S.D.N.Y. 1961).

20Reed v. Canfield, 20 F. Cas. 426 (No. 11,641) (C.C.D. Mass. 1832); Harden v. 
Gorden, 11 F. Cas. 480 (No. 6047) (C.C.D. Me. 1823). Under this doctrine, the ship
owner had no defenses (e.g., contributory negligence, assumption of the risk, or the 
fellow-servant doctrine) to the action, except seaman’s gross or willful misconduct. 
See generally Gilmore & Black 253-61.

21189 U.S. 158 (1903).
22 The crewman had sued for injuries sustained while obeying the improvident order 

of the captain. The claimant conceded that the vessel was seaworthy and alleged only 
negligence on the part of his employer.

23 1 89 U.S. at 175. Justice Brown announced four settled propositions: That the 
shipowner is liable for maintenance and cure; that the shipowner is liable for the un
seaworthiness of the ship; that a seaman cannot recover for injuries resulting from the 
negligence of a fellow crewman (fellow-servant doctrine); and that the seaman is not 
allowed to recover for the negligence of the master. See generally Mitchell v. Trawler 
Racer, Inc., 362 U.S. 539, 545-46 (1959); Manich v. Southern S.S. Co., 321 U.S. 96, 101 
(1944); Note, Judicial Expansion of Remedies for Wrongful Death in Admiralty: A 
Proposal, 49 B.U.L. Rev. 114, 124 (1969); Comment, supra note 4, at 423.

24 Gilmore & Black 251. See generally Pacific Co. v. Peterson, 278 U.S. 130 (1928)
(unseaworthiness embraces certain species of negligence); Plamals v. Pinar Del Rio, 
277 U.S. 151 (1928); Baltimore S.S. Co. v. Phillips, 274 U.S. 316 (1927); Tropical Fruit 
S.S. Co. v. Towle, 222 F. 867 (5th Cir. 1915). These decisions exonerated the shipowner 
because the proximate cause of the injury was found to be operating negligence (hav
ing to do with the operation of the ship) rather than the defective nature of the equip
ment or appliances. Thus, operating negligence was kept distinct from unseaworthiness, 
since maritime law did not recognize negligence as a cause of action. See note 22 
supra. The Supreme Court first drew this distinction in Carlise Packing Co. v. San
danger, 259 U.S. 255 (1922). Justice McReynolds affirmed not on the lower court’s 
application of common law negligence but on the theory that “without regard to 
negligence the vessel was unseaworthy Id. at 259.

Subsequent decisions further established the distinction between 
negligence resulting from faulty navigation or management of a vessel, 
and unseaworthiness, which primarily encompassed structural defects.24 
Eventually, the notion evolved that “The Osceola had enunciated a 
concept of absolute liability for unseaworthiness unrelated to principles 
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of negligence law.”25 * In 1944, Chief Justice Stone adopted this ration
ale in Mahnich v. Southern S.S. Co.™ establishing a duty independent 
of any reasonable care on the shipowner’s part. This separation was 
reaffirmed in Mitchell v. Trawler Racer, Inc.,27 which held a shipowner 
liable despite the fact that the condition in question was unknown and 
temporary.28 The Court subsequently determined, however, that Mit
chell was not intended to impose strict liability in cases where the owner 
was faced with an “unforeseeable risk.” 29 Today, the scope of this 
warranty has been expanded to include maritime injuries incurred while 
ashore,30 misuse of otherwise seaworthy gear by a crew,31 defective 
equipment temporarily brought aboard by an independent contractor,32 
and the employment of too few crewmen to allow the safe and prudent 
completion of an assigned task.33

25 Mitchell v. Trawler Racer, Inc., 362 U.S. 539, 547 (1959) (dictum).
28 321 U.S. 96, 103-04. The lower court had held that the ship was not made unsea

worthy, but the Supreme Court reversed, holding that a shipowner’s duty to furnish a 
seaworthy ship was absolute. “Any negligence of the mate in selecting the rope . . . 
could not relieve respondent of the duty to furnish a seaworthy staging.” Id. at 103. 
The effect of Machnich was to merge “operating negligence” with unseaworthiness. 
See Gilmore & Black 317. This removed the bothersome distinction which had 
plagued the earlier litigant in his pleadings. See note 24 supra. In a later case, Justice 
Rutledge reasoned that the owner can either prevent the negligence or, despite due 
care, distribute the loss within the shipping community. He went on to say “[i]t is essen
tially a species of liability without fault . . . [d] erived from and shaped to meet the 
hazards which performing the service imposes, the liability is neither limited by con
ceptions of negligence nor contractual in character.” Seas Shipping Co. v. Sieracki, 328 
U.S. 85 (1946).

27 362 U.S. 539 (1959).
28 The Court held that the duty to provide a seaworthy ship was absolute and un

mitigated by any showing of due care and that the cause was transitory in nature. Id. 
at 550. Justice Frankfurter, dissenting, found no reason to impose the absolute duty at 
all times. He would have held the owner to a standard of due diligence once the 
voyage began. Id. at 569.

29 Morales v. City of Galveston, 370 U.S. 165, 171 (1962) (seaman injured by noxious 
fumes.)

39 Gutierrez v. Waterman S.S. Corp., 373 U.S. 206 (1963) (beans spilled from defec
tive bags injuring a longshoreman).

31 Crumody v. The J. H. Fisser, 358 U.S. 423 (1959) (stevedore using a winch in 
negligent fashion makes a ship pro tanto unseaworthy).

32 Alaska S.S. Co. v. Petterson, 347 U.S. 396 (1954).
33 Waldron v. Moore-McCormack Lines, Inc., 386 U.S. 724 (1967).
34 119 U.S. 199 (1886).

Along with the evolution of the unseaworthiness remedy toward an 
absolute duty, a trend emerged in favor of making the obligation bind
ing throughout general maritime law. Unfortunately, however, judicial 
precedent had drawn an arbitrary distinction between injury and ensu
ing death by refusing to recognize maritime wrongful death recovery. 
In 1886 in The Harrisburg,34 Chief Justice Waite first declared: “We 
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know of no English case in which it has been authoritatively decided 
that the rule in admiralty differs at all in this particular [the recognition 
of a cause of action for wrongful death] from that at common law.” 35 
This was the judicial genesis of the precedent that, until Moragne, re
fused to recognize wrongful death recovery.36 A loophole in this opin
ion,37 however, was later seized upon by the Court in The Hamilton38 
to justify the use of the Delaware wrongful death statute to grant re
covery in a high seas death action.39 Through fictional footwork state 
statutory coverage was extended to international waters on the theory 
that “the law follows the flag.” 40 Later, local statutes of this type be
came the chief vehicle of recovery in actions for wrongful death occur
ring within state territorial waters.41 In addition, since the common law 
also cut off personal injury rights upon death,42 an applicable state sur
vival statute was often adopted to continue any applicable common law 
remedy in the decedent’s beneficiaries.43 While this makeshift arrange

35 Id. at 205. The Supreme Court incorporated the arbitrary common law doctrine 
into the admiralty law of the United States. See Moragne v. States Marine Lines, Inc., 
398 U.S. 375,388 (1970) (citing The Harrisburg).

36 119 U.S. at 213. There were lower court cases previous to this which had held 
differently. See The Manhasset, 18 F. 918 (E.D. Va. 1884); The Sea Gull, 21 F. Cas. 
909 (No. 12,578) (C.C.D.Md. 1867).

37 Although the Court decided that no cause of action existed in general maritime 
law, it failed to rule out the possible use of a state statute as a basis for recovery, if 
the time limitation on suits under the applicable local statute had not expired.

38 207 U.S. 398 (1907). However, it limited this application by stating that “if the 
admiralty adopts the statute as a rule of right to be administered within its own juris
diction, it must take the right subject to the limitations which have been made a part 
of its existence.” 119 U.S. at 214.

39 The Hamilton, 207 U.S. 398, 406 (1907). This was a bold thrust into that murky 
area where the court is often criticized for legislating. See Petition of Gulf Oil Corp., 
172 F. Supp. 911, 917 & n.30 (S.D.N.Y. 1959). A compelling reason for the Hamilton 
holding was the absence of any legislation by Congress to ease the harshness of The 
Harrisburg. See Jennings v. Goodyear Aircraft Corp., 227 F. Supp. 246, 248 (D.Del. 
1964).

40 See 207 U.S. at 405. Contra, Petition of Gulf Oil Corp., 172 F. Supp. 911, 918 
(S.D.N.Y. 1959); The James McGee, 300 F. 93, 96 (S.D.N.Y. 1924).

41 See Hess v. United States, 361 U.S. 314 (1960); The Tungus v. Skovgaard, 358 
U.S. 588 (1959); Western Fuel Co. v. Garcia, 257 U.S. 233 (1921).

42 The Friendship II, 113 F.2d 105, 108-09 (5th Cir. 1940); Crapo v. Allen, 6 F. Cas. 
763 (No. 3360) (C.C.D. Mass. 1849). Generally, most courts cite Justice Cardozo’s 
dictum as the ruling precedent: “The remedy for the injury ends with his death in the 
absence of a statute. . . . [DJeath is a composer of strife by the general law of the 
sea as it was ... by common law of the land.” Cortes v. Baltimore Insular Line, Inc., 
287 U.S. 367, 371 (1932). See Romero v. International Term. Operating Co., 358 U.S. 
354, 373 n.35 (1959); McLaughlin v. Blidberg Rothchild Co., 167 F. Supp. 714, 715 
(S.D.N.Y. 1958); Holland v. Steag, Inc., 143 F. Supp. 203, 205 (D. Mass. 1956).

43 United States v. The S.S. Washington, 172 F. Supp. 905, 908 (EJD.Va. 1959), 
aff’d, 272 F.2d 711 (4th Cir. 1959); Petition of Gulf Oil Corp., 172 F. Supp. 911, 915 
(S.D.N.Y. 1959). See Gillespie v. United States Steel Corp., 379 U.S. 148, 157-58 (1964); 
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ment eased the harshness of the common law doctrine, the absence of 
survival statutes in some states made coverage sporadic.44 Recognizing 
this inherent inequity, Congress undertook to pass critical federal legis
lation in the area.

