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THE FEDERAL GRAND JURY

Leonard B. Boudin*

The federal grand jury, originally designed as a protection from 
government oppression of individual liberties, has been trans
formed into another weapon in the government’s investigative ar
senal. Mr. Boudin examines the grand jury and its relation to the 
grand jury witness and the criminal defendant. Concluding that 
reform is urgently needed if the grand jury is to fulfill its tradi
tional role, the author suggests several specific areas that require 
legislative reform.

The grand jury, like other legal institutions, can be both an instru
ment of justice and an instrument of oppression. In today’s society, 
with “law and order” a byword and federal criminal legislation expand
ing rapidly, strong safeguards will be increasingly needed to protect 
the individual from government oppression and lawlessness. The grand 
jury can play a significant role in this vital protection, but not without 
major reforms in its current use, because the traditional role of the 
grand jury as the arbiter of government prosecution has been eroded by 
recent government practice and Supreme Court decisions to a status 
as merely another weapon in the government’s fact-finding arsenal.

Long a part of our criminal justice system, the grand jury has had 
a tumultuous history. Indeed, the beginnings of the grand jury system 
can be traced back to the time of the Norman Conquest of England.* 1
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1 Some authorities are of the view that the criminal grand jury began with the Assize 
of Clarendon, issued by Henry II in 1166. See 1 W . H oldsworth, A H istory of Eng
lish Law 312-27 (7th ed. 1956); 1 J. Stephen, A H istory of the Criminal Law of 
England 184-86, 250-58 (1883). It is noteworthy that the grand jury has been elim
inated in England. The Criminal Justice Act of 1948, 11 & 12 Geo. 6, c. 58, § 83, sched. 
10, pt. I; Administration of Justice (Miscellaneous Provisions) Act of 1933, 23 & 24 Geo. 
5, c. 36, § 1.
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By the time the United States Constitution was adopted, the grand jury 
had become accepted as a screening device to allow prosecution of only 
those persons whom it had probable cause to believe were guilty of a 
crime.2 This function was formalized in the fifth amendment to the 
Constitution: “No person shall be held to answer for a capital or other
wise infamous crime, unless on a presentment or indictment of a Grand 
Jury . . . .” 3 The judicial charges to grand juries in the nineteenth 
century implemented the command of the fifth amendment by empha
sizing the grand jury’s duty to indict only upon evidence that would 
support a conviction by a trial jury.4

2 The grand jury, often referred to as a barrier between the government and a citi
zen, traditionally protects the latter against oppressive prosecution. Kuh, The Grand 
Jury “Presentment”: Foul Blow or Fair Play?, 55 Colum L. Rev. 1103, 1107-09 (1955).

3 U. S. Const, amend. V.
4 See Charge to Grand Jury, 30 F. Cas. 992, 993-94 (No. 18,255) (C.C. Cal. 1872); 

Charge to Grand Jury, 30 F. Cas. 998, 999 (No. 18,257) (C.C. Md. 1836).
5 While it may be technically possible to distinguish between a witness and a defend

ant by whether or not the individual has been indicted, it has been held that many 
rights of defendants must attach, not at indictment, but when a witness has reasonable 
cause to fear danger. Hoffman v. United States, 341 U.S. 479, 486 (1951). An even 
more recent view requires full protection when the investigative process “has begun 
to focus on a particular suspect.” Escobedo v. Illinois, 378 U.S. 478, 490 (1964); see 
notes 111-113 infra and accompanying text.

In recent years, however, as the scope of federal criminal law has 
expanded both in the regulation of business and in the area of organized 
crime and political conspiracy, the federal grand jury has assumed a 
broad investigative role and a corresponding potential for conduct 
which may result in embarrassment, infamy, and reprisal to innocent 
individuals. Unless measures are taken to limit the potential abuses of 
this new role, the grand jury may lose its original identity as a guardian 
of individual rights and an instrument of truth.

It is convenient to separate a discussion of the problems of the grand 
jury into two parts—those which involve witnesses and those which 
involve indicted or de facto defendants. The distinction is not always 
clear, since a witness may also be a potential defendant and can inad
vertently waive a constitutional right or privilege. If the witness is 
never charged with an offense, this waiver is not critical, unless it be
comes a lever for unauthorized intrusion; but if he should be charged, 
the waiver could override and irreparably impair his constitutional pro
tections. Such a potential defendant is entitled to have his rights pre
served throughout the criminal proceeding. Therefore, every part of 
the proceeding which involves a witness should protect that individ
ual’s rights, since he may ultimately become a defendant.5
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T he G rand J ury W itness

The witness at today’s grand jury hearing faces a host of legal 
problems, many of which stem from rules established when the grand 
jury was truly a screening device and which now conflict with the more 
modern view of individual rights. Witnesses in early grand jury pro
ceedings6 were denied the right to challenge the jurisdiction of the 
court or grand jury over the subject matter under inquiry,7 were re
quired to answer questions even in the absence of a specific charge 
against a particular person,8 and were not permitted to contest the 
relevancy and materiality of the grand jury’s questions.9 In general, 
witnesses were required to cooperate completely with the grand jury, 
unless the most fundamental constitutional rights were threatened.10

6 Early in this sense means about the beginning of the twentieth century, when the 
grand jury began to shift more radically from a screening device to an investigative 
force.

7 Blair v. United States, 250 U.S. 273, 282 (1919).
8 Hale v. Henkel, 201 U.S. 43, 59, 65 (1906). The Court in Hale required the witness 

to answer even though no particular person had been charged. W hile the intent of the 
Court was to further the screening capability of the grand jury, it was not difficult to 
employ this same holding to advance the grand jury’s investigative power. As a result, 
Hale may be said to have foreshadowed the shift in the purposes of the grand jury.

9 Nelson v. United States, 201 U.S. 92, 114-15 (1906).
10 Dicta in Hale and Blair suggest the right of a grand jury witness to assert his own 

fourth and fifth amendment rights. See Blair v. United States, 250 U.S. 273 (1919); Hale 
v. Henkel, 201 U.S. 43, 71 (1906); notes 49-102 infra and accompanying text. The 
right of a grand jury witness to assert his privilege against self-incrimination was upheld 
several years earlier in connection with a constitutionally insufficient grant of immunity. 
Counselman v. Hitchcock, 142 U.S. 547 (1892). For a discussion of present day prob
lems with immunity, see notes 83-102 infra and accompanying text.

11 See, e.g., Kastigar v. United States, 40 U.S.L.W. 4550 (U.S. May 22, 1972), aff’g 
Stewart v. United States, 440 F.2d 954 (9th Cir. 1971) (use immunity held constitutional); 
Miranda v. Arizona, 384 U.S. 436 (1966) (waiver of rights must be evidenced by an 
affirmative act and only after the suspect comprehends those rights); Murphy v. W ater
front Comm’n, 378 U.S. 52 (1964) (use immunity upheld in dual jurisdictional situ
ation); McNabb v. United States, 318 U.S. 332 (1943) (confessions obtained from 
suspects detained an unreasonable length of time without coming before a judicial 
officer are inadmissible); Sullins v. United States, 389 F.2d 985 (10th Cir. 1968) (record 
must show that the accused was offered counsel and knowingly rejected the offer).

Today’s grand jury witness is accorded very few of the basic rights 
which the greatly revamped modern rules of waiver, privilege, and 
immunity so firmly safeguard.11 Most significantly, the witness must 
submit to virtually unlimited grand jury questioning with respect to 
criminal matters, his constitutional rights endangered, without the bene
fit of counsel. Our society has no comparable institution which sanc
tions such interrogations of a person “legally” denied counsel.
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Summoned before the grand jury, the witness is faced with “a bar
rage of questions, often improper in the normal judicial setting, thrown 
at him by a group of reasonably intelligent citizens excited at the 
prospect of playing both lawyer and detective.” 12 This questioning is 
conducted by a prosecuting attorney and thus embodies all of the 
characteristics of a judicial, criminal proceeding. Faced with such ques
tioning, the witness, standing alone, is likely to become confused. 
Nevertheless, he is required either to invoke his fifth amendment right 
to remain silent, which may create suspicion and subject him to a con
tempt charge, or to make a statement which might be used against him 
in a subsequent trial. Is there any wonder why so much litigation con
cerning grand jury proceedings has arisen? Much of this litigation has 
involved specific constitutional rights, the waiver of these rights, and 
immunity from prosecution. It will be useful to examine in detail some 
of the more recent cases, bearing in mind the impact that the absence 
of counsel must have on the witness.

12 Meshbeshcr, Right to Counsel Before Grand Jury, 41 F.R.D. 189, 190 (1966).
13 1 C. W arren, T he Supreme Court in U nited States H istory 165-67 (rev. ed. 

1937).
14 See N.Y. Times, Dec. 3, 1952, at 1, cols. 7-8. See generally R. Brown, Loyalty and 

Security 77-81 (1958).
15 Compare Hearings on the Activities of United States Citizens Employed by the 

United Nations Before the Subconrm. to Investigate the Administration of the Internal 
Security Act and Other Internal Security Laws of the Senate Comm, on the Judiciary, 
82d Cong., 2d Scss. & 83d Cong., 1st & 2d Sess., pts. 1-6 (1952-1954) with  N.Y. Times, 
Dec. 3, 1952, at 1, cols. 7-8. See generally R. Brown, Loyalty and Security 77-81 (1958).

16 See Comment, Federal Grand Jury Investigations of Political Dissidents, 7 H arv. 
Civ. R ights—Civ. L ib. L. Rev. 432 (1972).

FIRST AMENDMENT RIGHTS

Federal grand juries have less than a clean slate with respect to the 
first amendment. The era of the alien and sedition laws was charac
terized by intemperate judicial charges to grand juries which were in
consistent with a concern for first amendment rights.13 It was not, 
however, until the late 1940’s that grand juries began vigorous inquiry 
into allegedly dissident political associations, including the independent 
secretariat of the United Nations,14 subpoenaing the very targets of the 
investigations, and paralleling, sometimes even duplicating, congres
sional committee investigations.15 Recently, there has been a resurgence 
of such grand jury investigations into at least marginally-protected ac
tivities, resulting in the assertion by scholars, newspapermen, and others 
of first amendment rights.16

The most celebrated case involved a clash between the alleged first
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amendment right of a newspaper reporter to protect his news sources 
and the necessity for grand jury investigations.17 Earl Caldwell, a black 
reporter for the N e rw York Times, had obtained confidential informa
tion about the Black Panther Party and was subpoenaed by the federal 
grand jury for the Northern District of California to testify about in
terviews he had conducted with officers of the party. Both Caldwell 
and the Times moved to quash the subpoena, asserting that the inter
views were privileged and that disclosure would have “a drastic chilling 
and repressive effect on First Amendment freedoms.” 18

17 In re Caldwell, 311 F. Supp. 358 (N.D. Cal. 1970).
is Id. at 360.
1» Id. at 362.
20  Caldwell v. United States, 434 F.2d 1081 (9th Cir. 1970), rev'd on other grounds 

sub norm., Branzburg v. Hayes, 40 U.S.L.W. 5025 (U.S. June 29, 1972). It must be rec
ognized that the bénéficient rule of Gibson v. Florida Legislative Investigation Commit
tee, here applied to grand juries, constituted a clear break with such cases as Braden v. 
United States, Wilkinson v. United States, and Barenblatt v. United States. Gibson v. 
Florida Legislative Investigation Comm., 372 U.S. 539 (1963); Braden v. United States, 
365 U.S. 431 (1961); Wilkinson v. United States, 365 U.S. 399 (1961); Barenblatt v. 
United States, 360 U.S. 109 (1959).

21 434 F.2d at 1085-86; see note 19 supra and accompanying text.
22 The district court had recognized the necessity of counsel by including in the 

protective order authorization for consultation with counsel outside the grand jury 
room during testimony. 311 F. Supp. at 362.

23 Branzburg v. Hayes, 40 U.S.L.W. 5025 (U.S. June 29, 1972).

The district court agreed that there was a valid confidential relation
ship to be protected, but at the same time recognized the public duty 
to testify in a grand jury proceeding. Accordingly, the court required 
Caldwell to appear before the grand jury under a protective order which 
prohibited the grand jury from requiring him to reveal his sources of 
information or the statements made to him without “a showing by the 
Government of a compelling and overriding national interest . . . .” 19 
Caldwell nevertheless failed to appear and was cited for contempt. He 
appealed, asserting that his mere attendance at the grand jury pro
ceeding would destroy the relationship of trust and confidence he 
enjoyed with his news source. The United States Court of Appeals for 
the Ninth Circuit agreed,20 comparing the grand jury proceeding to a 
legislative investigation, in which the sacrifice of first amendment free
doms had been required “only where a compelling need for the par
ticular testimony is demonstrated.” 21 Because the Court of Appeals ruled 
in favor of Caldwell, the problem of testifying without counsel was not 
reached.22

The Supreme Court decided Caldwell and two similar cases23 this 
term by a five-to-four vote. To Justice White, writing for the majority, 
the issue was relatively simple—1) citizens generally owe testimony to
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grand juries, 2) reporters are not entitled to special favors, and 3) there 
is no reason why “the public interest in law enforcement and in ensur
ing effective grand jury proceedings is insufficient to override the con
sequential, but uncertain, burden on news gathering . . . 24 Justice

24 Id. at 5032-33.
25 Id. at 5043.
26 Id. at 5039.
27 Id.
2M0 U.S.L.W . 5053 (U.S. June 29, 1972).
29  See Branzburg v. Hayes, 40 U .S.L.W . 5025 (U.S. June 29, 1972).
30 339 U.S. 382 (1950).
31 339 U.S. 162 (1950).
3 2  In re Popkin, —  F. 2d —  (1st Cir. 1972); In re Falk, 332 F. Supp. 938 (D. Mass. 

1971); In re Rodberg, 332 F. Supp. 930 (D. Mass. 1971), modified, 455 F.2d 753 (1st C ir.), 
modified m b  nom., Gravel v. U nited States, 40 U.S.L.W . 5053, 5060 (U.S. June 29, 1972).

Stewart’s dissent criticized the majority holding saying that the “Court’s 
crabbed view of the First Amendment reflects a disturbing insensitivity 
to the critical role of an independent press in our society,” 25 and 
adopted the reasoning of the court of appeals in Caldwell. Justice 
Douglas, dissenting, took a more advanced position which would grant 
a newsman absolute immunity from subpoena. Concurring, Justice 
Powell maintained that “no harassment of newsmen will be tolerated.” 26 
He added:

if the newsman is called upon to give information bearing only 
a remote and tenuous relationship to the subject of the investiga
tion, or if he has some other reason to believe that his testimony 
implicates confidential source relationships without a legitimate 
need of law enforcement, he will have access to the Court.27 *

The future, of course, will determine the impact of the Court’s 
decision in light of Justice Powell’s opinion. In any event, it is sufficient 
to note that compelling testimony will clearly have a “chilling effect” 
upon reporting, that, like Gravel v. United States™ it will add sub
stantially to grand jury power, and that it will render the press not only 
an investigative arm of the government, but also a testimonial arm dur
ing the subsequent criminal trial.29 30 31 More generally, the decision is 
reminiscent of the Court era typified by American Communications 
Association v. Douds,™ Dennis v. United States?1 and similar cases in 
which the Court was particularly insensitive to claims by allegedly sub
versive organizations that they were being denied basic rights.

The controversy over the Pentagon Papers led to grand jury pro
ceedings in Massachusetts in which scholars from Harvard, Princeton, 
and the Massachusetts Institute of Technology were subpoenaed to state 
their connection with the documents.32 The district court declined to
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extend the then prevailing Ninth Circuit Caldwell doctrine from news
men to scholars;33 however, the Court of Appeals for the First Circuit 
did restrict the Government’s wide-ranging inquiries into opinion.34

33 In re Falk, 332 F. Supp. 938, 941 (D. Mass. 1971).
34 In re Popkin, —  F.2d —  (1st Cir. 1972).
35 See Comment, Federal Grand Jury Investigations of Political Dissidents, 7 H arv. 

Civ. R ights—Civ. Lib. L. Rev. 432 (1972).
36 Levinson v. Attorney Gen., 321 F. Supp. 984 (E.D. Pa. 1970).
37 Id.
3 3 40 U.S.L.W. 5053 (U.S. June 29, 1972).
89 U.S. Const, art. I, § 6, cl. 1.
40 In re Rodberg, 455 F.2d 753 (1st Cir.), modified sub nom., Gravel v. United States, 

40 U.S.L.W. 5053, 5060 (U.S. June 29, 1972).

Grand jury investigations of Black Panthers, Weathermen, and other 
allegedly dissident groups have posed first amendment problems because 
of the breadth of their inquiries.35 A federal grand jury investigation 
in Philadelphia resulted from a N ew  York Times advertisement by 
prominent editors and writers calling on the public both to appeal to 
the California Adult Authority to reinstate the parole of Eldridge 
Cleaver and to contribute to the cost of the advertisement. The subpoena 
duces tecum sought the names of the responsive public in an inquiry 
into “mail fraud,” the nature of which was never elucidated. The 
courts declined to quash the subpoena when, after argument, the Gov
ernment withdrew its request for names and limited its request to finan
cial records.36 In a suit for a declaratory judgment, the district court 
held that the first amendment did not require a showing of probable 
cause.37 *

CONGRESSIONAL IM M U N IT Y

The Pentagon Papers inquiry led to a second clash, this time with 
congressional power, in the case of Gravel v. United States.™ The issue 
was whether the grand jury had the authority to examine Dr. Leonard 
Rodberg, an aide to Senator Gravel, with respect to the Senator’s 
reading of the Pentagon Papers at a Senate subcommittee hearing and 
arranging for their publication.

The Court of Appeals for the First Circuit applied the speech or de
bate clause of the Constitution39 to enjoin any inquiry about the Sen
ator’s conduct at the subcommittee meeting, and if the questions were 
to be directed to the motives or purposes behind the Senator’s conduct 
at that meeting, the ban extended to any communications with him or 
with his aides.40 Furthermore, Dr. Rodberg could not be questioned 
“with respect to any act ‘in the broadest sense’ within the scope of his
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employment” as a legislative aide.41 The Supreme Court agreed that 
the speech or debate clause applied to the Senator, to his aide, and to 
his conduct and motives in arranging the committee hearing, but it 
held the clause inapplicable to his aide’s testimony about the publication 
of the papers, about the source of the Senator’s possession, or to con
duct relevant to third party crime.42

41 Gravel v. United States, 40 U.S.L.W. 5053, 5059 (U.S. June 29, 1972).
42 Id. at 5059.
43 Id. at 5066 (Brennan, J., dissenting).
^ l d .  at 5067 (Brennan, J., dissenting).
45 See Barenblatt v. United States, 360 U.S. 109 (1959).
4 0 40 U.S.L.W. at 5067 (Brennan, J., dissenting).
47 I would construe the Speech and Debate Clause to insulate Senator Gravel 

and his aides from inquiry concerning the Pentagon Papers, and Beacon 
Press from inquiry concerning publication of them, for that publication was

Three dissents in Gravel illuminate the expansion of grand jury 
power. To Justice Brennan, the decision “so restricts the privilege of 
speech and debate as to endanger the continued performance of legis
lative tasks that are vital to the workings of our democratic system.” 43 
Commenting upon Woodrow Wilson’s view of the “informing func
tion” of Congress, he concluded that “the activities of Congressmen in 
communicating with the public are legislative acts protected by the 
Speech or Debate Clause.” 44 The reference to the “informing func
tion” is ironic for those who observed the Court’s earlier reliance upon 
it to increase congressional power to investigate the citizen’s political 
views and associations.45

Reminding the Court of earlier politicized grand juries, Justice Bren
nan said:

It requires no citation of authority to state that public concern 
over current issues—the War, race relations, governmental inva
sions of privacy—has transformed itself in recent years into what 
many believe is a crisis of confidence, in our system of govern
ment and its capacity to meet the needs and reflect the wants of 
the American people. Communication between Congress and the 
electorate tends to alleviate that doubt by exposing and clarifying 
the workings of the political system, the policies underlying new 
laws and the role of the Executive in their administration.46

Justice Douglas, equally cogent in his discussion of the Pentagon 
Papers and in his criticism of the grand jury system, argued that the 
speech or debate clause insulated Senator Gravel, his aides, and the 
publishers from inquiry concerning publication which “was but another 
way of informing the public.” 47 Justice Stewart objected that the re-
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versal was upon an issue for which review had not been sought by 
the Government—the First Circuit’s ruling that the speech or debate 
clause bars all grand jury questioning of a member of Congress regard
ing his sources of information. He warned of the danger that “a Con
gressman may be subpoenaed by a vindictive Executive.” 48

FOURTH AMENDMENT RIGHTS

Long ago the Supreme Court recognized that fourth amendment 
protections cannot be sacrificed in a grand jury investigation: “the wit
ness . . .  is entitled to assert that the subpoena was an infringement upon 
the Fourth Amendment to the Constitution.” 49 However, recent cases 
and legislation have underscored the conflict between the grand jury’s 
claimed need for information and the individual’s constitutional right 
to be free from unreasonable government interference.

Most of these cases involve wiretapping and electronic surveillance. 
For many years, the Government failed to disclose the existence of any 
such surveillance.50 More recently, the Solicitor General has acknowl
edged use of wiretapping,51 and the Supreme Court has remanded most 
of these cases for a determination of whether the wiretap was the source 
of evidence.52 Congress responded to this situation by enacting title III 
of the Omnibus Crime Control and Safe Streets Act of 1968,53 providing 
for judicial authorization of wiretapping, but making unauthorized 
wiretapping illegal and its fruits inadmissible in any proceeding, includ
ing grand jury hearings.54 The language of the statute would seem to 
be unequivocal, but nonetheless courts have struggled with the question 
of whether or not the statute protects a grand jury witness.

The Court of Appeals for the Third Circuit, in a case concerning 

but another way of informing the public as to what had gone on in the 
privacy of the Executive Branch concerning the conception and pursuit of 
the so-called “war” in Vietnam. Alternatively, I would hold that Beacon 
Press is protected by the First Amendment from prosecution for publish
ing or undertaking to publish the Pentagon Papers. t

Id. at 5061 (Douglas, J., dissenting).
4 3  Id. at 5060 (Stewart, J., dissenting).
49 Hale v. Henkel, 201 U.S. 43, 71 (1906).
50 It was only in rare cases that such wiretapping came to light. See, e.g., Nardone v. 

United States, 302 U.S. 379 (1937); Copion v. United States, 191 F.2d 749 (D.C. Cir. 
1951), cert, denied, 342 U.S. 926 (1952); United States v. Copion, 185 F.2d 629 (2d Cir. 
1950), cert, denied, 342 U.S. 920 (1952).

51 See, e.g., Aiderman v. United States, 394 U.S. 165 (1969); Katz v. United States, 
389 U.S. 347 (1967); Black v. United States, 385 U.S. 26 (1966).

52 Aiderman v. United States, 394 U.S. 165, 186-87 (1969); Black v. United States, 
385 U.S. 26, 29 (1966).

53 18 U.S.C. §§ 2510-20 (1970).
54 Omnibus Crime Control and Safe Streets Act of 1968 § 802, 18 U.S.C. § 2515 (1970).
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the grand jury contempt citation of Sister Joques Egan,55 found in a 
comprehensive opinion that 1) Sister Egan was an “aggrieved person” 
under title III56 because her grand jury subpoena was based upon an 
illegal wiretap;57 2) the motion to suppress procedure contained in 
title III58 is available to a witness even though a grand jury hearing is 
not specifically listed in section 802 ;59 and 3) the grant of immunity60 
from future prosecution did not deprive Sister Egan of standing to 
raise the allegedly illegal wiretapping as a defense to a proposed judg
ment of civil contempt,61 “because she is not complaining of Fifth 
Amendment violations, but rather of Fourth Amendment ones.” 62 The 
court stated further that Sister Egan would have a fourth amendment 
defense even if there were no statutory defense to the judgment.63 
After distinguishing several cases involving fourth amendment attacks 
on grand jury proceedings,64 the court required that a hearing65 be

55 In re Egan, 450 F.2d 199 (3d Cir. 1971), affd sub. nom., Gelbard v. United States, 
40 U.S.L.W. 4862 (U.S. June 26, 1972).

56 “ ‘Aggrieved person’ means a person who was a party to any intercepted wire or 
oral communication or a person against whom the interception was directed.” Omnibus 
Crime Control and Safe Streets Act of 1968 § 802, 18 U.S.C. § 2510(11) (1970); see 
Aiderman v. United States, 394 U.S. 165.17-72 (1969).

57 450F.2d at 203, 209.
58 Section 802 of the Act allows “any aggrieved person in any trial, hearing, or pro

ceeding” to move to suppress the contents or evidence derived from an illegal wire
tapping. The grounds for such a motion are (1) illegal interception, (2) insufficiency 
of the enabling court order, or (3) that the interception was not made in conformity 
with the order. 18 U.S.C. § 2518(10) (a) (1970).

59 450 F.2d at 203.
00 The phrase “grant of immunity” is misleading. Immunity is not granted, it is 

thrust upon the witness. Once an immunity order is issued, a witness who refuses to 
comply with it may be subject to a charge of contempt. Organized Crime Control Act 
of 1970 § 201(a), 18 U.S.C. 6002-03 (1970); see notes 89-102 infra and accompanying 
text.

61 Omnibus Crime Control and Safe Streets Act of 1968 § 802, 18 U.S.C. § 2515 (1970).
02 450 F.2d at 210. The grant of immunity creates no problem with the fourth amend

ment defense, because, as the court observed, “even though Sister Egan has been offered 
immunity from prosecution, she continues to have a substantial interest in preventing the 
Government from compounding its original violation of her privacy by forcing her to 
answer questions that would concededly not be asked absent the information discovered 
through the use of unwarranted wiretaps.” Id. The court also noted that “Sister Egan 
by virtue of the Government’s grant of immunity is unlikely to become a criminal 
defendant and thus not be able to vindicate her rights in a future criminal proceeding.” 
Id. at 209.

«3 Id. at 210.
04 Id. at 213-15; see Caldwell v. United States, 434 F.2d 1081 (9th Cir. 1970), rev’d an 

other grounds sub nom., Branzburg v. Hayes, 40 U.S.L.W. 5025 (U.S. June 29, 1972)
(fourth amendment issue not reached); Carter v. United States, 417 F.2d 384 (9th Cir. 
1969), cert, denied, 399 U.S. 935 (1970) (witnesses attempted to assert on their own 
behalf the protections afforded by the fourth amendment to a third party); United 
States ex rel. Rosado v. Flood, 394 F.2d 139 (2d Cir.), cert, denied, 393 U.S. 855 (1968)
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held whenever illegal wiretapping is alleged by a grand jury witness.* * 65 66

(witnesses before grand jury have no standing to question the source of Government’s
information).

65 450 F.2d at 210; see Aiderman v. United States, 394 U.S. 165, 180-85 (1969). The 
Government must disclose the content of the illegal wiretap, and all taps relating to it; 
and the court must determine the connection between the illegal taps and the question 
propounded before the grand jury. If an independent basis for the question exists apart 
from the illegal taps, the question may still be put to the witness. 450 F.2d at 211, 216.

66 On facts strikingly similar to those in Egan, Chief Judge Bazelon held that section 
802 of the Omnibus Crime Control and Safe Streets Act of 1968 provides a completely 
adequate ground for reaching the same result as Egan. In re Evans, 452 F.2d 1239 (D.C. 
Cir. 1971), cert, denied, 40 U.S.L.W. 3610 (U.S. June 26, 1972). The Evans court dis
tinguished contrary holdings in the Fifth and Ninth Circuits. See Bacon v. United 
States, 446 F.2d 667 (9th Cir. 1971); United States v. Gelbard, 443 F.2d 837 (9th Cir. 
1971), rev'd, 40 U.S.L.W. 4862 (U.S. June 26, 1972); Dudley v. United States, 427 F.2d 
1140 (5th Cir. 1970). In a dissenting opinion, however, Judge Wilkey denied any dis
tinction between these cases and the Evans situation. 452 F.2d at 1262-63.

67 Gelbard v. United States, 40 U.S.L.W. 4862 (U.S. June 26, 1972).
63 Id. at 4870.
69 Id.
70 388 U.S. 41 (1967).
71 40 U.S.L.W. at 4871 (Rehnquist, J., dissenting). - . '
72 251 U.S. 385 (1920).

The Supreme Court affirmed the Third Circuit and reversed a con
trary decision of the Ninth Circuit.67 While Justice Douglas concurred 
on fourth amendment grounds as well, Justice White based his con
currence only on statutory grounds, stating that “ [t]his unquestionably 
works a change in the law with respect to the rights of grand jury 
witnesses, but it is a change rooted in a complex statute . . . 68 He
admonished, however, that where the interception was based upon court 
order, “there may be room for striking a different accommodation be
tween the due functioning of the grand jury system and the federal 
wiretap statute.” 69 70 This statement is of questionable validity. While 
the Court had very shortly before this decision held that there was no 
inherent executive wiretapping power, this is not to say that wiretapping 
or eavesdropping pursuant to judicial order, as in Berger v. N ew  York™ 
may not be invalid because, inter alia, of the constitutional invalidity 
of the statute and the insufficiency of the application for the judicial 
order.

The dissent of Justice Rehnquist described the decision as a “sharp 
break . . . with the historical modus operandi of the grand jury,” 71 72 a 
most doubtful observation in light of Justice Holmes’ opinion in Silver
thorne Lumber Co. v. United States.1'2 The more important question is 
whether the modern day use of the grand jury and the consistent pat
tern of illegal government conduct does not constitute a sharper break 
from grand jury history.
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Of course, as the cases of John Wilkes13 and Boyd v. United States14 
indicate, unlawful searches and seizures existed long before electronic 
surveillance. This accounts for references in early grand jury cases to 
witnesses’ fourth amendment rights.73 74 75 These principles were recently 
applied to limit the powers of grand juries to compel witnesses to furnish 
handwriting, and voice exemplars.

73  19 T . H owell, State T rials 981 (1763).
74  116 U.S. 616 (1886) (compulsory production of a person’s private papers violates 

the fourth am endm ent).
7 5  Hale v. Henkel, 201 U.S. 43, 70-71 (1906).
7 6 442 F.2d 276 (7th Cir. 1971), cert, granted, 40 U.S.L.W . 3568 (U.S. May 30, 1972) 

(No. 71-229).
77  454 F.2d 580 (7th Cir. 1971), cert, granted, 40 U.S.L.W . 3568 (U.S. M ay 30, 1972) 

(No. 71-850).
1 9 ,ld. at 584-85, citing Oklahoma Press Publishing Co. v. W alling, 327 U.S. 186, 209 

(1946).
7 9  Id. at 585.
8 0  Ullman v. United States, 350 U.S. 422, 426 (1956), quoting  E. G riswold, T he F ifth 

A mendment T oday 7 (1955).
8 1  See Kastigar v. United States, 40 U.S.L.W . 4550 (U.S. May 22, 1972). In this case 

upholding a use immunity statute, Justice Powell stated: “T he privilege reflects a com-

The Seventh Circuit in In re Dionisio13 held that compelling a 
person to furnish an exemplar of his voice is as much within the scope 
of the fourth amendment as is compelling him to produce his books 
and papers. As such, the court held that reasonableness must be estab
lished by the Government. The same principle was applied by that 
court in Mara v. United States11 to handwriting and printing exemplars. 
It held that the Government must present its supporting affidavit in 
open court, under our adversary system, and that the Government’s 
affidavit must show “that the grand jury investigation was properly 
authorized, for a purpose Congress can order, that the information 
sought is relevant to the inquiry, and that the grand jury’s request for 
exemplars is ‘adequate, but not excessive, for the purposes of the rele
vant inquiry.’ ” 78 The court also observed that because a request for 
exemplars was unusual “the Government must affirmatively show that 
the grand jury process is not being abused.” 79

FIFTH AMENDMENT RIGHTS

The right of a witness to assert his fifth amendment protection 
against self-incrimination has been described as “one of the great land
marks in man’s struggle to make himself civilized.” 80 This protection 
applies wherever inquiries might result in criminal proceedings, in
cluding stages such as the grand jury which are preliminary to the 
formal criminal proceedings instituted by complaint or indictment.81



1972] G rand Jury 13

While the privilege has been interpreted expansively in favor of the 
witness, including the grand jury witness,52 it has been eroded in recent 
years by the enactment of immunity laws held valid by the Supreme 
Court.

The first privilege-immunity case was Counselman v. Hitchcock,88 
where the Court held that testimony could not be compelled under a 
federal law prohibiting only governmental use of the compelled state
ments. This led to an immunity law granting transactional immunity 
which the Court upheld in Broiim v. Walker,* * * * * 82 * 84 on the theory that the 
“criminality” had been removed. The dissents, supported by a literal 
construction of the fifth amendment, urged that the privilege created 
an absolute right of silence which no grant of immunity could over
come.85

plex of our fundamental values and aspirations . . . .  It can be asserted in any proceed
ing, civil or criminal, administrative or judicial, investigatory or adjudicatory; and it
protects against disclosures which the witness reasonably believes could be used in a
criminal prosecution or could lead to other evidence that might be so used.” Id. (cita
tions omitted).

82 Hoffman v. United States, 341 U.S. 479, 486-87 (1951).
88 142 U.S. 547 (1892).
84 161 U.S. 591 (1896).
^>ld. at 610-38 (Shiras & Field, JJ., dissenting). See generally Boudin, The Constitu

tional Privilege in Operation, 12 Lawyers G uild Rev. 128 (1952); Boudin, The Immunity 
Bill, 42 G eo.L.J.497 (1954).

86 See Hale v. Henkel, 201 U.S. 43 (1906).
87 Ch. 769, § 1, 68 Stat. 745, repealed, Organized Crime Control Act of 1970, Pub. L. 

No. 91-452, § 228(a), 84 Stat. 930.
8 8 Ullmann v. United States, 350 U.S. 422, 430-31 (1956); see Counselmann v. H itch

cock, 142 U.S. 547 (1892).
89 Omnibus Crime Control and Safe Streets Act of 1968 § 802, 18 U.S.C. § 2514 (1970), 

repealed, Organized Crime Control Act of 1970, Pub. L. No. 91-452, §§ 227(a), 260, 84 
Stat. 930, 931.

90 Organized Crime Control Act of 1970 § 201(a), 18 U.S.C. §§ 6001-05 (1970). “ [N]o 
testimony or other information compelled under the order (or any information directly

There then followed a series of federal statutes granting transac
tional immunity, which were held to be constitutional on the ground 
that the witness was no longer subject to prosecution.86 87 88 89 90 In 1955, 
paralleling the argument made in Counselman, the Immunity Act of 
1954s7 was challenged on the more substantial ground that the testi
mony did not relieve the witness of serious criminal and civil disabilities 
in the area of his testimony. The Court refused, somewhat unrealisti
cally, to anticipate the dangers suggested by the witness.88

Congress followed the transactional immunity pattern in 1968,89 but 
two years later deviated from a nearly century old course by enacting a 
law granting immunity only from the use of the compelled testimony 
or its fruits.99 This use immunity statute was recently upheld by the
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Supreme Court in Kastigar v. United States.* * * * * * * * * * * * * * * * * * * * * * * * * * 91 Justice Powell, writing 
for the majority, explained that under English precedents the public 
has a right to know every individual’s evidence92 and that the sixth 
amendment recognizes a testimonial duty.93 He also acknowledged, 
however, the most important exception to compulsory testimony—the 
fifth amendment privilege against self-incrimination.94 Explaining that 
the immunity statutes “seek a rational accommodation between the im
peratives of the privilege and the legitimate demands of Government 
to compel citizens to testify,” 95 Justice Powell held that immunity from 
use and derivative use satisfies constitutional requirements96 because it is 
“coextensive with the scope of the privilege against self-incrimination, 
and therefore is sufficient to compel testimony over a claim of privi
lege.” 97 Central to the holding was the Court’s imposition on the 
prosecution of the affirmative duty to prove that the evidence it pro-

or indirectly derived from such testimony or other information) may be used against
the witness in any criminal case, except for a prosecution for perjury, giving a false
statement, or otherwise failing to comply with the order.” Id. § 6002.

The Organized Crime Control Act of 1970 also repealed or reformed all existing
federal immunity statutes. Pub. L. No. 91-452, § 260, 84 Stat. 931. The most important
of these was the transactional immunity provision of section 802 of the Omnibus Crime
Control and Safe Streets Act of 1968. This transactional provision was repealed effective
December 14, 1974, and thereafter use immunity will prevail in federal law. 18 U.S.C.
§ 2514 (1970), repealed, Organized Crime Control Act of 1970, 227(a), 260, 84 Stat.
930, 931.

Grants of immunity for grand jury investigations were somewhat limited in In re
Vericker. 446 F.2d 244 (2d Cir. 1971). The Court of Appeals for the Second Circuit
held that a witness may decline to answer questions despite a grant of immunity, if the
crime under investigation was “not within the permissible grant of immunity.” Id. at
248. Thus, Vericker limits grants of immunity to specified crimes under federal law.

One further point worthy of note is the holding in In re Russo that a witness
granted immunity is entitled to a transcript of his grand jury testimony. 53 F.R.D. 564
(C.D. Cal. 1971). The court there held that Russo, having been granted immunity and
found in contempt when he continued to refuse to answer, could purge himself of con
tempt by promising to testify on the condition that he would receive a transcript of
his testimony within 36 hours. The court reviewed secrecy objections and the conten
tion of the Government that Russo had failed to meet the “particularized need” test of
United States v. Procter & Gamble Co. Id. at 572-74; see 356 U.S. 677 (1958). The
court found that none of the traditional reasons for secrecy would be violated if the
witness were given a copy of his own testimony, and that the particularized need test
would not apply in such a case. 53 F.R.D. at 572.

91 40 U.S.L.W. 4550 (U.S. May 22, 1972).
92 Id. at 4551.
93 Id.
»4 Id.
™ Id. at 4552.
96 Id. at 4554. The constitutional test of an immunity statute was established in Coun

selman v. Hitchcock. 142 U.S. 547, 585 (1892). See also Murphy v. W aterfront Comm’n, 
378 U.S. 52, 54,78 (1964).

9 ? 40 U.S.L.W. at 4554.
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poses to use is derived from a legitimate source wholly independent of 
the compelled testimony.98

98 Id. at 4556.
99 Id. at 4558 (Douglas, J., dissenting).
100 ZtZ. (Marshall, J., dissenting).
101 Id. at 4559 (Marshall, J., dissenting). Justice Marshall explained that “the paths of 

information through the investigative bureaucracy may well be long and winding, and 
even a prosecutor acting in the best of faith cannot be certain that somewhere in the 
depths of his investigative apparatus, often including hundreds of employees, there was 
not some prohibited use of the compelled testimony.” Id.

102 Id. at 4558 (Douglas, J., dissenting).
103 Fed. R. Crim. P. 6 (d ).
104 The Court of Appeals for the Ninth Circuit recently disposed of this question, 

saying that “ [t]he point about counsel before the grand jury is well settled adverse to 
[appellant] Catalano.” Catalano v. United States, 444 F.2d 1095 (9th Cir.), cert, denied, 
404 U.S. 1001 (1971). However, a California district court explicitly has authorized con
sultation with counsel during testimony before the grand jury as part of a protective 
order. In re Caldwell, 311 F. Supp. 358, 362 (N.D. Cal. 1970). The Ninth Circuit did 
not reach the question of counsel in their consideration of Caldwell. See Caldwell v. 
United States, 434 F.2d 1081 (9th Cir. 1970), rev’d cm other grounds sub nom., Branz-

Justice Douglas, in dissent, lamented the Court’s departure from the 
transactional immunity test, contending that use immunity allows the 
Government “to grant far less than it has taken away.” 99 Justice Mar
shall joined in dissent, arguing that a grant of immunity “must put 
him [the defendant] in precisely the same position, vis-a-vis the gov
ernment that has compelled his testimony, as he would have been had 
he remained silent in reliance on the privilege.” 100 Justice Marshall 
went on to explain that use immunity not only relegates the accused to 
reliance on prosecutorial good faith since the question of taint is 
uniquely within the prosecutor’s knowledge, and the Government can 
easily meet the burden of showing an independent source, but in some 
cases even the prosecution might fail to realize the derivative effect of 
incriminating testimony on a later prosecution.101

Kastigar thus raises grave doubts as to whether the fifth amendment 
privilege against self-incrimination remains absolute. Quite simply, the 
Government can compel self-incriminating testimony and later prose
cute the witness for a crime relating to the testimony. This would 
clearly seem abhorrent to the fifth amendment.102 103

COUNSEL FOR THE GRAND JU R Y  WITNESS

Rule 6(d) of the Federal Rules of Criminal Procedure™* does not 
allow a witness’ counsel to be present in the grand jury room, and 
federal courts generally will not entertain a motion that counsel be 
admitted.104 This is based largely on In re Groban,™^ in which the
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Supreme Court held that counsel need not be furnished when a witness 
was called upon to testify at a proceeding conducted by the state fire 
marshal. But Supreme Court developments in the last few years con
cerning the right to counsel, the privilege against self-incrimination, and 
waiver of constitutional rights have undermined the contemporary sig
nificance of the Groban principle.* * * * * * * * * 105 106 107 *

burg v. Hayes, 40 U.S.L.W. 5025 (U.S. June 29, 1972); notes 20-22 supra and accom
panying text.

In an Alabama preliminary hearing case, Chief Justice Burger dissented vigorously
from a holding which required counsel at such a hearing, saying that “ [i]f the current
mode of constitutional analysis subscribed to by this Court in recent cases requires that
counsel be present at preliminary hearings, how can this be reconciled with the fact
that the Constitution itself does not permit the assistance of counsel at the decidedly
more ‘critical’ grand jury inquiry?” Coleman v. Alabama, 399 U.S. 1, 25 (1970)
(Burger, J., dissenting).

105 352 U.S. 330 (1957).
106 See Meshbesher, supra note 12, at 205.
107 378 U.S. 478 (1964).