Kernan v. American Dredging Co., 355 U.S. 426, 430 n.4 (1958); Cunningham v. Beth
lehem Steel Co., 231 F. Supp. 934, 938 (S.D.N.Y. 1964); Holland v. Steag, Inc., 143 F. 
Supp. 203 (D.Mass. 1956). The Court upheld the application of a state statute provid
ing for recovery against a deceased tortfeasor. Just v. Chambers, 312 U.S. 383 (1941). 
See Cox v. Roth, 348 U.S. 207 (1955) (Jones Act claim not abated on death of defend
ant).

44 Day, Maritime Wrongful Death and Survival Recovery, The Need for Legislative 
Reform, 64 Colum. L. Rev. 648, 650 (1964). It was understood that the state statutes 
did not apply beyond state boundaries, probably because they were not intended to have 
such a scope. Moragne v. States Marine Lines, Inc., 398 U.S. 375, 393 n.10 (1970). See 
generally Hess v. United States, 361 U.S. 314 (1960); The Tungus v. Skovgaard, 358 
U.S. 588 (1959).

45 Ch. Ill, 41 Stat. 537 (1920), codified at 46 U.S.C. 761-68 (1964).
46Death on the High Seas Act, 46 U.S.C. § 761 (1964). The provisions of the Act 

apply “whenever the death of a person shall be caused . . . beyond a marine league . . . .” 
Thus, the locus of the action rather than the place of death controls. In addition, the 
Act is not restricted to any particular class of individuals. Contra, Jones Act, 46 U.S.C. 
§ 688 (1964). The Jones Act is applicable only to the seaman in the course of his 
employment.

47 Congress reported that “the general purpose of the measure is to give a uniform 
right of action in the United States admiralty courts for death on the high seas. . . . 
The right is made exclusive for death on the high seas, leaving unimpaired the rights 
under state statutes within the territorial jurisdiction of the states.” S. Rep. No. 216, 
66th Cong., 1st Sess. 3 (1920); H.R. Rep. No. 674, 66th Cong., 1st Sess. 3 (1920); see 
59 Cong. Rec. 4482-486 (1920). See also D’Aleman v. Pan American World Airways, 
259 F.2d 493 (2d Cir. 1958); Cunningham v. Bethlehem Steel Co., 231 F. Supp. 934 
(S.D.N.Y. 1964); Jennings v. Goodyear Aircraft Corp., 227 F. Supp. 246 (D. Del. 
1964); King v. Pan American World Airways, 166 F. Supp. 136 (N.D. Cal. 1958), 
aff'd, 270 F.2d 355 (9th Cir. 1959), cert, denied, 362 U.S. 928 (1960) (overriding state 
interest requires application of state workmen’s compensation laws instead of DHSA); 
Wilson v. Transocean Airlines, 121 F. Supp. 85 (N.D. Cal. 1954).

48 Moragne v. States Marine Lines, Inc., 398 U.S. 375, 397 (1970); Wilson v. Trans
ocean Airlines, 121 F. Supp. 85, 91 (N.D. Cal. 1954). Section seven provides that “the 
provisions of any state statute giving or regulating rights of action or remedies for 
death shall not be affected by this chapter.” Death on the High Seas Act, 46 U.S.C. 
§ 767 (1964). This wording can be interpreted to preserve the state remedies on the 

STATUTORY REMEDIES FOR WRONGFUL DEATH

Statutory recovery for wrongful death was first established in 1920 
when Congress passed the Death on the High Seas Act (DHSA)45 
which allowed death recovery for any person killed on a ship beyond 
the three-mile limit.46 Although the Act was intended to supersede the 
application of state statutes in high seas wrongful death actions,47 Con
gress specifically protected the right of a state to continue to grant re
covery for deaths taking place within its territorial waters.48 The Act 
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did not include a survival provision,49 although it did allow the substi
tution of the decedent’s personal representative in any suit instituted 
prior to his death.50

high seas. See Petition of Gulf Oil Corp., 172 F. Supp. 911, 917 n.29 (S.D.N.Y. 1959). 
But see Jennings v. Goodyear Aircraft Corp., 227 F. Supp. 246 (D. Del. 1964).

49 There is no mention of a survival action within the text of the Act. See Brown v. 
Anderson Nichols & Co., 203 F. Supp. 489, 490 (D. Mass. 1962); Petition of Gulf Oil 
Corp., 172 F. Supp. 911, 914-16 (S.D.N.Y. 1959). Contra, Tetterton v. Arctic Tankers, 
Inc., 116 F. Supp. 429 (E.D. Pa. 1953).

59 Death on the High Seas Act, 46 U.S.C. § 765 (1964).
51 Ch. 250, 41 Stat. 988 (1920). The Act also created the United States Shipping 

Board and provided for ship construction financing.
«45 U.S.C. §§ 51-60 (1964).
53 Ch. 250, § 33, 41 Stat. 1007 (1920), amending Seamen’s Welfare Act, ch. 153, § 20, 

38 Stat. 1185 (1915), codified at 46 U.S.C. § 688 (1964).
64 The seaman was given the same statutory remedies for personal injuries that were 

enjoyed by the railway workers. Jones Act, 46 U.S.C. § 688 (1964); see 45 U.S.C. 
§§ 51-60 (1964).

55 45 U.S.C. §§ 51, 59 (1964).
66 By passing the Jones Act, Congress in essence overruled the Supreme Court’s 

holding in The Osceola.
57 Courts often have held that the motivating force behind extending additional 

remedies and defenses to the seaman is the nature of his employment. The phrase 
“ward of the court” illustrates this deep concern for the perils and conditions of his 
service which he is constrained to accept. See Reed v. The Yalta, 373 U.S. 410, 413 
(1963); Mahnich v. Southern S.S. Co., 321 U.S. 96, 103 (1944). The steady expansion 
of unseaworthiness to a species of absolute liability, and the demise of shipowner de
fenses such as assumption of the risk and contributory negligence are manifestations of 
this concern. See Pope & Talbot, Inc. v. Hawn, 346 U.S. 406 (1953); The Arizona v. 
Anelich, 298 U.S. 110 (1936).

58 When a seaman is the claimant, his capacity to sue for unseaworthiness, mainte
nance and cure, or negligence (under the Jones Act) is determined by his employment 
status, not by the place of injury. Thus, the seaman in the course of his employment 
may recover regardless of where the injury occurs. See O’Donnell v. Great Lakes 
Dredge & Dock Co., 318 U.S. 36, 42 (1943) (injury suffered on wharf).

Soon after enacting the DHSA, Congress passed the Merchant Marine 
Act of 192051 which incorporated by reference the Federal Employer’s 
Liability Act52 as section 33 (commonly known as the Jones Act).53 
This legislation accorded to “any seaman” a negligence action against a 
shipowner for injuries sustained during his employment.54 If the seaman 
died as a result of such injuries, his personal representative could claim 
both survival and wrongful death damages.55 In providing this negligence 
remedy,56 57 Congress effectively overruled the Supreme Court’s holding in 
The Osceola.51 In addition, the Jones Act substantially modified the 
DHSA in that its applicability was not contingent upon the occurrence 
of the tort upon the high seas.58 The statutes also differ as to benefici-
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aries,59 standard of care,60 statute of limitations,61 and applicable forum.62 63

59 The FELA provides for mutually exclusive beneficiaries while the DHSA allows 
apportionment. See Whitaker v. Blidberg Rothchild Co., 195 F. Supp. 420 (E.D. Va.), 
aff’d, 296 F.2d 554 (4th Cir. 1961). A difference arises where the FELA specifies “next 
of kin” because state law controls, while federal law defines “relative” in the DHSA. 
Compare Seaboard Air Line Ry. v. Kenny, 240 U.S. 489 (1916) (state law) with 
Middleton v. Luckenbach S.S. Co., 70 F.2d 326 (2d Cir.), cert, denied, 233 U.S. 577 
(1934) (federal law).

60 The DHSA specifies a standard of care, imposing liability for any “wrongful act, 
neglect, or default.” 46 U.S.C. § 761 (1964). The FELA provides for recovery in cases 
of “negligence.” 45 U.S.C. § 51 (1964). The difference has proved crucial since the 
courts have construed the DHSA to include unseaworthiness, while the Jones Act has 
been confined to the elements of a negligence action.

61 The FELA requires an action to be brought within three years while the DHSA 
specifies a two year statutory period. 45 U.S.C. § 56 (1964); 46 U.S.C. § 763 (1964). 
The date of death controls under the FELA; the date of the wrongful act dictates under 
the DHSA. Id.

62 A claim under the Jones Act may be brought in a federal court either on the civil 
side with a trial by jury, or in admiralty, without a jury, at the election of the seaman. 
Panama R.R. v. Johnson, 264 U.S. 375, 389-91 (1924). Also, it may be litigated in a 
state court under the “saving clause.” See note 16 supra and accompanying text. See 
also Engel v. Davenport, 271 U.S. 33, 37 (1926). DHSA section 1 provides that the 
suit must be brought “in admiralty.” 46 U.S.C. § 761 (1964). This has been construed 
to mean that admiralty has “exclusive” jurisdiction of DHSA actions. See Trihey v. 
Transocean Air Lines, Inc., 255 F.2d 824, 826 (9th Cir.), cert, denied, 358 U.S. 838 
(1958); Devlin v. Flying Tiger Lines, Inc., 220 F. Supp. 924, 928 (S.D.N.Y. 1963). 
However, earlier authority was to the contrary. See Sierra v. Pan American World 
Airways, Inc., 107 F. Supp. 519, 520 (D.C.P.R. 1952); Batkiewicz v. Seas Shipping Co., 
53 F. Supp. 802, 804 (S.D.N.Y. 1943).