1 108 384 U.S. 436 (1966).
109 W hen answering a question at a grand jury proceeding, the average witness may 

not be aware of his waiver of the privilege against self-incrimination. Once waiver 
occurs, however, even if it is inadvertent, the witness can be cited for contempt if he 
then claims privilege for an area that he has opened up with his testimony. The only 
exception is where an answer would increase the degree of incrimination. This waiver 
rule in the grand jury hearing threatens the fundamental right against self-incrimi
nation, posing a severe threat to individual rights. See Comment, The Grand Jury 
Witness'1 Privilege Against Self-Incrimination, 62 Nw. U.L. Rev. 207, 219, 228-32 (1971).

no Judge Wilkey, dissenting in In re Evans, points out what a mockery this coming 
and going makes of the grand jury proceeding. At one point, the witness left the grand 
jury room at 1:59 p.m., returned at 3:48 p.m., was asked the same question, again left 
the room, and finally, “on her return, read a prepared statement raising every con
ceivable objection.” 452 F.2d 1239, 1253 (D.C. Cir. 1971), cert, denied, 40 U.S.L.W. 
3610 (U.S. June 26, 1972).

The rule prohibiting counsel to a grand jury witness has three con
sequences. First, it patently conflicts with the spirit, if not the letter, 
of the holdings in Escobedo v. Illinois™1 and Miranda v. Arizona;™3 
second, it subjects the witness to the waiver doctrine, namely that one’s 
ignorance of the law may lead him to waive his constitutional rights;109 
third, it can lead to repeated interruptions of grand jury proceedings 
if the witness leaves a grand jury room to consult with counsel.110 
Seen in this light, forbidding the presence of counsel seems highly irra
tional.

The holdings in Escobedo and Miranda are well known—the right 
to counsel cannot be denied an individual when the investigation had 
begun to focus on him or when he is subjected to custodial interroga
tion. In testimony before a grand jury, however, the witness’ situation 
is in one respect more dangerous than in police interrogations, for he
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can legally be compelled to answer non-incriminatory questions and 
will be held to have waived his privilege if he answers incriminatory 
ones.111

111 See The Supreme Court, 1963 Term, 78 H arv. L. Rev. 143, 222 (1964); note 109 
supra.

112 378 U.S. at 491. Although Escobedo emphasized sixth amendment rights while 
Miranda focused on fifth amendment rights, both cases illustrate the interrelationship 
between the two amendments, showing the importance of each in determining the extent 
and scope of the right to counsel. See Meshbesher, supra note 12, at 199.

u 3 See Meshbesher, supra note 12, at 200-03.
114 Murphy v. W aterfront Comm’n, 378 U.S. 52, 55 (1964). See also note 99 supra and 

accompanying text.
n t’ See People v. Ianniello, 21 N.Y.2d 418, 425, 235 N.W.2d 439, 443-44, 288 N.Y.S.2d 

462, 469, cert, denied, 393 U.S. 827 (1968).
11« Fed. R. Crim. P. 6(e).

An important element of Escobedo is the necessity to warn of an 
“absolute constitutional right to remain silent,” 112 but a grand jury 
witness has no such absolute right. He may remain silent to prevent 
incriminating himself, provided he has not waived the privilege or been 
granted immunity.113 Without counsel to guide him, the witness is 
squarely faced with a “cruel trilemma”—he can incriminate himself, 
subject himself to a perjury prosecution, or risk a finding of contempt.114 
It is not until the witness is in open court, for all practical purposes 
a contemnor or defendant in a contempt case, that he will have the 
benefit of adequate consultation with and argument by counsel and 
will be fully informed as to the extent of his rights and immunities.115 
Clearly, it would be more simple and just to allow the witness the assist
ance of counsel during his testimony. The objection that the presence 
of counsel would destroy the secrecy of the grand jury proceeding is 
frail, considering that a witness is under no obligation of secrecy.116

The rule which deprives a grand jury witness of the benefit of coun
sel is, in view of the complex law of testimonial privilege and the 
changing nature of the grand jury, patently unfair to the witness. The 
rights to be protected are too fundamental to our constitutional scheme 
to allow a mechanical procedural rule or a misguided notion of secrecy 
to vitiate them.

To distinguish between a proper question, which requires an answer, 
and an unproper one, which does not, is a difficult task. A lawyer, 
present in the grand jury room, considering all of the factors of the 
proceeding as well as the question itself, might be unable to make this 
distinction easily. To expect a lay witness in the highly charged atmos
phere of a grand jury proceeding to make this distinction under threat 
of possible future prosecution is simply unfair. Moreover, the no coun
sel rule is patently contrary to the intent of the fifth and sixth amend-
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ments to the Constitution, and its result actually detracts from the 
grand jury’s effectiveness as an investigative body.117 This practice lags 
behind the modern administration of justice and should be changed. If 
the right to assistance of counsel truly exists, then it should apply as 
soon as any other right or privilege is threatened.

117 See note 110 supra.
1 1 8 See United States v. Capaldo, 402 F.2d 821, 824 (2d Cir. 1968), cert, denied, 394 

U.S. 989 (1969). In Capaldo, the defendant was informed that he had a right to counsel 
and that he would be permitted to consult with counsel immediately outside the grand 
jury room whenever he so desired. Id. The court stated that “the rule under which 
appellant was free to leave the grand jury room at any time to consult with counsel is 
a reasonable and workable accommodation of the traditional investigatory role of the 
grand jury, preserved in the Fifth Amendment, and the self-incrimination and right to 
counsel provisions of the Fifth and Sixth Amendments.” Id. See also United States v. 
George, 444 F.2d 310, 315 (6th Cir. 1971); United States v. Weinberg, 439 F.2d 743 
(9th Cir. 1971).

119 In re Evans, 452 F.2d 1239, 1253 (D.C. Cir. 1971), cert, denied, 40 U.S.L.W. 3610 
(U.S. June 26, 1972).

Apart from legal considerations, the rule denying counsel to a grand 
jury witness should be abandoned on purely practical grounds. Federal 
courts have frequently allowed witnesses to consult with their attorneys 
outside the grand jury room.118 Carried to extremes, the ritual of a 
witness leaving the grand jury room after every question to consult 
with counsel could create intolerable delays in the grand jury investiga
tion. For example, in In re Evans, recently decided by the District of 
Columbia Circuit, the witness made a mockery of the grand jury pro
ceedings.119 Thus, while proponents of grand jury secrecy argue that 
the presence of counsel might hinder grand jury investigations, clearly 
the present practice of prohibiting counsel’s presence but allowing con
sultation creates the potential for even greater disruption. If the witness 
is willing to undergo the tedious ritual of consulting with counsel, then 
counsel is present for all practical purposes. Seen in this light, it seems 
irrational not to allow counsel within the four walls of the grand jury 
room.

It should be noted that it would not be necessary to extend the right 
to counsel in every case. Often the prosecutor summons before the 
grand jury a witness who has purely innocent knowledge of facts which 
are relevant to the grand jury investigation and against whom there is 
no possibility of an indictment being sought. In this situation, it can 
be argued quite reasonably that the presence of counsel might inter
fere needlessly with the grand jury inquiry. However, the prosecution 
should bear the heavy burden of determining when a witness might give 
self-incriminating testimony and should inform such a witness of his 
fifth amendment privilege against self-incrimination and his sixth amend-
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ment right to counsel. Such a rule would not be too onerous since the 
prosecution usually knows whether a witness is a possible suspect. If 
the prosecution does not know, then all doubts should be resolved in 
favor of the witness by guaranteeing him the right to counsel.

ACCUSATION WITHOUT DEFENSE

The grand jury’s protective role is distorted if it can accuse without 
affording a defense by merely issuing a report where the evidence is 
insufficient to indict. Exceptions exist in state statutes authorizing grand 
jury reports on prison and other general community conditions,120 and 
a recent federal statute authorizes grand jury reports on federal officials 
to which the latter may respond.121 Grand juries, however, particularly 
in times of political stress, have frequently calumniated private citizens. 
Such an attack—sometimes called a “presentment”—upon trade union 
leaders during the McCarthy era included charges of executing false 
non-Communist affidavits under the Taft-Hartley Act122 and recom
mendations of legislation and action by the National Labor Relations 
Board—which action was later declared illegal.123 District Judge Edward 
Weinfield quashed the presentment rendering the finest analysis of the 
limitations upon grand jury powers by a federal court. The decision 
led to the more recent federal decision quashing an Ohio grand jury 
report on the Kent State incident.124

120 See N.Y. Code Crim. Proc. §§ 253 to 53-a (McKinney Supp. 1971).
121 Organized Crime Control Act of 1970 § 101(a), 18 U.S.C. § 3333 (1970).
122 In re United Elec., Radio, and Mach. Workers, 111 F. Supp. 858 (S.D.N.Y. 1953). 

See generally Kuh, The Grand Jury “Presentment”: Foul Blow or Fair Play, 55 Colum. 
L. Rev. 1103 (1955).

123 111 F. Supp. at 860-61.
124 Hammond v. Brown, 323 F. Supp. 326 (N.D. Ohio 1971), aff’d, 450 F.2d 480 (6th 

Cir. 1971).
123 Zn re Egan, 450 F.2d 199, 209 (3d Cir. 1971) (en banc), a ffd  sub nom., Gelbard 

v. United States, 40 U.S.L.W. 4862 (U.S. June 26, 1972).
126 See generally United States v. Soblen, 203 F. Supp. 542 (S.D.N.Y. 1961), affd, 

301 F.2d 236 (2d Cir.), cert, denied, 370 U.S. 944 (1962).

A less obvious calumniation of private citizens arises when they are 
named in indictments as co-conspirators.125 They have no right to inter
vene in the litigation and must depend for partial vindication upon the 
ability of the defendants in the case. While it is important that the 
defendants know with whom they are alleged to have conspired, this 
notice could be given to them in sealed bills of particulars. There is 
also reason to believe that prominent foreigners are often named co
conspirators, to influence xenophobic jurors.126 The only apparent rem
edy where that is the purpose is action against prosecutors for abuse 
of process.
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HARASSMENT OF WITNESSES

United States v. Remington121 is a model case of the McCarthy era 
illustrating the harassment of grand jury witnesses. The foreman of the 
grand jury which indicted Remington for perjury had a publishing 
contract with the Government’s principal witness; and the Government 
counsel subpoenaed the estranged wife of the defendant, and pressured 
and misled her as to her marital privilege as well as other rights. When 
Remington’s conviction was reversed on other grounds128 the Govern
ment proceeded to indict him for perjury before a petit jury,129 and 
only Chief Judge Learned Hand in the court of appeals130 was moved 
to protest. Had private counsel engaged in misbehavior equivalent to 
that of the Government’s, heavy sanctions would have been imposed.

A quarter of a century later during a comparable period history re
peated itself in Bacon v. United States.131 Miss Bacon was arrested in 
the District of Columbia as a material witness in a Washington state 
federal grand jury proceeding investigating the bombing of the United 
States Capitol. While the Court of Appeals for the Ninth Circuit held 
the warrant illegal for failure to meet the statutory test, it also held 
that a grand jury proceeding was a criminal proceeding and therefore 
such an arrest could be made.132 Despite the illegality of the arrest, 
Miss Bacon was held subject to the jurisdiction of the Washington state 
federal court under Frisbie v. Collins.133 The Government also alleged 
that she had waived her right to challenge the arrest by answering some 
questions before challenging it. The court of appeals rejected this argu
ment.134 This combination of illegal government action and alleged 
waiver of rights by the witness is a familiar combination in grand jury 
practice.

The grand jury proceedings, as seen above, have many of the char
acteristics of congressional committees and possess more immediate and 
punitive sanctions.135 As with the committees, witnesses are subpoenaed

127 191 F.2d 246 (2d Cir. 1951), cert, denied, 343 U.S. 907 (1952).
1 2 8 Id. at 250 (im proper jury instructions).
129 United States v. Remington, 208 F.2d 567 (2d Cir. 1953), cert, denied, 347 U.S. 913 

(1954).
130 Id. at 571.
131 449 F.2d 933 (9th Cir. 1971).
132Id. at 939-41. Contra, U nited States v. Thompson, 319 F.2d 665 (2d Cir. 1963) 

(grand jury proceeding is not a “criminal proceeding” which permits the arrest of a 
witness).

133 342 U.S. 519 (1952) (court has jurisdiction over an unlawfully arrested person 
even if brought before the court by forcible abduction).

134 449F.2d at 935 n .l.
135 Compare 2 U.S.C. § 192 (1970) w ith  Fed. R. Crim . P. 17(g) and 18 U.S.C. §§ 401- 

02 (1970).



1972] G rand J ury 21

to distant cities, sometimes by several grand juries.136 The sanctions 
include civil or criminal contempt or both, and the procedures are often 
summary.137 In United States v. Wemb erg138 and other related cases, 
witnesses were required to appear before the grand jury, given immun
ity, held in contempt, and committed without bail all during a single

136 Comment, Federal Grand Jury Investigations of Political Dissidents, 7 H arv. C iv. 
R ights—Civ. L ib. L. R ev. 432 (1972).

137 Id. See also Boudin, T he Constitutional Privilege in Operation, 12 L awyers 
G uild R f.v. 128 (1952).

138 439 F.2d 743, 745 (9th Cir. 1971).
139 Mara v. United States, 454 F.2d 580, 585 (7th Cir. 1971), cert, granted, 40 U.S.L.W . 

3568 (U.S. May 30, 1972) (No. 71-850).
u o  Id.
141 See People v. Bcrmel, 71 Misc. 356. 128 N.Y.S. 524 (Sup. Ct. 1911).

DISCOVERY AND ABUSE OF PROCESS

The most serious charge that can be leveled properly against the 
federal grand jury today is its exploitation as an investigation and dis
covery device. The United States Court of Appeals for the Seventh 
Circuit, not known for its liberality in criminal procedure, has remarked 
that “it would be an abuse of the grand jury process for the Government 
to conduct a general fishing expedition under grand jury sponsorship 
with the mere explanation that the witnesses are potential defendants.” 139 
Moreover, the same court has indicated it is an abuse of the grand jury 
process for the Government “to impose on that body to perform in
vestigative work that can be, and heretofore has been, successfully ac
complished by the regular investigative agencies of Government.” 140

W hile agreeing with this conclusion, one should consider an even 
more fundamental question: whether it is fair to summon a de jure or 
de facto defendant before a federal grand jury—a practice condemned 
by at least one state court.141 The facile argument that the Government 
may be investigating other crimes or other defendants makes the United 
States Attorney’s judgment conclusive and hardly mitigates the impro
priety of the investigation or the damage to the defendant. If the fifth 
amendment protects him against being called as a prosecution witness 
at his trial, does it not apply to the equally dangerous pre-indictment 
period where the future defendant is a present target?

T he D efendant

COUNSEL FOR POTENTIAL DEFENDANTS

Denial of counsel to an ordinary witness before a grand jury is effec
tively a denial of legal rights. It follows, then, that denial of counsel
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to a witness who is in fact a defendant must be a more serious denial 
of rights—serious enough to be unconstitutional.

There is no clearly recognized right to counsel for a prospective 
defendant appearing before a grand jury,142 but recent decisions of the 
Supreme Court in the area of defendant’s rights, particularly Miranda 
v. Arizona,143 United States v. Wade,144 and In re Gault,145 demonstrate 
the necessity for recognizing that right.

142 A recent New York case, People v. lanniello, aptly illustrates this problem. 21 
N.Y.2d 418, 235 N.E.2d 439, 288 N.Y.S.2d 462, cert, denied, 393 U.S. 827 (1968). W hen 
asked a particular question, lanniello refused to answer because the answer might be 
incriminating, and asked permission to consult his attorney, who was outside the jury 
room. The prosecutor advised lanniello and the foreman of the jury that the question 
was a proper one, and lanniello was denied permission to consult with his attorney. 
When he persisted in his refusal to answer and his request to see his attorney, the 
prosecutor insisted that the matter must go to “open court” to be resolved by a judge, 
lanniello responded that he did not understand, perhaps thinking that he was already 
in court, and apparently became quite confused. Thoroughly intimidated, he attempted 
to give a safe answer to a question which he had originally been afraid to answer at 
all. He was then indicted for criminal contempt because of his “evasive, equivocal and 
false” answers. Id. at 421, 235 N.E.2d at 441, 288 N.Y.S.2d at 465. The Court of 
Appeals of New York upheld the indictment, indicating that lanniello should have 
forced the matter into open court by persisting in his refusal to answer. Id. at 425, 
235 N.E.2d at 443-44, 288 N.Y.S.2d at 469; see 26 W ash. & Lee L. Rev. 97, 98 & n.7 
(1969).

143 384 U.S. 436 (1966).
144 388 U.S. 218 (1967).
145 387 U.S. 1 (1967).
146 384 U.S. at 444.
147 See Meshbesher, supra note 12, at 199-203.
148 384 U.S. at 469.

Miranda required that a defendant be advised of his right to remain 
silent and of his right to counsel prior to any custodial interrogation by 
the police. Custodial interrogation was defined as “questioning initiated 
by law enforcement officers after a person has been taken into custody 
or otherwise deprived of his freedom in any significant way.” 146 The 
grand jury closely resembles a custodial interrogation—once summoned, 
the witness-defendant must appear and answer questions, and he is pro
tected only by the traditional privileges which apply to any criminal 
proceeding. It would appear, then, that the very words of Miranda 
would require that counsel be present at the grand jury hearing to 
guarantee the potential defendant full advantage of his privileges.147

If, however, one looks past the letter to the spirit and intent of 
Miranda, the argument that counsel must be present at grand jury pro
ceedings becomes even more compelling. As the Court noted, “ [ojur 
aim is to assure that the individual’s right to choose between silence and 
speech remains unfettered throughout the interrogation process.” 148
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Such free choice cannot be guaranteed unless counsel is present—as was 
illustrated by People v. lannielloM^ If we accept as our goal the in
tegrity of the fact-finding process in court,150 the presence of counsel 
before the grand jury is necessary as well as desirable.

In United States v. Wade,151 the Supreme Court extended the prin
ciple of Miranda to police lineups. The Court held that the lineup was 
a critical confrontation between the accused and prosecution in the 
pretrial stage which “might well settle the accused’s fate, and reduce 
the trial itself to a mere formality.” 152 The Court explained that any 
pretrial proceeding must be scrutinized to determine whether counsel is 
required to preserve the defendant’s right to a fair trial.153 The Court’s 
concern for pretrial rights is obvious; and since the grand jury hearing 
is the stage which is perhaps both most important and most confusing,154 
it should be recognized that the right to counsel during the grand jury 
hearing is critical.

Finally, in In re Gault,155 the Court extended the right to counsel to 
juvenile proceedings, which traditionally had been regarded as non
criminal in nature. The fact that a juvenile could lose his liberty in 
proceedings without counsel was sufficient to outrage the Court.156 
Lack of counsel before a grand jury can have at least as great an im
pact—a confused witness may blurt out facts which could lead to his 
incarceration, as was the case with juveniles before Gault. Again, it is 
obvious that the Court’s concern with constitutional protections pro
vides a compelling argument for counsel at the grand jury hearing.

Other cases in which the Supreme Court has extended the right to 
counsel to pretrial proceedings are Coleman v. Alabama151 and Mempa 
v. Rhay.™ In Coleman, the Court held that the preliminary hearing in 
Alabama was a critical stage of the state’s criminal process.159 Relying 
on TPWe,160 the Court stated that the determination of whether a stage

149 21 N.Y.2d 418, 235 N.E.2d 439, 288 N.Y.S.2d 462, cert, denied, 393 U.S. 827 (1968); 
see note 142 supra.

150 The Miranda court found that having counsel “present w hen statements are taken 
from an individual during interrogation obviously enhances the integrity of the fact- 
finding process in court.” 384 U.S. at 466.

151 388 U.S. 218 (1967).
152 Id. at 224.
153 Id. at 227.
154 See Aleshbeshcr, supra note 12, at 191.
155 387 U.S. 1 (1967).
156 Id. at 41.
157 399 U.S. 1 (1970).
158 389 U.S. 128 (1967).
159 399 U.S. at 9-10.
160 Id. at 7.
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is critical, thus requiring the presence of counsel, depends upon an 
analysis of “whether potential substantial prejudice to defendant’s rights 
inheres in the particular confrontation” and whether counsel may help 
avoid that prejudice.101 Using this test, the Court concluded that 
“plainly the guiding hand of counsel at the preliminary hearing is 
essential to protect the indigent accused against an erroneous or improper 
prosecution.” 102 In Mempa, the Court held that counsel must be ap- 
Dointed for a state probation revocation hearing.161 162 163 Both of these cases 
end support to the proposition that the grand jury questioning of a 

defendant is a critical stage, thus requiring that the defendant have the 
right to counsel.164

161 Id. The Court listed four reasons why the presence of counsel was necessary at 
the preliminary hearing stage: (1) the lawyer’s skilled examination and cross-examina
tion of witnesses might expose fatal weaknesses in the state’s case that might lead the 
magistrate to refuse to bind the accused over; (2) the lawyer can prepare to impeach 
witnesses or elicit favorable testimony; (3) a lawyer can use the hearing as a discovery 
tool; and (4) the lawyer can argue either for early psychiatric examinations or bail at 
that time. Id. at 9.

162 id.
163 389 U.S. at 137.
164 See also W hite v. Maryland, 373 U.S. 59 (1963) (per curiam) (preliminary hear

ing held a critical stage in Maryland); Hamilton v. Alabama, 368 U.S. 52 (1961) 
(arraignment in Alabama held a critical stage).

165 Arguments for a right to counsel based on Miranda have not yet been successful 
in lower federal courts. United States v. Levinson, 405 F.2d 971, 979-81 (6th Cir. 
1968), cert, denied, 395 U.S. 958 (1969) (rejecting Miranda and Wade as not factually 
analogous and stating unwillingness to extend their principles to grand jury hearings). 
The same has been true in state courts. State ex rel. Lowe v. Nelson, 202 So. 2d 232, 
234-35 (Fla. Ct. App. 1967) (Miranda limited to its facts; counsel not required before 
grand jury because it is not a police investigation).

166 See note 142 supra.
167 See notes 84-94 supra and accompanying text.

Even if the reasoning of the above cases is not convincing,165 it seems 
clear that counsel is required in order to protect against such unfortunate 
results as occurred in lanniello.1™ Furthermore, in order to preserve 
integrity in our system of criminal justice, counsel should be able to 
accompany the client into the grand jury hearing. It makes no sense 
to establish privileges against self-incrimination, rights of privacy, and 
protected communications if a potential defendant is not given sufficient 
opportunity to avail himself of them.

DISCOVERY

Even if the defendant is not summoned before the grand jury, how
ever, the prosecution presently has a powerful weapon in the form of 
grants of immunity to witnesses who will later be available at trial.167
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No discovery technique of similar magnitude is available to the defend
ant, whose right to greater discovery has always been recognized under 
the Federal Rules of Criminal Proc edure.168 The immunity legislation 
discussed previously169 is so one-sided as to pose serious fifth and sixth 
amendment problems;170 appropriate judicial remedies, required in the 
fair administration of criminal justice, would at the least give the de
fendant an opportunity to cross-examine such witnesses before trial and, 
alternatively, to require the prosecution to secure immunity for defense 
witnesses.

Fed. R. Crim . P. 16.
169 See notes 84-94 supra and accompanying text.
170 Cf. Ellis v. United States, 416 F.2d 791 (D.C. Cir. 1969).
171 N.Y. Times, Sep. 22, 1971, at 8, col. 2.
172 Mara v. United States, 454 F.2d 580, 585 (7th Cir. 1971), cert, granted, 40 U.S.L.W . 

3568 (U.S. May 30, 1972) (No. 71-850); see notes 139-140 supra and accom panying text.
u s  Fed. R. Crim . P. 5 (c), 7 (f).
174 J. Devlin, Criminal Courts and Procedure 45 (1960). See also D. Fellman, T he 

D efendant’s R ights U nder E nglish L aw 28 n.70 (1966).

There are other examples of abuse of the grand jury for discovery 
purposes. In one case a subpoena duces tecum seeking books and records 
was issued against a defendant prior to his trial—a blatant misuse of the 
discovery process.171 This type of conduct misconceives the grand 
jury’s proper role and makes it an investigative arm of the Government 
against which the Seventh Circuit has warned society.172

THE PROBABLE CAUSE HEARING

There is one discovery device available to the defendant, a probable 
cause hearing when he is the subject of a complaint, rather than an 
indictment.173 Such a hearing is the most common procedure in Eng
land, where crimes generally are not prosecuted by indictment.174 Yet, 
in this country, government prosecutors who often secure complaints 
orecipitately, hasten to secure indictments to avoid the probable cause 
nearing. The sounder procedure would be to amend the Federal Rules 
of Criminal Procedure so as to require a probable cause hearing whether 
or not an indictment has been filed. This would not require the Gov
ernment to disclose all of its evidence but merely ensure compliance 
with the principle underlying the fifth amendment—that criminal prose
cutions should not be permitted in the absence of evidence sufficient 
to convict. This remedy becomes essential in light of the judicial re
fusal to permit full disclosure or even in camera inspection of grand 
jury minutes.
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INDICTMENT ON EVIDENCE INADMISSIBLE AT TRIAL

Closely related to the problem of representation by counsel at a 
grand jury hearing is the problem of indictments based upon evidence 
inadmissible at trial. Because defense counsel is not present to object 
to the prosecution’s questions or to advise the grand jury, indictments 
can be returned as a result of hearsay, illegally obtained, or otherwise 
inadmissible evidence. When the prosecutor seeks to introduce illegally 
obtained evidence at trial, an informed defense motion to suppress is 
normally successful; a motion to quash or dismiss an indictment on the 
same grounds, however, is rarely granted. As a result, the defendant 
often must suffer the unnecessary rigor of a public trial. The problem 
is compounded by the fact that defense counsel, because of the secret 
nature of grand jury proceedings, may be unaware of any illegal 
evidence until it is introduced at trial.

A distinction should be drawn between evidence that is merely in
competent or inadequate and evidence which was illegally obtained and 
is inadmissible for that reason alone. Unfortunately, since this dis
tinction has been blurred by the courts, any discussion must intermingle 
the two concepts to a certain degree.

In Costello v. United States,175 the problem of indictment on hearsay 
evidence directly confronted the Supreme Court. In that case, an in
dictment for tax evasion had been based solely on the testimony of gov
ernment witnesses who had no firsthand knowledge of the transactions. 
The Court upheld the indictment, stating that if it were open to chal
lenge upon the ground of inadequate or incompetent evidence, the 
resulting delay in the criminal process would be intolerable.176 Thus, 
it appears that where an indictment is returned by a legally constituted 
and unbiased grand jury and the indictment is valid on its face, fifth 
amendment requirements will be met and trial on the merits will 
follow.177

175 350 U.S. 359 (1956).
176 Id. at 363.
177 Justice Black apparently founded his opinion upon the traditional view of the 

grand jury as a shield for the accused which, unbound by evidentiary rules, can more 
freely aid the defendant. Id. at 362. The grand jury’s role is not always so noble, how
ever. In dissenting from a denial of certiorari in Remington v. United States, Justice 
Black noted that the “prosecutorial methods used to obtain and sustain the indictment” 
were charged in the petition to be “abhorrent to a fair administration of justice.” 
Justice Black would have granted certiorari to review the use made of the grand jury 
in that case. 343 U.S. 907, 908 (1952). See also Note, An Examination of the Grand 
Jury in New York, 2 Colum. J.L. & Social Prob. 88 (1966).

Costello is plainly bad law and shows a surprising ignorance of the 
precedents in Anglo-American law. The texts covering the period
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prior to the Constitution emphasize the protective role of the grand 
jury;178 so do the more recent decisions on the purpose of grand juries.179 
The charges to grand juries in the nineteenth century, moreover, em

phasize the necessity for evidence upon which the defendant could be 
convicted.180

178 i W . H oldsworth, A H istory of English Law 321-23 (3d ed. 1923).
179 See Wood v. Georgia, 370 U.S. 375, 390-93 (1962).
iso See note 4 supra and accompanying text.
181 355 U.S. 339, rehearing denied, 355 U.S. 967 (1958).
182 Id. at 345.
188 Id. at 350. This is a constant problem in seeking to quash a grand jury indictment 

as based on illegally obtained evidence. Since disclosure of grand jury testimony is 
usually not permitted, one is hard pressed to bring more than “suspicion” to bear on the 
issue.

184 Id. at 349-50.
185 The Court, in its actual holding, was very careful to state only that mere unsup

ported suspicions did not require a preliminary hearing on the indictment’s adequacy; 
therefore, the use of the Costello language could not have been intended to foreclose 
the possibility of any inquiry into adequacy of an indictment. Id. at 350.

186See United States v. Grosso, 358 F.2d 154 (3d Cir. 1966), rev'd on other grounds, 
390 U.S. 62 (1968). In Grosso, the United States Court of Appeals for the Third Cir
cuit responded to an allegation that the indictment was based on illegal evidence by 
simply stating that “an indictment is not open to challenge on the ground that the 
evidence presented to the grand jury was either inadequate or incompetent.” Id. at 163.

The Costello decision was limited to the question of an indictment 
based upon hearsay, but the Court subsequently had an opportunity to 
deal with illegally obtained evidence. In Laven v. United States™1 it 
was contended that an indictment for tax evasion should have been dis
missed as based on unconstitutionally obtained evidence. An indict
ment, issued in 1952, had been dismissed as a violation of the privilege 
against self-incrimination.182 Subsequently, in 1953, another grand jury 
returned an indictment for substantially the same offense. The defend
ant contended that the second indictment should have been quashed 
since it probably was based on the illegally obtained evidence adduced 
before the first grand jury. The Court found that the defendant had no 
substantial foundation for this attack on the indictment but merely 
“unsupported suspicion.” 183 The Court then quoted Costello's broad 
language to the effect that an indictment valid on its face should be 
sufficient for trial on the merits.184 Thus, the Court held that in the 
absence of firm evidence, mere suspicion of illegally obtained evidence 
does not create a right to a preliminary hearing to determine the ade
quacy of the indictment.185

Costello has spawned much confusion. Some courts appear to have 
lost sight of the distinction between incompetent and illegal evidence,186 
while others appear to recognize the distinction but apparently believe
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that Costello precludes all inquiry.187 The trend established in Costello 
culminated in United States v. Blue.188 Blue had been required to furnish 
records to the Internal Revenue Service in order to contest a tax assess
ment and lien. Approximately one year later, an indictment was re
turned against him based upon information garnered from his own 
records, a violation of the fifth amendment privilege against self-in
crimination. The district court dismissed the indictment, and the Court 
of Appeals for the Ninth Circuit certified the case to the Supreme 
Court,189 which reinstated the indictment saying:

187 See Jones v. United States, 342 F.2d 863, 883-84 (D.C. Cir. 1964) (Prettyman, J., 
dissenting); United States v. Ramsey, 315 F.2d 199, 199-200 (2d Cir. 1963).

A more balanced approach was taken in United States v. Ar cur i, where the court 
said that hearsay evidence should be used only as a last resort, and that the grand jury 
should be fully informed as to its use. 282 F. Supp. 347 (E.D.N.Y.), aff’d, 405 F.2d 691 
(2d Cir. 1968), cert, denied, 395 U.S. 913 (1969). The court characterized as “perni
cious” hearsay evidence given to the grand jury in the manner of first-hand knowledge. 
Id. at 349. Unfortunately, the majority rule is that hearsay may be used without quali
fication.

188 384 U.S. 251 (1966).
189 See Act of June 25, 1948, ch. 645, 62 Stat. 844, as amended, 18 U.S.C. § 3731 (1970).
loo 384 U.S. at 255.
191 See Mapp v. Ohio, 367 U.S. 643 (1961); Weeks v. United States, 232 U.S. 383 

(1914). It would seem, in fact, that the decision in Blue would actually encourage offi
cial unlawfulness, already endemic to our society.

192See In re Egan, 450 F.2d 199 (3d Cir. 1971), aff’d sub nom., Gelbard v. United 
States, 40 U.S.L.W. 4862 (U.S. June 26, 1972) (wiretap evidence, illegally obtained, 
barred from presentation to a grand jury pursuant to statute); Omnibus Crime Control 
and Safe Streets Act of 1968 § 802, 18 U.S.C. § 2515 (1970).

193 405 F.2d 691 (2d Cir. 1968), cert, denied, 395 U.S. 913 (1969).

Our numerous precedents ordering the exclusion of such illegally 
obtained evidence assume implicitly that the remedy does not 
extend to barring the prosecution altogether. So drastic a step 
might advance marginally some of the ends served by exclusionary 
rules, but it would also increase to an intolerable degree interfer
ence with the public interest in having the guilty brought to 
book.190

Such a view is based upon an erroneous understanding of the grand 
jury today and is contrary to the aim and spirit of the cases which have 
fostered evidentiary exclusionary rules.191 It would seem that Blue 
would foreclose the possibility of quashing an indictment because of 
illegally seized evidence absent a separate statutory right.192

The United States Court of Appeals for the Second Circuit has taken 
a more enlightened, supervisory approach to the problem of an indict
ment based on inadmissible evidence. In United States v. Ar curi,193
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the Second Circuit approved the district court’s admonition that in the 
future indictments would be dismissed “if it is clear that hearsay alone 
was deliberately relied upon when better evidence was readily avail
able for presentation to the grand jury.” 194 195 Previously, in United States 
v. Umans™ the court had warned against prosecutorial reliance on 
hearsay evidence in securing an indictment, stating that “ [h]earsay evi
dence should only be used when direct testimony is unavailable or when 
it is demonstrably inconvenient to summon witnesses able to testify to 
facts from personal knowledge.” 196 Despite this supervisory approach, 
however, the majority rule remains that enunciated in Costello and its 
progeny, and it is unlikely that defendants will be able to quash indict
ments based on evidence inadmissible at trial.

194 Id. at 694.
195 368 F.2d 725 (2d Cir. 1966), cert, dismissed as improvidently granted, 389 U.S. 80 

(1967).
106 Id. at 730. The court also said that the “excessive use of hearsay in the presen

tation of government cases to grand juries tends to destroy the historical function of 
grand juries in assessing the likelihood of prosecutorial success and tends to destroy the 
protection from unwarranted prosecutions that grand juries are supposed to afford the 
innocent.” Id. See also United States v. Catino, 403 F.2d 491, 496-97 (2d Cir. 1968); 
United States v. Beltram, 388 F.2d 449, 451-53 (2d Cir. 1968) (Medina, J., dissenting).

w  See Aiderman v. United States, 394 U.S. 165, 171-72 (1969) (conspirator held 
without standing to exclude illegally overheard conversation between co-conspirators 
which was incriminating to him but to which he was not a party).

108 See Blair v. United States, 250 U.S. 273 (1919) (witness before grand jury held 
unable to challenge jurisdiction of grand jury under allegedly unconstitutional statute).

id0 Compare In re Evans, 452 F.2d 1239 (D.C. Cir. 1971), cert, denied, 40 U.S.L.W. 
3610 (U.S. June 26, 1972) (witness has right under statute) and hi re F.gan, 450 F.2d
199 (3d Cir. 1971), afl'd sub nom., Gelbard v. United States, 40 U.S.L.W. 4862 (U.S. 
June 26, 1972) with United States v. Reynolds, 449 F.2d 1347 (9th Cir. 1971).

THE STANDING REQUIREMENT

Only an individual whose own constitutional rights have been vio
lated has standing to complain.197 Thus, a witness lacks standing to 
challenge a statute on constitutional grounds absent a violation of his 
own constitutional rights.198 Even where there exists a statutory right 
to exclude certain types of evidence from the grand jury, the question 
of whether the statute confers standing upon a witness to complain has 
arisen.199 The current judicial resolution of this problem seems un
sound; a witness clearly does and should have standing. W hat policy 
considerations justify an illegal search of A  followed by use of the 
evidence against The search itself is illegal, even unconstitutional, 
and should be discouraged; and the exclusionary rule should apply since 
“ [t]he essence of a provision forbidding the acquisition of evidence in 
a certain way is that not merely evidence so acquired shall not be used
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before the Court but that it shall not be used at all.” 200 This reasoning 
was adopted by the California Supreme Court in People v. Martin™1 
in which California eliminated standing as a prerequisite to a claim of 
illegal search and seizure:

200 Silverthorne Lumber Co. v. United States, 251 U.S. 385, 392 (1920).
201 45 Cal. 2d 755, 290 P.2d 855 (1955).
202 Id. at 761, 290 P.2d at 857.
203 It should be noted that a wrongful indictment can work a serious injustice:

[A] wrongful indictment is no laughing matter; often it works a grievous, 
irreparable injury to the person indicted. The stigma cannot be easily 
erased. In the public mind, the blot on the man’s escutcheon, resulting 
from such a public accusation of wrongdoing, is seldom wiped out by a 
subsequent judgment of not guilty. Frequently the public remembers the 
accusation, and still suspects guilt, even after an acquittal.

In re Fried, 161 F.2d 453, 458-59 (2d Cir.), cert, granted, 331 U.S. 804, writ dismissed, 
332 U.S. 807 (1947).

204 See generally Calkins, The Fading M yth of Grand Jury Secrecy, 1 John Marshall

[The defendant’s] right to object to the use of the evidence must 
rest, not on a violation of his own constitutional rights but on the 
ground that the government must not be allowed to profit by its 
own wrong and thus encourage lawless enforcement of the law.202

An appropriately broad interpretation of the fourth amendment 
appears to require that a defendant have standing to challenge an in
dictment based on illegal or inadmissible evidence. No such indictment 
should be allowed to stand because the purpose of the exclusionary rule 
—deterrence of unlawful police conduct—is undermined substantially 
if certain unlawful conduct cannot be challenged. In order to spare 
the defendant a useless, wasteful, and injurious procedure,203 no indict
ment should be returned unless based on evidence admissible at trial, and 
witnesses appearing at grand jury hearings, as indicted defendants faced 
with prosecution, should be accorded standing to complain of illegal 
or inadmissible evidence brought before the grand jury.

GRAND JU R Y  SECRECY

Another reform desperately needed is disclosure to the defendant 
of testimony taken before the grand jury. Only knowledge of what 
transpired before the grand jury can enable defense counsel to mount 
an effective challenge to an improper indictment or adequately pre
pare a defense. Thus, not only the defendant’s own testimony should 
be disclosed but that of other witnesses as well.

Proceedings before a grand jury have traditionally been shrouded 
in secrecy.204 The reasons traditionally advanced to justify such secrecy
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are: 1) to prevent the accused’s escape before indictment and arrest and 
to prevent him from tampering with the adverse witnesses; 2) to pre
vent embarrassment and intimidation of witnesses and to encourage 
free disclosure of facts before the grand jury; 3) to encourage unin
hibited investigation and deliberation by the grand jury; and 4) to 
protect an unindicted accused from the calumny that would result from 
disclosure of the accusations against him.* * * 205

J. Prac. & Pro. 18 (1967); Calkins, Grand Jury Secrecy, 63 M ich. L. Rev. 455 (1965);
Note, Discovery by a Criminal Defendant of his Own Grand Jury Testimony, 68 Colum.
L .R ev. 311 (1968).

205 See Pittsburgh Plate Glass Co. v. United States, 360 U.S. 395, 405 (1959) (Brennan, 
J., dissenting).

206 291 F. 646 (S.D.N.Y. 1923).
20" “It [disclosure] is said to lie in discretion, and perhaps it does, but no judge of this 

court has ever granted it, and I hope none ever will. Under our criminal procedure, 
the accused has every advantage. . . . W hy in addition he should in advance have the 
whole evidence against him to pick over at his leisure . . .  I have never been able to 
see.” Id. at 649; see United States v. Molasky, 118 F.2d 128, 132 (7th Cir. 1941), rev'd 
on other grounds sub norm., United States v. Ragen, 314 U.S. 513 (1942) (granting dis
closure would aid dilatory tactics).

208 United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 233-34 (1940); see Fed. 
R. Crim. P. 6(e).

209 See United States v. Molasky, 118 F.2d 128, 132 (7th Cir. 1941), rev'd on other 
grounds sub nom., United States v. Ragen, 314 U.S. 513 (1942). The court there noted 
that granting such disclosure “would dangerously impair our grand jury system.” Id.

210 See United States v. Ben Grunstein & Sons Co., 137 F. Supp. 197, 200 (D.N.J. 1956). 
The court granted pretrial discovery of the grand jury testimony of witnesses who were 
to testify at trial. It should be noted, however, that Grunstein was a civil suit.

2H 356 U.S. 677 (1958).
212 360 U.S. 395 (1959).

Id. at 400; 356 U.S. at 683.

In keeping with this traditional view, earlier cases take a dim view 
of disclosing testimony in any form. In United States v. Garsson2™ 
Judge Learned Hand clearly expressed hostility and dismay at the pos
sibility of disclosure.207 However, in 1940, the Supreme Court held 
that disclosure of grand jury testimony was within the discretion of 
the trial court, and that while ordinarily confidential, such testimony 
could be revealed where the grand jury’s functions had ceased and 
where the ends of justice required disclosure.208 Unfortunately, this dis
cretionary disclosure was narrowly interpreted by lower federal 
courts.209

The situation remained virtually unchanged until 1958.210 In that 
year, the Supreme Court decided United States v. Procter & Gamble 
Co.211 and in the following year, Pittsburgh Plate Glass Co. v. United 
States.212 These two cases established the rule that disclosure would be 
allowed only if the defendant was able to show a “particularized need” 
for discovery.213 The particularized need test quickly became the
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standard in lower courts.214 However, the requirement that the need be 
positively or clearly shown continued to render the discovery of grand 
jury testimony difficult.215 216

214  See, e.g., Powell v. United States, 352 F.2d 705, 709 (D.C. Cir. 1965); United States 
v. Boyance, 329 F.2d 372, 377 (3d Cir.), cert, denied, 377 U.S. 965 (1964); Brilliant v. 
United States, 297 F.2d 385, 392 (8th Cir.), cert, denied, 369 U.S. 871 (1962); Berry7 v. 
United States, 295 F.2d 192, 195-96 (8th Cir. 1961), cert, denied, 368 U.S. 955 (1962); 
United States v. Magin, 280 F.2d 74, 79 (7th Cir.), cert, denied, 364 U.S. 914 (1960).

2 1 5 See United States v. Nasser, 301 F.2d 243, 245 (7th Cir.), cert, denied, 370 U.S. 
923 (1962); Franano v. United States, 277 F.2d 511, 513 (8th Cir.), cert, denied, 364 U.S. 
828 (1960).

It is difficult to make a showing of “particularized need” or to “prove” the groundless
ness of an indictment when one knows little or nothing of what transpired before the 
grand jury. The case of Lawn v. United States is a perfect illustration. 355 U.S. 339 
(1958). In Lawn, an indictment returned in 1952 for tax evasion was dismissed as 
clearly in violation of the privilege against self-incrimination. Defendants had been 
required to testify and produce records before the grand jury without being warned 
of their privilege when criminal informations were pending against them for tax eva
sion. In 1953 another grand jury indicted defendants for substantially the same offense. 
Defense counsel, strongly suspecting that the indictment rested upon the same evidence 
which had been before the previous grand jury, sought a preliminary hearing to deter
mine the basis for the indierment. The Supreme Court refused to require a hearing, 
characterizing the suspicions of the defense as unsupported. Id. at 350.