63 272 U.S. 50 (1926).
64 In upholding the application of the Jones Act to a longshoreman, Justice Holmes 

stated that “in this statute ‘seaman’ is to be taken to include stevedores employed in 
maritime work on navigable waters . . . Id. at 52. The key benefit of this inclu
sion was that the longshoreman, who was performing duties formerly handled by sea
men, could receive the benefits of the Jones Act.

63 Ch. 509, 44 Stat. 1424, codified at 33 U.S.C. §§ 901-50 (1964).
66 33 U.S.C. § 905 (1964). See Seas Shipping Co. v. Sieracki, 328 U.S. 85, 102 (1946). 

Seamen are excluded from its coverage. 33 U.S.C. § 903(a)(1) (1964). The Act applies 
only to injuries “occurring upon the navigable waters of the United States” and only 
if workmen’s compensation is not validly provided by state law. 33 U.S.C. § 903(a) 
(1964).

33 U.S.C. § 933 (1964).

In response to the Supreme Court’s decision in International Steve
dore Co. v. Haverty,^ which allowed a longshoreman to recover under 
the Jones Act,64 Congress passed an additional provision, the Long
shoremen’s and Harbor Workers’ Compensation Act of 1927,65 designed 
to be the longshoreman’s “exclusive” remedy against his employer,66 
while simultaneously preserving his rights against third persons, such 
as shipowners.67 As a result of this legislation, a longshoreman could 
proceed under the doctrine of unseaworthiness against a third party 
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such as a shipowner, but was restricted to a negligence plea against his 
employer who was, in many cases, an independent contractor.08

This extensive legislation and the employment of state wrongful death 
statutes to circumscribe the Harrisburg precedent68 69 evidenced the active 
concern of both the legislative and judicial branches over the harshness of 
the no recovery rule. The very difficult task of interweaving the num
erous statutory enactments into the body of maritime law was left to the 
courts,70 whose desire to compensate when justice so demanded pre
sented a serious conflict when measured against a federal standard of 
uniformity.71 By openly confronting this question of statutory su
premacy, the Moragne Court removed a number of antiquated maritime 
problems.72

68 The longshoreman is considered the equivalent of a seaman when performing like 
duties. See Seas Shipping Co. v. Sieracki, 328 U.S. 85, 99 (1946). The preservation of 
his rights against the shipowner under any appropriate theory, therefore, is especially 
critical in light of the absolute duty imposed upon the shipowner under the unsea
worthiness doctrine.

™ See Moragne v. States Marine Lines, Inc., 398 U.S. 375, 393 (1970) (“Congress 
has established a policy favoring recovery.”); Kernan v. American Dredging Co., 355 
U.S. 426, 432 (1958). “It is clear that the general congressional intent was to provide 
liberal recovery for injured workers.” Id. at 432. Prior to The Harrisburg, the courts 
were motivated by humanitarian considerations in granting recoveries for wrongful 
death. See, e.g., The Towanda, 24 F. Cas. 74 (No. 14,109) (C.C.E.D. Pa. 1877); The 
City of Brussels, 5 F. Cas. 761 (No. 2745) (D.C.S.D.N.Y. 1873); The Sea Gull, 21 F. 
Cas. 909 (No. 12,578) (C.C.D. Md. 1865); Cutting v. Seabury, 6 F. Cas. 1083 (No. 
3521) (D.C.D. Mass. 1860).

70 The influence of the judiciary in maritime lawmaking has been recognized fre
quently. “Admiralty law is primarily judge-made law.” The Tungus v. Skovgaard, 358 
U.S. 588, 611 (1959). See Moragne v. States Marine Lines, Inc., 398 U.S. 375, 392 
(1970); Panama R.R. v. Rock, 266 U.S. 209, 216 (1924) (Holmes, J., dissenting); Landis, 
Statutes and the Sources of Law, in Harvard Legal Essays 213, 226-27 (1934).

71 See Southern Pac. Co. v. Jensen, 244 U.S. 205 (1917).
72 The numerous anamolies facing the Court included the fact that within terri

torial waters identical violative conduct (failure to provide a seaworthy vessel) fre
quently produced liability if the victim were merely injured, but not if death ensued. 
Moreover, there was no absolute duty to provide a seaworthy vessel within territorial 
waters unless the state statute incorporated such a standard of care. Thus, the lower 
courts in Moragne were forced to dismiss the unseaworthiness claim because the Florida 
statute did not recognize such a theory of recovery. The strangest anomaly, however, 
involved the “true seaman” who is covered by the Jones Act. He had no remedy 
whatsoever for unseaworthiness in case of death within territorial waters, even if the 
statute state recognized the cause of action. This result was a direct outgrowth of 
Lindgren v. United States which interpreted the statutory language of the Jones Act 
to mean that Congress intended to deny the seaman’s personal representative an elec
tion to proceed outside the Act by adopting a state wrongful death statute. 281 U.S. 
38, 46-48 (1930). In writing the majority opinion in Lindgren Justice Sanford held that 
the Jones Act “operates uniformly within all the States and ... it is paramount and 
exclusive, and supersedes the operation of all state statutes dealing with that subject.” 
Id. at 47. The Court did not exclude the seaman’s use of the DHSA. Id. at 48. Subse
quent lower courts reacted favorably to this issue in allowing the seaman’s personal 
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STATUTORY SUPREMACY AND GENERAL MARITIME LAW

In the Judiciary Act of 1789, Congress had provided for concurrent 
state and federal jurisdiction to enforce those rights sanctioned by mari
time law through employment of appropriate common law remedies.73 
A conflict arose in this area as to whether the state court could apply its 
own standards, which differed substantively from established principles 
of maritime law, thereby granting a remedy where federal law recog
nized none. This conflict was magnified by the Hamilton decision74 in 
1907 which sanctioned the adoption of a state wrongful death statute in 
general maritime law.75 76 77 Although state courts had previously applied 
their own law on a limited basis in maritime situations,78 the availability 
of a wrongful death action promised increased litigation. Further con
fusion was added through the application of many varying state statutes 
in the increased number of wrongful death actions.

representative to plead an unseaworthiness claim where death occurred on the high 
seas. However, the Lindgren barrier was an absolute bar to a like claim within terri
torial waters. See Moragne v. States Marine Lines, Inc., 398 U.S. 375, 395 (1970); 
Gillespie v. United States Steel Corp., 379 U.S. 148, 159 (1964) (Goldberg, J., dissenting); 
The Tungus v. Skovgaard, 358 U.S. 588, 611 (1959) (Brennan, J.; Warren, C.J.; Black 
& Douglas, JJ., dissenting in part).

73 Judiciary Act of 1789, ch. 20, § 9, 1 Stat. Ift-H.
74 207 U.S. 398 (1907).
75 See note 39 supra and accompanying text. The Hamilton is credited with affording 

a right of action for deaths occurring on both the high seas and in territorial waters, 
although the latter issue was not expressly dealt with until Western Fuel Co. v. Garcia. 
257 U.S. 233, 242 (1921).

76 Sec Knapp, Stout & Co. v. McCaffrey, 177 U.S. 638 (1900); Belden v. Chase, 150 
U.S. 674 (1893); Steamboat Co. v. Chase, 83 U.S. (16 Wall.) 522 (1872) (state law con
trolling). But see The Lottawanna, 88 U.S. (21 Wall.) 558, 581-82 (1874) (dictum).

77 244 U.S. 216 (1917).
78 244 U.S. at 216. This was the seed of the idea that rules of maritime law should 

displace rules of common law actions brought under the “savings to suitors” clause in 
non-admiralty courts. Gilmore & Black 374. Subsequent cases adhered to the uni
formity doctrine initially conceived in the Jensen decision. See Pope & Talbot, Inc. v. 
Hawn, 346 U.S. 406 (1953); Garrett v. Moore-McCormack Co., 317 U.S. 239 (1942). 
This concept basically envisions state law yielding to the needs of a uniform federal 
maritime law when the courts find inroads on the harmonious system. Justice Holmes 
wrote a strong dissent in which he characterized the maritime law as not being a 
“corpus juris but a very limited body of customs and ordinances of the sea.” 244 U.S. 
at 220.

The Supreme Court reacted against this growing threat to federal 
sovereignty in Southern Pacific Co. v. Jensen11 by sanctioning the use 
of state statutes to “supplement”, “modify”, or otherwise affect mari
time law78 but only to the extent that they did not contravene “[t]he 
essential purpose expressed by an act of Congress or work material 
prejudice to the characteristic features of the general maritime law
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. . . 79 Speaking for the Court in Jensen, Justice McReynolds cited

TS 244 U.S. at 216.
80 Chief Justice Waite expressed the opinion in The Harrisburg that if admiralty 

allowed the adoption of a state statute to provide a right of recovery for wrongful 
death, “it must take the right subject to the limitations which have been made a part 
of its existence.” The Harrisburg, 119 U.S. 199, 214 (1886). Thus, where a state 
statute has a contributory negligence provision barring recovery, the court cannot 
apply the general maritime standard of comparative negligence. By accepting certain 
modifications to the general maritime law by state enactments, Justice McReynolds 
inferentially bolstered The Harrisburg's limitation clause which meant that state law 
would have priority over federal maritime law in this situation.

81 244 U.S. at 216. The inescapable dichotomy is clear when, on the one hand, there 
is a call for a uniform federal maritime law, yet in the same opinion there is language 
supporting independent recourse to state statutes.

82 See Garrett v. Moore-McCormack Co., 317 U.S. 239, 243, 249 (1942); Curtis v. A. 
Garcia Y Cia, 241 F.2d 30, 36 (3d Cir. 1957). A few examples of distinctive differences 
between maritime law and common law are maritime principles of comparative negli
gence, doctrine of laches, and unseaworthiness as compared to such common law 
principles as contributory negligence, assumption of the risk, and a statute of limita
tions.