216 384 U.S. 855 (1966).
217 Id. at 872-73. The Court was also concerned with the time lapse between the 

grand jury testimony and the trial seven rears later, the limited number of government 
witnesses, and the fact that two witnesses were accomplices, one of whom was a paid 
informer. Id.

218 Id. at 872. In addition, the Government conceded that the need for secrecy in 
this case was minimal. Id. at 869.

219 Id. at 873.
220 Id. at 875 & n.22. At the same time, an amendment to the Federal Rules of 

Criminal Procedure for discovery by the defendant also served to indicate a trend of

In 1966, in Dennis v. United States™ the Supreme Court seemed to 
signal a major breakthrough in liberalizing the discovery of grand jury 
testimony. Dennis involved an indictment for conspiracy returned in 
1956 concerning events which had transpired since 1948. The trial 
was held in 1963, at which time disclosure was sought. The Court 
allowed disclosure on the grounds that much time had passed, that the 
uncorroborated testimony of the key witnesses was essential to the 
prosecution’s case, that it concerned oral statements, and that one of the 
witnesses had admitted error.217 Under these circumstances, the Court 
stated that it “cannot fairly be said that the defense has failed to make 
out a ‘particularized need.’ ” 218 The Court noted that it would be 
unfair to permit the prosecution “to have exclusive access to a storehouse 
of relevant fact,” 219 and that ordinarily in our adversary system it 
should be the defense attorney who determines what is relevant, not the 
judge.220
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W hile advocates of grand jury reform drew much optimism from 
the decision, it quickly became evident that Dennis was going to effect 
little change in the judicial view of disclosure. Except in the Second,* * * * * * * 221 
Seventh,222 and the District of Columbia223 Circuits, Dennis had little 
impact in the federal courts. Every other circuit retained to some de
gree, the particularized need test.224 Thus, while Dennis has resulted 
in some relaxation of the prohibition against the disclosure of grand 
jury testimony, it is still a far cry from creating a right of access to 
testimony.

reform. Rule 16(a) provides: “ [UJpon motion of a defendant the court may order . . .
the government to permit the defendant to inspect and copy any relevant . . .  (3) re
corded testimony of the defendant before a grand jury.” Fed. R. Crim . P. 16(a).
Unfortunately, the rule is couched in discretionary terms; the court may also deny
discovery upon a “sufficient showing” made by the Government in writing—in camera
if necessary—that disclosure should not be granted. Id. 16(e); see Note, Discovery by
a Criminal Defendant of His Own Grand Jury Testimony, 68 Colum. L. Rev. 311 (1968).

221 See United States v. Youngblood, 379 F.2d 365, 366-70 (2d Cir. 1967).
222 United States v. Amabile, 395 F.2d 47, 53 (7th Cir. 1968), vacated on other 

grounds, 394 U.S. 310 (1969) (adopting Youngblood rule).
2 2 3 Harris v. United States, 433 F.2d 1127, 1129-30 (D.C. Cir. 1970) (essentially adopt

ing Y oungblood rule but approving disclosure before trial).
224 See, e.g., United States v. McGowan, 423 F.2d 413, 418 (4th Cir. 1970) (particu

larized need met in this case); Menedez v. United States, 393 F.2d 312, 316 (5th Cir. 
1968), cert, denied, 393 U.S. 1029 (1969) (particularized need must be shown); National 
Dairy Prods. Corp. v. United States, 384 F.2d 457, 460-61 (8th Cir. 1967), cert, denied, 
390 U.S. 957 (1968) ('particularized need still required but shown where court has let 
Government use testimony); Cargill v. United States, 381 F.2d 849, 851-52 (10th Cir. 
1967), cert, denied, 389 U.S. 1041 (1968) (.Dennis requirement for disclosure of testimony 
applied only to impeachment, refreshing recollection, or testing of credibility); Schlin- 
skv v. United States, 379 F.2d 735, 740 (1st Cir.), cert, denied, 389 U.S. 920 (1967) 
(particularized need still exists but is easily met); United States v. Luxenberg, 374 F.2d 
241, 247 (6th Cir. 1967) (no particularized need shown where defendants wanted only 
to substantiate stipulated facts); Osborne v. United States, 371 F.2d 913, 919 (9th Cir.), 
ccrt. denied, 387 U.S. 946, rehearing denied, 389 U.S. 891 (1967) (facts in Dennis show a 
particularized need). The Third Circuit apparently has not spoken in this area, but 
indicative of the law in that circuit is United States v. Manetti. 323 F. Supp. 683, 694 
(D. Del. 1971) (particularized need must be shown).

225 18 U.S.C. § 3500 (1970).
226 /T, formerly Pub. L. No. 85-269, 71 Stat. 595 (1957).

The Jencks Act,225 which generally provides that no statement or 
report in possession of the United States, made by a government wit
ness, shall be subject to any discovery until after the witness has testi
fied at trial, did not apply to grand jury testimony at the time of Dennis; 
but the Act has been amended to embrace such testimony.226 Under 
the Jencks Act, the defendant has an absolute right to obtain the grand 
jury testimony of a government witness and no longer has to show 
“particularized need.” A major problem, however, is that under the 
language of the Act the grand jury testimony cannot be discovered
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until after the government witness has testified on direct examination, 
thus giving defense counsel little time to review the grand jury testi
mony for impeachment or other purposes. In this respect, disclosure 
may have little, if any, practical value for the accused.227

227 The impracticality involved in withholding Jencks Act material until after testi
mony at trial is great, and results in considerable delays. As a result, district courts often 
either order or suggest that the Government give the “section 3500” material to the 
defendants several days before the witness testifies.

2 2 8See 8 J. W igmore, Evidence § 2362 (McNaughton ed. 1961). “There remain, 
therefore, on principle, no cases at all in which after the grand jury's functions are 
ended, the privilege of the witnesses not to have their testimony disclosed should be 
deemed to continue.” Id. (emphasis in original).

229 Pittsburgh Plate Glass Co. v. United States, 360 U.S. 395, 405-08 (1959) (Brennan, 
J., dissenting). See also Calkins, Grand Jury Secrecy, 63 Mich. L. Rev. 455, 461-62 
(1965).

2ffo See, e.g., Calif. Penal Code § 938.1 (West 1970); Iowa Code Ann. § 772.4 (1950); 
Ky. Rev. Stat. § 5.16 (1969); M inn. Stat. Ann. § 628.04 (1947).

281 Calkins, Grand Jury Secrecy, 63 Mich. L. Rev. 455, 466 n.42 (1965). See generally 
Louisell, Criminal Discovery: Dilenrma Real or Apparent?, 49 Calif. L. Rev. 56 (1961).

282 48 Calif. L. Rev. 160, 161-62 (1960).
233 Kennedy & Briggs, Historical and Legal Aspect of the California Grand Jury Sys

tem, 43 Calif. L. Rev. 251, 265-66 (1955). “The hard-won right of secrecy remains 
substantially unimpaired in California.” Id. at 266.

Secrecy of grand jury testimony is difficult to accept. Nothing is 
served by continued secrecy, since none of the traditional reasons for 
secrecy will be affected in the least by disclosure after the grand jury 
has completed its work.228 The accused is or should be in custody, 
and any witness who testifies before the grand jury must expect to be 
called upon to testify publicly at trial. If the accused is guilty, he will 
know the circumstances and will be able to procure perjured testimony 
whether or not disclosure is made; only the innocent defendant, there
fore, is left without protection. Such an innocent accused would be 
best protected by disclosure so that he could show an accusation to be 
groundless.229 *

The essential uselessness of secrecy is clear. Several states in this 
nation statutorily provide that full pretrial disclosure be granted as 
of right.2,0 There has been no substantial protest from any of these 
jurisdictions, as might have been expected if secrecy were actually 
necessary. The experience of California is instructive; that state has 
been following a full-disclosure policy with respect to indicted defend
ants since 1897 with no harmful results.231 The California experience 
demonstrates clearly that the dangers of disclosure are highly exagger
ated, since the grand jury has remained a vital force there.232 Indeed, at 
least some commentators apparently do not regard the disclosure rule 
as impairing secrecy to any substantial degree.233
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California is a large and diverse state which cannot be dismissed as 
atypical of the United States. If such a jurisdiction can lift the veil 
on grand jury proceedings after termination but before trial, there is 
no reason why any jurisdiction would not be equally able to do so. It 
is still more difficult to accept the traditional argument that secrecy 
is necessary if the grand jury is to be a viable institution. W ith or 
without pretrial discovery of testimony, the grand jury will remain 
a potent force; but such disclosure is needed to ensure every accused 
a full opportunity to protect his constitutional rights.

Conclusion

Present grand jury policies no longer serve a useful purpose. Deny
ing a witness or de facto defendant counsel before the grand jury, 
preventing pretrial disclosure of grand jury minutes to the defendant, 
and refusing to quash an indictment based on incompetent or illegal 
evidence are all holdovers from a time when the grand jury was or was 
believed to be the people’s shield against governmental tyranny. But 
the grand jury has changed radically in function. It is no longer a group 
of peers sitting to protect citizens; instead, it is an arm of the state, more 
powerful than ever before, serving the ends of the prosecution. The 
only result of the present policy is to deprive defendants of the full 
exercise of their rights, and to force them to undergo what may be 
needless, expensive, embarrassing, and hazardous trials.

The greatest hope for reform lies in strong remedial legislation aimed 
at eliminating the various abuses detailed above, for courts tend to cling 
steadfastly to precedents. Statutory rights should be created to provide 
for counsel before the grand juries; to provide for full disclosure of 
the minutes of grand jury proceedings after the proceedings are con
cluded and prior to trial; to provide that grand jury inquiry end upon 
securing an indictment, so that the grand jury cannot be used by the 
prosecutor as an evidence-gathering tool; and to require that no indict
ment be returned except upon legal and admissible evidence, with the 
provision that one not so based shall be quashed. This legislative re
form might well re-establish the grand jury as the guardian of individual 
rights. With less secrecy and more accountability to the public, the 
grand jury could better fulfill its responsibility of making an initial 
determination of probable cause and become a fairer stage in our crimi
nal justice system.





SEC, FTC, AND THE FEDERAL BANK REGULATORS: 
EMERGING PROBLEMS OF ADMINISTRATIVE 

JURISDICTIONAL OVERLAP

W illiam E. Murane*

In this day of expanding regulation of industry and commerce 
by ever more vigilant administrative agencies, jurisdictional over
lap and conflict among various agencies is inevitable. In his article 
focusing on the banking industry, William E. Murane examines a 
number of recent developments in the banking field 'which have 
attracted the scrutiny of not only the bank regulatory agencies, 
but the Securities and Exchange Commission and the Federal Trade 
Commission as well. Mr. Murane first explains the unique juris
dictional features of each agency and then analyzes the implica
tions of this juris di ctional overlap for the banking industry.

Banking, like other regulated industries, faces increased scrutiny from 
special interest groups and from governmental agencies not heretofore 
directly concerned with the way banks go about their business. In the 
forefront are consumer groups, the Securities and Exchange Commission, 
and the Federal Trade Commission. Bank regulatory agencies are also 
feeling the effects of this scrutiny. Their response, and the force of out
side events, may determine the answer to the question of whether bank 
regulatory agencies can effectively protect the multiple and sometimes 
conflicting interests of bank depositors, borrowers, stockholders, and 
potential investors. At issue too is whether special purpose agencies 
such as the SEC and the FTC should play a larger role in bank regula
tion and, if so, how effective they would be.

Under the current banking regulatory scheme decreed by Congress, 
the functions of federal banking agencies, on the one hand, and the SEC 
and the FTC, on the other, are basically disparate. Bank regulatory 
agencies exercise comprehensive authority over the banking industry, 
while the SEC and the FTC are charged with regulation of transactions* 1

’ B.A., Dartmouth College; LL.B., Stanford University. Partner, Holland and Hart, 
Denver, Colorado. Formerly General Counsel, Federal Deposit Insurance Corporation. 
The author is solely responsible for the views expressed herein and they do not neces

sarily reflect the views of the Board of Directors of the Federal Deposit Insurance 
Corporation or any other person. The author wishes to acknowledge the assistance 
of Todd M. Poland in the preparation of this article.

1 Generally, the SEC regulates the sale and purchase of securities. See Securities 
Act of 1933, 15 U.S.C. 77a-77aa (1970). The FTC regulates unfair or deceptive 
trade practices. See Federal Trade Commission Act, 15 U.S.C. §§ 41-58 (1970).
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regardless of the industry in which they arise.2 As a consequence, when 
a bank regulated by a federal banking authority3 becomes involved in 
a practice subject to regulation by the SEC or FTC, a question is raised 
as to which agency should regulate the practice or, indeed, whether 
more than one agency should be acting.

2 This distinction between integrated regulation of an industry and regulation of 
certain practices, underlies the exemption for banks from certain provisions of the 
Securities Act of 1933 and the Federal Trade Commission Act. See Federal Trade 
Commission Act § 5(a) (6), 15 U.S.C. § 45(a) (6) (1970); Securities Act of 1933 § 3(a) (2), 
15 U.S.C. § 77c(a)(2) (1970).

8  Briefly, federal banking regulation is divided among three agencies—the Federal 
Deposit Insurance Corporation, The Comptroller of the Currency, and The Board of 
Governors of the Federal Reserve System. The FDIC insures deposits in all banks 
subject to federal regulation and performs other regulatory functions, such as con
ducting examinations, setting maximum interest rates payable on time and savings deposits, 
and passing upon bank merger and branch applications, with respect to state chartered 
banks not members of the Federal Reserve System. See Federal Deposit Insurance Act, 
12 U.S.C. §§ 1811-31 (1970). The Comptroller of the Currency has regulatory jurisdiction 
over all national banks, except as to matters regulated by the Federal Reserve Board. 
See 12 U.S.C. 1-213 (1970). The Board of Governors of the Federal Reserve System 
has regulatory authority over state chartered banks which are members of the Federal 
Reserve System. See 12 U.S.C. §§ 221-522 (1970). See generally Golembe, Our Remark
able Banking System, 53 V a. L. Rev. 1091, 1100 (1967); Hackley, Our Discriminatory 
Banking Structure, 55 V a. L. Rev. 1421, 1442 (1969); Hackley, Our Baffling Banking 
System, 52 Va. L. Rev. 565, 592 (1966).

4 Agencies created by executive order are beyond the scope of this article. Adminis
trative action pursuant to an executive order is invalid and subject to judicial review if 
beyond the scope of the enabling executive order. Peters v. Hobby, 349 U.S. 331, 338-40 
(1955). However, courts should give more than ordinary deference to an administrative 
agency’s interpretation of an executive order or regulation which it is charged to 
administer. Udall v. Tallman, 380 U.S. 1 (1965).

5 See ICC v. Jersey City, 322 U.S. 503, 519 (1944); Stark v. Wickard, 321 U.S. 288, 
309-10 (1944); Marquette Cement Mfg. Co. v. FTC, 147 F.2d 589 (7th Cir. 1945).

This Article will trace emerging areas of concern for banks and will 
discuss the jurisdictional overlap among certain federal agencies, prin
cipally the FDIC, the SEC, and the FTC. The significance of these 
overlaps in particular matters will be treated as well as the adequacy of 
each agency’s enforcement powers.

Administrative Jurisdiction in G eneral

Administrative agencies4 owe their existence to the legislature, and 
their powers are circumscribed by the statutes creating them.5 As the 
jurisdiction of federal courts is limited by article three of the Constitu
tion, so too, the jurisdiction of federal agencies is limited by the lan
guage of the statutes which create them. Where an administrative over
lap appears, it would in theory be a simple matter of statutory con
struction to determine which agency has jurisdiction over the particular
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practice.6 Regulated industries, however, may outgrow their regulatory 
scheme and may engage in practices which are not adequately provided 
for in the statutory scheme or which may rationally be regulated by 
more than one agency.7 In such a case, resort to the language of the 
applicable statute may produce outright conflicts between or among 
agencies. The potential for administrative conflicts is even greater when 
the orientation of each agency is different, that is where one agency 
regulates an entire industry and another regulates certain practices with
out regard to industry affiliation.

6 See Swift & Co. v. United States, 316 U.S. 216 (1942) (dispute over jurisdictional 
boundary between ICC and Secretary of Agriculture resolved by statutory construc
tion); Union Stock Yard & Transit Co. v. United States, 308 U.S. 213 (1939) (resolu
tion of administrative conflict should not depend on which of two agencies can best 
perform the function).

7 One example of a practice which has been difficult to place in the present regula
tory scheme is that of banks accepting “brokered deposits.” See notes 103-134 infra 
and accompanying text. See generally W arburton, Coordination of Monetary, Bank 
Supervisory, and Loan Agencies of the Federal Government, 5 J. Finance 148 (1950).

8 The life of the National Commission on Consumer Finance has been extended with 
an increased budget. Act of June 30, 1972, Pub. L. No. 92-321, 86 Stat. 382; see 118 
Cong. Rec. H5753-55 (daily ed. June 19, 1972). Other legislation is pending which 
would create an independent consumer advocate to protect the interests of consumers. 
See S. 1177, 92d Cong., 1st Sess. (1971); H.R. 10,835, 92d Cong., 1st Sess. (1971); H.R. 
14, 92d Cong., 1st Sess. (1971). See also 117 Cong. Rec. S5732 (daily ed. Mar. 10, 
1971); id. at H9558 (daily ed. Oct. 14, 1971).

9 As used generally herein “consumer” includes not only purchasers of consumer 
goods but also bank borrowers, bank depositors, and purchasers of bank securities.

The consumer movement of recent years has generated demands for 
a variety of special purpose, consumer-oriented agencies or offices.8 
Doubtless, the apparent or alleged lack of zeal for consumer protection 
manifested by existing regulatory agencies has contributed to the de
mands for change. However, this Article will examine whether, in terms 
of ultimate consumer9 protection, an industry regulatory agency with
out the singlemindedness of a special purpose consumer protection 
agency may not in fact be the preferred regulatory vehicle. Further
more, this Article will demonstrate that while the FDIC, the SEC, and 
the FTC may share similar ultimate goals for the protection of bank cus
tomers, depositors, and investors, the specific statutory functions of 
these agencies and hence their basic regulatory philosophies differ. An 
examination of these functions and outlooks must precede any such 
analysis.

Comparison and Contrast of the FTC, SEC, and FDIC
The primary purpose of all three agencies is to protect members of 

the public, whether they be investors, product consumers, bank bor-
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rowers, or bank depositors. Despite this apparent similarity, however, 
there is a fundamental difference between the FDIC and other “protec
tion” agencies—the FDIC is an insurer of the “product” it regulates as 
well as a regulator, while the SEC and FTC do not insure the quality 
of securities or consumer goods.10 The average bank customer, because 
his deposit is insured, relies on his bank as an absolutely safe repository 
for his money. The average investor, on the other hand, places no such 
absolute reliance on the corporation in which he invests; rather he takes 
a calculated risk. Similarly, a product consumer is entitled to expect 
only that the goods he purchases are not unreasonably dangerous11 and, 
in the absence of an express warranty, that they will be backed by cer
tain limited implied warranties.12

10 The legislative history of the Securities Act of 1933 clearly shows that Congress 
did not intend to guarantee the soundness of investments, but only to provide for ade
quate disclosure of material information to the investor. See Hearings on H.R. 4314 
Before the House Comm, on Interstate and Foreign Commerce, 73d Cong., 1st Sess. 
142-43 (1933); Letter from President Franklin D. Roosevelt to the Congress of the 
United States, Mar. 29, 1933, in 77 Cong. Rec. 937 (1933). Furthermore, the federal 
securities laws disclaim any warranty of securities, and provide that it shall be unlawful 
to represent that the Government warrants securities. Securities Act of 1933 § 23, 
15 U.S.C. § 77w (1970); Trust Indenture Act of 1933 ■ 324, 15 U.S.C. § 77xxx (1970); 
Securities Exchange Act of 1934 § 26, 15 U.S.C. § 78z (1970); Public Utility Holding 
Company Act § 28, 15 U.S.C. § 79z-2 (1970); Investment Company Act of 1940 § 35, 
15 U.S.C. § 80a-34 (1970); Investment Advisers Act of 1940 § 208(a), 15 U.S.C. § 80b-8(a) 
(1970). But see notes 53-66 infra and accompanying text.

11 See Restatement (Second) of T orts § 402A, comment i (1965).
12 See U niform Commercial Code §§ 2-314, 2-315.
13 Wooley v. United States, 97 F.2d 258, 262 (9th Cir. 1938); see Securities Act 

of 1933 §§ 6, 19, 15 U.S.C. 77f, 77s (1970); Securities Exchange Act of 1934 § 12, 
15 U.S.C. § 78/ (1970).

14 Federal Trade Commission Act 6(a), (b), 15 U.S.C. §§ 46(a), (b) (1970).
15 See Federal Reserve Act § 21, 12 U.S.C. § 481 (1970); Federal Deposit Insurance 

Act § 10, 12 U.S.C. § 1820 (1970). During 1970, FDIC conducted some 17,700 examina
tions and investigations. See FDIC, Annual Report 5 (1970).

Further, there is a substantial difference between the manner by which 
bank regulatory agencies may obtain information and that open to 
other regulatory agencies. The Securities and Exchange Commission, 
for example, relies on registration statements and other information 
supplied by the registrant and gathers additional facts in a manner not 
unlike a grand jury.13 The Federal Trade Commission similarly relies 
upon reports filed by corporations within its jurisdiction14 and, of 
course, upon consumer complaints. The bank regulatory agencies pos
sess the unique power to conduct regular examinations of the entities 
under their regulations.15 This examination power is fundamental to 
the close supervision to which banks are subject. Moreover, the FDIC
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has the power to assist insured banks in distress.* * * * * * * * * * * 16 Indeed, virtually 
every function performed by an insured bank is subject to federal reg
ulation, including advertising of FDIC membership,17 advertising of 
interest rates,18 paying interest on deposits,19 issuing securities,20 branch
ing,21 merging,22 chartering of national banks,23 and obtaining and main
taining deposit insurance.24 Clearly, the bank regulatory agencies exer
cise control over a broader range of functions respecting the entities 
which they supervise than does the SEC or the FTC. This close rela
tionship between the regulators and the regulated banks also means that 
the regulators have a responsibility for the soundness of the industry 
they regulate, a responsibility largely unknown to the SEC and the 
FTC.25

1 6 See Federal Deposit Insurance Act §§ 13(c), (e), 12 U.S.C. §§ 1823(c), (e) (1970).
See also Securities Investor Protection Act of 1970 § 6(f), 15 U.S.C. § 78fff(f) (1970)
(giving the Securities Investor Protection Corporation the power to make advances
to a SIPC member in liquidation); notes 53-61 infra and accompanying text.

17 Federal Deposit Insurance Act § 18(a), 12 U.S.C. § 1828(a) (1970); 12 C.F.R. § 328
(1972).

18 Federal Deposit Insurance Act § 18, 12 U.S.C. § 1828 (1970); 12 C.F.R. § 329
(1972).

19 Federal Deposit Insurance Act § 18(g), 12 U.S.C. § 1821(g) (1970); 12 C.F.R. § 329
(1972).

20 Securities Exchange Act of 1934 § 12, 15 U.S.C. § 78/(i) (1970); 12 C.F.R. §§ 11,
16, 18, 206, 335 (1972); 17 C.F.R. §§ 210, 230, 240, 249, 270 (1972).

21 12 U.S.C. § 36 (1970); Federal Reserve Act §§ 3, 10, 12 U.S.C. §§ 521, 522 (1970);
Federal Deposit Insurance Act § 18(d), 12 U.S.C. § 1828(d) (1970); 12 C.F.R. §§ 4, 5, 
208,250 (1972).

22 Bank Merger Act, 12 U.S.C. § 1828(c) (1970).
23 National Bank Act §§ 12, 17, 18, 12 U.S.C. §§ 26-27 (1970); 12 C.F.R. §§ 4, 5

(1972).
24 Federal Deposit Insurance Act §§ 4, 5, 6, 8(a), 12 U.S.C. §§ 208, 209, 304, 307, 327

(1972).
25 The SEC is certainly deeply concerned about recent failures among securities

brokers. See SEC, Study of U nsafe and Unsound Practices, reprinted in, 4 CCH 
Fed. Sec. L. Rep. 51 74,801 (1972). This concern has been reflected in an internal “over
sight” review of SEC operations. Advisory Com m , on Enforcement Policies and 
Procedures, SEC, Report (1972). But the SEC’s responsibility for the solvency of 
issuers of securities is clearly less than FDIC’s responsibility for the solvency of insured 
banks. . . .

26 See H ouse Comm , on Interstate and Foreign Commerce, Banking Act of 1933, 
H.R. Rep. N o. 150, 73d Cong., 1st Sess. 5, 6 (1933).

These relationships among the regulators, the regulated, and the pub
lic were created by Congress as a fundamental part of the character 
of each agency. Such relationships depend largely on the nature of the 
entity supervised. Because public confidence in banks is essential to 
the nation’s economic well-being,26 Congress has seen fit to demand that 
they receive more comprehensive supervision than do corporate manu-
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facturers or merchants. W ith these considerations in mind, Congress7 o

ordained a regulatory scheme for banking, securities trading, and other 
parts of our commercial world.

DIFFERENCES IN ORIENTATION

Certain practical consequences flow from the different orientations 
of the SEC, FTC, and FDIC. Most obviously, the SEC and the FTC 
are dedicated to a policy of disclosure, while the FDIC and other bank 
regulatory agencies are generally committed to a policy of confiden
tiality. Indeed, the whole raison d’etre of the securities laws is to ensure 
disclosure of information to the investor so that his investment, even 
if ultimately unprofitable, will at least be entered into with full knowl
edge of the underlying circumstances.* * * * 27 To this end, the SEC is armed 
with numerous means to make public the condition of corporations 
offering their stock to investors.28 On the other hand, bank regulatory 
agencies carry out their supervisory responsibilities with a minimum 
of public awareness.29 This tendency toward confidentiality reflects 
the bankers’ fear that adverse publicity may cause a run on the bank 
in question.30 Bank regulators have thus been extremely careful in 
sensitive situations to prevent information leaks which could force a 
bank closing.31 This confidentiality has been justified historically as a 
concern of bank regulatory agencies for the soundness of the nation’s 
banking system.32 The function of a disclosure policy is to enable the

2? See H ouse Comm , on Interstate and Foreign Commerce, Federal Supervision
of T raffic in Investment Securities in Interstate Commerce, H.R. Rep. N o. 85,
73d Cong., 1st Sess. 39-40 (1933); H ouse Comm , on Interstate and Foreign Commerce,
Securities Exchange Bill of 1934, H.R. Rep. N o. 1383, 73d Cong., 2d Sess. (1934). See
also 78 Cong. Rec. 7701, 7704-05 (1934).

2 8  See Securities Act of 1933, sched. A, B, 15 U.S.C. § 77aa (1970) (schedule of in
formation required in registration statement); Securities Exchange Act of 1934 § 12, 
15 U.S.C. § 78(1) (1970) (registration requirements for securities); 12 C.F.R. 11, 16, 
18, 206, 335 (1972); 17 C.F.R. 239, 249, 259, 269, 279 (1972).

29 Significantly, an exception is provided in the Freedom of Information Act for 
“matters that are . . . (8) contained in or related to examination, operating or condi
tion reports prepared by, on behalf of, or for the use of an agency responsible for the 
regulation or supervision of financial institutions.” 5 U.S.C. § 522(b)(8) (1970); see 
1 K. Davis, Administrative Law T reatise § 4-04 (1958 Supp. 1965).

3 0 Comment, Banks and the Securities Act of 1933, 52 Va. L. Rev. 117, 121 (1966).
31 An example is the secrecy which preceded the announcements on January 18, 1972, 

by the FDIC, the Federal Reserve Board, and the Michigan Commissioner of Financial 
Institutions of the assistance program extended to Detroit’s Bank of the Commonwealth. 
See FDIC Press Release, No. PR 6-72, at 8-9 (Jan. 18, 1972).

32 This “institutional” confidentiality is a distinctly separable concern from that 
recently expressed concerning the potential for invasion of privacy of individuals who 
are depositors or creditors of banks. Leger, Bankers, Civil Libertarians Unite to Fight
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investor to protect himself; but because federal deposit insurance pro
tects the average bank depositor, the latter historically has been regarded 
as having less need for full disclosure of the financial condition of his 
bank. The depositor places primary reliance on FDIC to protect his 
deposit, while the investor relies on the largely unregulated corporation 
in which he invests to protect his investment.

Notwithstanding this basic posture of bank regulatory agencies, the 
practice of disclosing information to the public, although at war with 
the banker’s traditional preference for confidentiality, appears to have 
some utility in the work of bank regulation. To illustrate, since the 
enactment of sections three and four of the Securities Act Amendments 
of 1964,* * * 33 federal banking agencies have enforced the registration pro
vision of the Securities Exchange Act of 1934 for securities issued by 
certain banks.34 If a bank is subject to the registration provisions of the 
1934 Act, it would seem clear that institution by FDIC of proceedings 
under section eight of the Federal Deposit Insurance Act35 is a material 
event required to be disclosed.36 Section eight proceedings have been 
brought to terminate deposit insurance unless certain unsafe or unsound 
banking practices, or violations of laws or regulations, were abated.37 
Similarly the FDIC has moved through use of the administrative cease- 
and-desist authority conferred by section 8(b) of the Act to correct 
unsound banking practices.38 While it is difficult to document, it would

US. Law Making Bank Accounts Less Secret, Wall Street Journal, June 29, 1972, at
3-4, col. 1; see S. 3814, 92d Cong., 2d Sess. (1972); 118 Cong. Rec. S il,299-315 (daily
ed. July 20, 1972) (remarks of Senator Mathias).

33 Pub. L. No. 88-467, 3, 4, 78 Stat. 565-69, amending Securities Exchange Act
of 1934 §§ 12, 13, 15 U.S.C. § 78Z, 78m (1970).

34 Banks with total assets less than $1 million and less than 500 stockholders need not 
register. Securities Exchange Act of 1934 § 12, 15 U.S.C. § 787(g) (1) (1970).

35 12 U.S.C. § 1818 (1970).
36 Banks must disclose any “material pending legal proceedings,” and the name of 

the court or agency is required to be stated. 12 C.F.R. 335.41, 335.43 (1972). Pro
cedures to terminate insurance and cease-and-desist proceedings are material because 
“in reasonable and objective contemplation [they] might affect the value of the 
Corporation’s stock or securities.” SEC v. Texas Gulf Sulphur, 401 F.2d 833, 849 
(2d Cir. 1968), cert, denied, 394 U.S. 976 (1969).

87 Since 1936, FDIC has terminated the insured status of 13 banks. Of these, nine 
were suspended prior to the date set for termination. The FDIC last terminated a 
bank’s insurance in 1970; prior to that proceeding, no bank’s deposit insurance had been 
terminated since 1955. See FDIC, Annual Report (1970); FDIC, Annual Report 
(1955). No record of a challenge to a section eight proceeding has appeared in any 
public record.

38 Federal Deposit Insurance Act § 8(b), 12 U.S.C. § 1818(b) (1970). The range 
of administrative discretion with respect to correction of unsound banking practices 
is quite broad. Regional offices of the FDIC may denominate banking institutions as 
“problem,” “serious problem,” or “serious problem-potential pay-off.” These designa-
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seem clear that requiring a banker to disclose information about events 
adverse to his bank, such as initiation of a section eight proceeding by 
the FDIC, would deter him from allowing the adverse event to occur 
in the first place. It might also be argued that failure to disclose such 
adverse events is itself an unsafe and unsound practice within the scope 
of section eight because it exposes the bank to potential anti-fraud lia
bility under the securities laws.* * * * * * 39 Against the merits of disclosure must 
be weighed the advantages which accompany a policy of confidentiality, 
namely prevention of panicky runs by bank depositors. But it seems 
clear that, under certain circumstances, a policy requiring disclosure 
of adverse events would accomplish more effectively the goal of safe 
and sound banking than would nondisclosure.

tions may be coupled with a wide range of informal remedies structured to bring the
institutions into full compliance with sound banking practices. These remedial actions
may include weekly, biweekly, or monthly reports from officers of the institution to
FDIC; examinations of increasing frequency and extensivity; and assistance in dealing
with the more complex and sophisticated banking problems and techniques of the
present. See generally 12 C.F.R. 308.21-.41 (1972).

39 Securities Act of 1933 § 17, 15 U.S.C. § 77q (1970); Securities Exchange Act of 
1934 § 10, 15 U.S.C. § 78j (1970); 17 C.F.R. § 240.106-5 (1972); see SEC v. Texas 
Gulf Sulphur, 401 F.2d 833, 860-61 (2d Cir. 1968), cert, denied, 394 U.S. 976 (1969) 
(requiring disclosure of material facts “irrespective of whether insiders contempo
raneously trade in the securities of that corporation . . . .”).

40 Federal Deposit Insurance Act § 8(e), (g), 12 U.S.C. §§ 1818(e), (g) (1970). 
The appropriate Federal banking agency may suspend a bank director or officer when 
the individual is formally charged with, or convicted of, a felony. A bank officer or 
director may also be removed for engaging in an unsafe or unsound practice involving 
personal dishonesty in connection with the bank.

41 M. §§ 8(b)-(d), 12 U.S.C. 1818(b)-(d) (1970).
*2 ld. § 8(a), 12 U.S.C. § 1818(a) (1970); see note 31 supra and accompanying text.
43 Securities Act of 1933 § 20(b), 15 U.S.C. §§ 77t(b) (1970); Securities Exchange Act

of 1934 § 21(e), 15 U.S.C. § 78u(e) (1970). It is worth noting that while the SEC 
must proceed through judicial process, the FDIC proceeds against unsafe and unsound

DIFFERENCES IN ENFORCEMENT POWERS

Comparison of the enforcement powers of the FDIC, FTC and SEC 
also shows how basic philosophical differences between these agencies 
are reflected in reality. Among the enforcement tools in the federal 
bank regulator’s arsenal are the power to remove officers and directors,40 
the power to issue cease-and-desist orders when a bank engages in or is 
about to engage in an unsafe or unsound practice or a violation of any 
law, rule or regulation,41 and the power to terminate deposit insurance.42 
The SEC has similar powers, including the power to seek injunctive 
relief when a violation of the securities laws appears imminent or has 
begun43 and the power to suspend trading in a security.44 The FTC
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has the power to order an entity in commerce to cease and desist from 
using an unfair method of competition or an unfair or deceptive act or 
practice,* * 44 45 to investigate corporations,46 47 and to make certain information 

47

banking practices by administrative process. See notes 49-52, 62-65 infra and accom
panying text.

44 Securities Exchange Act of 1934 §§ 15(c)(5), 19(a)(4), 15 U.S.C. §§ 78o(c) (5), 
78s(a)(4) (1970). Other enforcement powers exercised by the SEC over broker-dealers 
are the powers to remove an officer or director of a member of a registered securities 
association and the power to regulate the financial stability of broker-dealers. Id.

7(b)-(c), 15(c)(3), 15A(1)(3), 15 U.S.C. §§ 78h(b)-(c), 78o(c)(3), 78o-3(l)(3) 
(1970).

45 Federal Trade Commission Act § 5, 15 U.S.C. § 45 (1970).
^ l d .  § 6(a), 15 U.S.C. § 46(a) (1970). This investigation power differs from the 

bank agencies’ examination power in that the former is primarily directed to uncovering 
violations of the law and is no greater than the power to enforce a subpoena. See 
Hunt Foods & Indus., Inc. v. FTC, 286 F2d 803 (9th Cir. 1960).

47 Federal Trade Commission Act § 6(f), 15 U.S.C. § 46(f) (1970).
48 There are exceptions to this general statement. For instance, the SEC may suspend 

trading in a security without enlisting the aid of a court. See note 44 supra and accom
panying text.

49 Of the federal bank regulators, only the Comptroller of the Currency has the 
power to close a bank, and such power can be exercised only with respect to national 
banks. See 12 U.S.C. § 191 (1970). The power to close a state chartered bank reposes 
wholly with the appropriate state banking authority. See Cal. Fin . Code § 3100 (West 
1968). See generally Hackley, Our Baffling Banking System, 52 V a. L. Rev. 771, 790 
(1966).

so Federal Deposit Insurance Act 13(c), (e), 12 U.S.C. §§ 1823(c), (e) (1970).
51 Id. § 8(a), 12 U.S.C. § 1818(a) (1970).
52 It could be argued that the power to suspend trading in a security is analogous to 

the power to terminate insurance. See note 44 supra and accompanying text.

Several significant differences among the enforcement powers of these 
agencies may be noted. First, federal bank agencies may and do proceed 
almost wholly in administrative secrecy, while the SEC and FTC gen
erally must look to courts to exercise their enforcement power.48 The 
enforcement powers of the FTC and SEC are exercised with a view 
toward disclosure of information, while FDIC’s powers are normally 
used to promote soundness in the industry regulated, even if this means 
that depositors are sometimes uninformed. Finally, the powers of bank 
supervisory agencies are generally greater than those of the SEC or 
FTC. Such powers as that to close a bank,49 extend financial assistance 
to a bank,50 or terminate insurance51 have no counterparts in the statu
tory schemes of the FTC or SEC.52 It seems appropriate for the bank 
regulatory agencies to have the power to take these drastic actions in 
view of the reliance placed upon deposit insurance by the public and 
the occasional need for such action to avert a bank failure.
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Securities Investor Protection Corporation

It should be noted here that the recently created Securities Investor 
Protection Corporation53 incorporates some of the traditional functions 
both of its administrative parent, the SEC, and of FDIC. It was created 
for the purpose of protecting customers of bankrupt brokers,54 much 
like FDIC was created to protect depositors from bank failure. The 
Corporation is an “interim step” which will lead to financial responsi
bility of brokers and dealers.55 This goal is analogous to the FDIC’s 
goal of a safe and sound banking system. Although technically not an 
insurer, SIPC under certain circumstances has a duty to make advances 
to trustees of failed brokers to satisfy the claims of the broker’s cus
tomers.56 Like an insurer, SIPC inherits subrogation rights upon making 
advances to trustees of bankrupt brokers.57 Finally, SIPC has broad 
powers, exercised largely through the SEC and the National Association 
of Securities Dealers, to receive information concerning the financial 
condition of members.58

53 See Securities Investor Protection Act of 1970, 15 U.S.C. 78o, 78aaa-78ZZZ (1970).
54 See Hearings on the Federal Broker-Dealer Insurance Corp. Before the Sub- 

cornrn. on Securities of the Senate Comm, on Banking and Currency, 91st Cong., 
2d Sess. 8 (1970) (remarks of Hamer H. Budge, Chairman, SEC). See also S. Rep. N o. 
1218, 91st Cong., 2d Sess. (1970); H.R. Rep. N o. 1613, 91st Cong., 2d Sess. (1970).

55 See Hearings on the Federal Broker-Dealer Insurance Corp. Before the Subcomm, 
on Securities of the Senate Comm. on Banking and Commerce, 91st Cong., 2d Sess. 
245-50 (1970).

5 6 Securities Investor Protection Act of 1970 § 6(f), 15 U.S.C. § 78fff(f) (1970). In 
contrast, FDIC acts as receiver of all closed banks for which it is appointed receiver 
by the state banking authorities and all closed national banks. See Federal Deposit 
Insurance Act §§ 11(c), (e), 12 U.S.C. 1821(c), (e) (1970). The result of this 
separate function is that FDIC may act in two distinct capacities, as insurer and as 
receiver. See Frecling v. Sebring, 296 F.2d 244, 245 (10th Cir. 1961).

57 Securities Investor Protection Act of 1970 § 6(f)(1), 15 U.S.C. § 78fff(f) (1) (1970); 
see Federal Deposit Insurance Act § 11 (g), 12 U.S.C. § 1821(g) (1970) (subrogation rights 
of FDIC upon payment of deposit insurance).

58 Securities Investor Protection Act of 1970 §§ 8, 9 (c)-(f), 15 U.S.C. §§ 78hhh, 
78iii(c)-(f) (1970).

59 See Hearings on the Federal Broker-Dealer Insurance Corp. Before the Subcomm, 
on Securities of the Senate Comm. on Banking and Commerce, 91st Cong., 2d Sess. 
210-16 (1970); 116 Cong. Rec. 40,868 (1970) (remarks of Senator Muskie).

It is clear that SIPC represents a major departure in orientation from 
the traditional emphasis on disclosure in securities regulation. SIPC’s 
most important power is the power to advance funds to bankrupt 
brokers, and in this capacity it most nearly resembles FDIC. SIPC’s 
similarity to the FDIC is explicitly noted in the legislative history of the 
Securities Investor Protection Act of 1970 which created it,59 and it 
is apparent that by this Act Congress created a “Federal Broker-Dealer
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Insurance Corporation.” 60 SIPC is clearly a step in the direction of 
integrated regulation of the entire securities industry, rather than simple 
protection of investors by imposition of disclosure requirements. In one 
important respect the Securities Investor Protection Act of 1970 stops 
short of the sort of integrated regulatory powers exercised by federal 
banking agencies—Congress explicitly rejected proposals which would 
have given SIPC the power to make loans to distressed members.61 This 
is a power exercised by FDIC62 which enables it to protect all the 
depositors of a bank in danger of closing without actually paying deposit 
insurance up to the $20,000 maximum.63 Congress was of the opinion 
that such a power would be better exercised by existing organizations 
within the securities industry than by SIPC.64

6 0 See 116 Cong. Rec. 40,871 (1970) (remarks of Senator H. Williams).
61 See 116 Cong. Rec. 40,867-99, 40,900-07 (1970).
62 Federal Deposit Insurance Act §§ 13(c), (e), 12 U.S.C. 1823(c), (e) (1970).
63 Briefly, the transaction proceeds as follows: FDIC may, under section 13(c) of 

the Federal Deposit Insurance Act, make a loan directly to the distressed bank, or 
under section 13(e) it may engineer a purchase and assumption transaction, by which 
a healthy bank assumes the deposit liabilities of the distressed bank and with a FDIC 
loan purchases the “good” assets of the distressed bank. At the same time FDIC takes 
as security for its loan the doubtful assets of the distressed bank and proceeds to 
liquidate them. Id. §§ 13(c), (e), 12 U.S.C. 1823(c), (e) (1970).

64See 116 Cong. Rec. 40,871 (1970) (remarks of Senator H. Williams). See generally 
Robertson, Federal Regulation of Banking: A Plea for Unification, 31 Law & Contemp. 
Prob. 673 (1966).

65 One distinction between SIPC and FDIC is that SIPC may initiate liquidation 
proceedings for a distressed broker or dealer, while FDIC must wait to be appointed 
receiver by the Comptroller of the Currency or the state banking authority. Compare 
Securities Investor Protection Act of 1970 § 5(a)(2), 15 U.S.C. § 78eee(a)(2) (1970) 
with Federal Deposit Insurance Act 11(c), (e), 12 U.S.C. §§ 1821(c), (e) (1970).

66 See 116 Cong. Rec. 40,867-68 (1970) (remarks of Senator Muskie).

Generally, the differences between SIPC and FDIC seem less signifi
cant than the similarities.65 SIPC was created to close a regulatory gap 
in a segment of the securities industry66 and to protect the investor who 
made wise investments but still lost his money when his broker failed. 
This gap illustrates the difference in orientation between the SEC and 
FDIC, the one agency relying on disclosure of information and investor 
self-help, the other encouraging public reliance to be placed directly 
on the government agency, thereby encouraging confidence in the 
regulated industry.

In view of the above differences between these various administrative 
agencies, it is not surprising that conflicts arise when the respective 
jurisdictions of the agencies overlap. Following are specific examples of 
this administrative overlap.
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The business of banks and the business of the securities dealer or 
investment adviser are closely related. It was not until the Banking Act 
of 1933 that commercial banking was divorced from investment bank
ing.07 Since the banking industry and the securities industry share much 
common ground, the federal agencies which regulate them have found 
many areas of mutual concern.08 The federal securities laws provide for 
a division of jurisdiction between bank regulators and the SEC. Bank 
securities are exempt from the registration provisions of the Securities 
Act of 1933.69 This exemption was provided because Congress recog
nized that banking was already a regulated industry, and it was felt that 
there was no need for registration of the securities issued by banks.70 
However, banks and securities issued by banks are subject to the anti
fraud provisions of the Securities Act of 193371 and the Securities and 
Exchange Act of 1934.72 Also, section 3 (e) of the Securities Act Amend
ments of 196473 gave bank regulatory agencies responsibility for super
vision of banks under the Securities Exchange Act of 1934.

sec extension of the  “security” concept

The theoretically distinct limits of demarcation between the SEC’s 
jurisdiction and that of the FDIC have not, in practice, proven to be as 
workable as Congress might have wished.74 The SEC’s jurisdiction is 
based on the scope of the term “security;” 75 absent trading in securities, 
the SEC is powerless to act. In a recent case, Herbert F. Korholz™ 
the Commission has taken the position that a certificate of deposit issued 
by a bank is a security which may be the subject of an anti-fraud action. 
In that case the Commission is proceeding against certain individuals 
and four national banks. The matter involves the purchase of certifi-

67See Banking A ct of 1933 16, 21, 12 U.S.C. §§ 24, 378 (1970).
68 See generally Comment, Banks and the Securities A c t o f 1933, 54 V a. L. R ev. 117 

(1966); Address by G. Bradford Cook, General Counsel, SEC, Seventh Annual Banking 
Law Institute, in N ew  York City, May 1, 1972, reprinted in, 89 Banking L.J. 499 (1972).

69 Securities A ct of 1933 § 3 (a )(2 ), 15 U.S.C. § 77c(a)(2) (1970).
70 See Hearings on the Federal Securities A c t Before the H ouse Comm, on Interstate 

and Foreign Canmierce, 73d Cong., 1st Sess. 31, 243 (1933); 77 Cong. R ec. 2939 (1933) 
(statement of Representative Mapes).

71 Securities A ct of 1933 § 17, 15 U.S.C. § 77q (1970).
72 Securities Exchange A ct of 1934 § 10, 15 U.S.C. § 78j (1970).
73 15 U.S.C. § 78/(i) (1970).
74 Comment, Banks and the Securities A c t o f 1933, 52 V a. L. R ev. 117 (1966).
75 Coffey, T he Econom ic Realities o f a “Security”: Is There a M ore M eaningful 

Formula, 18 W es. R es. L. R ev. 367 (1967).
76 SEC Exchange A ct Release No. 9519 (Mar. 3, 1972).
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cates of deposit from the banks. The Commission alleged, inter alia, 
that Korholz violated section ten of the Securities Exchange Act of 
1934”  in connection with the sale of the certificates of deposit. Thus, 
the proceeding squarely involves the question of whether or not a trans
action involving a certificate of deposit may be the subject of an anti
fraud action under the securities laws.

Simply as a matter of statutory construction, it appears that Congress 
intended to exclude bank deposits from the scope of the term “security” 
in both section 2(1) of the Securities Act of 193 377 78 and section 3 (a) (10) 
of the Securities Exchange Act of 1934.79 In both statutes numerous 
instruments of common usage are named, but bank deposits are omitted.

77 15 U.S.C. § 78q (1970). SEC charged that Korholz, in control of Susquehanna 
Corp, and Pan American Sulpher Co., induced Pan American to purchase certificates 
of deposit from the four banks in consideration of the banks’ extending credit to 
Susquehanna. SEC Exchange Act Release No. 9519 (Mar. 3, 1972).

78 15 U.S.C. § 77b(1) (1970); see H.R. Rep. N o. 85, 73d Cong., 1st Sess. 11 (1933).
79 15 U.S.C. § 78c(a)(10) (1970). The Senate Report on the 1934 Act asserts that 

the definition of security was intended to be ‘“substantially the same as [that contained] 
in the Securities Act of 1933.” S. Rep. N o. 792, 73d Cong., 2d Sess. 14 (1934).

80 For purposes of this discussion, no distinction is made between a deposit evidenced 
by a certificate and one evidenced by a simple passbook entry. Thus, the terms “cer
tificate of deposit” and “deposit” are used interchangeably.

81 The definitions of “security” in these two statutes are ‘“virtually identical.” 
Tchercpnin v. Knight, 389 U.S. 332, 336, 342 (1967); see note 79 supra.

82 389 U.S. 332 (1967). “ [I]n searching for the meaning and scope of the word 
“security” in the [1934] Act, form should be disregarded for substance and the emphasis 
should be on economic reality.” Id. at 336.

88 328 U.S. 293 (1946).
84 Id. at 301.
88 389 U.S. at 338-39.

Case law does not support the proposition that a certificate of deposit80 
is a security as that term is defined in section 2(1) of the 1933 Act and 
section 3 (a) (10) of the 1934 Act.81 The case which most nearly sup
ports the proposition that a certificate of deposit is a security, however, 
is T cherepnin v. Knight.82 * There the Supreme Court held that a with
drawable share account in a savings and loan association was a “security” 
within section 3(a) (10) of the 1934 Act. The Court relied on the def
inition of a security laid down in SEC v. W. J. Howey Co.^ where 
the test for determining if a particular scheme constituted an “invest
ment contract” was “whether the scheme involved an investment of 
money in a common enterprise with profits to come solely from the 
efforts of others.” 84 In applying this definition to the facts of Tcherep
nin, the Court noted that a holder of a withdrawable share account earns 
a return on his investment only if the association shows a profit.85 Fur-
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ther, the Court noted that a holder of a withdrawable share account was 
not a creditor of the association under state law.86 87

86 Id. at 344.
87 See 5 A. Michie Co., Banks and Banking §§ 93-94 (1950 Supp. 1971). The de

positor’s right to interest is founded on his contract with the bank, and the contract 
does not ordinarily make the bank’s profitability a condition precedent to the de
positor’s right to interest.

88 Bank of Marin v. England, 385 U.S. 99, 101 (1966).
89 Securities Act of 1933 § 20(b), 15 U.S.C. § 77t(b) (1970); Securities Exchange Act 

of 1934 § 21(c), 15 U.S.C. § 78u(e) (1970); see Los Angeles Trust Deed & Mortgage 
Exch. v. SEC, 285 F.2d 162 (9th Cir. 1960), cert, denied, 366 U.S. 919 (1961).

90See 12 U.S.C. § 191 (1970); note 49 supra.
91 Civil No. 1088 (D.N.D. Mar. 27, 1972), appeal docketed, No. 72-1306, 8th Cir., 

May 30, 1972.

While Tcberepnin is superficially appealing support for the prop
osition that a bank-issued certificate of deposit is a security the case 
should be distinguished from a bank deposit situation on at least two 
grounds. First, a depositor can expect to earn interest on his deposit 
regardless of whether the bank is able to show a profit, contrary to the 
nature of the withdrawable share account considered in Tcberepnin.61 
Second, it is axiomatic that a bank depositor stands in a debtor-creditor 
relationship with his bank and is not the owner of an equity interest 
in the bank.88 These two distinctions show that Tcberepnin does not 
support the proposition that a bank deposit is a security, because bank 
deposits do not have the features relied upon by the Court in holding 
that the withdrawable share account was an investment contract.

Apart from the conceptual distinctions between a certificate of deposit 
and a security, the issue of whether a certificate of deposit is a security 
has severe consequences for the determination of regulatory jurisdic
tion. If the SEC has the power to regulate anti-fraud violations in con
nection with certificates of deposit then it has the power to regulate 
the most important function performed by commercial banks, the ac
ceptance of deposits. If the SEC’s power to initiate an action for an 
injunction and for the appointment of a receiver89 is applied to banks, 
the dividing line between jurisdiction of bank agencies and the SEC 
becomes nearly impossible to discern. In the present scheme of bank 
regulation, only the state chartering authority or, in the case of a na
tional bank, the Comptroller of the Currency has the power to close 
a bank.90 But in SEC v. First American Bank & Trust Co., the SEC has 
sought to close a bank by bringing an action91 to enjoin the bank from 
accepting deposits and for the appointment of a receiver. The ground 
asserted for relief was that the bank was violating the anti-fraud pro
visions of the securities laws by failing to disclose its insolvency to
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depositors. In an order dated /March 27, 1972, the district court denied 
a temporary restraining order, and the SEC appealed.92 93

92 Id. The court did not treat the issue of whether a certificate of deposit is in fact 
a security.

93 [1970-1971 Transfer Binder] CCH Fed. Sec. L. Rep. 5l 92,968 (N.D. Tex. 1971).
94 Complaint at 10, SEC v. National Bankers Life Insurance Co., [1970-1971 Transfer 

Binder] CCH Fed. Sec. L. Rep. 51 92,968 (N.D. Tex. 1971).
95 See Wall Street Journal, Jan. 27, 1971, at 4, col. 2. The bank had approximately 

$69 million in deposits when it closed.
96 Order of Sep. 15, 1971, SEC v. National Bankers Life Insurance Co., [1970-1971 

Transfer Binder] CCH Fed. Sec. L. Rep. 51 92,968 (N.D. Tex. 1971).
9" See Granader v. Public Bank, 417 F.2d 75 (6th Cir. 1969), cert, denied, 397 U.S. 

1’ 65 (1970) (action under federal antitrust laws challenging action of state bank 
commissioner and FDIC in selling assets of defendant bank to a solvent bank and 
liquidating defendant bank).

Hackley, supra note 49, at 786-92.

In a more celebrated case, SEC v. National Bankers Life Insurance 
Co.™ the SEC also played a substantial role. On January 18, 1971, the 
SEC brought an action against numerous corporations, individuals, and 
banks. The central figure in the suit was Houston financier Frank 
Sharp. The Sharpstown State Bank, which he controlled, was also 
named. The Commission did not directly allege that the bank was 
insolvent, but did say that it was “to a greater or lesser degree in a poor 
financial condition, and . . . this condition may be growing worse.” 94 
The complaint prayed for an injunction against the sale of stock in cer
tain corporations “or any other securities” except exempt securities 
without registration, and against sale of stock in certain corporations 
without specified material disclosures. Institution of the SEC’s suit was 
followed by a run on the bank and it closed a week later.95 The bank 
was ultimately dismissed from the SEC’s suit.96

Several things are disturbing about the developments in the First 
American Bank and National Bankers Life cases. First, the determina
tion of when to close a financial institution is an extremely sensitive 
matter, and it is not uncommon for individuals in control of closed 
banks to contest the appointment of a receiver by the state authorities 
or the Comptroller of the Currency.97 It is a determination for which 
banking supervisors, both state and federal, have particular expertise. 
Indeed, careful review of examination reports and consultation with 
bank officials are normally the only means by which such a determina
tion may be made. The presence of another, non-banking agency in 
the midst of such deliberations will inevitably cause difficulties.98

Another consequence of an emergency closing like that which oc
curred in National Bankers Life is that FDIC may lose its opportunity
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to arrange a purchase and assumption transaction or a merger as an 
alternative to an outright payoff of insured deposits." Such a transac
tion may save substantial uninsured deposits in excess of $20,000, but it 
is impossible to effect a purchase and assumption without time to locate 
an assuming bank suitable to FDIC. In an emergency closing, such time 
simply may not be available.

The difficulties created by a bank failure are incalculable. Depositors 
must be paid from FDIC’s fund, built up by assessments from banks 
which are safe and sound. Uninsured, excess depositors stand at worst 
to lose substantial sums and at best to wait several years to recover the 
amount of their deposits from the proceeds of liquidation of the bank.99 100 
To the extent that a bank’s solvency or insolvency can be controlled, 
it should be controlled by banking agencies. Bank securities were ex
empted from the registration provisions of the Securities Act of 1933 
because banks were already regulated by the federal government.101 
Thus, it seems clear that Congress sought to preserve bank agency juris
diction over banks. Surely there is no legislative history behind either 
the Securities Act of 1933 or the Securities Exchange Act of 1934 to 
support the proposition that the SEC should have regulatory authority 
over banks.102

99 The FDIC has authority to arrange a purchase and assumption transaction, a 
merger, or even to make a loan to a distressed bank. See Federal Deposit Insurance 
Act 13(c), (e), 12 U.S.C. § 1832(c), (e) (1970); note 63 supra and accompanying 
text.

100 Between 1934 and the end of 1970, 489 insured banks failed, requiring disburse
ments by the FDIC; 98.2 percent of all deposits in the failed banks have been paid to 
all depositors. FDIC, Annual Report 3, 4 (1970). Bank liquidation, however, usually 
consumes several years. An example is Public Bank of Detroit, which failed on Oct. 
12, 1966. See Wall Street Journal, Oct. 13, 1966, at 2, col. 2. Petitions have recently 
been filed seeking termination of that receivership. See In re Public Bank, Civil No. 
74,962 (Wayne County Cir. Ct., Mich. July 21, 1972).

101 See notes 26-27 supra and accompanying text.
102 See id.

BROKERED FUNDS

Consideration of one commercial practice which has become popular 
in recent years brings into sharp focus the regulatory overlap which 
results when bank deposits are construed to be within the SEC’s regula
tory jurisdiction. The practice of “brokering deposits” is engaged in 
by money brokers who solicit deposits for banks. There are two basic 
variations on the brokered funds theme and certain features are common 
to both types—a bank wishes to obtain funds, usually to make loans, and 
a middleman, the money broker, offers to make funds available. In one
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type of transaction the bank wishing to obtain the deposits pays a pre
mium—usually between one and three percent of the deposit—to the 
money broker. The money broker divides this fee between himself and 
the depositor whom he has procured for the bank. In the second type 
of brokered funds transaction, the fee is paid to the money broker not 
bv a bank, but by a borrower from the bank. In return for the bor
rower's fee, the money broker solicits the deposits for the lending bank, 
which the lending bank requires as a condition for making the loan in 
the first place. Two features of this second type of transaction are 
significant. First, the bank has no right to offset the deposits solicited 
by the money broker against any default by the borrower, there being 
no privity between the depositor and the borrower. Second, and more 
important for bank regulators, there is nothing illegal about a borrower 
giving a portion of his loan proceeds to the money broker. In the first 
transaction outlined, the bank is obviously paying “interest” when it 
pays a fee to the money broker, and, as such, the practice may be cor
rected by the banking agencies pursuant to their authority to regulate 
payment of interest on deposits.103 In cases in which the depositor re
ceives his additional payment from the money broker, the transaction 
is not a violation of any statute or regulation, assuming that the borrower 
is creditworthy and the loan is otherwise regular.

103See 12 C.F.R. § 329 (1972), as amended, 37 Fed. Reg. 10,331, 10,341 (1972).
104 O f 19 banks which closed between Jan. 1, 1969, and Feb. 18, 1971, seven failures 

were due in part to misuse of brokered deposits. See Hearings on R ecent Bank 
Closings Before the House Comm. on Banking and Currency, 92d Cong., 1st Sess. 33-37 
(1971) [hereinafter cited as 1911 Hearings on Recent Bank Closings].

105 451 F.2d 898 (5th Cir. 1972).

Brokered funds represent a serious problem for bank regulators. 
Numerous recent bank failures have been traced wholly or partially to 
the practice of accepting brokered deposits, including the failure of 
the Sharpstown State Bank in Flouston, Texas on January 25, 1971.104 
It has been found that the borrowers to whom the brokered deposits 
are loaned are often poor credit risks who, but for the intervention of 
the broker, would not otherwise be able to obtain a loan. Additionally, 
when a small bank accepts brokered deposits it gives the money broker 
a certain amount of leverage in determining the loan policies of the 
bank, and the leverage may extend to loans made after the initial trans
action because the bank will need additional deposits to pay off the 
original deposit obligations.

The FDIC acted to halt illegal advertising in the practice of money 
brokering in FDIC v. Sumner Financial Corp.105 The SEC also has
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taken steps against the practice.106 In at least one private action, the 
practices of money brokers have been held to be subject to the registra
tion provisions of the securities law.107 Comparison of these cases shows 
how misuse of brokered funds can be the subject of regulation by both 
agencies.

106 SEC v. C.H. Wagner & Co., [1971-1972 Transfer Binder] CCH Fed. Sec. L. Rep. 
5l 93,380 (D. Ore. 1972). See also Brief for Appellee at 14-19, C.H. Wagner & Co. v. 
Safeway Portland Employees’ Fed. Credit Union, No. 72-1429 (9th Cir., docketed 
Mar. 6, 1972).

107 Safeway Portland Employees’ Fed. Credit Union v. C.H. Wagner & Co., 335 
F. Supp. 116 (D. Ore. 1971), appeal docketed, No. 72-1429, 9th Cir., Mar. 6, 1972.

108 Civil No. 71-7-J (M.D. Fla. Jan. 19, 1971), rev’d, 451 F.2d 898 (5th Cir. 1972).
109 12 U.S.C. § 1828(g) (1970); see 12 C.F.R. §§ 4, 5, 217, 250, 263, 303-04, 328-29 

(1972).
110 12 C.F.R. § 329.8(g) (1972), as amended, 37 Fed. Reg. 10,331, 10,341 (1972). “Any 

person or organization which solicits deposits for an insured nonmember bank shall 
be bound by the rules contained in this section with respect to any advertisement, an
nouncement or solicitation relating to such deposits. No such person or organization 
shall advertise a percentage yield on any deposit it solicits for an insured nonmember 
bank which is not authorized to be paid and advertised by such bank.” Id.

i n  Civil No. 71-7-J (M.D. Fla. Jan. 19, 1971).
112 451 F.2d 898 (5th Cir. 1972).
U3 Id. at 902. The court distinguished Investment Co. Institute v. Camp, noting 

that “ [i]n Camp a divided Court invalidated a regulation promulgated by the Comp
troller authorizing bank investment funds. The Court said such banking activity ap
peared to be clearly prohibited by the Glass-Steagcll Act and noted that the Comp
troller had promulgated the regulation without opinion or accompanying statement.” Id. 
at 902; Investment Co. Institute v. Camp, 401 U.S. 617 (1971).

114451 F.2d at 904; see Federal Deposit Insurance Act § 9, 12 U.S.C. § 1819 (1970).

In FDIC v. Sumner Financial Corp., FDIC brought an action to enjoin 
Sumner, a money broker, from violating FDIC regulations governing 
advertisement of interest rates.108 109 Two issues were presented—first, 
whether FDIC had authority under section 18(g) of the Federal De
posit Insurance Act100 and its regulations110 to regulate interest advertise
ments made by money brokers, and second, whether FDIC had standing 
to seek injunctive relief. The district court dismissed FDIC’s complaint 
without an opinion,111 and the United States Court of Appeals for the 
Fifth Circuit reversed.112 The appellate court found that FDIC’s reg
ulation governing solicitation of deposits for banks was not an unreason
able exercise of the FDIC’s powers under section 18(g) of the Federal 
Deposit Insurance Act.113 Further, the court found that FDIC had the 
capacity to seek injunctive relief, based on its general “sue and be sued” 
clause.114 The court intimated no opinion on whether such relief was 
appropriate in this case, leaving that question to the district court on 
remand.
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In its present posture, the Sumner case leaves several questions un
answered. The transactions which are the subject of the suit advertised 
both “interest” and an “incentive fee” to be paid by the money broker 
to the depositor. Together, the interest and the incentive fee violate 
FDIC’s interest rate ceilings. On remand, the district court will be 
presented with questions involving what types of brokered funds trans
actions may be regulated, and also what remedies are appropriate.

Another approach to the problem of brokered funds is illustrated by 
SEC v. C.H. Wagner & Co.115 * and its companion, Safeway Portland 
Employees' Federal Credit Union v. C.H. Wagner & Co™  These two 
cases differ only in that the former is an action for an injunction while 
the latter is an action for damages. In SEC v. C.H. Wagner & Co., 
the court used the same reasoning to conclude that Wagner’s failure 
to register the scheme was a violation of the registration provisions of 
the Securities Act of 1933, and therefore that the SEC was entitled to 
a permanent injunction.117

115  [1971-1972 T ransfer Binder] CCH F ed. Sec. L. R ep. <] 93,380 (D. Ore. 1972).
11« 335 F. Supp. 116 (D. Ore. 1971), appeal docketed, No. 71-1429, 9th Cir., Mar. 6, 

1972.
117 Compare SEC v. C.H. W agner & Co., [1971-1972 T ransfer Binder] CC H  Fed. 

Sec. L. Rep. 51 93,380 (D. Ore. 1972) w ith Safeway Portland Employees’ Fed. Credit 
Union v. C.H. W agner & Co., 335 F. Supp. 116 (D. Ore. 1971).

118 335 F. Supp. at 117.
119 Id. at 118.
120 See Securities Act of 1933 11, 12, 15 U.S.C. § 77k, 77/ (1970). See also J.I.

In Safeway Portland, the plaintiff credit union had purchased a cer
tificate of deposit in the Sharpstown State Bank from Wagner, and 
Wagner had agreed to pay the credit union an incentive fee. The bank 
failed, and the credit union brought an action against Wagner based on 
the registration provisions of the Securities Act of 1933. Wagner argued 
that the sale of certificates of deposit was exempt under section 3 (a) (2) 
of the Act, and that he was liable only for the incentive fee offered, .625 
percent of the face amount of the certificate. The credit union argued 
that Wagner was selling an investment contract—certificates of deposit 
plus a bonus—which was required to be registered. The court noted that 
a deposit is exempt from the registration requirements,118 but held that 
Wagner’s “scheme” could not be separated into its exempt and non
exempt parts and therefore constituted an investment contract.119 Judg
ment was accordingly awarded for the full face amount of the certificate 
of deposit plus interest.

The obvious merit to an action against money brokers under the 
federal securities laws is that it provides a private remedy,120 while the
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Federal Deposit Insurance Act provides at best a basis for administrative 
regulation before the damage is done. A money broker could avoid the 
effect of Safeway Portland and SEC v. C. H. Wagner & Co. if he could 
devise a way to sell an exempt certificate of deposit without adding 
the “bonus” into the same package to make it an investment contract. 
However, the “bonus” paid to the depositor is the sine qua non of the 
broker’s operation and the element which makes the proposition attrac
tive to depositors. In view of the court’s refusal in the Wagner cases 
to separate the scheme into component parts,* * 121 it would be extremely 
difficult for a money broker to fragment his operation sufficiently to 
avoid liability under the securities laws, yet at the same time retain the 
integration necessary to realize a profit.122

Case Co. v. Borak, 377 U.S. 426 (1964); Kardon v. National Gypsum Co., 73 F. Supp.
798 (E.D. Pa. 1947) (private remedy for anti-fraud violations).

121 The court rejected an argument based on SEC v. United Benefit Life Insurance 
Co. which held that if a transaction could be separated into exempt and nonexempt 
parts, registration of the nonexempt parts was not required. 387 U.S. 202 (1967). 
Wagner argued that his scheme was divisible into a certificate of deposit and a promise 
to pay a bonus, only the latter of which should be required to be registered. The 
court found the entire scheme to be integrated, and that to separate it would frustrate 
the intent of Congress in enacting the securities laws. 335 F. Supp. at 118.

122 It would appear to be possible for a money broker to avoid the registration re
quirements of the securities laws by purchasing certificates of deposit with his own 
capital as a part of a link financing arrangement with the bank and a borrower. The 
broker would receive a commission from the borrower, and would discount the cer
tificates of deposit. The broker would simply be selling a naked certificate of deposit, 
without any of the trappings necessary to the finding of an investment contract. Such 
an arrangement might be susceptible to the anti-fraud provisions of the securities laws 
if the broker knew that his deposit was consideration for the bank making substandard 
loans, thereby threatening the stability of the bank issuing the certificates of deposit.

123 See Mich. Comp. Laws Ann. § 487.545 (Cum. Supp. 1969) (requiring the Com
missioner of Financial Institutions to request appointment of FDIC as receiver for a 
closed state bank).

The circumstances surrounding one recent bank failure illustrate the 
problems caused by misuse of brokered funds. The People’s State Sav
ings Bank of Auburn, Michigan was closed on April 16, 1970, by the 
Michigan Commissioner of Financial Institutions. Two days later FDIC 
was appointed receiver.123 The bank had been the subject of a massive 
brokered funds transaction in which over $2 million worth of so-called 
“Irrevocable Letters of Credit”—really certificates of deposit—were is
sued in two months. The funds were deposited in an account in the 
name of the Sumner Financial Corporation, which disbursed the money 
to certain individuals and to the letter of credit holders as an incentive 
fee. The bank was closed when an examination revealed that letters of
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credit issued in the name of the bank had not been recorded on its 
books.

After the closing of the bank, claims were filed by the letter of credit 
holders for payment of deposit insurance. Simultaneously the stock
holders of the closed bank began an action contesting the validity of the 
letters of credit which had been issued, claiming that they were not 
valid obligations of the bank because they were not authorized by the 
bank’s board of directors. Of course, if the letters of credit were not 
valid obligations of the bank, the bank was not insolvent because its 
deposit liabilities would be reduced by over $2 million. The claimants 
and the stockholders intervened in the receivership court and, in an 
opinion dated October 4, 1971, the receivership court held that the 
letters of credit were valid obligations of the bank.124 An appeal was 
promptly taken by the stockholders.125 Throughout these proceedings, 
the letter of credit holders have been unable to receive deposit insurance 
because FDIC cannot pay such insurance until the litigation involving 
the stockholders and claimants is resolved.126 Despite the fact that the 
cashier and president of the bank, who performed the physical opera
tions necessary to the entire transaction, were later found guilty of 
misapplication in criminal trials,127 the court refused to say that the 
funds were received in other than the “usual course of business.” 128

124 In re Briggs, Civil No. 5972-D (Bay County Cir. Ct., Mich. Oct. 4, 1971).
125 In re Briggs, Civil No. 13,504 (Mich. Ct. App., filed Oct. 25, 1971).
126 The FDIC has authority to await the decision of a court of competent jurisdiction 

before paving deposit insurance. Federal Deposit Insurance Act § 11(f), 12 U.S.C. 
§ 1821(f) (1970).

127 See Am . Banker, Apr. 12, 1972, at 6.
W>ln re Briggs, Civil No. 5972-D, at 56 (Bay County Cir. Ct., Mich. Oct. 4, 1971).
129 People’s State Savings Bank had a total of approximately $10,135,000 in deposits. 

A total of $2.67 million in brokered funds passed through the bank in the five weeks 
preceding its failure. R.L. Polk Co., Bank D irectory, at Michigan-4 (151st ed. Mar. 
1970). Virtually all of the letters of credit were issued in an amount less than $20,000, 
the maximum insured bv FDIC.

Several things are exceptional about the Auburn bank situation. First, 
it appears that Sumner exercised a greater degree of control over the 
entire transaction than one would expect to find in a brokered deposits 
scheme. Close cooperation between the principals is not essential to 
make a brokered deposits scheme work, but it is likely that the sheer 
size of the Auburn transaction129 necessitated a greater degree of super
vision by the broker. Also, it is bv no means essential to a brokered 
funds scheme that the bankers involved act criminally. It is entirely 
possible for a bank’s management to accept brokered deposits in the usual 
course of business without being guilty of criminal misapplication. But
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again, Auburn appears to be a gross example of the misuse of brokered 
funds, in which the bank directors not only did not approve the trans
action, but apparently were not even aware of it. The bank was purely 
a conduit for the direction of funds from letter of credit holders to 
certain individuals outside the bank. But, although the bank was a mere 
conduit, it carried FDIC insurance, an attractive element to letter of 
credit holders130 and, in all likelihood, essential to the success of the 
scheme.

130 The “letters of credit” prominently displayed the FDIC symbol.
131 See 1911 Hearings on Recent Bank Closings 30-32. Chairman Wille pointed out 

to the Committee that many banks accept brokered deposits without encountering 
difficulties, but the potential for harm outweighs any possible benefits resulting from 
the use of brokered funds. Id. at 32. The Chairman favored an administrative fine 
against the participating bank or authority to remove officers who participated in a 
brokered funds scheme. Id. See also note 134 infra.

132 H.R. 18,676, 91st Cong., 2d Sess. (1970); see 116 Cong. Rec. 26,052-56 (1970). 
See also S. 4524, 91st Cong., 2d Sess. (1970); 116 Cong. Rec. 38,278 (1970).

133 H.R. 5700, 92d Cong., 1st Sess. (1971); see 117 Cong. Rec. 5290-94 (1971).
134 Chairman Wille has made such a suggestion to Congress. See Hearings on H.R. 

5100 Before the House Coanm. an Banking and Currency, 92d Cong., 1st Sess. 32-33 
(1971) (statement of Chairman Wille). Similarly, the Comptroller of the Currency 
and the Federal Reserve Board have opposed brokered deposits. Id. at 134, 280.

Two possible ways in which the problem of brokered funds may be 
attacked have been suggested—banking agency regulation of advertising 
of interest rates, or regulation under the securities laws. A third alter
native, one which would directly attack the problem, is some form of 
remedial legislation. The FDIC supports the idea that Congress should 
act to prevent abuses arising from the receipt of brokered funds.131 The 
proposed Safe Banking Act of 1970 would have given FDIC the power 
to recover a penalty from any bank which accepted brokered deposits, 
the penalty to be equal to ten percent of the amount of the deposit.132 
Additionally, the FDIC would have had rulemaking powers under the 
statute. The proposed Banking Reform Act of 1971 contained a vir
tually identical provision.133 In addition, both bills contained criminal 
penalties for money brokers. It might be more advisable to eliminate 
the unnecessarily harsh penalty of criminal sanctions and instead rely 
on civil penalties assessed against both the bank and the broker, since 
both are at fault for any losses which the bank suffers on account of 
the scheme.134

The advisability of legislation to remedy misuse of brokered deposits 
seems manifest. Such a mandate from Congress would be a distinct 
service to bank depositors and also to federal agencies charged with 
regulation of financial institutions.
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SEC RULE 144

Another area in which the jurisdiction of the bank regulatory agen
cies and that of the SEC may overlap is the sale by a bank of unregis
tered stock135 which has been pledged as security for a loan. A landmark 
case decided in 1960, SEC v. Guild Films Co.,136 held that a bank selling 
unregistered stock pledged as collateral was not exempt from the registra
tion provisions of the Securities Act of 1933 on the basis, alleged by the 
defendant bank, that it was not “an underwriter.” 137 The court there
fore affirmed the trial court’s138 issuance of an injunction against sale 
of the stock where no registration statement is in effect.

In the wake of Guild Films, one commentator suggested that it would 
be well to amend the securities laws to provide a special exemption for 
sale of stock pledged as collateral.139 Under the new SEC rule 144,140 the 
Commission has set forth guidelines which clarify the criteria for de
termining who is an “underwriter” within the exemption accorded by 
section 4(1) of the Securities Act of 1933.141 The test of who is an 
underwriter is based on a determination of what constitutes a “distri
bution” of stock.142 From a banker’s point of view, rule 144 affords 
relief from the Guild Films rule only insofar as it clarifies the require
ments which must be met by a pledgor in order to come within the sec
tion 4(1) exemption; the rule thereby gives a banker the advantage of 
knowing whether he risks liability when he sells pledged letter stock. 
The rule demands strict compliance with the reporting company pro
visions of the Securities Exchange Act of 1934.143 The rule permits a 
pledgee to compute his “holding period” from the date the securities 
were acquired by the pledgor if the pledge transaction is bona fide and 
the stock is pledged with full recourse.144 Complex aggregation pro-

135 Such stock is sometimes known as “restricted” or “letter stock.”
136 279 F.2d 485 (2d Cir. 1960), cert, denied, 364 U.S. 819 (1960).
137 Securities Act of 1933 § 4(1), 15 U.S.C. § 77d(l) (1970). See generally 74 H arv. 

L. Rev. 1241 (1961).
138 178 F. Supp. 418 (S.D.N.Y. 1959).
139 Pierce, Securities & Exchange Comm. v. Guild Films Co., Inc., 16 Bus. Law. 

603,608 (1961).
140 The rule became effective April 15, 1972. 37 Fed. Reg. 599 (1972).
141 Id. at 596 (to be codified at 17 C.F.R. § 230.144).
142 Id. at 593.
143 Section (c)(1) of the rule requires that the issuer comply with sections 12, 13, 

and 15(d) of the Securities Exchange Act of 1934; section (c)(2) specifies disclosure 
requirements for the narrow class of stock which is exempt from the reporting com
pany provisions of that Act. Id. at 597 (to be codified at 17 C.F.R. § 230.144(c)); 
see 15 U.S.C. 78/, 78m, 78o(d) (1970). The aim of the rule in this regard is to assure 
that there be “current public information” concerning the issues.

14437 Fed. Reg. 597 (1972) (to be codified at 17 C.F.R. § 230.144(d) (4) (iv)).
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visions of the rule may also limit a bank’s right to sell pledged stock 
because an entity over which the bank has no control has sold the total 
amount of securities permitted by the rule within a six-month period.* * 145

Section (d) of the rule generally requires that one for whose account restricted se
curities are sold must be the beneficial owner for two years before the sale.

145 For example, section (e) (3) (ii) provides that the securities sold by a pledgee 
shall be aggregated with those sold by a pledgor. Id. at 598 (to be codified at 17 
C.F.R. § 230.144(e) (3) (ii)). Section (e) (3) (vi) provides that sales by affiliates or 
persons acting in concert by agreement shall be aggregated so that a pledgee bank may 
have to aggregate its sales with sales of affiliates of the pledgor to determine if the 
maximum amount permitted to be sold under sections (e)(1) and (e)(2) has been 
reached. Id. (to be codified at 17 C.F.R. § 230.144(c) (3) (v i)).

146See Carroll v. First N at’l Bank, 413 F.2d 353 (7th Cir. 1969), cert, denied, 396 
U.S. 1003 (1970).

147 Such an arrangement could constitute usury. See Planter’s Nat’l Bank v. Wysong 
& Miles Co., 177 N.C. 380, 99 S.E. 199 (1919).

These requirements, while potentially burdensome to bankers, are 
certainly directed to affecting the disclosure principles of the securities 
laws. Rule 144 illustrates how banks and bank regulators must be alert 
for violation of securities laws. It is just as important for banks to 
comply with SEC regulations as it is for them to comply with regula
tions promulgated by banking agencies.146 Herein lies the overlap in 
jurisdiction between bank regulatory agencies and the SEC—that is when 
a bank engages in a course of conduct which, as a potential threat to 
investors, is subject to regulation by the SEC. The bank regulatory 
agencies, charged as they are with overseeing bank safety and sound
ness, have an obligation to closely scrutinize and, depending on the facts, 
in some cases prohibit a bank’s acceptance of unregistered stock as col
lateral. Certainly, under rule 144, such a security is not readily 
marketable.

COMPENSATING BALANCES

Another area in which the jurisdiction of the SEC and of the bank 
regulatory agencies may overlap involves so-called “compensating bal
ance” arrangements. A compensating balance may take many forms. 
Most simply, a borrower may be required to maintain a certain deposit 
balance in the lending bank, or may even be required to leave a portion 
of the proceeds of his loan in the bank.147 A more complicated instance 
of a compensating balance occurs when an affiliate of the borrower, 
which may be another bank, or in some cases the individual borrower’s 
corporation, maintains a compensating balance with the lending bank. 
Bank regulators are especially concerned about instances in which a 
bank maintains a compensating balance with another bank as considera-
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non tor a loan to an officer of the first bank. Such an arrangement 
would appear to constitute a misuse of depositors’ funds in the bank 
which makes the compensating deposit.* * * * * * * * * * 148

1*8 The Department of Justice has indicated that maintenance of a compensating
balance as consideration for a loan to a bank officer or director may constitute a criminal
misapplication of funds under federal law. Letter from Will Wilson, Assistant Attorney
General, to Frank Wille, Chairman, FDIC, Sep. 18, 1970; see 18 U.S.C. § 656 (1970).
No prosecutions have been brought on this theory, but banks have been informed of such
a possibility by the appropriate banking agencies. Letter from Frank Wille, Chairman,
FDIC, to Executive Officers of Insured State Nonmember Banks, Oct. 26, 1970; see
Wall Street Journal, Oct. 29, 1970, at 7, col. 2. Regardless of whether criminal charges
are ever brought, such a practice clearly constitutes an unsafe and unsound banking
practice over which the bank regulatory agencies have administrative jurisdiction.
Federal Deposit Insurance Act §§ 8(a)-(c), 12 U.S.C. 1818(a)-(c) (1970).

H9 See Am . Banker, Mar. 21, 1972, at 4.
iso 15 U.S.C. §§ 79 to 79z-6 (1970); see SEC Form U5B, 17 C.F.R. § 259.101 (1972).
151 See Carroll v. First Nat’l Bank, 413 F.2d 353 (7th Cir. 1969), cert, denied, 369 

L’.S. 1003 (1970). In Carroll a bank was sued as an aider and abettor of anti-fraud 
violations for its role in a “credit bubble” scheme involving purchases of stock for 
which it was unable to pay and manipulation of the price of certain stocks. The court 
ruled that a claim against the bank had been stated.

152 See SEC v. First Securities Co., [1971-1972 Transfer Binder] CCH Fed. Sec. L. 
Rfp. « 93,430 (7th Cir. 1972).

153 SI C Exchange Act Release No. 9519 (Mar. 3, 1972); see notes 76-77 supra and 
accompanying text.

The SEC has indicated that it may require registrants to disclose 
compensating balances maintained with lending banks,149 a form of dis
closure already required under the Public Utility Holding Company 
Act of 1935.150 If the SEC requires such disclosure to be made, the 
potential liability of banks for aiding and abetting anti-fraud violations 
would be much greater than it is at present. Presumably, if it came to 
the bank’s attention that its borrower failed to make adequate disclosure 
of the compensating balance arrangement, the bank would be exposed 
to substantial liability as an aider and abettor of the borrower’s fraud.151 
The extent to which the aiding and abettinor rationale can be carried has 
yet to be determined, but it has been held that liability predicated on aid
ing and abetting may be found on less than knowledge and participation 
in the violation.152 153 Even without the specific requirement of disclosure, 
the Commission is alleging in Herbert F. Korbolz™ that the banks 
which issued certificates of deposit to Pan American and extended credit 
to Susquehanna were culpable as aiders and abettors of the corporation’s 
and individuals’ anti-fraud violations. In the event that the SEC used its 
injunctive power against a bank held liable as an aider and abettor a 
conflict of administrative jurisdiction could develop as to whether the 
SEC should be able to compel disclosure by a bank of the source of its
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deposits. Bank regulators would most likely prefer that such a matter 
be handled confidentially, but the SEC could argue that disclosure was 
essential to protect investors in the corporation which maintained the 
compensating balance. Regardless of how the issue of administrative 
jurisdiction is resolved, bankers need to guard against incurring liability 
as aiders and abettors of violations of the securities laws when thev 
require, either openly or tacitly, maintenance of compensating balances.

SECURITIES TRANSFER AND DELIVERY

Section 11(h) of the Securities Investor Protection Act of 1970154 
mandated an SEC study of unsafe and unsound practices within the 
securities industry. The result was the Study of Unsafe and Unsound 
Practices, submitted to Congress on December 28, 1971.155 In that re
port, the SEC cited as a major cause of the back-office crush which 
plagued the industry the inadequacy of existing facilities for the transfer 
and delivery of securities.156 Indeed, it seems primitive to continue to 
rely on the concept of physical delivery in securities trading since a 
sudden increase in volume can virtually paralyze the industry. To rem
edy this weakness in the securities industry, it is apparent that, in the 
near future, securties will be immobilized in some central mutual serv
ice depository or a system of depositories, and transactions will be 
accomplished by book entry.157 One such depository, the Central 
Certificate Service, is already operating in New York. The exact nature 
of these depositories is of course yet to be determined, but it is likely 
that bank regulators as well as the SEC will play a role.158

154 15 U.S.C. § 78kkk(h) (1970).
155 SEC, Study of Unsafe and U nsound Practices, reprinted in, 4 CCH Fed. Sec. 

L. Rep. 51 74,801 (1972).
156 Id. at 3, reprinted in, 4 CCH Fed. Sec. L. Rep. 51 74,801, at 65,503 (1972).
157 See Hearings on the Financial and Operational Problems of the Securities Industry 

Before the Subconrm. on Securities of the Senate Comm. on Banking, Housing and 
Urban Affairs, 92d Cong., 1st Sess., pt. 2, at 174, 179 (1971).

158 It is planned that the Central Certificate Service be incorporated as a trust com
pany under the banking law of New York and that eligible depositors be limited to 
such “financial organizations” as banks, broker dealers, and a few others. Id. at 180-81. 
Further, regulation of depositors in the depository has been suggested as the key to 
regulation of the depository. Id. at 191, 343-46.