83 247 U.S. 372 (1918). A seaman brought a maritime tort action against his em
ployer in a state court claiming injuries resulting from the negligence and improvident 
order of a superior officer. Historically, maritime law did not recognize any such 
liability, but the state court applied its own common law. The Supreme Court spoke 
to the issue: “Under the doctrine approved in Southern Pacific Co. v. Jensen ... no 
State has power to abolish the well-recognized maritime rule concerning measure of 
recovery and substitute therefor the full indemnity rule of the common law.” 247 U.S. 
at 382. This clearly rejected any notion that the “saving clause” of section nine of 
the Judiciary Act of 1789 permitted the application in maritime tort cases of state 
substantive rules in derogation of maritime law.

84Robins Dry Dock & Repair Co. v. Dahl, 266 U.S. 449 (1925). On the issue of de
fendant’s duty, the Court said that “the rights and liabilities arose out of and depended 
upon the general maritime law and could not be enlarged or impaired by the state 
statute.” Id. at 457. See Carlisle Packing Co. v. Sandanger, 259 U.S. 255 (1922). Where 
the seaman alleged injury caused by the mislabeling of a gasoline can, the negligence 
claim was dismissed: “The general rules of the maritime law apply whether the pro
ceeding be instituted in an admiralty or common law court.” Id. at 259.

The Harrisburg, and gave tacit approval to the limitation clause in 
that case by agreeing to such supplementation.80 Thus, although the 
Court supported the principle of constitutional uniformity, it also gave 
tacit approval to the use of state statutes when consistent with the 
Harrisburg precedent.81 This dichotomy produced a severe conflict be
tween those substantive rights rooted in maritime law and those with 
their bases in state law.82 83

The Court was given a second opportunity to clarify the situation in 
Chelentis v. Luckenback S.S. Co.S3 While referring generally to fed
eral supremacy in maritime affairs, it rejected any application of a state 
statute or common law in derogation of general admiralty law. Sub
sequent decisions84 emphasized the general acceptance of this “suprem
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acy” doctrine, which restricted any effort to limit or expand the sub
stantive rights and liabilities recognized by maritime law.85 Although 
a trend seemed to be evolving, the Supreme Court in The Tungus v. 
Skovgaard86 made a dramatic turnabout and held that when dealing with 
a state-created right, one must look to state law to “[d]etermine the 
circumstances under which that right exists.” 87 In the majority opinion, 
Justice Stewart emphasized that once the state right was adopted the 
the statute had to be enforced “as an integrated whole” within the con
ditions and limitations announced in The Harrisburg.88 Two subsequent 
Supreme Court cases89 sustained The Tungus, the result being that the 
standard of uniformity applied just prior to Moragne was the less strin
gent rule embodied in the Jensen decision.90 The crux of the problem 
facing the lower courts in Moragne was basically that the Tungus 
precedent had forced them to accept the limitations of a Florida statute 
which did not recognize an unseaworthiness claim.91

85Pope & Talbot, Inc. v. Hawn, 346 U.S. 406, 408-09 (1953). The Court refused to 
allow a state’s contributory negligence rule to bar a recovery. The supremacy doctrine 
seemed to be well ensconced after having weathered the test of time.

86 358 U.S. 588 (1959). The claimant sued under the New Jersey wrongful death 
statute for unseaworthiness and negligent failure to provide a reasonably safe place 
to work.

87 Id. at 594. The majority held that in adopting the state right it must also wholly 
enforce the substantive limitations of the statute. Id. at 592. The four dissenters (War
ren, C.J.; Brennan, Black & Douglas, JJ.) accepted the adoption principle, but they 
felt federal substantive law should govern the remedies in deference to constitutional 
uniformity. Id. at 601-05. See Comment, Admiralty Jurisdiction: Airplanes and Wrong
ful Death in Territorial Waters, 64 Colum. L. Rev. 1084, 1095 (1959).

88 358 U.S. 588, 592 (1959).
89 Hess v. United States, 361 U.S. 314 (1960); United New York and New Jersey 

Sandy Hook Pilots Ass’n v. Halecki, 358 U.S. 613 (1959). In Hess, the Court upheld 
a state statute which imposed a standard of care more stringent than provided for under 
the general maritime law. This was an extension of The Tungus and it provoked Justices 
Frankfurter and Harlan to question in their dissent the validity of such a course. 361 
U.S. at 322-39. See Day, supra note 44, at (AO-Tl.

90 In a later case, Justice Harlan, speaking for the Court, favored balancing the di
vergent interests involved when weighing the state law against the general maritime 
law. Kossick v. United Fruit Co., 365 U.S. 731, 739-40 (1961).

»1 398 U.S. at 377.
92 These courts have interpreted the language of the Court in The Hamilton to 

require an intent of the state legislature to bring maritime deaths within the scope of 
its statute. See Williams v. Moran, Proctor, Mueser, & Rutledge, 205 F. Supp. 208, 
215-16 (S.D.N.Y. 1962); Petition of Gulf Oil Corp., 172 F. Supp. 911, 919 n.53 
(S.D.N.Y. 1959).

98 Western Fuel Co. v. Garcia, 257 U.S. 233, 242 (1921).

A question remains today concerning the general applicability of state 
statutes. Some courts have interpreted The Hamilton to limit such use 
to those statutes intended by the state to apply outside its territorial 
waters.92 The Supreme Court with its “maritime and local” 93 limitation 
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seems to have denied application of state statutes beyond territorial 
waters. Subsequent case history94 95 increases the confusion as to whether 
this phrase limits such use to accidents occurring within territorial waters 
or merely defines the nature of the state interest involved.96 If the 
former interpretation is adopted, any application beyond the “local” area 
would seem to be an unconstitutional extension in violation of the uni
formity doctrine.96

94 For a resume of case law on this subject, see Gilmore & Black 344-58 (1957).
95 See Grant Smith-Porter Co. v. Rohde, 257 U.S. 469 (1922) (applicability of the 

doctrine restricted to occurrences on navigable waters). But see G. Robinson, Ad
miralty Law in the United States 103 (1939) (“local” does not refer to locality but 
the character of an activity).

96 Wilson v. Transocean Airlines, 121 F. Supp. 85, 90-91 (N.D. Cal. 1954).
97 See The Supreme Court, 1958 Term, 73 Harv. L. Rev. 84, 149 (1959).
96 See Kossick v. United Fruit Co., 365 U.S. 731, 739-40 (1961).
fl9 See The Harrisburg, 119 U.S. 199, 214 (1886).
100 See note 76 supra.
101 The Tungus v. Skovgaard, 358 U.S. 588, 601 (1958).
102 Id. at 602.

The general theme permeating these decisions has been the Court’s 
attempt to balance the desire to compensate97 with the web of conflict
ing precedent which has frustrated a uniform system of admiralty law.98 
In order to sanction the use of a state wrongful death statute the ma
jority in The Tungus and Hess felt they had to remain consistent with 
the Harrisburg “limitations” 99 and the subsequent approval of such limi
tations by the Court in the Jensen decision.100 The dissenting opinion 
of Justice Brennan in The Tungus challenged this application as a step 
backward in the movement towards uniformity,101 and queried why 
there should be an exception in application because of death, when if 
there had been only an injury, general admiralty law would have con
trolled.102 These numerous incongruities were by no means limited to 
interaction between federal and state laws within the general maritime 
arena. The courts also found problems of construction in attempting 
to integrate federal acts with general maritime law.

STATUTORY INTERACTION AND JUDICIAL RESPONSE

In response to a pressing need for uniformity, Congress enacted in 
rapid succession the Death on the High Seas Act, the Jones Act and the 
Longshoremen’s and Harbor Workers Compensation Act. Although 
the provisions of the DHSA applied to any person killed outside the 
three-mile limit, the other Acts were limited in coverage to specific 
classes of individuals. Inevitably, problems arose with respect to statu
tory construction and with attempts by lower courts to remedy certain 
inadequacies and shortcomings present in the statutes. Thus, because 
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the DHSA contained no provision for survival actions, the lower courts 
turned to the state statutes.103 When the Jones Act failed to provide an 
unseaworthiness action, the DHSA proved an easily accessible alterna
tive.

103 See note 123 infra and accompanying text.
tot Morange v. States Marine Lines, Inc., 398 U.S. 375, 393, 402 (1970).
105 See id. at 392-93.
106 Death on the High Seas Act, 46 U.S.C. § 688 (1964).
lot See Pacific S.S. Co. v. Petterson, 278 U.S. 130, 137-38 (1938) (dictum); Panama 

R.R. v. Johnson, 264 U.S. 375, 388 (1924) (dictum).
io» 357 U.S. 221 (1958).
io® The Court expressed the belief that authorities had dispelled the requirement of 

an election between remedies. Id. at 222 n.2. See Williams v. Tide Water Ass’n Oil 
Co., 227 F.2d 791 (9th Cir. 1955), cert, denied, 350 U.S. 957 (1956); Bolado v. Lykes 
Bros. S.S. Co., 179 F.2d 943 (2d. Cir 1970).

no The joinder of both causes of action is important, since the evidence at trial may 
be sufficient only to prove unseaworthiness while the plea unfortunately might be in 
negligence under the Jones Act.

m Lindgren v. United States, 281 U.S. 38 (1930). The Court held the Jones Act to 
be “paramount and exclusive, and [to supercede] the operation of all state statutes 
dealing with that subject.” Id. at 47. The reason given was the omission of the words 
“at his election” in the second clause of the Jones Act which encompasses the death 
recovery provision. Id. at 48. This is certainly incongruous in light of the reference 
made in McAllister v. Magnolia Petroleum, 357 U.S. 221, 222 n.2 (1958). See note 109 
supra and accompanying text. Despite dissatisfaction on the lower court level, the Court 
later reaffirmed its position in Gillespie v. United States Steel Corp., 379 U.S. 148 (1964). 
This same disenchantment is evident in Fall v. Esso Standard Oil Co., 297 F.2d 411, 417 
(5th Cir. 1961), cert, denied, 371 U.S. 814 (1962), and in Mortenson v. Pacific Far East 
Lines, 148 F. Supp. 71, 73 (N.D. Cal. 1956).

Originally, the judiciary had attempted to bring some continuity to 
this statutory scheme by giving a broad compensatory interpretation to 
the provisions.104 However, the courts were limited by the express lan
guage of the statute and by congressional intent.105 The earliest difficul
ties arose in the statutory construction of the Jones Act. Under its pro
visions, an injured seaman could “at his election,” 106 bring an action for 
legal damages. Earlier Supreme Court decisions had interpreted this to 
mean a choice between bringing a common law negligence action or a 
general maritime plea of unseaworthiness.107 In McAllister v. Magnolia 
Petr oleum,108 the Court recognized the trend of lower court decisions, 
and supported the view that this election dealt only with the choice of 
forum.109 Thus, an injured claimant was free to join both negligence 
and unseaworthiness claims in one action.110 If the seaman died, how
ever, his personal representative was not as fortunate. The Jones Act 
had previously been held to be the seaman’s “exclusive” remedy, and 
the Court refused to allow him the use of a state wrongful death statute 
which recognized an unseaworthiness action for his beneficiaries.111 
This barrier to a possible death recovery became more critical in 1946 
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when in the Sieracki decision,112 the Supreme Court enlarged the scope 
of this remedy to a species of liability without fault.113 In order to offset 
the harsh results which application of this standard engendered, the 
lower courts allowed joinder of the Jones Act and the DHSA,114 115 thus 
providing survivors of a seaman with an unseaworthiness remedy for 
death on the high seas.116 In addition, some courts have also permitted 
the use of state survival statutes to supplement the more restrictive 
Jones Act survival provision.116

112 328 U.S. 85 (1946).
1X3 Id. at 94.
114 The courts have justified this interpretation by holding that the Jones Act was 

never intended to be the seaman’s sole remedy for maritime torts. Doyle v. Albatross 
Tanker Corp., 367 F.2d 465 (2d Cir. 1966); Civil v. Waterman S.S. Corp., 217 F.2d 
94 (2d Cir. 1954). The addition of the DHSA is significant because it provides a 
remedy for an additional class of beneficiaries. See The Four Sisters, 75 F. Supp. 399, 
400-01 (D. Mass. 1947). It also allows an action against one other than the seaman’s 
employer. See The Buenos Aires, 5 F.2d 425 (2d Cir. 1924). Both statutes must be 
relied upon in the same suit, which creates certain problems when a conflict arises over 
the applicable statute of limitations or over the forum. Since the statute of limitations 
is different for each act, and since such a provision embodied in wrongful death legis
lation is substantive in nature, the courts would probably require any joinder to meet 
the lesser period of two years provided for in the Jones Act. The forum problem could 
present difficulties because the DHSA is to be brought exclusively in admiralty courts. 
However, in Batkiewicz v. Seas Shipping Co. it was held that a DHSA claim joined 
with a Jones Act action may be filed either in admiralty or at law. 53 F. Supp. 802 
(S.D.N.Y. 1943).

115 The Court in The Tungus interpreted the wording “wrongful act, neglect or 
default” in the New Jersey statute as potentially encompassing the doctrine of unsea
worthiness, and refused to overrule the lower court’s holding to that effect. Id. at 596. 
This gave the lower courts an opening to interpret this as sanctioning a like construc
tion for the identical language in the DHSA. As a result, the DHSA was held to 
encompass an unseaworthiness standard of care. McLaughlin v. Blidberg Rothchild 
Co., 167 F. Supp. 714 (S.D.N.Y. 1958). See also Chermesino v. Vessel Judith Lee Rose, 
Inc., 211 F. Supp. 36, 38 (D. Mass. 1962), afi'd, 317 F.2d 927 (1st Cir. 1963). Earlier 
decisions had required a finding of negligence in applying a standard of care to the 
DHSA. See The Black Gull, 82 F.2d 758 (2d. Cir.), cert, denied, 298 U.S. 684 (1936); 
Bugden v. Trawler Cambridge, Inc., 319 Mass. 315, 65 N.E.2d 533 (1946).

118 McLaughlin v. Blidberg Rothchild Co., 167 F. Supp. 714 (S.D.N.Y. 1958); Hol
land v. Steag, Inc., 143 F. Supp. 203 (D. Mass. 1956). But see Burns v. Marine Transp. 
Lines, Inc., 207 F. Supp. 276, 282 (S.D.N.Y. 1962).

117 See note 111 supra and accompanying text. Without a general maritime remedy 
for wrongful death, the only alternative action for the death of a seaman injured within 
territorial waters, other than a negligence plea under the Jones Act, was the state 
statute which unfortunately was denied him by the Lindgren decision.

Through this movement towards supplementation and joinder of 
claims the judiciary in effect enlarged the seaman’s scope of available 
remedies by insuring an avenue of recovery based on unseaworthiness. 
This patching process did not remove all problems, however, since the 
Lindgren precedent isolated the seaman within territorial waters.117 The 
eradication of this anomaly had to await the Moragne decision.
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The Jones Act did not maintain a monopoly on statutory construc
tion problems. The intent of Congress in passing the DHSA had been 
to insure the continued availability of the wrongful death remedy his
torically provided by state statutes.118 Controversy arose however, over 
whether the Act was intended to be the “exclusive” remedy for death 
on the high seas. Generally, rhe tendency had been to acknowledge that 
the Act superseded the application of state statutes in high seas actions119 
but state remedies remained applicable within territorial waters.120 
Further controversy developed over whether the DHSA could be liti
gated in state courts;121 decisions generally construed the statutory 
jurisdictional language as limiting the Act exclusively to “the district 
courts of the United States in admiralty.” 122 In addition, some lower 
courts adopted state survival statutes to supplement the DHSA, since 
that Act made no provision for such an action.123

118 See note 33 supra.
119 See note 62 supra.
120 46 U.S.C. § 767 (1964). The ambiguous nature of this section has caused much 

controversy. The original bill provided in section seven that the “provisions of any 
State statute giving or regulating rights of action or remedies for death shall not be 
affected by this Act as to causes of action accruing within the territorial limits of any 
state.” See 59 Cong. Rec. 4482 (1920). However, Representative Mann forced an 
amendment to strike the concluding clause which incorporated the “territorial waters”' 
limitation. Id. at 4482-86. The result has been confusion at the lower court level.

121 Higa v. Transocean Airlines, 124 F. Supp. 13, 15 (D.C. Hawaii 1954), affd, 230 F.2d 
780 (5th Cir. 1955) (rejecting jurisdiction of state courts under “saving clause”). 
Contra, Batkiewicz v. Seas Shipping Co., 53 F. Supp. 802, 804 (S.D.N.Y. 1943).

122 Higa v. Transocean Airlines, 230 F.2d 780, 784 (5th Cir. 1955); King v. Pan Ameri
can World Airways, 166 F. Supp. 136, 139 (N.D. Cal. 1958); see Wilson v. Transocean 
Airlines, 121 F. Supp. 85, 98 (N.D. Cal. 1954). “The personal representative of the 
decedent may maintain a suit for damages in the district courts of the United States, 
in admiralty . . ..” 46 U.S.C. § 761 (1964).

123 Montgomery v. Goodyear Tire & Rubber Co., 231 F. Supp. 447, 452 (S.D.N.Y. 
1964). Williams v. Moran, Proctor, Mueser & Rutledge, 205 F. Supp. 208 (S.D.N.Y. 
1962); Petition of Gulf Oil Corp., 172 F. Supp. 911 (S.D.N.Y. 1959); United States 
v. The S.S. Washington, 172 F. Supp. 905 (E.D.Va. 1959). The Supreme Court indi
cated approval of such supplementation on the basis of similar principles developed in 
wrongful death cases. See Kernan v. American Dredging Co., 355 U.S. 426, 430 n.4 
(1958).

124 The Court in Lindgren felt constrained to interpret the Jones Act as manifesting 
congressional intent to promote uniformity in admiralty law. 281 U.S. at 44.

During this process of judicial interpretation and integration within 
federal maritime law, the compensatory theme constantly emerges as 
the dominant force only to be limited by requirements of constitutional 
uniformity.124 The use of state survival statutes to supplement both the 
Jones Act and the DHSA is troublesome in that it seems to run counter 
to the uniformity espoused by the Supreme Court in Moragne. Addi
tional confusion arises out of recent theoretical movements within the 
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conflicts of law arena which have affected admiralty courts by allowing 
them greater latitude in carrying out their compensatory intent.125

125 See Petition of Gulf Corp., 172 F. Supp. 911, 917-19 (S.D.N.Y. 1959) (claimant 
may recover if a common law forum could have provided the remedy).

126See, e.g., Hess v. United States, 361 U.S. 314, 318 (1960); Western Fuel Co. v. 
Garcia, 257 U.S. 233, 242 (1921); The Corsair, 145 U.S. 335 (1892) (dictum); The Scot
land, 105 U.S. 24, 29 (1881).

127 La Bourgogne, 210 U.S. 95, 138 (1908); The Scotland, 105 U.S. 24, 31-32 (1881) 
(when both ships in a collision are of the same nation). See The Hamilton, 207 U.S. 
398, 403 (1907) (collision). Justice Holmes sustained the extraterritorial application of 
Delaware law, because it was the state of incorporation and therefore the legislature 
had jurisdiction to determine the rights and liabilities of the parties.

128 See The James McGee, 300 F. 93, 96 (S.D.N.Y. 1924) (collision). Judge Hand 
interpreted The Hamilton to read that the law of the tortfeasor’s state of incorpora
tion created his rights and liabilities.

120 La Bourgogne, 210 U.S. 95, 116 (1908); The Belgenlan, 114 U.S. 355, 368-69 
(1885); The Scotland, 105 U.S. 24, 29-30 (1881); The Buenos Aires, 5 F.2d 425 (2d. 
Cir. 1924). Where there is a collision of ships of different nationalities and laws, the 
law of the forum must govern in the interest of fairness, since neither state should 
acquire a priority.