159 SEC, Study of Unsafe and Unsound Practices 8, reprinted in, 4 CCH Fed. Sec. 
L. Rep. 5174,801, at 65,508 (1972).

Until the system for processing securities is entirely modernized, 
efforts are being directed toward more complete regulation of the pres
ent system.159 Insofar as banks perform a substantial amount of the 
transfer agent functions in rhe securities industry, a potential for over-
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lapping jurisdiction between the SEC and bank regulators is presented. 
The SEC has recognized this potential and has disclaimed any desire 
to expand its jurisdiction so as to conflict with that of bank regulators.160 
Indeed, in the present regulatory scheme there could be no conflict of 
administrative jurisdiction because neither the SEC161 nor the bank 
regulators have clear authority to regulate banks in their capacity as 
transfer agents. A bank’s acting as a transfer agent is less clearly related 
to its financial stability than its more traditional commercial functions. 
In any event, it might be improper to call shoddy transfer agency prac
tices “unsafe and unsound practices in conducting the business of such 
bank.” 162 But it might be argued that bank regulators regularly super
vise bank functions which are not directly related to financial stability, 
such as advertising interest rates paid on deposits163 or rendering services 
to state-operated lotteries,164 and such supervisory power could logically 
be extended to cover a bank’s capacity as a stock transfer agent.

The SEC has proposed legislation wThich would provide for regula
tion of stock transfer agents, depositories, and clearing agents by the 
Commission.165 The SEC has taken the position that a bank’s “perform
ance of transfer, registry, and disbursing functions . . .  is more a part 
of the securities transaction process than the banking process.” 1(56 Ac
cordingly, regulation of bank transfer agents under the bill as originally 
proposed would be divided between bank regulatory agencies and the 
SEC, with the principal rulemaking- authority vested in the Commis
sion.167 However, the Securities Subcommittee of the Senate Committee 
on Banking, Housing and Urban Affairs has approved an amended ver
sion of the bill168 which would give the appropriate federal bank regu-

160 Id.
161 The Commission proposed an administrative regulation which would have imposed 

a duty on issuers to maintain transfer facilities, but it was not adopted. See id. at 63, 
reprinted in, 4 CCH Fed. Sec. L. Rep. 11 74,801, at 65,575 (1972).

162 Federal Deposit Insurance Act § 8, 12 U.S.C. 1818(a)-(c) (1970).
163 Id. § 18(g), 12 U.S.C. § 1828(g) (1970).
164 Id. § 20(a), 12 U.S.C. § 1829(a) (1970).
165 See S. 3412, 92d Cong., 2d Sess. (1972); H.R. 14,567, 92d Cong., 2d Sess. (1972).
166 SEC, Study of Unsafe and Unsound Practices 65, reprinted in, 4 CCH Fed. 

Sec. L. Rep. 1i 74,801, at 65,577 (1972). It should be recognized that regardless of the 
validity of the classification of the transfer agent function, bank regulators are charged 
with regulation of an industry, not a process; and any practice within the industry is of 
legitimate concern to them.

167 See S. 3412, 92d Cong., 2d Sess. § 6 (1972).
168 See 118 Cong. Rec. D74O (daily ed. June 27, 1972); Wall Street Journal, June 28, 

1972, at 11, col. 1.
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latory agency power to enforce the terms of the bill respecting banks.lt5a 
The SEC retains rulemaking authority under section six of the amended 
bill. Whatever the outcome of this particular bill, there is need for a 
clear mandate from Congress, authorizing regulation of securities trans
actions. Recognition of a need for regulation is the first step in the 
process; now the scope of each agency’s jurisdiction must be defined.

TENDER OFFERS

A further area in which the jurisdiction of both banking agencies 
and the SEC is arguably invoked is that of tender offers. The SEC has 
jurisdiction, under section 14(e) of the Securities Exchange Act of 
1934, over manipulative or deceptive devices in connection with a 
tender offer.169 170 The Commission has authority to compel disclosure of 
the “source and amount of funds” used in making certain tender offers,171 
and such information must be filed after acquisition of the subject 
stock.172 A description of the credit transaction is also required if the 
offeror borrows money to finance the offer.173 This disclosure require
ment, while doubtless necessary to permit the stockholder-offerees to 
intelligently evaluate the offer, appears to expose the lending bank to the 
same potential liability as an aider and abettor of an anti-fraud violation 
as was noted in the discussion of compensating balances.174 No cases 
have been located in which a bank was held liable as an aider and abettor 
of a violation in connection with a tender offer, but the potential for 
such liability appears to follow from the disclosure requirements which 
are imposed upon the offeror.

169 A clean bill has been reported. S. 3876, 92d Cong., 2d Sess. (1972) ; see 118 
Cong. Rec. S12,518 (daily ed. Aug. 2, 1972); S. Rep. N o. 1009, 92d Cong., 2d Sess. 
(1972).

170 15 U.S.C. § 78n(e) (1970). SEC rule 10b-13 prohibits acquisition of shares of 
stock which are the subject of the tender offer by the offeror during the period of the 
offer. 17 C.F.R. § 240.10b-13 (1972). See generally Note, Cash Tender Offers, 83 
H arv.L . Rev. 377 (1969).

171 Securities Exchange Act of 1934 § 14(d)(1), 15 U.S.C. § 78n(d)(l) (1970).
172 § 13(d)(1)(B), 15 U.S.C. § 78m (d)(l)(B ) (1970).
173 Id.
i n  See notes 147-153 supra and accompanying text.
175 12 C.F.R. § 221 (1972). Regulation U applies to tender offers. Id. § 221.110(b)(2).

A more direct conflict of administrative jurisdiction would occur 
where a tender offer which violates the disclosure provisions of the 
securities laws also violates Federal Reserve Board regulation U, gov
erning margin requirements in purchases of securities.175 An example 
of such a situation would be a tender offer in which the offeror agrees 
with the lending bank to secure his loan with the stock purchased, and
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the terms of the loan violate regulation U. An offeror might be reluctant 
to disclose that his loan is secured by the stock he intends to purchase 
because it would indicate to the offerees that his financial position is 
unstable. Further, the lending bank might not have checked to deter
mine whether the proper disclosures were made by the offeror. In such 
a situation the bank could be subject to SEC jurisdiction for aiding and 
abetting a violation of the securities laws and also for the violation of 
regulation U.176 The bank would also be subject to the jurisdiction of 
the appropriate banking agency, having violated a “law, rule or regula
tion" within the meaning of section eight of the Federal Deposit In
surance Act.177 If the lending bank were in a weak financial position, 
a dispute might develop as to whether the bank should be subject to 
administrative and civil penalties meted out publicly by the SEC under 
the securities laws, or whether the appropriate banking agency should 
be allowed to deal with the bank privately, and perhaps devise a solu
tion which would be satisfactory to the SEC and any persons injured 
bv the nondisclosures. A confidential proceeding would avoid damage 
to the bank through adverse publicity.178

176 T he SEC has the power to enforce Regulation U. Securities Exchange Act of 
1934 § 7, 15 U.S.C. § 78g (1970).

177 12 U.S.C. § 1818 (1970).
178 See note 29 supra and accompanying text.
179 Federal Trade Commission Act § 5(a) (1), 15 U.S.C. § 45(a) (1) (1970).
180 15 U.S.C. 41-58 (1970).

Undoubtedly other examples of overlapping laws and agency juris
diction in the field of banking and securities will emerge. It is sufficient 
for the present time to observe that many of the overlaps apparent today 
have arisen less through design than through the dynamics of the in
dustry itself and through an increased willingness on the part of regula
tors, banking and nonbanking, to test and apply the laws from which 
they receive their agency charters.

Banks and C onsum erism

In recent years, Congress has shown increased awareness of the con
sumer movement and has manifested a willingness to legislate terms and 
remedies surrounding the sale of consumer goods. The Federal Trade 
Commission is primarily responsible for protecting the consumer; and 
to the extent that bank depositors and borrowers are victims of “unfair 
or deceptive acts or practices” 179 committed by banks, there is a poten
tial for overlapping jurisdiction between the FTC and banking agencies.

Under the terms of the Federal Trade Commission Act,180 the Com-
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mission has no power to enforce the Act against banks.181 In view of 
the obvious policy underlying the Federal Trade Commission A c t/82 
this exemption was probably created in order to spare banks from dual 
regulation.183 Today the exemption has ripened into a “traditional lack 
of jurisdiction over banks” for the FTC.184

181 Federal Trade Commission Act § 5(a)(6), 15 U.S.C. § 45(a)(6) (1970).
182 The basic purpose of the Federal Trade Commission Act is to protect the public. 

FTC v. Cinderella Career & Finishing Schools, Inc., 404 F.2d 1308, 1313-14 (D.C. Cir. 
1968).

183 See United States v. Philadelphia Nat’l Bank, 374 U.S. 321, 336 n .ll (1963), citing 
T.C. Hurst & Son v. FTC, 268 F.2d 874, 877 (E.D. Va. 1920).

184 Id.
185 12 U.S.C. § 1818 (1970).
186 Such proceeding may seek, depending on the subsection relied on, termination 

of deposit insurance, issuance of a cease-and-desist order, or issuance of a temporary 
cease-and-desist order. Id. 8(a)-(c), 12 U.S.C. §§ 1818(a)-(c) (1970).

187 Federal Trade Commission Act § 5(a)(1), 15 U.S.C. § 45(a)(1) (1970).
188 See Marquette Cement Mfg. Co. v. FTC, 147 F.2d 589, 590-94 (7th Cir. 1945) 

(FTC has exclusive jurisdiction); Miles Laboratories v. FTC, 140 F.2d 683, 685 (D.C. 
Cir. 1944) (FTC jurisdiction said to be “exclusive”).

189See Atlantic Ref. Co. v. FTC, 381 U.S. 357, 367 (1965) (FTC has power “in the 
first instance” to determine whether a method of competition or an act or practice is 
unfair).

A lack of administrative jurisdiction, however, docs not imply that 
banks are exempt from the substance of the Federal Trade Commission 
Act. The Act reflects pressing policy considerations which should 
apply to all industries, even those which are exempt from the jurisdiction 
of the FTC.

The authority of the federal bank regulatory agencies to enforce 
the terms of the Federal Trade Commission Act against banks appears 
to be located in section eight of the Federal Deposit Insurance Act.185 
That section gives the appropriate federal banking authority the power 
to proceed1 SG against a bank engaged in “unsafe or unsound practices” 
or a bank which has violated or appears to be about to violate a “law, 
rule or regulation . . . .” The Federal Trade Commission Act declares 
“unlawful” any unfair or deceptive acts or practices in commerce.187 
It follows that a bank which engages in an unfair or deceptive act or 
practice is violating a law, and the banking agencies may proceed against 
it under section eight.

One difficulty with the foregoing analysis is that courts have con
strued the Federal Trade Commission Act to confer exclusive jurisdic
tion on the FTC.188 As between courts and the FTC, it is beyond dis
pute that the Commission has original jurisdiction over unfair or decep
tive acts or practices in commerce.189 It could be argued that this con
struction of the Act precludes enforcement of the Act by another
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agency, but such a restrictive view seems inconsistent with the declara
tion of Congress that unfair or deceptive trade practices are unlawful. 
It would appear more reasonable to construe the Act as a substantive 
declaration of policy which the banking agencies should be able to en
force against banks, notwithstanding case law to the effect that the FTC 
is vested with the “exclusive” or “primary" jurisdiction to enforce the 
Act. Even conceding for the sake of argument that the Federal Trade 
Commission has exclusive jurisdiction to enforce the Federal Trade 
Commission Act, it would appear that bank regulatory agencies can act 
against unfair or deceptive acts or practices bv banks in commerce by 
relying on the Federal Deposit Insurance Act. Absent violation of a 
law, rule, or regulation, a bank regulator’s jurisdiction is premised under 
section eight of the Act upon a finding of an unsafe or unsound prac
tice.190 Bank regulatory agencies by legislative grace have discretion 
to decide what constitutes an unsafe or unsound banking practice just 
as the FTC may decide what is an unfair or deceptive act or practice. 
I he phrase “unsafe or unsound” is a term of art,191 the precise meaning 

of which is unclear. One definition which has been suggested includes 
“any action, or lack of action, which is contrary to generally accepted 
standards of prudent operation, the possible consequences of which, 
if continued, would be abnormal risk or loss or damage to an institu
tion, its shareholders, or the agencies administering the insurance 
funds.” 192 Another source of data on the meaning of unsafe or un
sound practices is the experience of the bank agencies themselves in pro
ceedings against banks for such practices. Banks have been disciplined 
for, among other things, impairment of capital, lax lending and collec
tion policies, and self-serving management.193

190See 12 U.S.C. 1818(a)-(c) (1970).
191 See Hearings on S. 3158 Before House Comm, on Banking and Currency, 89th 

Cong., 2d Sess. (1966). “Like many other generic terms widely used in the law, such 
as ‘fraud,’ ‘negligence,’ ‘probable cause,’ or ‘good faith,’ the term ‘unsafe or unsound 
practices’ has a central meaning which can and must be applied to constantly changing 
factual circumstances.” Id. at 50.

192 Id.
vm See FDIC, Annual Report 6 (1956); FDIC, Annual Report 11 (1954); FDIC, 

Annual Report 12 (1953); FDIC, Annual Report 13, 14 (1952); FDIC, Annual 
Report 12 (1949).

By expanding the scope of the term unsafe or unsound practices 
to include practices which do not directly threaten the financial sound
ness of a bank but which are nonetheless unfair or deceptive to the 
bank’s customers, the banking agencies could assert jurisdiction over 
such practices as false and misleading advertising of other than interest
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on deposits,194 breach of contract, or deceptive pricing.195 further, 
unfair or deceptive trade practices which tend to deceive the public 
undermine confidence in the banking system and on that basis could 
constitute unsound banking practices. Regulation of such practices 
would clearly serve the policy of the Federal Trade Commission Act 
and the congressional purpose to preserve banks from dual regulation.196

194 The Federal Reserve Board and FDIC presently regulate advertising of interest 
on deposits. 12 C.F.R. §§ 217.6, 329.8 (1972). In a letter dated Oct. 13, 1965, the Board 
of Governors of the Federal Reserve System notified member banks that it considered 
misleading advertising an unsafe or unsound practice. Letter from Merritt Sherman, 
Secretary, Federal Reserve Board, to Federal Reserve Banks, Oct. 13, 1965 (Copy on 
file at G eo. L.J.).

195 It might, for example, be possible for a bank to deceptively price the cost of a 
safety deposit box or checking account.

196 Legislation is currently before Congress which illustrates the desirability of 
clarifiying the definition of “unsafe or unsound practices.” The Moss-Magnuson Act 
would expand the jurisdiction of the Federal Trade Commission in some respects. 
Section 211 of the bill, however provides: “nothing in this title shall be construed to 
give the Commission authority over . . . any financial institution which is subject to 
regulation by the Federal Deposit Insurance Corporation . . . against acts or practices 
unfair or deceptive to consumers.” S. 968, 92d Cong., 1st Sess. § 211 (1971). If juris
diction over unsafe or unsound practices docs not include practices which are unfair 
or deceptive, it appears that the bill leaves a regulatory loophole or even, by inference, 
gives FTC jurisdiction over banks. This ambiguity could be resolved by a provision 
which would clearly indicate that the banking agencies’ jurisdiction over unsafe or 
unsound practices shall include acts or practices unfair or deceptive to consumers. See 
S. Rep. N o. 269, 92d Cong., 1st Sess. (1971). See also H.R. 14,779, 92d Cong., 2d Sess. 
(1972).

197 15 U.S.C. §§ 1601-13, 1631-44, 1671-77 (1970).
198 15 U.S.C. § 1607 (1970).
199 Truth in Lending Act I 105, 15 U.S.C. § 1604 (1970); see Regulation Z, 12 

C.F.R. § 226 (1972).
200 Truth in Lending Act § 130, 15 U.S.C. § 1640 (1970); see Ratner v. Chemical 

Bank, 329 F. Supp. 270, 280 (S.DJM.Y. 1971) (private party sued defendant bank for 
failure to make disclosure required by law).

201 15 U.S.C. § 1607(b) (1970).

The scheme of the Truth in Lending Act197 provides a model for 
future delineations of administrative jurisdiction. Section 108 of the 
Act divides enforcement jurisdiction among the banking agencies, the 
Federal Trade Commission, and other agencies which regulate special 
industries.198 Rules and regulations under the Act are promulgated ex
clusively by the Federal Reserve Board.199

Unlike the Federal Trade Commission Act, the Truth in Lending 
Act creates a “species of private attorney general” to aid in enforce
ment.200 Further, section 108(b) of the Act201 provides that a violation 
of the Truth in Lending Act shall be deemed a violation of the statutes 
under which the various enforcing agencies operate. It is clear from
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this provision that a violation of the Truth in Lending Act should be 
enforced under section eight of the Federal Deposit Insurance Act.202 
The examination power of the bank regulatory agencies is a powerful 
tool for enforcing compliance with the Truth in Lending Act. Ex
perience has shown that, where banks are concerned, far more Truth 
in Lending Act violations are discovered through bank examinations 
than by relying on consumer complaints.203 Bank examiners now regu
lad v check for violations of the Act during bank examinations.204 The 
bank examination process appears to be the most effective tool to en
force the Truth in Lending Act. Even though bank regulatory agen
cies were not originally concerned with protecting consumers, their 
more recent record in this area shows that they are well suited to the 
task.

202 12 U.S.C. § 1818 (1970).
203 For the six months preceding March 15, 1972, FDIC discovered 381 violations of 

the Truth in Lending Act by insured nonmember banks. Of that number only 16, or 
slightly over four percent, were reported bv borrowers. The remainder were discovered 
in bank examinations.

204 See Statement of Chairman Frank Wille, FDIC, before the National Commission 
on Consumer Finance, FDIC News Release No. PR 30-71, June 23, 1971.

205 See Randall, The Federal Deposit Insurance Corporation: Regulatory Functions 
and Philosophy, 31 Law & Contemp. Prob. 696, 700-01 (1966). See also Scott & Mayer, 
Risk and Regulation in Banking, Sarne Proposals for Federal Deposit Insurance Reform, 
23 Stan. L. Rev. 857,859-61 (1971).

206 Pub. L. No. 88-467, § 3, 78 Stat. 565-68, amending Securities Exchange Act of 
1934 5 12, 15 U.S.C. § 78/ (1970).

207 12 C.F.R. § 226 (1972).

Conclusion

It is becoming clear that new legislation, changing commercial prac
tices, and changing views of their roles by administrative agencies have 
rendered the jurisdictional boundary lines among agencies imprecise 
and overlapping. A corollary to the issue of overlapping interagency 
jurisdiction is the problem of maintaining a consistent orientation within 
each individual agency with reference to the interests protected. The 
SEC and the FTC exercise supervisory power for the protection of only 
one group—investors or consumers. Banking agencies, on the other 
hand, are responsible for the protection of three separate groups—de
positors, borrowers, and stockholders. When the FDIC was initially 
formed, its primary responsibility was to the depositor.205 Section three 
of the Securities Act Amendments of 1964206 gave the FDIC responsi
bility for protecting stockholders and investors in insured banks, and 
regulation Z207 has added a responsibility to protect borrowers from 
insured banks.
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Needless to say, the interests of these groups often conflict. For ex
ample, the interests of the depositor and the borrower are directly at 
odds, one being a creditor of the bank, the other a debtor. As an insurer, 
the FDIC has its own interest in the financial stability of the bank. As 
supervisor of the entire banking industry, the FDIC and other bank 
regulatory agencies must find ways to resolve or harmonize these con
flicting interests.

Additional interagency conflicts may also arise, but this is not neces
sarily undesirable. Jurisdictional interplay between federal agencies is, 
in some respects, healthy because it forces re-examination of supervisory 
practices and the authority on which these practices are based. As 
society grows more complex such re-examinations should ultimately 
benefit both the banking industry and those whom it serves.



SYMPOSIUM
FEDERAL CHARTERING OF CORPORATIONS: 

AN INTRODUCTION

Donald E. Schwartz*

A recurring debate among legal and political scholars concerns 
the need for a federal incorporation statute, particularly in light 
of the growing tendency of states to tailor corporation laws to 
cater to powerful corporate interests. In his introductory article 
to a three-part Symposium, Professor Donald E. Schwartz offers 
a contemporary perspective of the major policy considerations 
involved in a study of federal incorporation. His article also pro
vides a conceptual basis for the two student companion pieces 
which provide both a substantive proposal for a federal incorpora
tion statute and an examination of the constitutionality of such a 
scheme.

One of the proposals for corporate reform to emerge in recent criti
cism of economic policy has been the call for federal chartering of 
corporations. The 1972 Democratic Party platform urges that a Com
mission be created to study this plan.* 1 The idea of federal chartering 
is not new, however, having roots as old as the Republic.2 It is not even 
new to the Democratic platform. In 1908, that party’s platform urged 
federal licensing of major corporations, a device similar to federal char
tering.3 In 1972, federal chartering is offered by some as the answer to 
both new and perennial problems. To seek a better understanding of 
the nature of the modern corporation and the problems surrounding it 
through the study of a proposed remedy for those problems, I devoted

• AJB., 1952, Union College; LL.B., 1955, Harvard University; LL.M., 1966, New- 
York University. Professor of Law, Georgetown University Law Center.

This Symposium is largely the result of the Corporation Law Seminar conducted 
by the author at Georgetown University Law Center in the spring of 1972. The first 
Note, presenting a proposal for federal incorporation, was written by Linda C. Quinn, 
Case & Note Editor for Volume 60 of the Georgetown Law Journal. The final Note 
in the Symposium analyzes constitutional challenges to federal incorporation and was 
written by Pierce LI. O’Donnell, Topics Editor for Volume 60 of the Georgetown 
Law Journal.

1 30 Cong. Q. 1728 (1972).
2 See 1 L. Loss, Securities Regulation 107 (2d ed. 1961); Brabner-Smith, Federal 

Incorporation of Business, 24 V a. L. Rev. 159 (1937).
3 Federal T rade Commission, Compilation of Proposals and V iews For and Against 

Federal Incorporation or Licensing of Corporations, S. Doc. N o. 92, 70th Cong., 
1st Sess., pt. 69-A, at 44 (1934).

1 71 1
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my seminar in Corporation Law at Georgetown University Law Center 
in the spring of 1972 to an examination of federal incorporation. The 
Notes that follow this introduction were written by two of the students 
in the seminar. These Notes offer to our search for understanding a 
concrete outline of a possible statute which lends focus to a discussion 
of federal incorporation4 and consideration of the power to enact such 
a law.5 Both of these factors are largely missing in most of the current 
discussion of federal incorporation, but they are indispensible if such 
discussion is to proceed constructively.6

4 See Note, Federal Chartering of Corporations: A Proposal, 61 G eo. L.J. 89 (1972).
5 See Note, Federal Chartering of Corporations: Constitutional Challenges, 61 G eo. 

L.J. 123 (1972).
6 All members of the seminar, John Brescher, John Briggs, Jo Grambling, Ronald 

Kovner, Daniel O’Rourke, Thomas Roberts, and Robert Romano, contributed sig
nificantly to the ideas expressed by the authors of this and the two ensuing papers. 
In addition, the seminar was fortunate in having as guest lecturers, Lewis Gilbert, Mark 
Green from the Nader-affiliated Corporate Accountability Research Group, and Senator 
Philip A. Hart of Michigan, Chairman of the Antitrust and Monopoly Subcommittee of 
the Senate Judiciary Committee.

7 See Note, Federal Chartering of Corporations: A Proposal, 61 G eo. L.J. 89, 89-90 
(1972).

8 In October 1971, Nader sponsored a Conference on Corporate Accountability in 
Washington devoted entirely to the subject of federal chartering of corporations.

9 See Hearings on S. 10 Before a Subcannnittee of the Senate Committee on the 
Judiciary, 75th Cong., 1st Sess. 326 (1937).

Legislation to accomplish federal chartering or licensing has been in 
the Congress previously, and hearings have been held on the subject.7 
What therefore impels the current reconsideration of this remedy? 
Who supports it?

A dvocates of F ederal Incorporation

The main support derives from those who have most vocally criticized 
the social performance of business. Foremost, clearly, is Ralph Nader, 
but he is not alone.8 These critics urge that it is necessary to protect the 
public interest which, they claim, has been adversely affected by cor
porate conduct. A secondary theme is sounded by those who seek to 
advance shareholder interests by expanding the democratic process 
within the corporation; and here the spokesman is Lewis Gilbert, just 
as he was in 1937, when such a bill was last proposed.9

However, it is the social critics who have brought the issue to the 
fore and placed it in the Democratic platform. Criticism from the re
formers is directed to the great concentration of economic power in the 
hands of relatively few corporations. That concentration of power is 
of itself something to fear; but, in addition, it is claimed that corporate
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conduct has worked against the public interest in such areas as pollu
tion, minority opportunity, the war, product safety, and generally, in 
fulfilling society’s needs. Competition is alleged to be insufficient to 
constrain the exercise of that power or to direct it toward better goals. 
Government regulation, it is charged, has failed to protect the public, 
largely because the regulatory bodies have served the private interests 
they were designed to regulate. Actually, government regulation, to 
a large degree, has strengthened the power of large corporations. In
deed, critics from the left and the right have vied with each other in 
recent years to see who could heap the greater scorn on government 
regulation that was once the panacea proposed by the left?0

What does this leave? It seems to place a greater emphasis on peo
ple’s ability to help themselves. This help must come largely from an 
armv of what Nader has called public citizens; that is, people who devote 
all or substantially all of their time to public interest activities. Many 
of these people are, or would be, young lawyers working in public 
interest law firms. An enlarged role for these public citizens to constrain 
rhe power of large corporations envisages their functioning as private 
attorneys-gencral, acting to enforce the public interest and effect the 
imposition of restraints or sanctions that government agencies, either out 
of timidity or complicity, will not seek.

Self-help also envisions public citizens playing a role within the cor
poration. However, reformers contend that citizens are ill equipped 
to do this under existing economic and legal ground rules, and they urge 
revision of those rules. More explicit and easily enforceable rules against 
large corporate size are very important, as they see it. Mandatory dis
closure of significantly more information is necessary to permit self
protection. The tools for self-help must include remedies that address 
themselves to the real people who make the artificial person—the cor
poration-act, and not just to the fictional buffer. And, of course, new 
methods for deciding how the artificial person shall exercise its power 
are necessary.

T he Shortcomings of State Corporation L aws

PRESENT ILLS

It is the belief of reformers that state corporation laws under which 
corporations have been chartered are a main impediment to proper 
ground rules and effective participation of public citizens. State laws

See S. Lazarus, Halfway up from Liberalism: A Critical Look at the Regulatory 
State as a Response to Corporate Power. Oct. 30-31, 1971 (presentation to Conference 
on Corporate Accountability).
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foster corporate secrecy and protect individuals from being held per
sonally accountable for the conduct of the corporation, which is really 
the conduct of individuals. The lack of personal accountability stems 
not from the doctrine of limited liability, which protects shareholders 
and is probably essential for the amassing of sufficient capital to fuel 
the economy, but rather from the doctrine of persona ficta under which 
all corporate deeds are performed.11 This achieves a degree of insulation 
from the consequences of misuse of corporate power and an unwarranted 
complacency in the minds of the flesh and blood persons who make the 
corporation act, an insulation that, in effect, makes the exercise of power 
unaccountable. Only affirmative legislation can alter that condition.

11 Trustees of Dartmouth College v. Woodward, 18 U.S. (4 Wheat.) 629 (1819).
12 Thus, Professor Milton Friedman is able to claim, with considerable support, that 

the only corporate responsibility is to increase its profits. Friedman, The Social Re
sponsibility of Business is to Increase its Profits, N.Y. Times, Sep. 13, 1970, § 6 (Maga
zine), at 32.

13 See generally A. Berle & G. Means, T he Modern Corporation and Private 
Property (1932).

14 The clean sweep approach did not originate with today’s reformers. The same 
views have been sounded by at least one libertarian economist. H. Simon, Economic 
Policy for a Free Society 58 (1948).

Moreover, in seeming to give stockholders power and making them 
the only body to whom corporate managers are even formally account
able, the law casts doubt on the legitimacy of nonshareholder concern 
with corporate performance and of all criteria save profit.12 The law 
having thus ousted nonshareholder interests from corporate councils, 
the separation of ownership of the corporation from its management 
then proceeds to oust the shareholder interests from any actual control 
and thereby renders management, in effect, unaccountable to anybody.13 
It is at this point that Mr. Gilbert and the other friends of small share
holders register their protest.

The logic of this argument is that whatever other changes in the law 
are needed, one must also revamp the charter under which corporations 
are created. This necessarily means the creation of federal chartering 
law to replace the existing system of state incorporation.14 Obviously, the 
premises on which federal chartering rests have to be closely challenged, 
and this would be the initial task of any commission created to study 
the problem. The proposal involves a considerable upheaval of a system 
that has functioned for a long time, and less tumultuous ways of deal
ing with these problems must be explored.

AMENDMENT OF STATE CORPORATION LAWS: A FUTILE REMEDY

One idea, however, that must be rejected emphatically is that reform 
may be accomplished through amendment of state corporation laws. It
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is axiomatic that state corporation laws have been designed to appeal 
to the private interests of corporate managers who are, after all, the 
individuals who make the decision of where to incorporate. The history 
of state incorporation, at least since about 1875, has been increasingly 
to ‘‘liberalize” corporation laws from the standpoint of those who wield 
corporate power.15 Such laws are not regulatory of corporate conduct 
and are not about to become so.

1 5 See Louis K. Ligget Co. v. Lee, 288 U.S. 517, 541, 557-63 (1933) (Brandeis, J., 
dissenting); H. Ballantine, Corporations 37 (rev. ed. 1946); Dodd, Statutory Develop
ments in Business Corporation Law, 1886-1936, 50 H arv. L. Rev. 27 (1936); Rutledge, 
Significant Trends in Modern Incorporation Statutes, 22 W ash. U.L.Q. 305, 310-12 
(1937); Comment, Law far Sale: A Study of the Delaware Corporation Law of 1961, 
117 U. Pa. L. Rev. 861 (1969); R. Nader, The Case for Federal Incorporation, at 5, 
Oct. 30-31, 1971 (presentation to Conference on Corporate Accountability).

16 Folk, Some Reflections of a Corporation Law Draftsman, 42 Conn. B.J. 409, 
411-12 (1968).

17 See Jennings, The Role of the States in Corporate Regulation and Investor Pro
tection, 23 Law & Contemp. Prob. 193, 194 (1958).

18 R. Nader, supra note 15, at 5. An excellent example is furnished by a comment 
of the sponsor of the proposed Michigan corporation law. He describes the bill as a

Professor Ernest L. Folk, III, the principal draftsman of the Delaware 
corporate law revision of 1967, has explicitly described how the amend
ment process works. He writes:

Understanding the realities of corporate law revisions requires us 
to identify and assess a major fiction. Committees undertaking to 
rewrite corporation statutes usually believe, with varying degrees 
of devoutness, that they are pursuing an ideal of fairly and equitably 
balancing the varied and sometimes conflicting interests of the 
constituents of any corporation. . . .

This is a fiction. . . . [T]he inevitable structure of the groups 
charged with the revision belies the notion that interests are being 
balanced, for usually the only interest represented is manage
ment.16

CHARTER-MONGERING

Charter-mongering, moreover, is an inevitable result of a federal sys
tem which permits a corporation to adopt as its legal domicile a state 
with which it has no physical connection and then to conduct business 
everywhere it chooses. While this might not have appeared to be a 
problem in the early stages of economic development, when large cor
porations were very rare, it emerges as the main problem once economic 
power passes into the hands of about 500 enormous corporations.17 The 
result is what Nader has described as a version of Gresham’s Law, with 
the bad law driving out the good.18
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What has now resulted in state corporation law are permissive enabling 
statutes* * * 19 which often are reexamined with a view toward meeting what 
the competition offers. The result is peculiarly neither national nor 
local. Choosing the state of incorporation, at least for large corpora
tions, has no relationship to the place of conducting business, nor the 
location of the company’s central office. Thus, application of corpora
tion law is not local, in the usual sense of that word, since it is not based 
on contacts or impact, but rather on legal domicile. Moreover, although 
the laws tend to resemble each other—prompting some wags to comment 
that there is a national corporation law, the one enacted by Delaware- 
there is no federal law in the usual sense of that term, since the laws 
result from competition among various state legislatures.20 Conse
quently, at the present time, there exists no possibility that corporate 
power or management power can be restrained as the result of changes 
in state corporation law.21

bi-partisan effort “with the primary purpose of providing a unified, simple code that
would, in the words of some, ‘out-Delaware Delaware.’ ” Downs, Michigan to Have
a New  Corporation Code?, 18 W ayne L. Rev. 913, 914 (1972).

1 9 See Latty, W hy are Corporation Laws Largely “Enabling?” 50 Cornell L.Q. 
599 (1965).

29 Professor E. Merrick Dodd wrote: “If the law which determines the character 
of our business enterprises is to be local, it should be the law of a locality which 
has some real connection with those enterprises; if the law is to be national it should 
be enacted by a legislature which represents the nation and not by one which represents 
merely the few thousand inhabitants of one of our smallest states.” Dodd, supra note 
15, at 59.

21 Historian Charles A. Beard testified before Senator O’Mahonev’s subcommittee 
about a local attempt to achieve reform on a state level.

Under the leadership of Woodrow Wilson, after he was challenged by 
Theodore Roosevelt to reform his own state, the Legislature of New 
Jersey passed a series of laws doing away with corporate abuses and apply
ing high standards to corporations. W hat was the result? The revenues of 
the State from raxes on corporations fell. Malefactors moved over into 
other States. In time the New Jersey Legislature repealed its strict and 
prudent legislation, and went back, not quite, but almost to old ways. . . . 
It is folly to expect all the States and Territories to apply strict and uniform 
principles to corporate legislation; the business of controlling corporations 
engaged in interstate commerce belongs to the Government of the United 
States. That seems to me to be the lesson we learn from history.

Hearings on S.10 Before a Subcommittee of the Senate Committee an the Judiciary, 
75th Cong., 1st Sess. 326 (1937).

However, it is important to note that the impotence of the states is with regard 
to corporation law, not regulatory law, such as labor law or tax law. Those laws 
apply to persons within the physical presence of the state, wherever they were born. 
A change in legal domicile is simple; dismantling an elaborate physical plant and going 
elsewhere is not as easy. T his seems to be a distinction that Nader fuzzes, when he 
says that major corporations like DuPont and Textron can play off one state against 
another since they are such large employers in Delaware and Rhode Island. R. Nader, 
supra note 15, at 12. They will continue to be so wherever they are incorporated.
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HAS STATE INCORPORATION FAILED?

It has been suggested that the evidence indicates that “state incor
poration has failed.” 22 W hat this really means, however, is that state 
incorporation has succeeded all too well. Current arguments supporting 
federal incorporation trace the early history of the corporation to show 
that corporate charters were initially special privileges granted by the 
state and later granted by means of general incorporation laws, but that 
in either case the state awarded a privilege for which it could expect 
a public service. The alleged failure in the system is that corporations 
eventually ignored all but the private interests of their managers and 
stockholders and sabotaged the original notion underlying the corpora
tion's creation. This somewhat Orwellian version may mislead us in 
our thinking about the corporation and our society.

22 R. Nader, supra note 15, at 10.
23 See generally O. H andlin & M. H andlin, Commonwealth: A Study of the 

Role of G overnment in the A merican Economy: M assachusetts 1774-1861 (rev. 
e d .1969).

24 Adam Smith’s W ealth of Nations was published in 1776.
25 O. H andlin & M. H andlin, supra note 23, at 213, 242-44; J. H urst, T he Legiti- 

Maci Off the Business Corporation in the L aw of the U nited States 58-111 (1970).
26  Rutledge, supra note 15, at 312-13.

fhe early history of the corporation in the United States occurred in 
what may have been the final stages of mercantilism. The state and 
privately owned interests were partners in the economic development 
of the country.23 Government often gave corporations more than a 
license to exist when it issued the charter; such existence was frequently 
accompanied by monopolistic or near monopolistic privilege. As the 
nation’s economy developed, much larger economic units were formed, 
and, at about the same time, economic theory in this country moved 
much closer to a laissez-faire attitude.24 This development ultimately 
led both to the elimination of special privileges that commonly had been 
granted to corporations as well as to the relaxation of the grip of regu
lation. Corporations were created simply because it made good business 
sense. The result, to a large extent, was to place the nation’s economic 
destiny in the hands of individuals pursuing their private interests.25

Certainly by the late 1880’s and thereafter, state corporation law was 
devoted to unleashing the private interests which had been organized 
in corporate form. This seems less a sinister betrayal of the proper 
notion of a corporation than a result of changed economic conditions 
and a vigorous assertion of individualism.26 Very likely, the degree of 
economic development that occurred in the post-Civil W ar period 
could not have taken place if business corporations were held under a 
tight rein. All of this is not to say that things should not now be
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changed; it merely warns against evaluating present conditions by a 
standard that became irrelevant long ago.

REFORM THROUGH REGULATION

Another reform less drastic than federal chartering would be to 
ignore corporation law and simply deal with particular problems through 
regulatory measures. In earlier times, federal incorporation was sought 
as the answer to monopoly power, fraudulent stock sales, watered cap
ital structure, abusive labor conditions, or similar problems. In each 
case, legislation dealing with the particular problem apparently stilled 
the demand for federal incorporation.

When one examines what modern advocates of reform seek to ac
complish through a federal corporation law, one questions why they 
wish to dismantle the existing federal-state structure when the simpler 
approach of substantive reform is available. Thus, for example, Senator 
Fred Harris seeks federal incorporation mainly to break up monopolistic 
power and to reduce the enormous power that corporations have over 
the political process.27 However, why not resort to tougher antitrust 
laws and election reform to achieve those goals? Nader’s objectives stress 
greater corporate disclosure and increased individual accountability 
through new sanctions on corporate officials.28 However, these goals 
can be accomplished by reform of federal securities laws or criminal 
laws, or again, something specifically targeted to the problem in question.

27 See Address by Senator Fred Harris, Conference on Corporate Accountability, Oct 
30-31, 1971.

28 R. Nader, supra note 15, at 17-19; Shanahan, Reformer: Urging Business Change, 
N.Y. Times, Jan. 24, 1971, § 3, at 1, col. 2.

But, as seen above, the objectives of the new advocates of federal 
chartering demand something far more sweeping than tampering with 
the regulatory process. Their goal is to constrain the economic muscle 
possessed by large corporations which enables them to exercise a com
prehensive economic-social-political power. Muscle and power usually 
go together, and neither the market nor government regulation has been 
able to do much about the exercise of power so long as the muscle re
mains. The reformers ultimately desire to relocate that power more 
within individual hands, since they believe that shifting the power to 
government hands is no shift at all. That is why the reformers want to 
reduce corporate size and strengthen the position of individual private 
citizens who will act directly—not through institutions—against cor
porate abuse.

Even those who share the reformers’ concerns will have serious ques-
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tions at this point. The power possessed by large corporations grew 
out of their amassing of great wealth, and measures which retaliate 
against this success might seriously threaten future growth. Exactly 
how much growth is desirable in future years has become a hotly de
bated subject, as has its corollary question—should we adopt policies that 
redistribute what we have? Moreover, efforts to reallocate economic 
muscle and power will affect institutions in our society beyond the 
corporation, and indeed, have a profound effect on all aspects of society, 
not just the economy.

One result of arming and arousing public interest lawyers as enforcers 
of the public interest would be to judicialize many of the conflicts 
within the economy that are presently dealt with in other ways. Nego- 
tiation with regulators and the market place are two alternatives. Some
times a degree of abuse should be tolerated because the remedy for 
ridding the abuse would entail too little benefit at too great a cost. These 
other mechanisms might break down if the courts are thrust into all 
controversies, with a consequent malfunctioning of the entire economic 
system. This result might prompt a reaction from the legislature to pro
tect, and perhaps, overprotect, the economic process. It is thus very 
important to grasp the full dimensions of the proposed reforms in order 
for them to be properly evaluated.

D imensions of Federal Incorporation

The spirit of the new zeal for federal incorporation is reflected in 
the search for new models of corporate structure. Thus, Professor John 
J. Flynn of the University of Utah Law School, speaking at Nader’s 
Conference on Corporate Accountability, affirmed that

any discussion of a federal corporation law must first consider 
whether the basic concept of a corporation is any longer realistic, 
necessary or justifiable as the receptacle of society’s resources 
for organizing economic activity. Should these aggregations of a 
society’s wealth, the productive resources of many nations, and 
the livelihood of thousands of people be clothed with a legal per
sonality entitled to perpetual life with an infinite power to accu
mulate wealth, managed by a board of directors that does not 
direct and owned by shareholders who do not own?29

29 J. Flynn, Corporate Democracy—Who Needs It?, at 14, Oct. 30-31, 1971 (presen
tation to Conference on Corporate Accountability).

Professor Flynn suggested that a federal law should define the work 
force of the corporation as its new constituency, conceding the effect
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of this proposal to be “revolutionary” and having a broad impact on 
many fields of law and economics.30

30 Id. at 25-26.
31 See R. Dahl, Alternative Ways of Controlling Corporate Power, Oct. 30-31, 1971 

(presentation to Conference on Corporate Accountability).
Z 2 Id. at 11-12. See also J. Kolaja, W orker’s Councils: T he Yugoslav Experience 

4-3 (1966). The sweep and scope of that proposal can be appreciated perhaps from 
this insight by Elisabeth Mann Borgese:

Self-management is a process that moves on a different plane from that 
of ownership. Self-management, in fact, articulates relations among people 
much more than relations between people and things. Therefore, what is 
important is not that the workers should own resources or the means of 
production, but that nobody else should own them and thereby be placed 
in a position of hiring and firing and otherwise directing and manipulating 
the workers. Its self-management need not be based on workers’ owner
ship. It certainly excludes the possibility of ownership by others. The 
Yugoslav concept of social ownership in fact is a negative concept. It is 
the negation of ownership.

Borgese, The Promise of Self-Management, T he Center Magazine, May-June, 1972, 
at 57.

33 See Hearings on S. 10 Before a Sub comm. of the Senate Comm, on the Judiciary, 
75th Cong., 1st Sess. 37 (1937).

34 Economist Robert I leilbroner observes despite misgivings that:
[t]he corporation, with its vast powers at best half controlled, is a form 
of social organization from which there will be no escape for many gen
erations to follow.