130 See generally Baxter & Harowitz, Toward a Federal Common Law Choice of 
Law, 14 U.C.L.A.L. Rev. 1191 (1967); Currie, The Choice Among State Laws in Mari
time Death Cases, 21 Vand. L. Rev. 297 (1968).

131 Richards v. United States, 369 U.S. 1, 15 (1962); Romero v. International Term. 
Operating Co., 358 U.S. 354, 383 (1958); Lauritzen v. Larsen, 345 U.S. 571, 582 (1953); 
McClure v. United States Lines Co., 368 F.2d 197, 201 (4th Cir. 1966) (U.S. seaman 
killed in French port); Griffin v. United Airlines, Inc., 416 Pa. 1, 203 A.2d 796 (1964).

132 345 U.S. 571 (1953).
133 A Danish seaman who joined a Danish ship in New York was injured in Havana 

harbor and claimed relief under the Jones Act. The court noted that “the criteria 
. . . appear to be arrived at from a weighing of the significance of one or more con
necting factors . . . .” Id. at 582. The factors enumerated were (1) the place of the 
wrongful act; (2) the law of the flag; (3) the allegiance or domicile of the injured 

THE CHOICE OF LAWS CONFLICT

Traditionally admiralty courts have applied rather rigid standards in 
determining which law to apply in recovery action. Where an injury 
occurred within territorial waters, the law of the contiguous state was 
employed.126 When an injury occurred on the high seas, the courts 
applied the law of the flag,127 and if two American ships collided, the 
law of the state of the offending vessel was subscribed to.128 When the 
ships were of different nationalities, the law of the forum governed.129 
The recent trend towards more meaningful choice of law principles130 
has had a telling effect upon admiralty law. Some courts have shifted 
from the strict acceptance of historic rules to freer concepts entailing 
the weighing of specific considerations.131 132

In 1953 the Supreme Court, in Lauritzen v. Larsen,122 suggested a new 
approach to the choice of law problem in maritime cases133 by espousing 
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the use of the law of the flag unless “some heavy counterweight” was 
clearly evidenced.134 135 136 Other courts have deferred to the “choice influenc
ing” considerations enumerated in the Lauritzen opinion.138 In addition, 
the alternative reference theory, which allows a court to look to the 
desired results before determining the applicable law, has been offered 
as a possibility where there is no clear-cut resolution of the conflict.130 
This flexible standard would be especially helpful in applying state 
statutes to supplement the Jones Act and the DHSA.137

parties; (4) the allegiance of the defendant shipowner; (5) the place of contracting; 
(6) the accessibility of a foreign forum; and (7) the law of the forum. Id. at 583-91.

134 Id. at 586.
135 See generally cases cited note 131 supra.
136 See Comment, The Application of State Survival Statutes in Maritime Causes, 

60 Colum. L. Rev. 534, 550-51 (1960).
137 A court could adopt a state survival statute which passed the threshhold “con

tact” test, thereby opening the doors to a remedy. Such a freedom of election would 
enhance the court’s capacity to further the federal goal of just compensation. See 
Currie, supra note 130, at 312. It would also help to eradicate the incongruous situa
tion in which the shipowner is luckier to kill than to injure. The Tungus v. Skov- 
gaard, 358 U.S. 588, 611 (1959) (Brennan, J., dissenting). A conflicts of law rationale 
for applying state substantive law instead of federal maritime law was utilized in 
Kenny v. Trinidad Corp., 349 F.2d 832, 836 (5th Cir. 1965). “A court enforcing an 
obligation created by a foreign state is bound to enforce the obligation as it finds 
it....” Id. at 837.

!38 See note 37 supra. There had been numerous pleas for such a Supreme Court 
ruling. See Kenny v. Trinidad Corp., 349 F.2d 833, 840-41 (5th Cir. 1955); The 
Supreme Court, 1958 Term, 73 Harv. L. Rev. 84, 151 (1959); Note, Unseaworthiness; 
A Basis for Absolute Liability Under the Jones Act? 53 Nw. L. Rev. 647, 654 (1958). 
See generally Hess v. United States, 361 U.S. 314, 330 (1960) (Harlan, J., dissenting); 
The Tungus v. Skovgaard, 358 U.S. 588, 611-12 (1959) (Brennan, J., dissenting).

Hornsby v. Fish Meal Co., 431 F.2d 865 (5th Cir. 1970) involved a mid-air collision 
of two small planes over territorial waters. Since the Louisiana wrongful death statute 
incorporated the defense of contributory negligence as a bar to recovery, the court 
held its decision in abeyance until the Supreme Court’s verdict in Moragne. The court 
of appeals expressed relief when the Moragne decision was announced: “What was a 
perplexing issue has been resolved by the deliverance of the Supreme Court, an event 
. .. we hopefully awaited.” Id. at 867.

139 398 U.S. at 393.

The Effects of Mor ague

IN GENERAL

The most immediate and obvious effect of the Moragne decision was 
that it overruled The Harrisburg, and in so doing recognized recovery 
for wrongful death under general maritime law.138 The Moragne Court 
reasoned that recent judicial and legislative advances overwhelmingly 
favored recovery for wrongful death as a uniform rule of American 
law.139 The necessary uniformity could not be attained, however, 
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where recovery was dictated by fortuitous circumstances rather than the 
equities at issue. To alleviate these injustices and to promote uniformity 
within federal admiralty law, it was necessary to eliminate the long
standing no-recovery rule. In justifying the Court’s failure to follow 
precedent, Justice Harlan referred to The Harrisburg as an “unjustifi
able anomaly” and The Tungus as its “corollary” in “spawning con
fusion”,140 and went on to suggest that a rule “which produces different 
results for breaches of duty in situations that cannot be differentiated in 
policy” should be the object of reconsideration.141 By removing the 
necessity of employing state remedial statutes, the Court hoped to rein
force the constitutionally based principle that federal admiralty law 
should operate uniformly throughout the country.142

140 Id. at 404. See note 87 supra and accompanying text.
144 398 U.S. at 405.
142 Id. at 401-02.
143 See note 83 supra. A resurgence of Chelentis v. Luckenbach S.S. Co., after it had 

been dealt a seemingly fatal blow by The Tungus, is consonant with the general tone 
of the Moragne decision.

144 See note 87 supra. Since the state statutes will still be applicable within terri
torial waters, application of the supremacy doctrine would alleviate such problems as 
arose in Hess v. United States, where the Oregon wrongful death statute required a 
higher standard of care than demanded at general maritime law. The counterargument 
of predominant state interests rests on soft footing without the teeth of a strong 
Tungus precedent. The state’s substantive law will probably not be enforced when it 
detracts from federal maritime law. See Garrett v. Moore-McCormack Co., 317 U.S. 
239, 245 (1942). Thus, even though the state statute provides contributory negligence 
as a bar to recovery, the court would not enforce this contradiction of admiralty’s 
comparative negligence rule.

145 Moragne v. States Marine Lines, Inc., 398 U.S. 375, 405 (1970).
146 See note 86 supra. This necessarily would make it extremely difficult for any 

application of state survival statutes to supplement the Jones Act or the DHSA. It 
would seem incongruous to support this continued supplementation when such use 
adds to disuniformity within the federal maritime system.

141 An exception to this is the Hess v. United States situation, where increased 
benefits result from the use of the state statute. 361 U.S. 314 (1960).

It might be argued that the supremacy doctrine will gain significantly 
in stature with the sub silentio overruling of The Tungus.143 If this is 
the case, courts in future years will look solely to general maritime law 
for substantive rights and liabilities when utilizing a state statute.144 
The Court’s desire for a rule which is “more simple and more just” 145 
emphasizes a future willingness to interpret strictly the “maritime and 
local” doctrine, thereby limiting the application of state statutes to 
territorial waters.146

From a practical standpoint, the courts may never find it necessary to 
shore up this cracked precedent since there is little reason for a claim
ant to plead a state wrongful death statute now that he has a right to 
recover in general maritime law.147 Where a state survival statute is 
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pled, The Tungus does not apply.148 Thus, Moragne does not appear 
to create any practical conflicts with existing precedent.

148 See note 190 infra. In the case of a state survival statute, the rationale of The 
Tungus does not apply since the statute does not provide a right to a new cause of 
action. The Court in The Tungus felt that it had to enforce the substantive elements 
of the state’s wrongful death statute since these limitations were rooted in the granting 
of the right. The crucial distinction in a survival statute is that the injured party has 
a right to recover for his injuries prior to death and the statute merely continues this 
right in his beneficiaries. The substantive principles of general maritime law govern 
because the right is rooted in admiralty. Thus, there is no uniformity problem without 
the conflict between state and federal law.

149 398 U.S. at 402. In addition, there are numerous cases upholding the use of state 
statutes within territorial waters. See, e.g., Hess v. United States, 361 U.S. 314 (1960); 
The Tungus v. Skovgaard, 358 U.S. 588, 604 (1959); Western Fuel Co. v. Garcia, 257 
U.S. 233, 242 (1921); Curtis v. Garcia Y Cia Ltd., 241 F.2d 30 (3rd Cir. 1957); Byrd 
v. Napoleon Ave. Ferry Co., 125 F. Supp. 573 (D. La. 1954), aff’d, 227 F.2d 958 (5th 
Cir. 1955), cert, denied, 351 U.S. 925 (1956). The passage of the Jones Act is indicative 
of a congressional intent simply to fill a gap in DHSA coverage rather than to pre
empt a field.

150 398 U.S. at 400.
151 See note 47 supra.
I«9 398 U.S. at 402.
155 See note 47 supra. However, the Supreme Court has shown no inclination to 

treat the Act as a complete remedial scheme. See Kernan v. American Dredging Co., 
355 U.S. 426, 430 n.4 (1958) (dictum). See also Romero v. International Term. Op
erating Co., 358 U.S. 354, 373 (1959). The key phrase in these situations is “not covered 
by the Act,” which sheds some light on the Court’s approach, since the reference in 
Kernan had to do with the adoption of a state survival statute on the high seas, an 
area not considered in the DHSA. See 398 U.S. 375, 402 (1970).

STATUTORY EFFECTS OF MORAGNE

The decision of the Supreme Court in Moragne reinforced the argu
ment that the Death on the High Seas Act was never meant to be the 
exclusive remedy for wrongful death recovery under maritime law.149 
In its opinion, the Court emphasized that “no intention appears that the 
Act have the effect of foreclosing any nonstatutory federal remedy that 
might be found to effectuate the policies of general maritime law.” 150 
Although congressional debates made it clear that the Act was intended 
to be the “exclusive right” for deaths on the high seas,151 some question 
remained as to whether it was also the sole means of recovery available 
at maritime law. The Moragne opinion concluded that the DHSA did 
not preclude a “remedy for wrongful death under general maritime law 
in situations not covered by the Act.” 152 The original intent of the Act 
was to create an exclusive and uniform right to recover for deaths on 
the high seas.153 Since the courts have construed its language to include 
a remedy for unseaworthiness, there is no compelling reason to warrant 
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an exception because of Moragne.154 * An argument can be made, how
ever, that if the nonseaman is denied this general maritime right on the 
high seas, a new anomaly might arise where the nonseaman has no 
choice of forum165 while his seaman counterpart can bring an action 
on the civil side of the court.156 157 * * This seemingly inequitable result might 
be justified under the traditional theory of the protective mantle ex
tended to seamen in their special role as “wards of the court.” 157 Should 
the nonseaman also be given an option, the Act would become a moot 
issue which was certainly not the intent of Congress.158

154 See note 115 supra.
156 It has been conceded generally that the admiralty courts have exclusive jurisdic

tion over the DHSA action. See Higa v. Transocean Airlines, 230 F.2d 780 (9th Cir. 
1955); Comment, Death on the High Seas Act: Aviation Disaster Litigants Con-fined 
to the Admiralty Forum, 55 Colum. L. Rev. 907 (1955). If the nonseaman cannot use 
the new cause of action, he will not be able to get a jury trial for death occurring 
on the high seas.

156 The seaman will not be precluded from using the new right on the high seas. 
See generally note 16 supra.

157 See note 56 supra and accompanying text.
See note 47 supra.

169 See notes 11 & 39 supra and accompanying text.
i«9 398 U.S. at 395.
161 Id.

The Moragne decision clarifies the question of recovery with respect 
to territorial waters by allowing a claimant to recover without resort to 
a state wrongful death statute.169 In reaching this result Judge Harlan 
enumerated three basic anomalies which existed in maritime wrongful 
death recovery prior to Moragne. The first arose from the absence of a 
general maritime remedy for wrongful death and the non-applicability 
of the DHSA in territorial waters.160 The combined result of these ex
clusions was to allow an injured seaman to recover on an unseaworthi
ness theory, yet at the same time bar death recovery to his beneficiaries 
where the state statute failed to provide them with a remedy. The 
Moragne Court solved this basic incongruity between injury and death 
recovery by granting a decedent’s personal representative a right of 
action under general maritime law.

A second anomaly existed in the fact that prior to Moragne an owner’s 
duty to provide a seaworthy ship in territorial waters was conditionally 
dependent upon the construction given by state courts to local statutes.161 
If an unseaworthiness claim was not recognized, no duty was placed 
upon him to provide a safe ship. Moragne eliminated this difficulty by 
requiring a death recovery for unseaworthiness in territorial waters 
regardless of local statute.

A final incongruity resulted from the Court’s earlier decision in 
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Lindgren v. United States,162 which required that the Jones Act super
cede all state death statutes in providing an exclusive right of recovery 
action for the death of a seaman. As a result, the seaman had no unsea
worthiness claim within territorial waters despite the state statute. The 
Moragne Court anticipated this preclusion in a footnote reference to 
Gillespie v. United States Steel Corp.163 and pointed out that their 
earlier holding in that case “did not disturb the seaman’s rights under 
general maritime law, existing alongside his Jones Act claim. . . .” 164 
In addition, the opinion asserted the overruling of The Harrisburg to be 
“beyond the preclusive effect of the Jones Act as interpreted in Gil
lespie.” 165 * Paradoxically, this final anomaly was eliminated by extend
ing to the seaman the same degree of protection as is given the long
shoreman by providing him a federal wrongful death recovery.160 The 
clarifying effect of the Moragne decision is best evidenced by the fact 
that it eliminated these anomalies and finally established a uniform stand
ard for maritime death recovery.167

162 281 U.S. 38 (1930).
163 398 U.S. at 396 n.12.
164 Id.
i®5 Id. The Court pointed out that the “maritime remedy for deaths of seamen in 

territorial waters will further” uniformity, and no question of preclusion of a federal 
remedy was before the Court as in Gillespie v. United States Steel Corp, or Lindgren v. 
United States.

I®6 The confining nature of the Jones Act as construed by Lindgren unfortunately 
placed the seaman at a distinct disadvantage. See note 111 supra.

I®7 The Court quoted from The Lottawanna, which referred to admiralty law as 
“a system of law coextensive with, and operating uniformly in, the whole country.” 
398 U.S. 375. 401 (1970), quoting 88 U.S. (21 Wall.) 558, 575 (1875).

188 398 U.S. at 403. The Court termed the refusal to grant such a remedy as “iuris- 
prudentially unsound.”

16° Id. The Court considered the “weighty considerations” of stare decisis and the 
anticipatory problems which could develop in granting the new cause of action. Id. 
at 403-05.

170 Chief Justice Waite had written in part to justify his decision in The Harris
burg, “[ijt is the duty of courts to declare the law, not to make it, we cannot change 
this rule.” 119 U.S. 199, 214 (1886).

171 The attitude of the Moragne Court is best expressed in a footnote in which it

FUTURE EFFECTS OF MORAGNE

The Moragne decision clearly accomplished its stated goal by resolv
ing many of the irregularities and inequities inherent within the federal 
maritime law.168 The depth of the Supreme Court’s commitment to 
equitable results in these circumstances can be found in its break with 
the longstanding no-recovery precedent,169 a move necessarily tainted 
with legislative design.170 Since Congress initially dealt with the death 
recovery issue in the DHSA,171 any additions or subtractions seemingly
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should reside within its control. However, the Court by its decision in 
Moragne has clearly entered the legislative domain and if Congress per
sists in its reluctance to take affirmative action,172 the Court may once 
again move into the legislative arena to resolve the numerous inequities 
which inhere in the present maritime survival action area.

refused to draw the conclusion from “negative legislation” that Congress had fore
closed reconsideration of prior judicial doctrine. 398 U.S. at 405 n.17. In the same 
footnote, the Court cited Fitzgerald v. United States Lines Co. for the proposition that 
Congress left it responsible for “fashioning the controlling rules of admiralty law.” Id. 
citing 374 U.S. 16, 20 (1963).

U2 Cf. 398 U.S. at 405 n.17 (1970).
173 Id. at 390. The Court reviewed the FELA, the Jones Act, and the DHSA, and 

concluded that there was no public policy against allowing recovery for wrongful 
death. Id.

174 Federal Employers’ Liability Act, 45 U.S.C. § 59 (1964).
175 There are 47 states which have statutes abrogating to some degree the com

mon law rule against survival actions for personal injuries. Comment, Survival of 
Actions Brought Under Federal Statutes, 63 Colum. L. Rev. 290 n.8 (1963). The 
simplest survival statute provides that all personal actions shall not abate on the death 
of the wronged person, but shall survive him. See Schumacher, Rights of Action Under 
Death and Survival Statutes, 23 Mich. L. Rev. 114, 116 (1924). The continuation of such 
a right in the deceased’s personal representative usually includes damages for pain and 
suffering, medical expenses, and loss of income. See Oppenheim, The Survival of Tort 
Actions and the Action for Wrongful Death—A Survey and a Proposal, 16 Tul. L. 
Rev. 386, 387 (1942).

176 See Gillespie v. United States Steel Corp., 379 U.S. 148, 159 (1964); Kernan v. 
American Dredging Co., 355 U.S. 426, 430 n.4 (1958); Cox v. Roth, 348 U.S. 207, 209 
(1955); Just v. Chambers, 312 U.S. 383, 387 n.4 (1941); United States v. The S.S. Wash
ington, 172 F. Supp. 905 (E.D. Va.), aff’d sub nom. United States v. Texas Co., 272 
F.2d 711 (4th Cir. 1959).

177 See 59 Cong. Rec. 4482-86 (1920). The only mention of “survival” was an in
artistic reference to wrongful death. See 59 Cong. Rec. 4482 (1920) (remarks of Rep
resentative Volstead); Petition of Gulf Oil Corp., 172 F. Supp. 911, 916 n. 28 (S.D.N.Y.
1959).

A GENERAL MARITIME SURVIVAL REMEDY

Support for the immediate creation of a general maritime survival 
remedy can be found in the arguments underlying the Moragne decision. 
As with a death recovery action, there seems to be no public policy 
against allowing such a survival recovery173 since that cause of action 
has already been incorporated into the Jones Act.174 175 In addition, the 
existence of numerous state survival statutes176 bespeaks a general accept
ance of this principle.178 Some critics might point to the absence of 
such a remedy in the DHSA as signifying legislative repudiation, but 
examination of Congressional debates dispels any argument for specific 
preclusion by indicating that this issue was never considered.177 Con
gress, rather, established a “policy favoring recovery in the absence of
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2 legislative direction to except a particular class of cases” 178 and has 
imposed a duty under general maritime law179 to provide recovery in 
all cases where that law is violated and death results. The broad sweep 
of these policies seems to support the extended reach of the judiciary 
in the maritime field.180 Until a survival remedy is recognized, certain 
inconsistencies within general maritime law will continue to exist.181 
At the present time, a seaman’s personal representative can recover for 
wrongful death employing an unseaworthiness remedy but must plead 
negligence under the Jones Act to recover for injuries suffered prior 
to death.182 In addition, the beneficiaries of a longshoreman have no 
action for survival injuries even though the Supreme Court has granted 
him “seaman” status.183 The recovery available to the longshoreman’s 
survivors depends solely upon the fortuitous circumstances of location. 
Only if the incident occurs within the territorial waters of a state which 
has a survival statute may the claimant recover.184 The law of survival 
actions like that governing wrongful death recovery has lagged behind 
state statutory developments and the general movement toward freer 
avenues of recovery.185 The arbitrary refusal to accept the continuation 
of a claim by the beneficiaries on the basis of the archaic felony-merger 
doctrine is no longer valid.186 This doctrine, however, remains as the 
basis for the common law refusal to recognize this right and is the key 
to the rationale underlying Justice Cardozo’s dictum in Cortes v. Balti-

178 398 U.S. at 393.
us Id. at 401.
180 The admiralty courts have not hesitated to improvise when the need was evident. 