Professor Robert Dahl, a Yale political scientist, directed attention 
to considering what a federal chartering statute should seek to achieve 
with respect to forms of ownership and management.31 Starting with 
the premise that the corporation should be thought of as a political 
system, he indicated his preference for control by corporate employees 
along the lines that corporations are structured in Yugoslavia.32

One hopes that the enthusiasm for experimentation among the re
formers who urge serious consideration of a federal chartering law, 
different from anything proposed before, will not obscure an apprecia
tion of the complexity of the task in a complex society. Earlier advo
cates of federal incorporation seemed naive in their perception of 
the corporation and of the remedies that they proposed. They actually 
seemed to believe that such formalistic measures as those dealing with 
the corporate capital structure, voting rights of shares, and requirements 
that directors own shares of the corporation would accomplish some
thing important. Referring to earlier efforts to require federal incor
poration, the main purpose of which would have been to strengthen 
antitrust prohibitions, Senator O’Mahoney commented, quite incredibly, 
“If either of these bills had been enacted, we might easily have avoided 
the depression.” 33 Hopefully, today’s vision is clearer.34
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PROTECTION OF SHAREHOLDER RIGHTS

As mentioned earlier, the second force in the drive for federal incor
poration has been protection of shareholder rights. This is a lesser issue 
because the main protection for shareholders will come from an un
manipulated market place and from vigilant courts enforcing the fidu
ciary duties of management. Of course, the adoption of federal securities 
legislation went very far towards protection of shareholder rights. In 
fact, these laws have probably gone much further in protecting share
holder rights than anyone would have conceived at the time of their 
adoption. They have been expanded from merely requiring disclosure 
to investors and prohibiting fraud to providing substantive protection for 
the rights of shareholders by imposing, in fact if not in form, a federal 
fiduciary standard. To a large extent this has been necessitated by the 
plain fact that state corporation law has, in the main, abandoned all 
efforts to regulate corporations in the interest of shareholders.35 Mainly 
as an interpretation of the SEC’s rule 10b-5,36 courts have created a 
federal common law of corporations to advance shareholder rights.37 
The significance of this development has been that the federal courts

The reason for this lies in the technolog}’ of our time. In all industrial 
societies, the provision of steel and power, computers and automobiles, 
even bread and water, today requires the coordination of enormous num
bers of men, welded together by complex processes of extraction and as
sembly and transportation. From one nation to another the legal forms, 
the powers and communities of the organizations that supervise this tech
nology vary, but in all industrial societies, socialist as well as capitalist, some
thing like the corporation dominates the economic process. T hat is, in 
all advanced societies we find semiautonomous bureaucratic, profit- 
oriented (even in socialist nations) enterprises carrying out these vast 
technological operations—and bringing in their train an accumulation of 
power and influence that eludes effective control.

That is not, however, the full extent of the dilemma of our age. A more 
terrible fact is that we do not know any better way to organize mankind 
in the immense numbers needed to operate our technology, other than 
by utilizing the motives of acquisitiveness or bureaucratic conformity 
through which the corporation exerts its dominion over men. In small 
scale communities, men cooperate. But men can no longer live in small 
communities on this crowded planet, even if they wanted to. In large com
munities, men contend; and some means must be found to concert their 
energies to the common needs of survival.

R. H eilbroner, In the N ame of Profit 261-62 (1972).
35 See Folk, Recent Developments in Corporation Statutes, 20 J. Legal Ed. 511, 516 

(1968).
36 17 C.F.R. § 240.10b-5 (1972).
37 See Fleischer, ''Federal Corporation Law." An Assessment, 78 H arv. L. Rev. 1146 

(1965). See generally Superintendent of Ins. v. Bankers Life and Cas. Co., 404 U.S. 6 
(1971).
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have vindicated and protected the rights of shareholders from abusive 
management practices.

All this seems to further indicate that there is a minimal need for a 
federal corporation law protecting shareholders. The reforms proposed 
by Mr. Gilbert include such innovations as the requirement of manda
tory cumulative voting, the abolition of staggered boards of directors, 
a requirement of annual meetings, prohibitions of voting trusts and non
voting stocks, and the requirement that a transcript of the annual meet
ing be maintained and made available. No amount of such tinkering 
can possibly alter the fact that the small shareholder will remain in 
a minority position subject to the power of management and the board 
of directors and that the working of shareholder democracy cannot 
correct any balance of power.38

38 Manning, Book Review, 67 Yale L.J. 1477 (1958).
39 See generally, A. Berle & G. Means, T he Modern Corporation and Private 

Property (1932).
40 Del. Code Ann. tit. 8, 5 214 (Supp. 1970).
41 See Moscow, Aspects of Shareholders' Rights, 18 W ayne L. Rev. 1003, 1006-07 

(1972). Ironically, at the last two annual meetings of General Motors Corporation, 
Mr. Gilbert has proposed that the corporation re-incorporate in Michigan. GM 
management recognized that the purpose was to gain the effect of mandatory cumula
tive voting, and opposed the resolution. GM, Proxy Statement, Apr. 5, 1971, at 26. 
In 1972, management noted that even this purpose would not be obtained if the law 
revision was enacted. GM, Proxy Statement, Apr. 13, 1972, at 40.

Yet, while all this is true, there remains something to be said for 
Mr. Gilbert’s concern for federal incorporation. What Mr. Gilbert has 
demonstrated from the outset has been the enormous power possessed 
by management, often with insignificant shareholder interest. While 
Berle and Means made the case even more emphatically in 19 3 2,39 Mr. 
Gilbert has managed to personalize this fact in a way that statistics 
sometimes fail to achieve. Cumulative voting is nor likely to seriously 
diminish the power of corporate management, but in some cases at least 
it might result in a watchdog or a heretical voice on the board of direc
tors. At least, management thinks it a substantial enough threat to pre
vent its adoption whenever possible. Delaware, the pace setter in this 
respect, has long made cumulative voting optional,40 which is a means 
of eliminating it in the case of the large corporation. This has been Mr. 
Gilbert’s main cause over the years. He is probably correct in thinking 
that cumulative voting can be saved in the large corporation only 
through federal incorporation. Evidence of this is the proposed revision 
of the Michigan Corporation Law which would eliminate the manda
tory cumulative voting presently required in that state.41

The legitimacy of Mr. Gilbert’s concerns may also be illustrated by
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a 1969 amendment to the Delaware Corporation Law that allows a 
corporation to eliminate an annual meeting with the consent in writing 
of a majority of the shareholders, rather than all of the shareholders as 
previously required.42 No rule of the Securities and Exchange Com
mission requires the holding of annual meeting, although New York 
Stock Exchange policy does. However, Fuqua Corporation, a company 
whose shares are listed on the New York Stock Exchange, in a widely 
publicized gesture, amended its bylaws in 1972 to eliminate the require
ment of an annual meeting, as permitted under Delaware law.43 This 
amendment will not be effective unless the New York Stock Exchange 
consents; the Exchange has indicated that it will take the matter under 
advisement.44 Clearly, no issue would raise the hackles of Mr. Gilbert 
and his friends more than the elimination of the annual meeting, and 
rightfully so. If enough states imitate Delaware in this respect, and if 
enough corporations apply pressure, the annual meeting could disappear. 
Michigan, in its proposed revision, promises to become the second state 
to allow the elimination of the annual meeting.45

42 Del. Code A nn . tit. 8, § 228 (Supp. 1970).
*3 N.Y. Times, Apr. 23, 1972, § 3, at 1, col. 3.
44 N.Y. T  imes, May 7, 1972, § 3, at 14, col. 3 (Letter from Lee D. Arning, Senior 

Vice President, N Y SE).
45 Moscow, supra note 41, at 1011-14.
40  See Note, Federal Chartering of Corporations: A  Proposal, 61 G eo. L.J. 89, 98-121 

(1972).

It is interesting to note that although Mr. Nader and Mr. Gilbert each 
desire the adoption of a federal incorporation law, obviously they are 
not thinking of the same type of law. Many of Mr. Gilbert’s reforms 
would be acceptable to Mr. Nader, principally because they would not 
interfere with his goals, but the reverse is not true. This reminds us 
that much of the discussion heretofore about federal incorporation has 
occurred in a substantive vacuum and has centered mainly on the slogan 
of federal incorporation rather than on the specifics that such a law 
would embody. One of the main purposes of this symposium is to pro
vide a concreteness to the discussion by describing what such a law 
might be.46 For the most part, until now, the catchwords “federal in
corporation” and “federal chartering” have been about as illuminating 
as the slogan, “Make love—not war.” LTntil we know with whom and 
against whom, we really do not know if we are in favor of it.

At our seminar, Senator Philip A. Hart of Michigan, Chairman of the 
Antitrust and Monopoly Subcommittee of the Senate Judiciary Com
mittee, indicated that he could think of no more than six senators who 
would vote for federal chartering. Any immediate prospect for the
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type of overhaul that federal incorporation contemplates would appear 
to be out of the question. Is it a waste of time, therefore, for serious 
people to write and read articles about federal incorporation? The an
swer is probably no. There is much value, as Professor John Flynn has 
explained, in “studying problems through remedies.’1 47 Consideration 
of federal incorporation illuminates many facets of the corporation and 
its relationship to society, and points to the methods available for coping 
with the problems. In time such a study might even lead to the adop
tion of a federal chartering law.

One of the objectives of this symposium is to assist in the evaluation 
of this remedy. By focusing on a remedy, the following Notes hope to 
spotlight the workings of the corporate legal system that may warrant 
serious reform. At this stage in the consideration of federal chartering, 
the questions the authors raise, and the ones readers raise, are more 
important than the answers provided.

The initial legal question is whether this remedy is within the power 
of the Congress.47 48 To be sure, one has to know more about the legislation 
in order to answer that question, but on the basis of fair assumptions 
the author of the second Note concludes that constitutional objections 
are not a major barrier. This is probably correct, but the reader will 
have to judge for himself whether the article establishes that Congress 
can not only enact a federal corporation law, but to a large extent, 
preempt the field.

47 J. Flynn, supra note 29, at 17.
48 See Note, Federal Chartering of Corporations: Constitutional Challenges, 61 

G eo. L.J. 123 (1972).
49 For an early comparison of the two approaches, sec Wilgus, Federal License or 

National Incorporation, 3 Mich. L. Rev. 264 (1905).
50 Margraf, The OWiahoney-Borah Corporation Licensing Bill: Its Effect on Corpo

rate Organization and Powers, 7 Duke Bar Ass’n J. 98 (1939).

POLICY CONSIDERATIONS

Assuming the conclusion that Government can and ought to federalize 
the field, the next big issue is whether federal chartering or federal 
licensing is the better approach.49 50 The final version of the O ’Mahoney bill 
was a licensing measure, although the earlier bill called for chartering.60 
The difference involves the scope of the law. Under a licensing arrange
ment, state corporation law remains intact, and corporations must secure 
a federal license in order to operate in interstate commerce. Federal 
chartering replaces the state system with federal incorporation. It may 
be optional—one more jurisdiction that may be selected as the corporate 
domicile—or required of all corporations coming within its scope. That
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scope may turn on asset size, sales, number of shareholders, number of 
employees, or some other reasonable test. If it is optional, it can have 
no remedial impact. But mandatory licensing or chartering presents 
the most difficult constitutional questions. The model statute suggested 
below calls for mandatory chartering, and this is the soundest choice 
if such a law is to be worth undertaking.

But more fundamental than these questions is the issue of whether 
federal chartering or licensing makes sense at all. Part of the problem 
is that there may be large disagreement over what makes “sense” in 
economic policy, of which corporation law forms a part. There are 
those who favor law reform as a means of redistributing wealth and 
reallocating priorities. Some would like economic policy to reflect 
centralized planning rather than market forces. Others regard the only 
sensible policy to be one of unleashing market forces; and if they were 
to favor federal incorporation it would only be to make things simpler 
for management, and make it more uniform, albeit less restrictive, than 
today's laws. Many more fall in between, and desire some greater degree 
of regulation through corporation law, more of a constraint on manage
ment’s power; but they suggest that all such reform shall come within 

more or less—our prevailing economic system. This is the liberal con
stituency that has favored antitrust enforcement and government regu
lation of business and now has varying degrees of suspicion of that reg
ulation. This is the group which must support federal chartering if it 
is to stand any chance of adoption.

The questions this article raises, then, address themselves to whether 
federal incorporation makes sense in terms of an economic policy that 
seeks the attainment of some degree of distributive justice within an 
economic system. The assumption is made that it is a sensible policy 
to allow, and at times to compel, government action to promote the 
aims of liberty and justice for all. Sensible policy, in these terms, dic
tates that society attack those problems, such as pollution and discrim
ination, which have fueled the corporate responsibility drive. Further, 
this notion of sensible policy distrusts great concentrations of private 
power and, indeed, of any power that is basically unaccountable to 
persons affected.51

si In an editorial entitled, “The Corporate State,” the N ew  York Times commented 
as follows, “ [tlhe crucial task facing the United States and other democratic societies 
is to find workable answers between the extremes—to limit concentrations of corporate 
power without undermining the efficiency of business; to permit the market to allocate 
resources insofar as possible—but also to use adequate resources to achieve socially de
sirable purposes in response to the democratically exercised choices of society.” N.Y. 
Times, July 4, 1972, at 16, col. 2.
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What substantive provisions in a new corporation law address them
selves to the social problems? Is antitrust relevant to the problem? 
Some advocates of reform attribute most of the problems associated 
with corporations to their great size and the lack of competition.52 If 
reformers want to deconcentrate corporate power, they must decide 
how large they will permit a company to grow and how much they 
will permit it to diversify. While this is certainly not a new problem, 
and one with which antitrust courts are familiar, the reformers seek 
to place it in a new context. Rather than deal with antitrust questions 
on a case-by-case basis, they seem to be urging an institutional approach 
to concentration that would force courts to answer these questions as 
abstract notions.

5 2 See M. M intz & J. Cohen, A merica, Inc. 357 (1971); N ader, A  Citizen's Guide to 
the American Econom y, T he N.Y. R ev. of Books, Sep. 2, 1971, at 14.

53 R. H eilbroner, supra note 34, at 230.
54 Blumberg, Book Review, 50 T exas L. R ev. 598, 599 (1972).
55 See Blumberg, T he Politicalization of the Corporation, 26 Bus. L aw . 1551 (1971).
56  See Bunting, Conrad, Deutsch, Farrell & Hickman, T he Corporate Machinery for 

Hearing and H eeding N e w  Voices, 27 Bus. Law . 195 (1971).
57 See generally J. K olaja, supra note 32.
5 8 Vagts, Reform ing the “M odem " Corporation: Perspectives from  the German, 

80 H arv. L. R ev. 23, 64-76 (1966).
59  Schwartz, Towards N e w  Corporate Goals: Co-Existence w ith  Society, 60 G eo. 

L.J. 57,60 (1971).

In addition, the basic relevance of monopoly to the problems at hand 
will have to be considered. One is now told that monopoly power is 
not as costly as once supposed,53 and further, that other essential prob
lems of corporate irresponsibility have little to do with competition or 
its absence.54 However, size is a problem; but it is not clear, legislatively, 
what can or should be done about it.

The supporters of federal incorporation often have attacked corporate 
structure and its decisionmaking process. Tn considering alternatives, 
one should question the extent to which the corporation should be 
politicized.55 Some, like Professor Dahl, claim that the major corpora
tions are already political systems, but not functioning properly. Even 
those who do not share the view ponder how new voices can be intro
duced into corporate decisions.56 Obviously, both of these views reject 
the notion that the market place—the invisible hand—takes care of the 
problem. However, the most difficult problems merely begin when one 
assumes there is a need to change the management structure. Proposals, 
ranging from Yugoslavian self-determination,57 to German co-deter
mination,58 to placing designated constituencies on the board,59 to one
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man—one vote,60 and many more, all contain the danger that either they 
are elaborate schemes that amount to little substance, or that they en
danger the ability of the corporation to fulfill any economic mission. 
Our seminar wrestled long with this problem and reached no really 
satisfactory solution. The following student Note rejects any politi
calization of the board,61 and that is indicative of the essentially con
servative nature of the proposal. It does seek to impose greater respon
sibility on directors, so as to increase the decree of their individual 
accountability, but that is a long way from altering the basic structure 
of the corporation. The plain fact may be that no device for the politi
calization of the corporation can succeed within the existing economic 
framework. A fact not so plain, but perhaps equally valid, is that the 
essence of the economic framework may be essential to maintain the 
political system as well.

60 Ratner, The Government of Business Corporations: Critical Reflections on the 
Ride of “One Share, One V o te” 56 Cornell L. Rev. 1 (1970).

61 See Note, Federal Chartering of Corporations: A Proposal, 61 G eo. L.J. 89, 107-13 
(1972).

62 See Miller, Toward the “Techno-Corporate” State?—A n Essay in American Constitu
tionalism, 14 V ill. L. Rev. 1 (1968).

63 This has been a goal much sought by Nader. Shanahan, supra note 28. In 1970 he 
held a conference in Washington exclusively on the subject. See Blumberg, Corporate 
Responsibility and the Employee's Duty of Loyalty and Obedience: A  Preliminary 
Inquiry, 24 O kla. L. Rev. 279 (1971).

A related question which the framers of federal chartering must face 
concerns the role of the employee under the statute. The law could 
give employees management participation, but what this would do to 
the existing pattern of labor relations, worked out over long years of 
struggle, is problematical. It is unlikely that labor spokesmen would 
favor any significant change. In other words, labor leaders would 
probably regard collective bargaining as more important to the rights 
of workers than a role in the management of the corporation. Further, 
a role in management might create a conflict of interest regarded as 
intolerable.

Another facet of the role of labor, however, is the role of the indi
vidual worker, organized or unorganized. Professor Arthur Miller of 
George Washington National Law Center has argued for the “constitu
tionalization” of the corporation because of its demi-state nature.62 This 
would afford protection to the individual rights of workers vis-a-vis 
their employer for whom employee loyalty is regarded as commer
cially necessary. Would the law authorize “whistle blowing?” 63 What 
does this do to the corporation’s ability to function as a profit maker?

And, of course, what happens to the shareholder? The more the
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rights of others are exalted, the more their’s are diminished. And the 
perplexing thing about this approach is that it protects the rights of 
others within the corporation—not as externally imposed regulation to 
all as a cost of doing business. Cost is much harder to calculate when 
its imposition is dependent upon the adoption of an internal regulation. 
Costs may not fall equally on all in similar situations. What effect will 
all this have on capital formation? What will be the impact on millions 
of stockholders and many millions more whose retirement benefits are 
geared to stock market performance?

The final major policy question to arise concerns the apparatus that 
would necessarily accompany such a law. The law would impose many 
substantive requirements on corporations and contain many prohibitions. 
It might have a powerful antitrust component. Broad disclosure would 
be required, doubtless necessitating careful regulations that would vary 
among industries and change with the times. Enforcement provisions 
would multiply. If economic muscle is to be stripped of some of its 
power, then some economic decisions will have to be made by central 
planners. At the least, the functions of the Securities and Exchange 
Commission and the Federal Trade Commission would have to be pre
served. Presumably a central government body, call it the Federal 
Corporation Administration, would have to emerge. Should the federal 
bureaucratic structure be enlarged in this way? The reformers have 
made known that they are as suspicious of centralized government power 
as they are of private power. So long as the law that emerges would 
require significant discretionary decisions to be made by Government 
—a fact that seems inevitable—it would give rise to a new power group 
that may be even more beyond the power of the people to control than 
is the existing power structure.

This article has raised only major policy questions, leaving to other 
occasions the discussion of countless smaller but difficult problems. The 
potential seriousness of the remedy of federal incorporation—the possible 
sweep of its reform, or the possible gravity of the harm it might cause 
—makes the study of this proposal a serious matter. The ensuing Notes 
are offered for that purpose. They share with Heilbroner the belief 
that “ [t]he creation of a responsive and responsible corporation becomes 
an indispensable step in the creation of a responsive and responsible 
state . . . .” Further, “this goal is much more complex than we tend 
to imagine . . . .” And, finally, “little is gained when we delude our
selves as to the ease with which human society can be restructured. 
The cause of reform, not to mention that of constructive revolution, is 
too important to be nurtured on anything but the truth.”

&4 R. H eilbroner, rupra note 34, at 264.



FEDERAL CHARTERING OF CORPORA
TIONS: A PROPOSAL

Proposals for federal chartering of corporations crop up every few 
decades as business and industry ride economic cycles to new and more 
pervasive powers in our society.1 In the past, federal regulatory legis
lation, directed at specific aspects of corporate conduct evoking critical 
attention, has preempted federal chartering;2 and corporations have 
remained state-chartered. Today, however, amidst concern for share
holder democracy, peoples’ capitalism, and corporate responsibility, 
federal chartering once again is discussed as the solution for society’s 
corporate-caused problems, both economic and noneconomic.3 Unlike 
previous corporate reforms which were limited to particular corporate 
abuses such as monopolization,4 unfair competition,5 speculative stock 
schemes,6 and labor union suppression,7 the current effort is focused on 
the basic nature of the corporation and its role in society.8

1 See S. 3072, 75th Cong., 3d Sess. (1938); S. 10, 75th Cong., 1st Sess. (1937); S. Doc.
No. 92, 70th Cong., 1st Sess., pt. 69-A (1934); M. M intz & F. Cohen, A merica, Inc. 
359 1971); Reuschlein, Federalization—Design for Corporate R eform  in a National
Economy, 91 U. Pa. L. R ev. 91 (1942). But see Jennings, Federal Incorporation or 
Licensing of Interstate Corporate Business, 23 M in n . L. R ev. 710 (1939).

2 See R. Nader, T he Case for Federal Incorporation, O ct. 30-31, 1971 (presentation 
to Conference on Corporate Accountability, W ashington, D .C.).

See, e.g., M. M intz & F. Cohen, supra note 1, at 359; J. Flynn, Corporate Dem ocracy 
W ho Needs It?, Oct. 30-31, 1971 (presentation to Conference on Corporate A c

countability, W ashington, D .C.); Comment, A  Study of the Delaware Corporation Law  
of 1967, 117 U. Pa. L. R ev. 861, 898 (1969).

4 Sherman Antitrust Act, 15 U.S.C. §§ 1-7 (1970); Clayton Act, 15 U.S.C. §§ 12-27, 44 
(1970).

5 Unfair Competition Act, 15 U.S.C. §§ 71-77 (1970).
6 Securities Act of 1933, 15 U.S.C. §§ 77a-77aa (1970); Securities Exchange A ct of 

1934, 15 U.S.C. §§ 77b-77e, 77j, 77k, 77m, 77o, 77s, 78a-78o, 78o-3, 78p-78hh (1970); 
Berle, Corporate Decision-Making and Social Control, 24 Bus. Law . 149, 150 (1968).

7 National Labor Relations Act, 29 U.S.C. §§ 151-68 (1970).
8 See, e.g., Hearings on Econom ic Concentration Before the Subcam m . on Antitrust 

and Monopoly o f the Senate Comm. an the Judiciary, 88th Cong., 2d Sess. (1964) Ihere- 
inafter cited as Economic Concentration Hearings]-, Bunting, Conrad, Deutsch, Farrell 
& Hickman, T he Corporate Machinery For Hearing and H eeding N e w  Voices, 27 
Bus. 1 aw. 195 (1971); H ornstein, Corporate Control and Private Property Rules, 
92 U. Pa. L. Rev. 1 (1943); Manne, T h e  “H igher Criticism” of M odern Corporations, 
62 Colu.m . L. R ev. 399 (1962); Manning, Corporate Power and Individual Freedom: Some 
General Analysis and Particular Reservations, 55 N w . U.L. R ev. 38 (1960); Ratner,

G overnment of Business Corporations: Critical Reflections on the Rule of One 
Share, One Vote, 56 Cornell L. R ev. 1 (1970); Schwartz, Corporate Responsibility in 
the Age of Aquarius, 26 Bus. Law . 513 (1970); R. Dahl, Alternative W ays of Con
trolling Corporate Power, Oct. 30-31, 1971 (presentation to Conference on Corporate 
Accountability, W ashington, D.C.).

[ 8 9 ]
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Contemporary discussion of federal incorporation, however, has 
failed to suggest a model for study and criticism. For federal incorpora
tion to proceed from a theoretical panacea to a feasible reform, specific 
goals must be defined, and an actual model must be drafted.

Not all aspects of a standard corporation law are considered in this 
proposed model; instead, specific proposals are offered mainly in response 
to the areas which have rekindled discussion of federal chartering. The 
model presented clearly must be recognized as a conservative one. It 
assumes a system of competing private enterprises with minimal govern
mental regulation of corporate decisionmaking. It also adopts much 
of the prevailing corporate structure. Despite this relatively conserva
tive approach, however, the model represents a significant departure 
from the trend toward management autonomy and corporate autoc
racy, and the reforms suggested can work radical, needed changes in 
corporate America.

T he Problems

INTRODUCTION

It is not the sheer size and economic influence of giant corporations 
such as General Electric, American Telephone and Telegraph, and Ford 
that dictate a re-examination of the corporate institution.9 The most 
serious concern is the relatively unchecked license with which huge 
corporations operate and the accompanying unaccountability with 
which corporate managers act.10 For example, General Motors Board

9 Corporate bigness may be a requisite to the continued economic well being of the 
nation, and in fact may be the necessary result of technological and managerial ad
vances. See Economic Concentration Hearings, pt. 1, at 8, 28, 30 (Statement of Dr. 
Gardinier C. Means); Jennings, supra note 1, at 711. It is not size per se that must 
be remedied. The problem presented by the corporate immensity is twofold—corporate 
impact is far reaching and may be said to be of national concern, and corporations 
have outgrown traditional controls on their activity. Size itself should be regulated only 
when there is no other way to exercise control over a corporation.

Nonetheless, the impact of large corporations is awesome. The 500 largest industrial 
corporations accounted for 65 percent of all United States industrial sales. Fortune, 
May, 1971, at 170. Two hundred of the largest out of 350,000 corporations control over 
60 percent of the manufacturing assets in the United States. Riley, Taming GM . . . 
Ford, Union Carbide, U S. Steel, Dow Chemical . . ., in W ith Justice for Some 207, 
208 (B. Wasserstein & M. Green ed. 1970). A comparison of sales of the top 50 in
dustrial corporations, revenues of the 50 states, and revenues of the ten largest cities 
in the United States showed that seven of the top ten and 41 of the top 50 by amount 
were corporations. R. Nader, supra note 2, at 10, 22.

10 See Blumberg, The Politicization of the Corporation, 26 Bus. Law. 1551 (1971); 
Tarver, The Arrogance of Corporate Power: A Study of the Evolution of Fiduciary 
Duty Owed by Management to the Corporation or Its Shareholders, 42 T ul. L. Rev. 
155 (1967).
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Chairman and Chief Executive Richard Gerstenberg and the 23 other 
directors of the company control assets of $14,174,360,000 and annual 
net profits of $609,087,000 and employ 695,796 persons.11 Under the 
corporate law of Delaware, GM’s state of incorporation, these 24 men 
may lend corporate funds to any employee, officer, or director,12 de
termine their own salaries, bonuses, and pensions,13 engage in de facto 
mergers without shareholder approval,14 and manage the daily business 
of the company. Daily business decisions of General Motors have in
cluded the closing of the Detroit Die Plant, laying off 1,000 workers,15 
and deciding whether or not to install safety glass in cars.16

11 Fortune, May, 1971, at 172-73.
12 Del. Code Ann. tit. 8, § 143 (Supp. 1968). The director must first determine that 

such loans may reasonably be expected to benefit the corporation. This is admittedly 
a broad test.

13 Id. § 141(h) (Supp. 1970).
1< See Hariton v. Arco Electronics, Inc., 40 Del. Ch. 326, 188 A.2d 22 (Ch. 1962), 

affd, 41 Del. Ch. 74, 188 A.2d 123 (Sup. Ct. 1963).
15 Wall Street Journal, Jan. 4, 1972, at 2, col 2.
16 Correspondence between the presidents of General Motors and E.I. duPont 

Nemours & Co. in which GM ’s president recognizes the inevitability of nonshatter glass 
but rejects using it on the grounds of nonprofitability is most enlightening. See M. 
Mintz & F. Cohen, supra note 1, at 257-60.

17 Isaacs v. Forer, 39 Del. Ch. 105, 109, 159 A.2d 295, 297 (Ch. 1960).
18 Graham v. Allis Chalmers Mfg. Co., 41 Del. Ch. 78, 188 A.2d 125 (Sup. Ct. 1963). 

In reality the general standard of liability amounts to gross negligence. For example 
in Grahcrm the court defined the standard:

the question of whether a corporate director has become liable for losses 
to corporation through neglect of duty is determined by circumstances. 
If he [the director] has recklessly reposed confidence in an obviously 
untrustworthy employee, has refused or neglected cavalierly to perform 
his duty as a director or has ignored either willfully or through inattention 
obvious danger signs of employee wrongdoing, the law will cast the 
burden of liability on him.

Id. at 85, 188 A.2d at 130.
19 39 Del. Ch. at 109, 159 A.2d at 295.
20 See Meyerson v. El Paso Natural Gas Co., ---- Del. C h .---- , ---- , 246 A.2d 789, 794

(Ch. 1967); Bodell v. General Gas & Elec. Corp., 15 Del. Ch. 420, 427, 140 A. 264, 267 
(Sup. Ct. 1927). But see Getty Oil Co. v. Skelly Oil Co., —  Del. Ch. — , 255 A.2d 
717 (Ch. 1969).

Liability for errors in management and business judgment may not 
be assessed against these board members as long as they act in good 
faith17 and manifest the care of ordinarily careful and prudent men in 
similar corporate managerial positions.18 Directorial good faith, more
over, is a legal presumption in Delaware;19 and examination of the care 
exercised in business decisions is undermined severely by the reluctance 
of reviewing courts to question business judgment.20 The theoretical 
power of shareholders to elect directors thus serves as the sole check
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on management's operation of the corporation. Yet, with a dispersed 
shareholder constituency of 1,315,171,21 General Motors’ shareholder 
elections have been pro forma ratifications of management’s slate of 
nominees and proposals.22 Management in the large American corpora
tion today is thus its own master.

DEMISE OF SHAREHOLDER CONTROL

Management’s continued autonomy23 is ensured both by the grow
ing dispersion of shareholdings24 and by enabling corporation laws 
which have allowed shareholders to be “contracted” out of their place 
in the corporate decisionmaking structure. As their individual propri
etary interest in the corporation has decreased, shareholders have lost 
the control usually associated with ownership of property.25 The share
holder-investor’s interest in the corporation is thus reduced to concern 
only for dividends and stock value. This diminished interest has resulted 
in shareholder indifference to control; and states have taken advantage 
of this indifference, enacting corporate laws lowering the percentage 
of shareholder votes required to pass a resolution and eliminating share
holder ratification as a prerequisite to corporate action on numerous 
matters.26 Delaware even has provided for elimination of the annual 
shareholder meeting.27

Along with this de facto and de jure minimizing of shareholder par
ticipation in corporate management, directorial discretion has been 
broadened.28 Courts have followed the promanagement trend of the 
state corporation statutes, stripping the ultra vires doctrine29 of any

21 This figure represents both common and preferred shares. G eneral Motors 
Corp., A nnual R eport 1971, at 39 (1972).

22 General M otors has not lost a shareholder vote in a quarter of a century. Riley, 
supra note 9, at 234; see Caplin, Shareholder N  omination o f Directors: A  Program for 
Fair Corporate Suffrage, 39 V a. L. R ev. 141 (1953); Eisenberg, Access to the Corporate 
Proxy M achinery, 83 H arv. L. R ev. 1489 (1970). See also E. A ranow & H . E inhorn, 
Proxy Contests for Corporate Control (1968).

23 5 SEC, Institutional Investor Study, H .R . D oc. N o. 64, 92d Cong., 1st Sess. 
2531 (1971) [hereinafter cited as SEC Institutional Investor Study].

24  Eisenberg, T h e  Legal Roles of Shareholders and Management in M odern Decision 
Making, 57 Calif. L. R ev. 1, 35 (1969).

25  A. Berle & G. M eans, T he Modern Corporation and Private Property vii-viii 
(1932).

26  Sec Folk, Corporation Statutes 1959-1966, 1966 D uke L.J. 875, 915-17.
27 Del. Code A nn . tit. 8, § 228 (Supp. 1970); see Bus. W eek, Apr. 1, 1972, at 48-49.
28  See Dodd, For W h o m  Are Corporate Managers Trustees?, 45 H arv. L. Rev. 

1145, 1161 (1932).
29  See 711 Kings Highway Corp. v. F.I.M.’s Marine Repair Service, Inc., 51 Misc. 2d 

373, 273 N.Y.S.2d 299 (Sup. Ct. 1966); D el. Code An n . tit. 8, § 124 (Supp. 1968);
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significance and extending the protection of the business judgment doc
trine to an increasing range of management decisions. Under the new 
legislative and judicial approach, shareholders have lost most proprietary 
rights, and their “rentier” status in the corporate structure has become 
official.

Even in those rare circumstances where liability might be assessed 
against a director, state laws have empowered corporations to repay his 
expenses, fines, and judgments.* * 30 With little equity in the corporation 
to risk, little fear of liability for mismanagement, and no effective share
holder review, management exercises its power with few restraints. The 
evolution to this unfettered license raises serious questions concerning 
the legitimacy of management’s present power and government’s con
tinuing minimal interference with corporate control.31

N.Y. Bvs. Corp. Law § 203 (McKinney 1963); ABA-ALI Model Bus. Corp. Act Ann.
2d S 7 (1970).

30 See Del. Code Ann. tit. 8, § 145 (Supp. 1968); N.Y. Bus. Corp. Law 722, 723 
(McKinney 1963); ABA-ALI Model Bus. Corp. Act Ann. 2d § 5 (1970).

31 Under the fifth and fourteenth amendments the corporate entity is accorded due 
process. Grosjean v. American Press Co., 297 U.S. 233, 244 (1936). Its privacy is 
guarded by the protection of the fourth amendment. Silverthorne Lumber Co., v. 
United States, 251 U.S. 385 (1920). Even given these protections, a strict laissez faire 
policy toward industry is not mandated.

Economic Concentration Hearing, pt. 1, at 17. Professor Means estimated that 
in 1962 the 100 largest manufacturing corporations held 49 percent of all manufacturing 
assets and 58 percent of the net capital assets. Id. He characterized the economy as one 
of inflexibly administered prices. Id. at 19; see Litner, The Financing of Corporations, 
in T he Corporation in Modern Society 169-70 (E. Mason ed. 1959).

> While there has been debate as to whether economic power is concentrating, it is 
generally recognized that it is not decentralizing and that present concentration is sub
stantial. Compare Economic Concentration Hearings, pt. 2, at 644 with Fortune Di
rectory 1964, reprinted in Economic Concentration Hearings, pt. 1, at 401-42.

FAILURE OF ECONOMIC CONTROLS

The demise of internal accountability and of private property rights 
and responsibilities marked the failure of the last of the traditional inter
nal controls relied upon to legitimize corporate power. The traditional 
external control—the effect of market competition on prices and types 
of goods produced—may have been weakened also.32 As wealth has 
concentrated in huge corporate enterprises33 and their share of the 
market has expanded, corporations have outgrown the regulation inher
ent in a competitive market. Now the major companies shape the 
market in each industry. The same wealth which has enabled corpora
tions to escape competition in the product market has helped them to 
circumvent a second economic regulator—the capital market. Corpora-
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tions today find the lion’s share of needed growth capital in retained 
earnings and debt financing and can avoid equity offerings the success 
of which would depend on the market’s evaluation of the company's 
performance.34

34 Retained earnings account for approximately 60 percent of corporate growth 
capital, debt for about 20 percent, and equity for 20 percent. Berle, Property, Produc
tion, and Revolution, 65 Colum. L. Rev. 1, 8 (1965); see Harbrecht, The Modem 
Corporation Revisited, 64 Colum. L. Rev. 1410, 1415-16 (1964). Although Harbrecht 
finds that the stock market is not a direct allocator of capital, he does attribute to it 
a significant role in capital allocation because it sets a price on the earning power of 
capital.

35 A survey of management representatives showed that 61 percent recognized a 
corporate duty to serve as fairly and equitably as possible the interests of owners, 
employees, customers, and the public. Ewing, W ho Wants Corporate Democracy?, 
49 H arv. Bus. Rev. 12, 13, 146 (1971); see Dodd, supra note 28, at 1154-55.

36 D. Rockefeller, A “Social Audit,” N.Y. Times, May 1, 1972, at 33, cols. 2, 3.
3 7 See Shanks, Case of the Disclosure Debate, 50 H arv. Bus. Rev. 142, 154 (1972).
38 “ [CJonscience is not immutable, but grows or withers, relives or lapses, dies or 

is reborn in unpredictable fashions. . . .  In short, the lessons of history . . . demonstrate 
that human conscience must . . .  be subjected continuously to the ‘play’ and impact of 
more concrete factors in order to remain effective.” Emerson & Latcham, Lave and 
the Future; Corporation Law, 51 Nw. U.L. Rev. 196, 204 (1956); see Vagts, Reforming 
the “Modern” Corporation: Perspectives front the German, 80 H arv. L. Rev. 23, 40, 41 
(1966). See also Riley, supra note 9, at 219.

3 9 Rostow, To Whom and for What Ends is Corporate Management Responsible?, 
in T he Corporation in a Modern Society 46 (E. Mason cd. 1959).

Realizing the failure of traditional economic regulators of corporate 
activity, management has publicly claimed responsibility to conduct the 
corporation in a socially responsible manner.35 Fearing a regulated 
“social audit,” management recognizes the need “to make common cause 
with other reformers . . .  to prevent the unwise adoption of extreme and 
emotional remedies . . . . ” 36 By proclaiming their own self-imposed 
ethical duties to labor, the consumer, and society as a whole, corporate 
executives have attempted to forestall legislative action in these matters.37 
Our social system is one of laws, however, not of men. To allow power 
to be limited only by the conscience and good will of those who exer
cise it runs counter to fundamental concepts in our legal order.38 Man
agement should be asked only to operate the company profitably and 
within the law.

Notwithstanding management’s recognition of its new constituencies, 
however, no minimum obligation to these constituencies has been de
fined. As a result, diversion of corporate efforts toward this new and 
undefined social responsibility may undermine management’s funda
mental obligation to shareowners—to serve their interest by seeing that 
the company is run efficiently, profitably, and within the laws governing 
its conduct.39
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The responsibility to design socially and politically desirable limita
tions on corporate activity rests in the legislature, which is elected to 
determine the community interest.40 Citizens, whatever their role, 
should not be subject to decisions by corporate managements which afreet 
the quality of their lives; boards of directors have never been, nor should 
they be, chosen as social engineers. To vest corporations with such 
responsibility is to legitimize their right to consciously affect social 
and political policies. Corporate responsibility is rooted in the obliga
tion of a company to conduct its business within the law, the very same 
obligation imposed on every citizen.41 Whether a corporation assumes 
greater social responsibility than is legally required is determined by 
its own self-interest. Such self-interest should be a function of its share
holders’ interest. Currently, however, by influencing state corporation 
laws so as to avoid precise delineation of responsibility, many corpora
tions, too big and secretive to be effectively monitored, have escaped 
imposition and enforcement of legal obligations.

40 Katz, Responsibility and the Modern Corporation, 3 J. Law & Econ. 75, 84-85 
(1960).

41 See Katz, Philosophy of Midcentury Corporate Statutes, 23 Law & Contemp. Prob. 
177, 191 (1958); Schwartz, supra note 8.

42 See Jennings, The Role of the States in Corporate Regulation and Investor Pro
tection, 23 Law & Contemp. Prob. 196, 197 (1958); Latty, W hy are Business Corporation 
Laws Largely “Enabling”?, 55 Cornell L.Q. 599, 602 (1965); Comment, Law for Sale, A  
Study of the Delaware Corporation Law of 1967, 117 U. Pa. L. Rev. 861 (1969). State 
corporation statutes grant the corporation wide discretion in framing the capital struc
ture and allocating power. See 5 SEC Institutional Investor Study 2531-42; Manne, 
Our Two Corporate Systems; Law and Economics, 53 V a. L. Rev. 259, 269 (1967). At 
best a contract of adhesion, the corporate charter is in reality a grant of power to 
management. The minimum shareholder participation allowed by statutes effectively 
becomes the maximum that the shareholder will be granted.

43 Revision of the Delaware Code according to one of its drafters was based on the 
following consideration: “ (tjhe franchise tax dollar is very important in many states 
including Delaware, and when one state hears that a corporation is thinking of trans
ferring to Delaware, for example, but instead has gone to Maryland, the state officials 
begin thinking of the franchise tax dollar, and frankly, that is one of the reasons for 
the formation of this committee—to modernize and liberalize the Delaware corporation 
law.” Eisenberg, supra note 24, at 127; see Comment, supra note 3, at 866, 890-94.

44 See Folk, supra note 26.

SUMMARY

States, having early abdicated their responsibility to govern42 in an 
attempt to attract corporate business,43 are now overpowered by their 
creations. Recently enacted amendments to state corporation statutes 
clearly reflect the futility of relying on state legislatures to govern 
these huge corporations.44 Incorporation laws have become mere licenses



96 T he G eorgetown Law Journal [Vol. 61:89

to operate with the privilege of limited liability and a due process shield 
against government interference with internal operations. The states 
have left establishment of the power structure and rights of shareholders 
to those who should be subject to their control—management. These 
laws prescribe only the most minimal duties, allowing any stricter con
trol to be defined in the contract among shareholders, the charter. As 
an unorganized force, shareholders have little input into the design of 
responsibilities and rights. The result is the development of organiza
tions whose perimeters are vaguely drawn and whose internal manage
ment is ad hoc.

Federal Incorporation as A Remedy

Federal chartering of all corporations having a national, interstate 
impact would better serve the public interest than the present system 
of state incorporation. Present problems possibly could be remedied on 
a state level by a system of accountability directly regulating and legis
latively controlling corporate conduct, but this essentially would allow 
government to run the companies. The alternative is a federal charter
ing system, precisely defining the corporate decisionmaking process and 
designing a structure of effective nongovernmental checks on the de
cisionmaking power. Federal chartering is a means of using the strength 
and resources of the federal government to impose upon corporations 
that have outgrown state control a process of management which will 
leave the economic power of corporations under private control but 
render its exercise more responsible to those whom it affects.

While a federal incorporation statute must recognize that the cor
poration is first and foremost an economic organization whose raison 
d’etre is productivity or service for profit,45 it must also acknowledge 
the social and political impact of corporate activity. These ancillary 
effects, although not necessary functions of corporate existence, exist 
in fact and must be recognized in law. In order to achieve this, the 
corporation’s incidental constituencies—such as those nonshareholders

45 “Having attained size and economic power surpassing individual operations, corpo
rations are essentially political constructs, having perpetual life and a continued 
legitimacy that depends on their performance as productive and distributive mecha
nisms.” Berle, supra note 34, at 19. Berle lists three primary responsibilities of the 
corporation—(1) to supply existing markets, (2) to produce with a minimum of waste, 
and (3) to keep up with the state of the art. Berle, Corporate Decision Making and 
Social Control, 24 Bus. Law . 149, 152-53 (1968). Ewing, in a survey of management 
personnel, found that over half of those polled felt that their primary duty was to 
ensure their corporation’s future growth and its continued functioning as a profit 
making supplier of goods and services. Ewing, supra note 35, at 146; see Rostow, supra 
note 39, at 64, 67. But see R. Dahl, supra note 8; Dodd, supra note 28, at 1146.
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affected directly by the company’s activities—must be elevated to charter 
status. The new federal corporation code and charters issued under 
it should therefore acknowledge not only the interests of shareholders 
and creditors, but the interest of consumers, employees, and coinhabi
tants; and the corporation should owe a duty to these ancillary con
stituencies. Such a system would emphasize that management’s respon- 
sibilitv to shareholders and creditors does not transcend the obligation 
imposed upon the corporation by specific regulatory laws to those other 
classes.

To ensure enforcement of corporate responsibilities to both share
holders and incidental groups, the federal corporation law must institu
tionalize the enterprise’s responsibility by defining the duty owed, and 
to whom, and by empowering those injured by a breach to hold the 
corporation responsible.46 Through enforceable corporate liability, the 
Government can rely on each interest group to make itself an aware 
and energetic policeman of any corporate activity which concerns its 
members. An interested and empowered constituency will reestablish 
a system of checks and balances both on management’s power and the 
self-interest of other groups.47

46 Affected citizens, while not intrinsically an interested party in corporations, have 
become more interested through the increased corporate invasion into their lives. In 
the nineteenth century economy, the natural functioning of the market and management 
of business by owners did not necessitate the recognition of each specific group affected 
by the corporation.

Traditionally, the corporation was merely a legal fiction representing a group of 
men with capital who had agreed to accept obedience to a few protective rules in 
return for limited liability. “Corporation” referred merely to a legal form. Today, if 
the legal corporate status is revoked, the enterprise continues to exist. Corporations 
have taken on an identity of their own, separate from that of their owners and manage
ment. Mazumdar, The Modern Corporation and the Rule of Lazu, 114 U. Pa. L. Rev. 
187, 192 (1965).

Having assumed a personality of its own, the enterprise can advance its own interest, 
unhampered by the concerns of the individuals comprising it. Formerly, corporations 
were conceived to have no social impact; rather it was the actions of their owners that 
had social significance. As the capitalist operated in other dimensions in the society, 
his economic interest could be expected to be tempered by his social and political 
self-interest—which would not differ significantly from that of other members of the 
society. Adam Smith’s enlightened hand—the corporate enterprise greater than the 
sum of its participants—now has its own identity and self-interest. It is more powerful 
than the individual participants. A corporation which need not function in the same 
social sphere as an individual will have fundamentally different interests to advance. 
The corporation because of its vast wealth wields more pow’er. Thus in a conflict 
between the two interests, the corporation tends to triumph. This phenomenon of a 
separate enterprise identity raises the issue of the corporation’s social and political 
effect to a question of the highest priority. Id. at 196-200; Chayes, The Rule of Law, 
in T he Corporation in Modern Society (E. Mason ed. 1959).

47 However, Professor Manning has pointed out that power cannot be treated as a
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Direct action against the corporation for violation of a duty ex
plicitly defined by either the corporation code or regulatory legislation 
will give incidental constituencies power through direct threat of pe
cuniary liability. Disclosure* * * * 48 and precisely defined duties to its non
economic constituencies will thus make the corporation more socially 
responsible by making it too costly to breach the duty.

lump sum. Power to do X is not power to do Y. To empower those affected by X
power to protect themselves or control X power does not ensure the safety of those
affected by Y power. Thus, the consumer may not be the best protector. Manning,
supra note 8, at 46.

48 Cary, Corporate Standards and Legal Rules, 50 Calif. L. Rev. 408, 409 (1962). 
Cary sees disclosure as a substantial deterrent to misconduct as well as a vital informa
tional tool.

Under a federal law, shareholders, while also empowered to enforce 
through direct action legal obligations owed them, shall protect their 
interest through direct participation in corporate affairs. The share
holders’ right to vote need not be premised on any theoretical property 
right in the company, but on the coincidence of their interest and the 
public interest in the profitable and efficient performance of the enter
prise. The day-to-day business management should be reviewed by an 
annual election of directors. The shareholders’ right to initiate counter 
proposals and to vote on proposals concerning the corporation’s business 
policies would help to affect indirectly daily business judgments. An 
informed shareholder vote on all fundamental economic changes in the 
enterprise is also a prerequisite to an effective financial review of a 
transcation prior to its execution. Since it would depend on share
holders’ votes, management would be made accountable to the share
holders for the effective economic functioning of the company.

Federal incorporation need not redefine or even restructure the 
American corporation. As long as the corporation is deemed an eco
nomic entity, the existing structure suffices. A new corporation law is 
required, however, to effectuate what has always been a corporate fic
tion—a business managed by executives chosen by shareholders and 
subject to the laws.

A Proposal

Federal incorporation need not and should not preempt totally the 
states’ role in creating and regulating corporations. Federal chartering 
should be required only of those corporations whose business is regu
larly conducted interstate, whose shares are publicly traded, and whose 
wealth and labor force rive them a role in determining national eco-
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nomic policy. Of the approximately 1,600,000 existing corporations,49 
federal incorporation need have jurisdiction over little more than one 
percent.50 A possible standard might follow that of the New York 
Stock Exchange. Under that standard, corporations with over J 14 
million of assets and more than 3,000 shareholders51 would be subject 
to the federal corporation law and required to obtain a charter from a 
Federal Corporation Commission. Corporations required to register 
under section 12(g) of the Securities Exchange Act of 193452 would 
be given the option of remaining state-chartered or incorporating under 
federal law. This would allow corporations which foresee achieving 
minimum federal incorporation requirements the option to so incor
porate at their convenience. Corporations which have assumed a na
tional significance or show a potential for doing so will thus be granted 
rights and responsibilities from the national government.

49 N ew York Stock Exchange, Inc., 1971 Fact Book 30 (1971). Eisenberg, in his 
1969 article, estimated that there are 1.2 million active corporations in the United States 
ocher than financial institutions and wholly owned subsidiaries. Eisenberg, supra note 
24, at 40.

50 Approximately 1330 American corporations are listed on the New York Stock 
Exchange. N ew York Stock Exchange, Inc., supra note 49, at 30. At the end of 1968, these 
corporations claimed 33 percent of all corporate assets, 44 percent of the corporate 
sales, and 77 percent of the nation’s corporate income. Id.-, see Eisenberg, supra note 24, 
at 40.

In 1971, the five largest industrial corporations by sales each had more than $6 
billion of assets. Fortune, May 1971, at 172. The last five of the 1000 largest industrial 
companies each had at least $30 million of assets. Fortune, June 1971, at 102, 118.

51 New York Stock Exchange shareholder requirements indicate that round-lot share
holders number at least 2000 and at least 1 million shares be outstanding. N ew York 
Stock Exchange, Inc., Company Manual § Bl, at B-3 (1971). The suggested jurisdic
tional prerequisites are not definitive, but they are offered merely to indicate the size 
corporation that would be included in the scheme.

Share of the relevant market and number of employees, while significant aspects of 
corporate power, are too dependent on external factors to serve as useful qualifications 
for federal incorporation. Companies whose assets and shareholders qualify it for 
federal incorporation may be presumed to have nationally significant sales and employ
ment. Sales of the last five of the 1000 largest industrial corporations listed by 
Fortune varied between $54,666,000 and $44,215,000. Four of these companies had more 
than 2000 employees. Fortune, June 1971, at 118-19.

52 15 U.S.C. § 78/ (1970).

To ensure that judicial construction and application of the Act would 
be consonant with the intent to make these national enterprises ac
countable to all their constituencies, the legislative purpose must be 
clearly defined in the statute. The purpose section, introducing the 
substantive provisions of the law, might read:

Often corporations which engage in interstate commerce de
velop into such large economic units, in terms of amount of assets
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and labor controlled and income received, that they assume a 
power and position of national significance. Such corporations can 
and ought to be governed by the federal government. The federal 
Charter Law has been enacted to encourage and stimulate com
petitive and efficient production and growth; to assure the produc
tion of safe and needed products and adequate services; to further 
labor’s well being, it’s safety, and health in the work environ
ment. It is with these purposes in mind that the federal govern
ment recognizes that shareholders, laborers, consumers, customers 
and coinhabitants of the corporate environment share an interest 
in the corporate enterprise, and have a right to protection of that 
interest.

POWERS

Under state law, corporations have been granted perpetual existence,53 
the power to engage in any or all lawful activity,54 and the right to own 
shares of another corporation.55 Such powers have contributed greatly 
to the size and economic leverage of corporate enterprises, both threat
ening competition and insulating these corporate giants from effective 
control. A federal corporation law could supplement antitrust laws and 
preserve competitive enterprise56 by limiting a corporation’s power to 
diversify, to own itself, and to be immortal.

53 See, e.g., Del. Code Ann. tit. 8, § 122 (Supp. 1968) ; N.Y. Bus. Corp. Law § 202(a) (1) 
(McKinney 1963); ABA-ALI Model Bus. Corp. Act Ann . 2d § 4a (1970).

54 See Del. Code Ann . tit. 8, § 101(b) (Supp. 1968); ABA-ALI Model Bus. Corp. 
Act Ann. 2d § 3 (1970).

55 See N.Y. Bus. Corp. Law § 202(a)(6) (McKinney 1963); ABA-ALI Model Bus. 
Corp. Act Ann . 2d 4(g) (1970). See also Robotham v. Prudential Ins. Co., 64 N.J. 
Eq. 673, 53 A. 842 (Ch. 1903).

33 Advocates of federal incorporation have urged that antitrust goals be achieved 
through restriction of corporate powers. This would not be done through any limita
tion on powers presently granted corporations, but through a limitation on corporate 
power to control more than 12 percent of its relevant market and on its power to 
engage in acts violative of the antitrust laws. See R. Nader, supra note 2, at 17. There 
has been little explanation of why such limitations would be more successful when 
embodied in a federal incorporation act than they are now.

57 12 U.S.C. 1841-50, 1971-78 (1970).

A corporation should be able to conduct any lawful business that it 
purports to undertake in its charter. Any business is not all business, 
however; in order to curtail, if not to end conglomerates, the federal 
corporation code could limit a corporation to one line of business. In 
this way, national corporations might be restricted in the same way that 
the Bank Holding Company Act of 1956 limits banks in the number 
or types of businesses they may undertake.57 Moreover, specification
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of the line of business in a company’s charter could no longer be today’s 
tvpical pro forma boiler plate clause; a particular line of business would 
have to be expressly delineated, and any significant diversification would 
have to be approved by the Corporation Commission. Conglomerates58 
would also be discouraged by restraining a corporation’s power to ac
quire or hold shares in other companies.59

58 Four of the Fortune top 500 of 1970 were merged into other top 500 corporations 
in 1970. Fortune, May 1971, at 170. The New York Stock Exchange removed 19 
companies from its trading list in 1970; shareholders of these companies had received 
securities in other listed companies. N ew York Stock Exchange, Inc., supra note 
49, at 38.

59 The value of limiting conglomerates through stock transfer limitations in the charter 
is that the amount of shares is an easily-determined, objective fact. Most antitrust 
st indards, for example relevant market share, are not readily standardized and thus 
need judicial determination. This limitation on a corporation’s power to control a certain 
percentage of its relevant market does not belong in the charter, but should remain 
in the body of antitrust law and judicial interpretation of that law. Evidence of a lack 
of valid economic justification for conglomerates and the apparent absence of an 
antitrust remedy makes a stockholding treatment provision appropriate. Economic 
Concentration Hearings, pt. 1, at 185-86 (testimony of Irwin Stelzer).

Once the glamour stocks of the 1960’s, conglomerate shares have plunged in value. 
The economic failure of conglomerates and the trend of divestiture evidences the 
basic instability of the huge conglomerate. Many of the conglomerates born through 
acquisition were stimulated bv the paper profits made possible by various accounting 
methods. Briloff, Accounting Practices and the Merger Movement, 45 N otre Dame 
Law. 604, 610-11 (1970).

60 See I isenberg, Megasubsidiaries: The Effect of Corporate Structure on Corporate 
Control, 84 H arv. L. Rev. 1577 (1971).

61 See id. at 1615.
,;2 Cf. Communications Act of 1934 307(d), 309(a), 47 U.S.C. §§ 307(d), 309(a)

(1970).

Such limitations would curtail elimination of competing companies 
by acquisition. They would also prevent the centralization of corporate 
subsidiary management, since the parent company or its board could 
not control shares of the subsidiary.60 Restrictions on intercompany 
shareholdings would also reduce pyramid schemes in which a parent 
corporation controls a number of companies with a relatively small 
investment.61

Perpetual existence has probably encouraged growth of giant cor
porations. The public interest might be better served by a periodic 
re-examination of corporate existence and performance. Rather than 
allowing the corporation to exist indefinitely, a federal law should re
quire the corporation to renew its charter every 30 years after deter
mination by the Corporation Commission that such renewal would 
not contravene the public interest.62 The criteria to be considered in 
determining the public interest should be expressly provided in the



102 T he Georgetown Law Journal [Vol. 61:89

statute, to be implemented by Commission regulations. These criteria 
would have to be objective, such as the company’s share of a relevant 
market, the number of successful consumer suits, and conviction for 
violation of regulatory provisions.

DISCLOSURE

Regulation of the unknown is no regulation at all. Corporations have 
been given the privacy accorded individual citizens; as a result, little 
information is available to ascertain whether a company is complying 
with the law, how it is affecting the community, or how it is using its 
assets.63 A federal law could require national enterprises to file with 
the Corporation Commission an annual report which would disclose 
corporate activity of material interest64 to any of its constituencies. Dis
closure would not only facilitate regulation of corporate conduct, but 
also deter unlawful conduct.65 The importance of protecting the pub
lic interest by greater control of corporate conduct would clearly appear 
to outweigh any right to secrecy.

63 See W . Mueller, Corporate Disclosure and Federal Incorporation, at 9-16, Oct. 
30-31, 1971 (presentation to Conference on Corporate Accountability, Washington, D.C.).

64 Cf. SEC v. Texas Gulf Sulphur Co., 401 F.2d 833, 849 (2d Cir. 1968), cert, denied, 
Kline v. SEC, 394 U.S. 976 (1969). Although concerned only with material information 
vis-a-vis investors, the court’s discussion of materiality is easily adapted to the interests 
of all corporate constituencies. The basic test of materiality is whether a reasonable 
man, in the class likely to be affected by a particular aspect of corporate activity, 
“would attach importance . . .  in determining his choice of action in the transaction 
in question.” Id., quoting List v. Fashion Park, Inc., 340 F.2d 457, 462 (2d Cir. 1965).

65 See Ratner, supra note 8, at 18.

Essential to effective disclosure provisions is a flexibility to implement 
new reporting requirements as legislation increases corporate responsi
bilities or as need for broader disclosure becomes evident. To provide 
such flexibility, the Commission should be given the authority to enact 
rules and regulations governing both the form and substance of the 
annual report. Although no commission should have too broad discre
tion, the legislative mandate should be clear and unequivocal. Such a 
broad provision could read as follows:

Every corporation chartered pursuant to the federal corporation 
law shall be required to file annually a report, with the Commis
sion, in accordance with such rules and regulations as the Commis
sion shall prescribe as necessary and appropriate for informing 
each of the corporation’s constituencies, defined pursuant to the 
above clause of corporate activities, for the proper protection of 
their interests and to ensure knowledgeable review of corporate 
conduct.
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To ensure effective regulations, the statute might set forth specific 
guidelines for disclosure—1) that reports shall include statistical as well 
as summary data; 2) that reports disclose all activities of the corpora
tion; and 3) that disclosure include, but not be limited to, subjects of 
the federal regulatory legislation.66

66 See generally W . Mueller, supra note 63, at 24-28.
67 Section 15 of the Public Utility Holding Company Act of 1935 already so re

quires. 15 U.S.C. § 790 (1970); see Kripke, The SEC, The Accountants, Some Myths 
and Sonne Realities, 45 N.Y.U.L. Rev. 1151, 1175 (1970). See also Casey, Corporate 
Responsibility as Seen From the SEC, Bus. & Soc. Rev., Spring 1972, at 24, 28.

68 See Economic Concentration Hearings, pt. 5, at 2124 (testimony of SEC Chairman, 
Manuel Cohen); Shanks, Case of the Disclosure Debate, 50 H arv. Bus. Rev. 142, 150 
(1972).

89 Large companies can move earnings up or down by as much as 25 to 30 percent 
for a year or two by merely cutting back or accelerating discretionary expenditures 
such as research and development, advertising, or repairs and maintenance. Shanks, 
supra note 68, at 150.

70 Cf. Securities Exchange Act of 1934 12(b) (1) (D), 15 U.S.C. § 77aa(6) (1970).

Economic data, like that required to be filed under the securities laws, 
would be reported to enable shareholders and investors to evaluate the 
business performance of the company. To facilitate comparison of the 
financial statements of the various enterprises and to render the statements 
more revealing, the federal corporation law must prescribe a uniform 
method of accounting with specific rules.67 Present accounting methods 
enable corporations to tailor financial statements to their advantage and 
to obscure economic weaknesses. Financial reporting should be required 
to disclose more than it does presently. For example, diversified com
panies should have to report sales and earnings by statutorily defined 
product lines.68 Income statements should be amplified by a comparison 
of current levels of discretionary expenses to normal expenditures.69 
Accounting should no longer be viewed as a tool for management but 
rather a tool for meaningful disclosure to the shareholders. The method 
chosen should be that which will best serve the public interest by most 
clearly and accurately representing the financial condition of the com
pany and its economic performance.

Shareholders should also know who has a substantial interest in or 
controls the corporation. All stock interest in the corporation over five 
percent would have to be reported. In view of the expanding role of 
the investment manager and institutional holdings, both actual voting 
control and beneficial interests in shares should be disclosed.70

Information specified by the statute to be of interest to the incidental 
constituencies should be presented both in summary and in statistical 
data, since the latter is less susceptible to editorial interpretation. Dis-
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closure might also include a report on employment of minority groups, 
steps undertaken to equalize opportunity, and efforts to help unpre
pared minority group members become eligible for employment. Data 
on air, water, and waste pollution should be reported both summarily 
to measure compliance with applicable laws and quantitatively to indicate 
the nature and amounts of emission from the company’s operations. In 
keeping with the spirit of disclosure, companies should also be required 
to report any variation or modification from the legal standard because 
of special circumstances. Other subjects of disclosure should include 
on-the-job accidents and injuries allegedly stemming from the com
pany’s product, whether or not liability resulted.

The report would not impose undue hardship since it would require 
only information normally gathered in the operation of a well-managed 
company. Responsibility for the report and the accuracy of its repre
sentations would lie with the board.71 The logical presumption that the 
board has knowledge of matters contained in the report would buttress 
the above obligation.

71 The knowledge of corporate affairs which a director will be legally presumed to 
have should be defined in the corporation statute. In certain areas of corporate manage
ment, such as the financial state of the company, the presumption might be that the 
directors have “such knowledge of the affairs of his corporation as to enable him to 
determine whether any act, procedure, or omission of its directors violates [the law].” 
Cal. Corp. Code § 831 (West 1955).

Experience with the securities laws has demonstrated the efficacy of disclosure as 
a means of controlling management. See Cary, supra note 48; Fleischer, Federal Corpo
ration Law: An Assessment, 78 H arv. L. Rev. 1146, 1148-49 (1965). Strict requirements 
for extensive and accurate reporting is the modern trend of the law. See Escott v. 
BarChris Construction Corp., 283 F. Supp. 643 (S.D.N.Y. 1968). It does not seem un
reasonable to hold directors to a high standard of conduct when the SEC itself has 
charged independent acountants, attorneys, and public relations firms with responsibility 
for improper disclosure under the securities law. See N.Y. Times, Mar. 26, 1972, § 3, 
at 1, col. 2.

72 See 15 U.S.C. § 78m (1970); 17 C.F.R. § 24O.13a-2 (1970).
73 Such expenses may already have been undertaken by corporations. See G eneral 

Motors Corp., Report on Progress in Arfas of Public Concern (1972).

Replacing the relatively unregulated annual report now required by 
the Securities Exchange Act of 19 3 4,72 the document would be filed 
with the Corporation Commission, sent to all shareholders, and made 
available at cost to the public. The cost of this expanded report could 
be justified as a social cost of being so large.73

CORPORATE LIABILITY

To assure corporate accountability, the law must specify the duty 
owed, to whom the duty runs, and the one responsible in case of a
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breach of the duty.74 75 * The corporation must be statutorily recognized 
as the person responsible for any breach of law committed in its name 
and for its benefit.7’’ Therefore, the chartering act should delineate those 
agents for whose conduct the enterprise will be held responsible. The 
circumstances under which this corporate responsibility would accrue 
must also be specified.

74 See Folk, supra note 26, at 890-91.
75 This is the traditional rule, although interpreted with varying degrees of strictness. 

United States v. Illinois Cent. R.R., 303 U.S. 239, 244 (1938); New York Cent. & H.R.R. 
v. United States, 212 U.S. 481 (1909).

'"See N at’l Comm’n on Reform of Fed. Crim. Laws, Final Report § 402 (1971); 
N \t’l Comm’n on Reform of Fed. Crim. Laws, Study Draft § 402 (1970). The 
Model Penal Code provides for corporate liability for serious offenses where a director 
or high managerial agent is involved. Model Penal Code § 2.07 (P.O.D. 1962). See 
also 1 N at’l Comm’n on Reform of Fed. Crim . Laws, W orking Papers 180 (1970).

' 'S e e  New York Cent. & H.R.R. v. United States, 212 U.S. 481, 493-95 (1909) 
(corporate liability for unauthorized act of agent); United States v. Armour & Co., 168 
F.2d 342, 343-44 (3d Cir. 1948) (liability although act specifically forbidden by corpora
tion); United States v. Van Riper, 154 F.2d 492 (3d Cir. 1946) (liability where direc
tors and officers did not have knowledge of act).

is See 1 N at’l Comm’n on Reform of Fed. Crim. Laws, W orking Papers 186-88 
<1970).

Elements of Corporate Liability. The corporation should re
spond for any act committed by an agent, whether a member of man
agement or labor, in the scope of his employment, if such act is author
ized.. requested, or commanded by the higher management of the cor
poration.70 Civil liability may be broadened, on a theory of enterprise 
liability, to make the corporation strictly liable for any acts of its agents.77 
Liability would thus result from an agent’s acts which, while not neces
sarily committed within the scope of his authority, were performed in 
furtherance of corporate affairs, were either requested or negligently 
allowed to occur, or were beneficial to the corporation. Liability would 
also arise for nonfeasance where the law specifically required an affirma
tive action of either the company or its agent.

Individual Liability. Corporate liability would not preclude
individual responsibility; every actor must be held responsible for his 
own actions. A federal incorporation statute should extend traditional 
concepts of responsibility and place management under a duty to super
vise its employees’ conduct in order to prevent corporate violation of 
the law.78 Directors, executive officers, or management personnel should 
not be held strictly liable; a due diligence defense should prevail. Fur
thermore, criminal liability for negligent breach of this supervisory
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duty need not be greater than a misdemeanor. Any greater degree of 
fault, however, should render management liable for complicity in the 
criminal conduct. Such responsibility would prevent criminal actions 
from being considered a cost of doing business.79

79 Id. at 180.
80 This would not include suits based on a duty of directors owed directly to third 

parties, such as complete disclosure in annual reports, nor criminal actions where the 
criminal statute specifies primary director liability.

81 See note 92 infra and accompanying text.
82  Cf. Del. Code Ann. tit. 8, § 174 (Supp. 1968) (liability of directors for unlawful 

payment of dividends or unlawful stock redemption); id. § 325 (unsatisfied corporate 
debts).

83 Cf. Clayton Act §5,15 U.S.C. § 16 (1970).
84 See N at’l Comm’n on Reform of Fed. Crim. Laws, Study Draft § 402 (1970).
85 See notes 63-73 supra, and accompanying text.

All persons having a cause of action arising from corporate activity 
are injured by the corporation, not by its management.80 They, there
fore, should sue only the corporation. Negligent management which 
creates or allows corporate liability, however, should be accountable 
to the corporation and its shareholders for the fines, penalties, and judg
ments assessed against the company.81 Exceptions to the rule limiting 
injured third parties to civil actions against the corporation should be 
made where management has rendered the corporation unable to make 
restitution to the injured party.82

Direct Actions. By recognizing a corporate duty to obey regu
latory and criminal laws and to protect certain designated constitu
encies, a federal incorporation act would define a broad class of persons 
with standing to bring suit for violation of the law. JTie provision could 
be essentially a direct action statute, which would introduce the concept 
of “private attorneys general" into the corporate power structure. In 
addition, victims of corporate criminality might be afforded use of a 
criminal or administrative conviction against a company and thus be 
spared the costs of litigation, either by use of the prior decision as a 
rebuttable presumption on the issue of liability,83 or through a parens 
patrie action by the Corporation Commission, ancillary to the criminal 
judgment, for the class of injured persons. Where a corporation has 
been convicted of a criminal charge, the attorney general or any other 
attorney could be authorized by the trial court or the Commission to 
initiate proceedings to determine, collect, and distribute damages to all 
injured parties in the class which the statute was designed to protect.84

In keeping with the underlying policy of disclosure,85 a corporation 
found to have violated the law might be required to notify those of its
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constituent groups which have a material interest in the action. Share
holders, who would always have an interest, and employees could be 
directly notified. Publication would have to suffice to notify incidental 
constituents like consumers, suppliers, and coinhabitants.

THE BOARD OF DIRECTORS

Reshaping the Directorship. Corporate executives, business ob
servers, and directors alike have characterized the board as an ineffective 
vestige of corporate enterprise as it existed prior to separation of prop
erty ownership and control.86 A revitalized board of directors is a 
prerequisite for effective shareholder control and responsible manage
ment. For widely dispersed shareholders to effect their interest in 
corporate conduct, there must be a centralized body authorized to over
see the daily management of the business.87 This body, with its execu
tive officers, must be selected by, be accountable to, and be compensated 
by shareholders. The power of shareholders to elect the board of 
directors and to voice their opinions on corporate practices are sec
ondary, for if the board remains a weak and inactive overseer of execu
tive management, shareholder interests will amount to little.

86 See, e.g., Garrett, Duties and Liabilities of Corporate Directors, 22 Bus. Law. 
29, 31 (1966); Bus. W eek, May 22, 1971, at 50; Riger, Book Review, 60 G eo. L.J. 859 
(1972).

87 The National Industrial Conference Board and the American Society of Corporate 
Securities defined seven basic responsibilities of the board of directors—(1) to establish 
broad policies of the corporation, (2) to elect and supervise corporate officers, (3) to 
supervise and safeguard corporate assets, (4) to endorse important financial transactions 
and report to shareholders, (5) to delegate special powers, (6) to revise and enforce 
rhe corporate charter and bylaws, and (7) to perpetuate a sound board of directors. 
Garrett, supra note 86, at 31.

88 Cf. Riger, Book Review, 60 Geo. L.J. 859 (1972).
89 Commentators have suggested that where the chief executive allows it, the board 

can be an effective body. Smith, Put the Board of Directors to W orkl, 36 H arv. Bus. 
Rev. 41, 43 (1958); Bus. W eek, May 22, 1971, at 50.

Directors today are either insiders—members of the corporation’s 
executive management—or outsiders—friends of the executive manage
ment or reputable persons with little time to devote to corporate affairs.88 
In either case, the directors are chosen bv those in control of the proxy 
machinery—either the board or executive management. State corporation 
law has allowed this situation to develop, but there is nothing inherently 
weak in the present corporate structure.89 Except for the possibility 
that an outside director cannot know the corporation well enough to 
supervise its management, a board of independent men chosen by share
holders would seem to represent the optimum means to supervise the
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executive operation of the corporation’s daily business. There is no 
reason why a director, whether inside or outside, need not have suffi
cient familiarity with the corporation. If a clearly defined and strictly 
enforced responsibility to supervise and advise were imposed, threat of 
liability would compel due diligence. As a practical matter, what would 
result is the elevation of the directorship to a full-time position. Charters 
and bylaws, if not the federal incorporation statute itself, would have 
to limit the number of directorships any one man could hold. Com
panies might have to salary directors and require more frequent board 
meetings.

Admittedly, those unwilling or unable to exercise the care required 
under a federal incorporation law would be deterred from serving as 
directors, but that all able men would be so deterred does not follow. 
Liability for failure to supervise does not mean absolute liability for 
every careless act of the corporation. The duty imposed would require 
the board to exercise reasonable care and due diligence; the board must 
choose competent officers, and it must understand enough of the cor
poration’s business to ask the executives “hard questions” to learn ex
actly what the corporation and its officers are doing.

Compensation of Directors. Review of corporate management,
whether directorial or executive, is only half the answer. The power 
of directors to compensate both themselves and the executive officers 
insulates management from full responsibility for good as well as bad 
performance.90 Executive compensation should be determined by a 
committee of shareholders not employed by the company and should 
be based on performance. Salaries and deferred compensation might 
suffer rather drastic decreases, while bonuses, determined and awarded 
after performance, might increase. The shareholder committee could 
be elected every several years to serve for a minimal fee provided for 
in the charter. The committee would have the services of independent 
counsel and would be authorized to provide the compensation provisions 
of management contracts, as well as to suggest bonuses to be approved 
by shareholders at the annual meeting. Executive pension plans would 
also lie within the committee’s domain.

90 “The aid-to-directors movement has now so exhausted itself in an orgy of in
dulgence and favoritism that little more remains to be done on the state level.” Folk, 
supra note 26, at 889.

Liability of Directors. Accountability without liability cannot
effect control. Threat of dismissal may be of little significance to execu-
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fives who are not subject to liability in the courts for mismanagement 
and who leave greatly enriched, by self-voted salaries, bonuses, deferred 
compensation, and pensions. Poor business judgment should result in 
corporate liability, negligent business judgment in personal, unindem
nified liability.

The responsibility of directors must not only be defined by a federal 
incorporation act but made inescapable. Director liability should attach 
when the board causes, takes action on, or when an individual director 
performs conduct which he knew or should have known was violative 
of the corporation’s duty to the injured person. Although manage
ment delegatees, as actors with responsibility, also should be liable for 
negligent supervision or complicity in unlawful corporate conduct, the 
board must remain responsible for its delegatees’ acts.

In addition to laws specifying individual liability to injured third 
parties, directors and executive management should be held liable to the 
corporation for fines, judgments, settlements, and penalties assessed 
against the corporation in civil and criminal actions. Liability for this 
waste of corporate assets would depend on proof of negligent super
vision, failure to supervise, or complicity in the matter which gave rise 
to the original action.

Indemnification. When management is held liable for its mis
conduct, it should not be allowed to avoid the pecuniary consequences 
of its action by passing it on to the corporation. Indemnification is 
antithetical to accountability. Yet, most states have some provision for 
reimbursement.91 Under the traditional theory of encouraging compe
tent men to serve as directors,92 New York allows director indemnifica
tion in actions by third parties for judgment as well as legal expenses.93 
To be eligible for indemnification, the director must have acted in good 
faith and under the reasonable belief that his actions were in the cor
porate best interest—such finding to be made by a majority of inde
pendent directors, by the board acting upon the opinion of independent 
legal counsel, or by the shareholders.94 New York law even allows: 
indemnification for criminal penalties, so long as the director had no 
reasonable cause to believe the act unlawful; criminal conviction, more
over, is not deemed to create a presumption of knowledge of unlaw-

91 See id. at 902-14.
92 See Comment, Law for Sale: A  Study of the Delaware Corporation Law o f 1961, 

117 U. Pa. L. R ev. 861, 875-76 (1969).
93 N.Y. Bus. Corp. Law § 723 (M cKinney 1963).
M id. H 723,724.
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fulness.95 Delaware, which has indemnification provisions at least as 
broad as New York’s, allows a corporation to bear the expense of insur
ance for any liability incurred by a director, even if arising out of a 
derivative suit.96

M id. § 723.
96 Dei.. Code Ann. tit. 8, § 145(g) (Supp. 1968); see Comment, supra note 92, at 

884-87.
97 Under New York law indemnification is a matter of right if the defendant is 

wholly successful on the merits or otherwise. A technicality could compel indemnifica
tion. N.Y. Bus. Corp. Law § 724(a) (McKinney 1963). Delaware law allows indemni
fication for settlements in derivative actions and only disallows indemnification in 
derivative suits where there has been a judgment of negligence or misconduct. Del. 
Code Ann. tit. 8, § 145 (Supp. 1968).

Under Delaware law, expenses are a matter of right whenever the director, officer, 
employee, or agent of a corporation has been successful on the merits or otherwise, 
whether on all or several of the claims or issues in the case. Id. § 145(c).

98 See N.Y. Bus. Corp. Law § 727 (McKinney Supp. 1971).
99 A typical interested director provision does not specify what must be disclosed. 

This means that only the minimal information will be disclosed—the revelation that the 
director is interested. The board is expected to ask the necessary probing questions 
to obtain the rest of the information. It is unlikely that directors would be hard on 
their peers. Moreover, in many cases, no disclosure of the conflict need be made if 
the court later decides that the transaction was fair. The test should not be limited 
to fairness, but to the economic desirability of the transaction as judged by the person 
affected, the shareholder. See Cal. Corp. Code § 820 (West 1955); ABA-ALI Model 
Bus. Corp. Act Ann. 2d § 41 (1970).

Indemnity should be allowed in only the most limited circumstances 
and only with the approval of the shareholder compensation committee. 
If a director has been found liable, he has breached a duty. Of course, 
corporations should have the power to reimburse management for ex
penses incurred in the successful defense of any case or administrative 
action decided on its merits.97 The shareholder committee might also 
indemnify an executive for liability based on an unethical action which 
previously had not been declared illegal.

To allow reimbursement in settlements can only encourage frivolous 
suits, since only the corporation would stand to lose and management 
would be less concerned with presenting a diligent defense. Guilty 
directors would be protected before judgment but not after judgment. 
Furthermore, corporate expenditures for indemnity insurance premiums 
should be allowed for policies covering only those situations for which 
the corporation itself could make reimbursement.98

“Interested Director” Provisions. To further protect the cor
poration’s economic welfare and to deter executive self-dealing, “inter
ested director” provisions of state laws must be modified and expanded 
before adoption by a federal corporation law.99 Typical state statutes
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are concerned with the validity of contracts created or ratified by a 
board some of whose members have an interest on both sides of the 
transaction. Validating the contract if the contract is deemed fair or if 
the conflict is disclosed and the transaction then approved, these statutes 
fail to define sufficiently what must be disclosed; and they replace the 
shareholders’ judgment of fairness with that of the courts. Disclosure 
should be required in all actions where directors stand to reap significant 
economic gain, or where they are a director or officer or have a financial 
interest in the other contracting party. Transactions subject to such 
disclosure should include all those over which the director or executive 
has direct review or for which board action is required.

The degree of disclosure required would depend upon the nature of 
either the director’s interest or the transaction itself, judged from the 
shareholder perspective. For example, insider dealings might often be 
shaped by individual tax considerations. Therefore, the required dis
closure might include the terms of the transaction, the anticipated bene
fits to the corporation, and the tax benefits to the interested insider. 
When actions require ratification by shareholders, such disclosure can 
be made to them prior to their vote.

In other cases, disclosure should be made to the whole board prior 
to the action, and the disinterested directors should approve it. These 
transactions would then be reported, including the items required to 
be disclosed to shareholders, in the annual report. Provision might be 
made for an independent shareholder committee to pass on the fairness 
of such transactions. Where it finds a transaction to be unfair, the 
committee could be authorized to bring suit on behalf of the corpora
tion seeking recision of the transaction or an accounting for profits 
from the interested director. Expenses of the committee’s suit would 
be borne by the corporation unless the court were to find bad faith. As 
an alternative remedy, the committee could offer a resolution, charg
ing unfairness of the transaction and requiring management to make 
the company whole either by recision or restitution, to be voted on by 
the shareholders.

Restriicturmg the Board. While many critics have singled out
the board of directors as a prime target for reform, few have directed 
their attention to the board’s economic and financial operations. Rather, 
reformers have concentrated on restructuring the board to render it 
more responsive to the needs of the society.100 Suggestions have included

100 See Conrad, The Corporate Machinery for Hearing and Heeding Neto Voices, 
27 Bus. Law. 195, 202-07 (1971).
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requiring representation of incidental constituencies on the board, mak
ing shareholder-elected directors fiduciaries of particular outside 
groups,101 appointing Government directors to represent the public 
interest,102 and instituting the German co-determination system of labor
shareholder franchise.103

101 Rumel, Corporate Management As a Locus of Power, 29 Chi. Kent L. Rev. 228 
(1950).

102 Townsend, Let's Install Public Directors, Bus. & Soc. Rev., Spring 1972, at 69.
103 But see Berger, Shareholder Rights Under the German Stock Corporation Law of 

1955, 38 Fordham L. Rev. 687, 741-42 (1970); Vagts, stipra note 38, at 61-64.
104 See Eisenberg, supra note 24, at 16-21.
105 See Rumel, supra note 101, at 239.
106 See Vagts, supra note 38, at 52-53.
107 See Rumel, supra note 101, at 242. While scorning representational directors, 

Rumel suggests that shareholder elected directors assume trusteeship for incidental 
constituencies. The problem still remains of defining these fiduciary duties so as to 
adequately protect the interest group and yet not stymie the economic interest of the 
corporation. For instance, would the director-trustee of the environmental group attach 
the highest priority to environmental interests regardless of cost or the economic welfare 
of the company?

These critics have tended to rely on affecting corporate conduct 
through a change in the people on the board rather than through acting 
directly on the decisionmaking process. However, guaranteed repre
sentation of these nonfinancially interested classes is no answer to the 
problem of corporate social conduct.104 What requires reform is not 
the board’s composition but its conduct. Guaranteeing a certain interest 
representation on the board is not likely to change corporate behavior,105 
unless only that one interest is represented. To function efficiently, 
a board should consist of people who share the same primary interest
corporate economic success.106 Socially desirable limitations on the eco
nomic performance of an enterprise should be imposed by the legislature 
or by shareholders who balance their individual economic and social 
interests and decide in certain instances to subordinate economic goals. 
Not only may special interest groups not share a primary interest in the 
company’s economic performance, but they may in fact share no com
mon goal. The result will be a splintered and inactive board. Advocates 
of the public interest board also have failed to devise a feasible means 
of enfranchising the vast incidental constituencies.107 Even more net- 
tlesome is the problem of ascertaining the members of an enfranchised 
class. One answer is to enfranchise only those groups which can be 
defined and easily organized, a pragmatic but seemingly irrational 
approach.

Experience with public interest directors has failed to demonstrate
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any significant increase in corporate conduct in the public interest.* * 108 109 
.Moreover, in addition to having minimal internal effect, a public inter
est director’s presence may imbue board actions with the aura of being 
either in the public interest or with the grace of Government, a fact 
which might enable certain decisions warranting examination to escape 
review altogether.

See Schwartz, Governmentally Appointed Directors In a Private Corporation—
The Communications Satellite Act of 1962, 79 H arv. L. Rev. 350 (1965); Vagts, supra
note 38, at 85-87.

109 Cf. Vagts, supra note 38, at 72-75.
HOCf./J. at 73.
Hi See id. at 73-74.
112 See Schwartz, Federal Chartering of Corporations: An Introduction, 61 G eo. L.J. 

71, 86 (1972).
113 See Ramer, supra note 8, at 32; note 21 supra and accompanying text. John Gal

braith maintains that corporate management in practice secures the minimum earnings

Although labor’s representation in management is feasible and easily 
justified, there seems little for the corporation’s other constituencies to 
gain and perhaps much for labor to lose.100 More than any other group, 
labor has an identity of economic interest with the corporation.110 It 
is unlikely that labor puts social interests ahead of its constituents’ well
being. Experience in Germany, where labor participates in corporate 
management, has demonstrated the conservative nature of labor repre
sentatives.111 For labor to assume a management role, its unique position 
under the national labor policy would be jeopardized.112 Its power, based 
essentially on the right to collectively bargain and to strike, would be 
redesigned to accommodate its place on the other side of the negotiating 
table as part of management. Co-determination would seem to present 
a fundamental choice to American labor—to base its power on its right 
to confront management or on a right to participate in management.

To doubt the efficiency of a representational board is not to deny 
the desirability of a diversity of competent people as directors. It is 
only to find that forced representation is a misdirected solution and that 
the answer lies in giving the directors a mandate and providing for its 
enforcement.

SHAREHOLDERS

As a general rule, shareholders buy stock to make money—either by 
playing the stock market or by accruing dividends and capital appre
ciation. In large part, the success of their investment depends upon the 
profitability of the corporation’s business operations. Thus, it is to the 
shareholders that management must account for the economic perform
ance of the corporation.113 To make certain that shareholders’ interests
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are part of any decision, a federal incorporation act should enfranchise 
shareholders; they would participate in corporate management by elect
ing directors, voting on proposals changing the charter and bylaws of 
the enterprise, and reviewing proposed changes in the economic struc
ture of the company.114 The strength and effectiveness of shareholder 
regulation depends on the extent of their participation, recognition of 
proxies as the primary means of corporate suffrage, and complete and 
fair disclosure of information to shareholders on matters on which they 
will be required to vote.