See Mahnich v. Southern S.S. Co., 321 U.S. 96 (1944) (owner owes a seaman an abso
lute duty to provide a seaworthy ship); International Stevedoring Co. v. Haverty, 
272 U.S. 50 (1926) (longshoreman is a seaman for Jones Act coverage); The Hamilton, 
207 U.S. 398 (1907) (use of state statutes).

181 398 U.S. at 405 n.17.
182 Federal Employers’ Liability Act, 45 U.S.C. § 59 (1964) incorporated into the 

Jones Act, 46 U.S.C. § 688 (1964). Some courts have allowed the seaman to supple
ment the Jones Act with an unseaworthiness survival claim under an applicable state 
statute. See note 116 supra.

183See Seas Shipping Co. v. Sieracki, 328 U.S. 85 (1946). He might recover if the 
court allows the application of a state survival statute to supplement the DHSA. How
ever, such application potentially runs afoul of the uniformity doctrine. See note 14 
supra.

184 There is no uniformity problem in applying the state’s survival statute. See note 
148 supra.

185 Judicial statements indicate an awareness of the fact that the federal law of sur
vival has lagged far behind state statutory reforms. See, e.g., Cox v. Roth, 348 U.S. 
207, 210 (1955); Van Beeck v. Sabine Towing Co., 300 U.S. 342, 350-51 (1937); Peti
tion of Gulf Oil Corp., 172 F. Supp. 911, 916 (S.D.N.Y. 1959).

186 The Court found no contemporary justification for the common law rule. 398 
U.S. at 384.
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more Insular Line, Inc.,* 188 189 * 191 cited as the leading precedent for this prin
ciple.188 Since the Supreme Court has not spoken directly on the issue, 
the problem of binding precedent would seem to be less troublesome 
here than in Moragne.180 Such a recognition would not entail a new 
claim and the principles of general maritime law would apply without 
any necessity for additional elements.100 In comparison to the complex 
recognition process for wrongful death recovery, a survival right would 
encounter few transitional problems.191 Recognizing the broad consti
tutional basis empowering federal courts to fashion a federal law of the 
sea,192 the Court could easily justify the addition of a survival action in 
order to fashion a complete and uniform compensatory package in the 
general maritime law.

187287 U.S. 367 (1932) (seaman died of pneumonia).
188 Id. at 371. See McLaughlin v. Blidberg Rothchild Co., 167 F. Supp. 714, 715 

(S.D.N.Y. 1958); Holland v. Steag, Inc., 143 F. Supp. 203, 205 (D. Mass. 1956).
189 3 98 U.S. at 403-05. See Gillespie v. United States Steel Corp., 379 U.S. 148, 166 

(1964) (Goldberg, J., dissenting). “Stare decisis does not mean blind adherence to 
irrational doctrine.” Id. at 166.

199 The claims which the decedent had prior to death are maritime in orgin so the 
substantive elements of general maritime law apply. See Curtis v. A. Garcia Y Cia 
Ltda., 241 F.2d 30 (3d Cir. 1957). The court noted that the state survival statute pre
serves a claim “rooted” in general maritime law. Id. at 37.

191 An argument against recognizing a new cause of action in Moragne was the 
future need to supply the elements of the remedy. 398 U.S. at 405.

192 See note 15 supra.
193 See Petition of Gulf Oil Corp., 172 F. Supp. 911, 917-19 (S.D.N.Y. 1959).
194 See note 123 supra.
195 See Day, supra note 44, at 650 n.13; Comment, supra note 136, at 551.
196 See generally Currie, supra note 130.
197 See Baxter & Harowitz, supra note 130, at 1194; Currie, supra note 130, at 308;

Note, The Federal Common Law, 82 Harv. L. Rev. 1512, 1529 (1969); Comment, Death 
on State Waters—The Unsinkable Doctrine of Lex Loci, 17 Cath. U.L. Rev. 217, 226 
(1967). .

198 398 U.S. at 402.

The present utilization of state survival statutes is unsatisfactory 
because of the inconsistencies engendered.193 Although the Supreme 
Court has supported supplementation of the DHSA with a “pertinent 
state statute,” such action is discretionary at the lower court level.194 
A great deal depends upon the Court’s resolution of the conflicts of law 
problem195 196 and upon tbe revolutionary changes pervading the conflicts 
field; the application of a single state’s survival statute could be com
pletely erroneous,190 creating further confusion. One possible way to 
“narrow the field of uncertainty” would be for the Supreme Court to 
announce a federal conflicts of law policy.197 The Moragne decision, 
with its call for uniformity,198 could be the catalyst for such a move
ment. Where general maritime law is the product of federal judicial
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lawmaking, congressional intent should not control the issue, and there 
appears to be no reason why a federal conflicts principle could not be 
shaped to prevent forum shopping.190 Such a principle would be viewed 
as binding upon the state courts when applying admiralty law.199 200 The 
result would be to further the federal goal of compensation rather than 
to promote some particular state interest. The Moragne decision might 
well serve as the focal point about which the Supreme Court could 
fashion a cohesive body of general maritime law. The thrust of Moragne 
indicates a favorable Supreme Court reception to any necessary reor
ganization of judicial precedent in order to provide compensation within 
a uniform system of admiralty law.201

199 See Currie, supra note 130, at 308.
200 Such a choice of law would become a part of the substantive maritime law. The 

state would have to apply this choice so as not to run counter to an essential feature 
of the federal maritime law. See Madruga v. Superior Court, 346 U.S. 556, 560-61 
(1954); Just v. Chambers, 312 U.S. 383, 391 (1941).

This would insure that a federal choice of law principle governed rather than the 
interests of a particular state. It also would necessitate distinguishing The Tungus 
which supports the reverse hypothesis. Professor Leflar has established five factors upon 
which such a choice would revolve: (1) predictability of results, (2) maintenance of 
interstate and international order, (3) simplification of judicial task, (4) advancement 
of forum’s governmental interests, and (5) application of the better rule of law. See 
Baxter & Harowitz, supra note 130, at 1192-94. With the tremendous growth in com
mercial and recreational shipping, the federal interests of order and uniformity would 
be served best by such a federal choice of law governing all courts hearing admiralty 
cases. See Currie, supra note 130, at 308.

201 See note 167 supra.
202 See Kenney v. Trinidad Corp., 349 F.2d 832, 840 (5th Cir. 1965); McCoy, Mari

time Principles v. State Substantive Law in Wrongful Death Actions Arising on Inland 
Navigable Waters, 1965 ABA Sect. Ins., N. & C. L. 516, 529; Note, Judicial Expansion of 
Remedies for Wrongful Death in Admiralty: A Proposal, 49 B.U.L. Rev. 114, 148 
(1969).

299 398 U.S. at 405.
204 There is sufficient precedent on a number of the elements to spawn litigation.
206 The Jones Act came after the DHSA which created a strong presumption that 

the Congress intended to place the “true seaman” in a special category.

Conclusion

The ideal resolution of the numerous conflicts inherent in admiralty 
law lies not in judicial decree, but in federal legislation.202 The Supreme 
Court is conceptually limited by precedent and the Constitution in its 
attempts to create new law. Although the Court expressed confidence 
in Moragne that the new cause of action would not create innumerable 
difficulties,203 each element of the recovery will eventually have to be 
litigated.204 A seaman’s personal representative might argue that the 
Jones Act expresses the congressional intent which should govern these 
elements,205 while the nonseaman could draw these same analogies under 
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the DHSA.206 207 208 Justice Harlan spoke in Moragne about resolving these 
conflicts through existing analogies within the DHSA and state wrong
ful death acts.207 Unfortunately, the same provincialism which has 
plagued uniformity in the past208 will likely emerge again, especially 
in the areas of damages and recovery by beneficiaries where states have 
a special interest in their citizens’ welfare.209 The reluctance of the 
Court in Moragne to settle some of these issues is understandable, since 
the decision already bordered upon legislative infringement. Un
doubtedly final judicial resolution of these problems will be an exceed
ingly slow and costly process.

206 The nonseaman can also argue the doctrine of laches. The Court makes the 
presumption that the DHSA limitation would apply, but most precedent shows the 
courts drawing their analogies from the state statutes.

207 398 U.S. at 408.
208 The passage of the DHSA was plagued by the particular state interest groups who 

were bent on keeping regulatory control of maritime affairs within the state. See Wilson 
v. Transocean Airlines, 121 F. Supp. 85, 89-90 (N.D. Cal. 1954).

209 See Hess v. United States, 361 U.S. 314, 332 (1959).
210 The DHSA is often thought of as embodying the elements of general maritime 

law because of its general application.
211 See Day, supra note 44, at 683.

On the other hand Congress might build upon the DHSA210 to pre
sent a complete compensatory system.211 There is no logical rationale 
for perpetuating a system with inherent injustices or one which fails to 
differentiate as to the required duty of care. Even if it is necessary to 
distinguish between the seaman, longshoreman, and nonseaman, such 
distinctions can be accomplished through exceptions to a general rule. 
If the numerous problems which exist with regard to current maritime 
survival actions are to be eliminated, congressional response is essential.
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