Shareholder approval should be required for all structural changes 
in the corporation.115 While states have recognized shareholder inter
est in cases of charter amendments and mergers,116 modern corporation 

necessary to preserve the autonomy upon which its decision making power depends. 
J. G albraith, T he N ew Industrial State 167-68 (1967). If this is true, shareholders 
oversight must be increased to raise the minimum profitability necessary for direc
torial autonomy. T o  raise the effectiveness of shareholder review, there must be more 
and better information reaching the shareholder along with more opportunity to take 
action on their evaluations. Critics, however, have discounted the importance of share
holders in corporate reform. See Manne, Our Tw o Corporation Systems, 53 Va. L. 
Rev. 259 (1967); R. Dahl, supra note 8, at 10.

The rapidly increasing holdings of institutions is providing a potentially sophisticated 
financial reviewer of corporate economic performance. Institutions held 25.4 percent 
of the shares listed in the New York Stock Exchange in 1970. N ew York Stock 
Exchange, Inc., supra note 49, at 50. This figure, however, does not include all insti
tutions; it is estimated that total institutional holdings are over 40 percent. Id.

Institutions hold large blocs of voting shares. Four institutions hold 10 percent of 
IBM’s voting shares, five hold 10 percent of Eastman Kodak’s, and three hold 10 percent 
of the Xerox voting stock. 5 SEC Institutional Investor Study 2564. The SEC report 
showed that in 23 of the $55 billion companies, five or fewer institutions hold 10 percent 
of each company’s outstanding shares, shares over which the institutions have sole 
voting power. Id. at 2560.

Institutions presently exert little direct influence through share voting. When dis
satisfied they sell their shares. Id. at 2846. Institutions, however, may assist in re
establishing corporate accountability by increasing share market efficiency through 
their ability to obtain and react to information concerning the corporations economic 
performance, and by recentralizing shareholder power. Id. at 2530. See also D. Baum 
& N. Stile, T he Silent Partners: Institutional Investors and Corporate Control 
(1965).

As institutional investments grow larger their holdings become less liquid thus freezing 
the institution into the company. As this trend continues, the institution is more likely 
to participate as a shareholder to protect its investment.

114 See Garrett, Attitudes on Corporate Democracy—A Critical Analysis, 51 Nw. UJL. 
Rev. 310 (1956). Fundamental transactions which may change the nature of the enter
prise must be subject to prior shareholder approval. After the fact review may be too 
late, and prior approval of these infrequent transactions will not unduly hamper busi
ness operations.

ns See Eisenberg, supra note 24, at 86.
116See, e.g., Cal. Corp. Code 4100, 4103, 4107, 4108 (West Supp. 1968); Del. Code 

Ann. tit. 8, 251(c), 251(f) (Supp. 1970) (no vote of constituent shareholders ncces-
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laws have enabled corporations to circumvent shareholder ratification 
requirements. Purchase of assets,* * * * * * * * * * * * * * * 117 stock issuance or stock transfers,118 
even money purchases of stock may result in the practical consolidation 
or division of a company; however, shareholders of one or both com
panies often lack the right to vote on the transaction.119 Form should not 
be determinative of the right to vote; the right should accrue if a trans
action, when completed, would work a material change in the corpora
tion. Materiality must be statutorily defined. The amount of stock 
issued relative to that outstanding120 and the amount of assets transferred 
in relation to their value or nature121 would be sufficient criteria of 
materiality.

sary if no charter or outstanding shares changed, no common stock issued, or securities
to be issued do not exceed 20 percent of common stock); id. §§ 252, 253 (Supp. 1968)
(merger or consolidation of domestic with foreign corporation, no shareholder vote
needed from acquired company if parent company owns 90 percent of stock); N.Y.
Bus. Corp. Law §§ 902, 903 (McKinney 1963); ABA-ALI Model Bus. Corp. Act
Ann. 2d § 75 (1970).

New York Stock Exchange rules for listed stocks require shareholder approval in
connection with an acquisition of a company or property where the amount of stock
to be issued represents an increase in outstanding shares of 20 percent or more. N ew
York Stock Exchange, Inc., Company Manual § A15, at A-283, A-284 (1968).

117Cal. Corp. Code § 3901(b) (W est 1955); Del. Code Ann . tit. 8, § 271 (Supp.
1971); N.Y. Bus. Corp. Law § 909(a) (McKinney Supp. 1971); ABA-ALI Model Bus.
Corp. Act Ann. 2d §§ 71, 72 (1970); see Siegel, W hen Corporations Divide, A  Statutory
and Financial Analysis, 79 H arv. L. Rev. 534, 537-44 (1966).

UBOrzeck v. Englchart, 41 Del. Ch. 223, 192 A.2d 36 (Ch.), aff’d, 41 Del. Ch. 361,
195 A.2d 375 (Sup. Ct. 1963); Del. Code Ann. tit. 8, § 152 (Supp. 1968); ABA-ALI
Model Bus. Corp. Act Ann. 2d §§ 71, 72 (1970).

119 While some courts have recognized a de facto merger doctrine, Delaware has 
not. Compare Rath v. Rath Packing, 257 Iowa 1277, 136 N.W.2d 410 (1965) and Apple- 
stein v. United Bd. & Carton Corp., 60 N.J. Super. 333, 159 A.2d 146 (Super. Ct. 1960) 
and Farris v. Glen Alden Corp., 393 Pa. 427, 143 A.2d 25 (1958) with  Orzeck v. 
Englehart, 41 Del. Ch. 223, 192 A.2d 36 (Ch.), 41 Del. Ch. 361, 195 A.2d 375
(Sup. Ct. 1963) and Hariton v. Arco Electronics, Inc., 40 Del. Ch. 326, 182 A.2d 22 
(Ch.), 41 Del. Ch. 74, 188 A.2d 123 (Sup. Ct. 1963).

120See Ohio Rev. Code § 1701.84 (1963). In Ohio, when one-sixth or more of the 
voting shares are issued by acquiring the corporation in combination, majority share 
acquisition, or merger, shareholders of the surviving or acquiring company have a 
right to vote and appraisal rights. See also Folk, supra note 26, at 943-46.

121 See In re Timmis, 200 N.Y. 177, 93 N.E. 522 (1910). Provisions analagous to 
partial liquidation under tax law might also be used. Int. Rev. Code of 1954 § 346.

122 See notes 86-87 supra and accompanying text.
123 Under present state laws, shareholders’ exercise of their plenary power has been 

dependent in certain transactions on board initiation or board approval. Merger or 
consolidation generally require board initiation. See Cal. Corp. Code § 4103 (West

While the board of directors may be necessary to implement share
holder interest,122 there is no reason to deny shareholders the right to 
initiate proposals.123 They should be allowed to initiate any amendment
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of the bylaws and charter,* * * * * * * * * * * * 124 and to offer proposals on any matter on 
which the corporation can take action. Such a provision would enable 
incidental constituencies with a minimal investment to bring matters of 
corporate social conduct to the corporate forum for discussion and 
action.125 Management may be vested in the board, but this vesting 
should not be equivalent to immunity from shareholder review. Where 
two-thirds of the voting stockholders deem the corporate best interest 
to be other than that seen by the board or its officers, shareholders 
should have the power to overrule a particular decision.

Supp. 1971); Del. Code Ann. tit. 8, § 251(b) (Supp. 1968); N.Y. Bus. Corp. Law
§ 902 (McKinney Supp. 1971); ABA-ALI Model Bus. Corp. Act Ann. 2d § 79 (1970).
Sale of assets requires board approval. See Cal. Corp. Code § 3901(b) (West 1955);
Del. Code Ann. tit. 8, § 271 (Supp. 1969); N.Y. Bus. Corp. Law § 909(a) (McKinney
Supp. 1971); ABA-ALI Model Bus. Corp. Act Ann. 2d § 79 (1970). Amendment of
corporate articles also requires board initiation. See Cal. Corp. Code § 3632 (West
1955); Del. Code Ann. tit. 8, § 242(c) (Supp. 1968); N.Y. Bus. Corp. Law § 803(a)
(McKinney Supp. 1971); ABA-ALI Model Bus. Corp. Act Ann . 2d § 59 (1970). New
York recognizes shareholder plenary power to amend. N.Y. Bus. Corp. Law § 803(a)
(McKinney 1963).

124 Delaware allows the charter to vest such power in the directors. Del. Code Ann.
§ 109(a) (Supp. 1968). See also N.C. G en. Stat. §§ 55-61 (a), 55-62(b) (Supp. 1965);
S. 4003, 91st Cong., 2d Sess. (1970).

125 See generally Schwartz, Towards N ew  Corporate Goals: Co-existence with 
Society, 60 G eo. L.J. 57 (1971).

126 in Farris v. Glen Alden Corp., the court explained the rationale of appraisal 
rights: “when a corporation combines with another so as to lose its essential nature 
and alter the original fundamental relationship of shareholders among themselves and 
to the corporation, a shareholder who docs not wish to continue his membership 
therein may treat his membership in the original corporation as terminated.” 393 Pa. 
427, 143 A.2d 25 (1958).

Appraisal Rights. Under the functional justification of share
holder voting, appraisal rights and high voting requirements seem to 
be logically unnecessary. While appraisal rights do not safeguard the 
corporation’s economic welfare, these rights should be maintained out 
of fairness to the investor. Having purchased shares the value of which 
was determined by a particular enterprise, a shareholder should not 
have to depend on a significantly changed economic entity to make his 
investment pay.126 Nor should he merely be relegated to the stock 
market to sell his unwanted shares. Stock prices will certainly be affected 
by news of the transaction. Appraisal rights should accrue in any trans
action where the enterprise upon which the value of a shareowner’s 
investment depends is rendered a new or significantly different corpora
tion, either through stock or asset transfers, or where the shareowner’s 
own interest is significantly changed, as in a reorganization. A two-
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thirds vote of all outstanding shares could be required for these trans
actions. This would protect the corporation from having to pay the 
appraisal value to more than one-third of its shareholders. Class voting 
is a necessary precaution against discrimination among classes.127

127 Professor Folk has suggested the value of the English System under which 15 
percent of the shareholders of the affected class may petition the court to vacate a change 
in their rights which has been voted by a majority. The court may vacate the action 
if it finds that the change would unfairly prejudice the shareholders of the petitioning 
class. See Folk, supra note 26, at 931-32. This type of protection might prove more 
effective than a high majority voting requirement because shareholders might vote to 
act to their prejudice out of desperation or because of economic blackmail.

Eisenberg, supra note 22, at 1490. See generally E. Aranow & H. E inhorn, 
supra note 22.

129 Eisenberg, supra note 22, at 1490-92.
130 See E. Aranow & H. Einhorn, supra note 22, at 541-46.
131 See Emerson & Latcham, Proxy Contests: A Study in Shareholder Sovereignty, 

41 Cal. L. Rev. 393 (1953). The authors believe that proxy contests are now the key 
to shareholder democracy. Cf. Locke Mfg. Co. v. United States, 237 F. Supp. 80
D. Conn. 1964). In Locke, the court found that “a proxy contest has become a part 

of the corporate way of life . . . .” Id. at 87.
132 “As in the past, state statutes authorize proxy voting but provide only tangential, 

if any, regulation or control.” Folk, supra note 26, at 920.
133 See E. Aranow & H. E inhorn, supra note 22, at 547.
134 17 C.F.R. 240.14a-3 (a), 240.14a-101 (3) (b) (4), (5) (1972).

Access to Proxy Machinery. Shareholder monitoring of a cor
poration’s economic performance can only be effective if shareholders 
are informed and if their voice can be heard. Nowhere is the share
holder voice quieter than in its selection of the board of directors.128 
Annually, shareholders elect the single slate of management nominees,129 
unless there is to be a major struggle for control of the corporation. 
Shareholder nominations are far too costly to elect board members;130 
only management, funded by the corporate treasury, can afford to make 
annual nominations and conduct an organized campaign for its nom
inees. People’s capitalism has thus driven the cost of shareholder de
mocracy too high for most stockholders. W ith the vast number of 
shareholders, elections have evolved from the annual meeting to the 
proxy solicitation process.131 Now, the individual who gets the most 
proxies wins. Failing to provide for this development,132 state corpora
tion laws have left regulation of the proxy process to judicial con
struction of the common law133 and to federal securities laws,134 re
sulting in firm control by management of shareholder voting.

A federal incorporation law must remove the proxy machinery from 
management’s hands and reestablish both shareholder selection of the 
board of directors and shareholder votes on proposals as real elections.
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The sole present regulation of the proxy process is under Securities and 
Exchange Commission regulations which require certain disclosures to 
be made in a proxy solicitation135 and give shareholders a limited right 
to have their proposals included in management’s mailings.136 However, 
shareholder nominees are not required to be included. Courts have al
lowed management to use corporate funds in its proxy solicitations137 
and permitted successful insurgents to be reimbursed by the corpora
tion.138 However, a challenger must first spend the money and then 
hope both that he wins and that the shareholders ratify the reimburse
ment. High costs and close contests combine with management’s incum
bent advantage to deter frequent challenges.

135 Id. 240.14a-6, 240.14a-9 (1972).
136 Id. § 240.14a-8 (1972); see Medical Comm, for Human Rights v. SEC, 432 F.2d 

659, 667-68, 676-81 (D.C. Cir. 1970), vacated as moot, 404 U.S. 403 (1972); Ramer, 
supra note 8, at 28.

137 Campbell v. Loew’s, Inc., 36 Del. Ch. 563, 134 A.2d 852 (Ch. 1957); Hall v. Trans
Lux Daylight Picture Screen Corp., 20 Del. Ch. 78, 171 A. 226 (Ch. 1934); Rosenfeld 
v. Fairchild Engine & Airplane Corp., 309 N.Y. 168, 128 N.E.2d 291 (1955).

138 Rosenfeld v. Fairchild Engine & Airplane Corp., 309 N.Y. 168, 128 N.E.2d 291 
(1955). Courts have not yet allowed reinbursement of unsuccessful insurgents. See 
Eisenberg, supra note 22, at 1511-17.

139 See Hall v. Trans-Lux Daylight Picture Screen Corp., 20 Del. Ch. 78, 81, 171 A. 
226, 227 (Ch. 1934).

140 Under SEC rule 14a-8(b), management, opposing a proper shareholder proposal, 
must include in its proxy statement a statement of the sponsoring shareholder of not 
more than 100 words. 17 C.F.R. § 240.14a-8 (1972).

141 The proxy rules originally so required; however, fear of publicity seeking share
holders resulted in the rule being changed to allow the corporation merely to state that 
such information—name and address of sponsor—may be obtained from the issuer or 
commissioner. Id.

There should not be any impediment to inter-shareholder communication. A share-

Courts justify management’s use of corporate funds in proxy con
tests by the director’s obligation to keep shareholders informed and to 
call them together to vote.139 Complete and fair disclosure can be ob
tained best if each side presents its own position. Therefore, as a matter 
of federal corporate law, management’s mailing of its proxy should 
include any shareholder proposal or nomination backed by a specified 
minimum number of shareholders. A reasonable requirement would be 
five percent of the oustanding shares, $75,000 worth of stock, or 1000 
shareholders, whichever is least. The proxy should allow for designation 
of any shareholder committee to vote shares on all matters not specifi
cally included in the proxy material, as the committee sees fit. Share
holder proposals should be allocated equal space with those of manage
ment,140 but not less than 200 words, and should include the name and 
address of the sponsoring shareholder or committee.141
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Any expense in addition to mailing expenses may be borne by the 
corporation for both management and challengers after shareholder 
ratification* * 142 if the contest is on a policy matter.143 Such reimburse
ment should not exceed a specified amount,144 to be determined by 
multiplying the number of shareholders by a certain dollar amount 
determined by Corporation Commission regulations. Upon petition by 
either side, the Commission might allow additional expenditures for 
good cause. Unsuccessful challengers will have been allowed to com
municate with shareholders at the corporation’s expense; it is thus not 
unfair to require them to assume the rest of their own expenditures.145 
These provisions are designed to ensure full and fair disclosure to share
holders and at the same time afford protection to the corporate treasury.

holder who wants to know more about a shareholder’s proposal should not first have to
go through the company’s management.

142 Shareholder ratification has been required for shareholder reimbursement, but not 
for management expenditures. See Rosenfeld v. Fairchild Engine & Airplane Corp., 
309 N.Y. 168, 128 N.E.2d 291 (1951).

143 See Hall v. Trans-Lux Daylight Picture Screen Corp., 20 Del. Ch. 78, 87, 171 A.2d 
226, 229 (Ch. 1934).

144 Companies under the Public Utility Holding Company Act are limited to “ordinary 
expenditures in connection with preparing, assembling and mailing proxies, proxy 
statements and accompanying data . . .  or other expenditures not in excess of $1000 
during any one calendar year.” 17 C.F.R. § 250.65 (1972); see Public Utility Holding 
Company Act, 15 U.S.C. §§ 79-79z-6 (1970). The amount of such expenditures, however, 
may depend on so many diverse factors that any substantive limits on the amount of 
expenditures may limit shareholder rights. See Locke Mfg. Co. v. United States, 237 F. 
Supp. 80, 88 (D. Conn. 1964).

145 See generally E. Aranow & H. E inhorn, supra note 22, at 575-76; Emerson & 
Latcham, supra note 131.

146 See Folk supra note 26, at 927-29. For example, the right to inspect business records, 
including shareholder lists, arguably might not include a list of number of shares held 
by each owner. See Del. Code Ann. tit. 8, § 220 (Supp. 1968). Such information might 
be obtainable within 10 days of a shareholder meeting or at the meeting. See id. § 219.

New York provides that any shareholder may inspect the list at the meeting. N.Y. 
Bus. Corp. Law § 607 (McKinney 1963). A shareholder may also inspect the list as 
part of his right to view business records, but he must have been a shareholder for 
six months prior to his request or own five percent of the outstanding shares of one 
class of stock. Id. § 624(b).

California has relatively liberal provisions including the right to inspect books of 
account, minutes of proceedings of the shareholders, board of directors, and of the 
executive committees of the board, in addition to inspection of the shareholder register. 
Cal. Corp. Code § 3003 (West 1955).

Right of Inspection. In challenging existing policies of man
agement’s nominees, shareholders need to organize and communicate 
with one another. The right to inspect shareholder lists, however, is 
often an inadequate solution.146 Corporations should be required to
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provide to shareowners, at their discretion, either a complete list at 
cost or an opportunity to inspect books containing lists of shareholders, 
addresses, and the amount of their holdings. While a corporation can 
refuse to open its list to a shareholder who seeks inspection for an 
improper purpose,147 the burden must be placed on the corporation to 
seek an order from the Commission to allow refusal.148 Without the 
order, refusal should cost the corporation both a daily fine to be paid 
to the shareholder and the cost of transcribing the list. Commission

147See N.Y. Bus. Corp. Law § 624(c) (McKinney 1963).
148 In New York, the burden is put on the shareholder to obtain the list. Id. § 624(d). 

He must submit an affidavit of good purpose, and seek an order in the state court if 
denied inspection. Id.

149 South Carolina provides for a recess at an annual meeting to prepare cumulative 
votes, and for prior notice to the officers of intention to cumulate votes. S.C. Code 
Ann. § 12-16.20 (Supp. 1971).

150 See Cal. Corp. Code § 810 (West 1955); N.Y. Bus. Corp. Law § 705(b) (Mc
Kinney 1963).

151 Directors in Delaware, New York, and under the Model Business Corporation Act 
may create new vacancies and fill new directorships. See Del. Code Ann. tit. 8, § 223 
(Supp. 1968); N.Y. Bus. Corp. Law § 705 (McKinney Supp. 1971); ABA-ALI Model 
Bus. Corp. Act Ann. 2d § 38 (1970). California law provides that the number of 
directors is determined by the shareholders, who may also set a minimum and maximum 
number, determined by directors. Vacancies are filled by the board. Cal. Corp. Code 
§ 808 (West 1955).

O
regulations would have to provide for an expedited process to hear and 
issue these petitions.

Cumulative Voting. To maximize shareholder participation in
the selection of the board of directors, shareholders should be allowed 
to cumulate their votes.149 A federal law should also expressly prohibit 
reducing the number of directors below five, to prevent disenfranchise
ment of a significant minority. The right to remove directors with or 
without cause should rest with shareholders.150 Newly created director
ships should also be filled by vote of the shareholders,151 although vacan
cies might be filled temporarily by the directors when resulting from 
an individual director’s voluntary retirement.

Derivative Suits. While under federal corporation law primary
reliance should be put on shareholder suffrage to effect shareholder con
trol of corporate management, liability for violation of the corporation’s 
duty to its primary constituency should be clearly defined and easily 
actionable. Traditionally, shareholder derivative suits have been a nec
essary supplement to election of directors in shareholder control of 
management. However, procedural burdens and costs imposed by state
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law to deter strike suits often prevent valid claims.152 Shareholders in 
federally chartered corporations must be empowered to sue derivatively 
with little impediment to meritorious suits. Protective provisions might 
better be directed at punishing demonstrably frivolous claims or suits 
brought in bad faith, rather than limiting all actions without regard to 
merit. Imposition of costs and required court approval of settlements 
are possible deterrents to further strike suits.

Conclusion

Various proposed provisions of a federal corporation law already 
exist in several state codes. Federal chartering does not represent a 
blanket condemnation of all state corporation laws, but a consequence 
of a federal system of fifty states, several of which have opted to attract 
corporate business through extremely liberal corporate laws. National 
incorporation is designed to compel chartering of national corporations 
under one sovereign—the federal government. Under no compulsion 
to lure corporations into its jurisdiction by liberal control, the federal 
government may return the rule of law to these super corporations.

A federal chartering law must 1) grant powers determined by the 
intended nature of corporate enterprise; 2) clearly identify those to 
whom the corporation owes a responsibility and grant these constitu
encies standing to sue for breach of this duty; 3) precisely define the 
duties and standards of conduct of the corporation and its agents and 
establish effective means for enforcing these standards; 4) provide com
plete disclosure of material information to parties legally interested in 
any aspect of the corporation’s conduct; and 5) make shareholder fran
chise a reality.

Federal chartering is not to be viewed as a panacea. Instead, it would 
establish a system of checks and balances on the exercise of corporate 
power. Seeking to legitimize private power and hopefully ensure its 
service in society’s best interest, federal incorporation purports only 
to end the unfettered power of management and make men accountable 
for their actions to those they affect.

i5 2 See Del. Code Ann . tit. 8, § 327 (Supp. 1968) (contemporaneous ownership rule); 
N.Y. I) B. Corp. Law § 626(c) (McKinney 1963) (demand on directors or excuse); id. 
§ 627 (McKinney Supp. 1971) (security or ownership of five percent of any class 
or more than S50,000 worth of stock). Judicial action is lessening the obstacles to 
derivative actions. See Folk, supra note 26, at 929.





FEDERAL CHARTERING OF 
CORPORATIONS: 

CONSTITUTIONAL CHALLENGES
Since the beginning of our national history the Constitution 

. . . [has] fulfilled the function of sanctioning new rules of action 
which will permit a fairly symmetrical institutional development 
in the face of the changing conditions of the environment in which 
people live and think and act.1

1 Watkins, Federal Incorporation, 17 Mich. L. Rev. 64 (1918).
2 See M. Mintz & J. Cohen, America, Inc. 357, 359 (1971); Shanahan, Reformer: 

Urging Business Change, N. Y. Times, Jan. 24, 1971, § 3, at 9, col. 1-2.
3 “Congress shall have Power . . .  to regulate Commerce with foreign Nations, and 

among the several States, and with the Indian Tribes . . . .” U.S. Const, art. 1, § 8.
4 “Congress shall have Power . . . [t]o make all Laws which shall be necessary and 

proper for carrying into Execution the foregoing Powers, and all other Powers vested 
by this Constitution in the Government of the United States, or in any Department or 
Officer thereof.” Id. art. 1, § 8.

5 “The powers not delegated to the United States by the Constitution, nor prohibited 
by it to the States, are reserved to the States respectively, or to the people. Id. amend. 
X.

6 “No person shall be . . . deprived of life, liberty , or property, without due process 
of law . . . Id. amend. V.

7 Federal incorporation would require all corporations engaging in interstate com
merce to convert from state to federal charters and preclude any non-complying corpo
rations from doing business outside of their state of incorporation. A federal licensing 
system would not require conversion from state to federal charters but would entail 
strict licensing conditions for corporations engaging in interstate commerce. See gen
erally Note, Federal Chartering of Corporations: A Proposal, 61 G eo. L.J. 89 (1972).

In the face of recent proposals for federal chartering of previously 
state-regulated corporations,2 important questions concerning the con
stitutionality of this expansion of federal power are raised. Proponents 
of this radical realignment of the federal-state relationship point to the 
historical plenary power of the national government to regulate all facets 
of interstate commerce under the Constitution’s commerce clause3 and 
the enabling provision of the necessary and proper clause.4 Invoking 
the reserved powers declaration of the tenth amendment5 and the due 
process guarantee of the fifth amendment,6 opponents can be expected, 
however, to resist the further enlargement of federal jurisdiction over 
allegedly local, intrastate matters. Still others will acknowledge the 
constitutional propriety of federal incorporation but challenge the wis
dom and practicality of abandoning traditional regulatory structures.

This Note will explore the constitutional issues posed by federal 
chartering or licensing of corporations,7 tracing the historical develop-

[ 123 ]
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ment of the national commerce power, precedents for federal action in 
the field, and possible constitutional limitations on the exercise of fed
eral power. Although the suggested regulatory scheme8 can withstand 
constitutional attack, this Note will endeavor to put to rest the spectre 
of unconstitutionality that has been resurrected repeatedly to discredit 
the advocates of federal incorporation.9 In this way, it is hoped that the 
debate over federal chartering or licensing will not be obfuscated by 
questions of power, but rather will be characterized by a sharp, lively 
discussion of the necessity and efficacy of the proposed regulatory 
scheme and the alternative reform measures that have been propounded.10

8 See id. at 98.
9 See Thacher, Federal Control of Corporations, 14 Yale L.J. 301 (1905).
10 Some suggested alternatives include stronger antitrust, securities, and consumer 

protection laws, and greater shareholder and other corporate constituency participation 
in the affairs of the corporation. See Note, Federal Chartering of Corporations: A 
Proposal, 61 G eo. L.J. 89, 96 (1972).

11 See Randolph, Considerations on the State Corporation in the Federal and Interstate 
Relations: The 'Northern Securities Cases, 3 Colum. L. Rev. 168, 191 (1903); Wilgus, 
Need of a National Incorporation Law, 2 M ich. L. Rev. 358, 362 (1904); Williston, 
History of the Law of Business Corporations Before 1800, 2 H arv. L. Rev. 141, 165 
(1888).

12 Randolph, supra note 11, at 191; Wilgus, supra note 11, at 362, Williston, supra 
note 11, at 165.

H istorical Background of Modern Proposals

The current controversy over federal incorporation has been preceded 
by almost 200 years of political and scholarly debate over the extent to 
which the federal government should supervise the external and internal 
affairs of corporations. A review of the historical backdrop against 
which the most recent proposals are made should shed some light on the 
appropriate framework for the eventual resolution of this issue.

THE CONSTITUTIONAL CONVERSION

At the time of the adoption of the Constitution in 1789, very few 
corporations existed in the United States. Although scholars disagree 
on the exact number, certainly no more than two dozen companies had 
been chartered by state legislatures.11 These precursors of modern in
dustrial, commercial, and financial corporations included banks, bridge 
companies, trading companies, canal and navigation enterprises, an 
iron manufacturing company, and insurance companies.12

The delegates to the Constitutional Convention were not unmindful 
of the necessity of providing for the orderly government of the young 
nation’s economic affairs:
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Experience with government under the Articles of Confedera
tion demonstrated the need for certain fundamental changes if 
order was to be maintained and business and commercial relation
ships preserved and promoted. . . .  In order to promote industry 
and commerce at home, it needed the power to levy import duties 
and to take over from the state the regulation of interstate com
merce. . . . These considerations provide the background for the 
story of the adoption of the new Constitution.13

13 C. Swisher, A merican Constitutional D evelopment 26-27 (1943). See also 1 
A. Beveridge, T he L ife of John M arshall 310-12 (1916); Stern, T ha t Commerce W hich  
Concerns M ore Than One State, 47 H arv. L. Rev. 1335, 1337-41 (1934); W ilgus, supra 
note 11, at 360-62.

n  See Stern, supra note 13.
is See Prentice, Congress, and the Regulation of Corporations, 19 H arv. L. R ev. 168, 

171-72 (1906).
16 16 V ill. L. Rev. 766, 771 (1971). “ [T jh a t power may be exercised flexibly and 

pragmatically, with such exceptions as Congress may think wise.” T he Supreme Court, 
1964 Term , 79 H arv. L. R ev. 56, 130 (1965).

17 1 A. Beveridge, supra note 13, at 312.
18 J. M adison, N otes of D ebates of the Federal Convention 638 (W . N orten & 

Co. ed. 1966).

The circumstances attending the Convention’s ratification of the inter
state commerce clause have been ably treated by others14 and are beyond 
the scope of this effort. However, it is important to note that only in 
the commerce clause was Congress granted an enumerated power to 
regulate trade or business.

W hile some have argued that the power to regulate commerce was not 
intended to be an indefinite jurisdiction but rather a specific authority 
to accomplish certain well understood objectives,15 most commentators 
have agreed that the commerce clause has properly become “a catch-all 
for a myriad of problems which were not specifically provided for by 
other constitutional provisions.” 16

Interestingly, the Constitutional Convention did debate specific pro
posals for federal chartering of corporations. The same James Madison 
who favored arming “ ‘the National Government . . . with positive and 
complete authority in all cases which require uniformity; such as the 
regulation of trade;’ ” 17 also twice moved that Congress be given “a 
power to grant charters of incorporation where the interest of the 
United States might require and the legislative provisions of individual 
states may be incompetent." 18 Madison's chartering measure was con
sistent with his fundamental belief that artificial political and economic 
barriers to commercial intercourse between the states must be removed
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if the young, struggling nation was to prosper.19 Following a brief 
debate, the proposition was rejected by a vote of eight states to three,20 
partly because it was thought not only unnecessary, but conducive to 
the creation of monopolies.21

PROGRESSIVE MOVEMENT

With the rising tide of the progressive movement for political and 
economic reform at the turn of the twentieth century,22 the call for 
federal chartering of corporations was renewed with great vigor. Be
tween 1905 and 1909, no fewer than 13 bills were introduced in Con
gress authorizing federal incorporation or licensing.23 These bills typi
cally provided for national supervision of all corporations engaging in 
interstate commerce, often through a National Board of Corporations, 
with authority to bar noncomplying corporations from engaging in 
interstate commerce.24 Presidents Roosevelt,25 Taft,26 and Wilson,27 
endorsed direct federal regulation of corporations. Although some legal 
scholars attacked the constitutionality of federal control as a “perver
sion of powers” 28 that “substitutes an advanced paternalism for lib
erty,” 29 most welcomed the measure as a legitimate exercise of congres
sional power.30

19 Id.
20 Id. at 639.
21 Id. at 638. See also Wilgus, supra note 11.
22  See generally S. Morrison, T he Oxford H istory of the American People 811-23 

(1965).
23 See, e.g., S. 4874, 60th Cong., 1st Sess. (1908); S. 1479, 60th Cong., 1st Sess. (1907); 

H.R. 25,860, 59th Cong., 2d Sess. (1907); S. 2398, 59th Cong., 1st Sess. (1906); H.R. 
13,096, 59th Cong., 1st Sess. (1906); H.R. 362, 59th Cong., 1st Sess. (1905).

24 See S. 126, 60th Cong., 1st Sess. (1907); S. 2398, 59th Cong., 1st Sess. (1906).
25 See S. Doc. No. 92, 70th Cong., 1st Sess., pt. 69-B, at 123 (1927). See also H.R. 

Doc. No. 165, 58th Cong., 3d Sess. 47 (1904).
26 See W . Taft, Special Message to Congress, Jan. 7, 1910, in 16 Messages anb 

Papers of the President 7821-38 (1912).
2 7 See S. Doc. No. 92, 70th Cong., 1st Sess., pt. 69-A, at 17 (1927).
28 Prentice, supra note 15, at 198.
29 Thacher, supra note 9, at 311.
30 Theodore Roosevelt’s Commission on Corporations concluded:

It may be considered as established that . . . Congress may (1) Create 
corporations as a means of regulating interstate commerce. (2) Give to 
such corporations the power to engage in interstate or foreign commerce.
(3) Prohibit any other corporations or individuals from engaging in same.
(4) As a condition precedent to the grant of such corporate powers, lay 
any restrictions it chooses upon the organization, conduct, or management 
of such corporations. (5) Tax interstate commerce at will and the instru
mentalities and corporations engaged therein. (6) Provide regulations for 
carrying on of interstate commerce generally and in such local affairs as
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The proponents of federal regulation, however, disagreed as to the 
mechanism for achieving this end. Some, such as Theodore Roosevelt’s 
Commissioner of Corporations, favored mandatory licensing.* * * * * * 31 Other 
licensing advocates endorsed only a permissive system that would not 
abridge the powers of the states to create local corporations.32 Advo
cates of complete federal assumption of chartering authority33 generally 
favored “a national incorporation law, in such a manner as to give the 
National Government unequivocally the ordinary powers of complete 
control that any state has over its own corporations.” 34 Legal scholars 
urging federal incorporation generally accepted the Commissioner of 
Corporations’ conclusion with respect to the constitutionality of the 
concept,35 * with one commentator noting that “ [t]he practical questions 
arising would seem scarcely to involve questions of principle at all, but 
rather the varying degrees of actual control which the Government 
should exercise over commercial affairs.” 3G

are left to the state in the “silence of Congress,” and may use any and
all means which are appropriate, which are plainly adapted to that end,
which are not prohibited, but consistent w ith the letter and spirit of the
Constitution.

H. R. Doc. N o. 165, 58th Cong., 3d Sess. 43 (1904). See generally W ilgus, supra note
11, at 382.

31 H.R. Doc. No. 165, 58th Cong., 3d Sess. 47 (1904). See also M orawetz, T he Power 
of Congress to Enact Incorporation Laws and T o  Regulate Corporations, 26 H arv. L. 
Rev. 667, 680-82 (1913).

3 2 See Dill, National Incorporation Laws for Trusts, 11 Yale L.J. 273 (1902).
3 3 See, e.g., Baker, Regulation of Industrial Corporations, 22 Yale L.J. 306, 330 (1913); 

Chaplin, National Incorporation, 5 Colum . L. R ev. 415, 425 (1905); W atkins, supra note
I, at 259; W ilgus, supra note 11, at 382.

34 Wilgus, supra note 11, at 393.
35 See note 30 supra and accompanying text.
3$ Coudert, Constitutional Limitations on the Regulation of Corporations, 6 Colum . 

L. Rev. 485 (1906).
37 See generally Bcrlack, Federal Incorporation and Securities Regulation, 49 H arv. 

L. Rev. 396 (1936); Brown, T he Federal Corporation Licensing Bill: Corporate Regu
lation, 27 G eo. L.J. 1092 (1939); O ’Mahoney, Federal Charters to Save Free Enterprise, 
1949 W is. L. Rev. 407; Reuschlein, Federalization—Design for Corporate R eform  in a 
National Econom y, 91 U. Pa. L. R ev. 91 (1942); Comment, A  Federal System  of Licenses 
and Charters, 25 G eo. L.J. 700 (1937).

NEW  DEAL

Blaming much of the nation’s economic depression on the unfettered 
activities of large financial and industrial corporations, several New 
Deal reformers turned to the federal corporate regulation proposals of 
the Progressive Era as a hope for ameliorating the situation.37 The most 
prominent advocate of the period, Senator Joseph C. O’Mahoney, intro-
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duced several bills authorizing federal incorporation and licensing. For 
example, one bill introduced in 1937 would have effected a complete 
redistribution of authority over corporate activity in the federal-state 
relationship.38 39 Commenting on the continuing need for federal charters 
12 years after his first bill was submitted, Senator O’Mahoney noted 
that “ [n]ow we have the paradox that the central government . . .  is 
the only effective shield of the people from monopolies created by the 
states which Jefferson thought to be the dependable defenders of the 

” 39

38 S. 10, 75th Cong., 1st Sess. (1937); see Hearings on S. 10 Before a Subcamm. of 
the Senate Comm. on the Judiciary, 75th Cong., 1st Sess. 44 (1937).

39 O’Mahoney, supra note 37, at 407.
40 See Berlack, supra note 37.
41 “The license device has been employed from the earliest times as a means of exer

cising the power of regulation vested in the Federal Government, and its use has become 
of increasing frequency in recent years. It should not be objectionable as a general 
instrument of regulation in a field over which Congress has admitted dominion.” Id. 
at 409.

42 “To require every corporation engaging in interstate commerce to incorporate 
under the laws of the United States would be in effect to prohibit all state corporations 
from entering that field. It is extremely doubtful whether such wholesale exclusion 
would be upheld.” Id. at 407. But see Stevens, Uniform Corporation Laws Through 
Interstate Compacts and Federal Legislation, 34 M ich. L. Rev. 1063 (1936). Although 
Stevens acknowledged that the chartering power existed “as an incident of federal 
supremacy over interstate commerce,” he suggested that “another means of accomplish
ing the end exists in the possibility of an interstate compact for uniform corporate 
legislation, coupled with supplementary federal legislation appropriate to make the 
interstate compact effective.” Id.

43 See notes 102-117 infra and accompanying text.

Unlike their counterparts during the Progressive Era, New Deal legal 
scholars generally favored licensing over federal chartering.40 While 
many envisioned no constitutional infirmities in a scheme under which 
Congress would require all corporations engaging in interstate com
merce to submit to some degree of federal regulation by obtaining a 
license,41 they were troubled over the extent to which federal chartering 
would invade the province traditionally reserved to the states. They 
especially feared those provisions mandating the exclusion of non- 
federally chartered corporations from participation in interstate com
merce.42 Some of this scholarly skepticism can be attributed partially 
to the Supreme Court’s restrictive interpretation of the national com
merce power during the New Deal, a construction which eventually 
yielded to a more expansive reading in the latter stages of the period.43

Precedents for Federal Incorporation

The current debate over the constitutionality of federal incorporation
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need not be considered in a vacuum. Throughout our history, federal 
chartering of various types of corporations to execute governmental 
powers and to engage in interstate and foreign commerce has withstood 
repeated assaults on constitutional grounds.44 A review of these legis
lative enactments and Supreme Court decisions upholding these exer
cises of federal power, although not dispositive of the issue, should place 
the issue of expanding federal jurisdiction over corporate regulation in 
a more appropriate historical perspective.

44 See notes 48-69 infra and accompanying text.
<5 Act of Feb. 25, 1791, 1 Stat. 191.
4 6 See Hudson, Federal Incorporation, 26 Pol. Sci. Q . 63 (1911). See also M orawetz 

supra note 31.
47 See W ilgus, supra note 11, at 379-80.
«  17 U.S. (4 W heat.) 316 (1819).
49 Id. at 410-11.
50 22 U.S. (9 W heat.) 738 (1824).

NATIONAL BANKS

Fhe earliest federal incorporation initiative—in fact, one of the first 
legislative measures of the First Congress—was the chartering of the 
Bank of the United States in 1791.45 Faced with the proposed banking 
law, President George Washington sought counsel from his cabinet, 
particularly Secretary of State Thomas Jefferson and Secretary of the 
Treasury Alexander Hamilton.46 While Jefferson questioned the ap
propriateness of the measure, Hamilton persuasively argued in favor of 
the Act.47 * Hamilton’s judgment was later vindicated by the Supreme 
Court in the landmark decision of McCulloch v. Maryland** in which 
Chief Justice Marshall stated that

[t]he power of creating a corporation, though appertaining to 
sovereignty, is not, like the power of making war, or levying taxes, 
or regulating commerce, a great substantive and independent pow
er, which cannot be implied as incidental to other powers, or used 
as a means of executing them. It is never the end for which other 
powers are exercised but a means by which other objectives are 
accomplished.49 50

A subsequent federal bank law was upheld in Osborn v. Bank of the 
United States.™

Since McCulloch and Osborn, virtually every federal banking incor
poration law has been sustained. Reiving upon the McCulloch holding, 
the Supreme Court upheld Congress’ general acts for the incorporation
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of national banks in Farmers' & Merchants' National Bank v. Dearing5' 
Moreover, in First National Bank v. Fellows ex rel. Union Trust Co.,* 52 
the Court held that Congress might properly grant the Federal Reserve 
Board power to authorize national banks to act as trustees, executors, 
or registrars of stocks and bonds where this would not be contrary to 
prevailing state law.53 Likewise congressional power to create Federal 
Land Banks and Joint Stock Land Banks as instruments of federal fiscal 
policy and to grant them authority to make loans upon farm lands was 
vindicated in Smith v. Kansas City Title & Trust Co.54 In Missouri ex 
rel. Burnes National Bank v. Duncan55 * the Court ruled that an amend
ment of the Federal Reserve Act declaring that national banks should 
have the same power to act as executors as competing state banks was 
within the purview of congressional power.50

5191 U.S. 29 (1875).
52 244 U.S. 416 (1917).
53 Id. at 428.
54 255 U.S. 180 (1921).
55 265 U.S. 17 (1924).
Mid. at 24; see Act of Sep. 26, 1918, ch. 177, § 2, 40 Stat. 967, as amended, 12 U.S.C. 

S 248 (1970). Hopkins Fed. Sav. & Loan dss'n v. Cleary provides a notable exception 
to this line of cases. 296 U.S. 315 (1935); see notes 152-160 infra and accompanying 
text.

57 In the organization and creation of our system of national banks the way 
was paved for an extension of this system to other corporations.

Neither the Constitution of the United States nor federal or state statutes 
so distinguish between banks and other corporations that the analogy 
cannot be reasoned out. The constitutional warrant for the national bank 
would seem to include a similar warrant for the industrial combination.

Dill, supra note 32, at 295.
58S(?e Address bv M. Green, Nader Conference on Corporate Responsibility, Oct. 

30-31, 1971.

The expansion of national power in the banking field thus provides 
strong support and precedent in favor of the extension of this federal 
regulatory device to other corporations.57 Facing the rapid economic 
growth of the nation, Congress recognized the manifest necessity for a 
uniform financial system to serve the financial needs of an expansionary, 
industrial state. Similarly, it may very well be argued today that the 
complexities and necessities of a modern, highly mobile, and economi
cally volatile society, in which corporations have assumed a position of 
power rivalling that of many states,58 militate in favor of a unitary, 
federalized corporate regulatory scheme.

OTHER CORPORATIONS

In addition to incorporating national banks as a means of implement
ing federal fiscal powers, Congress has chartered numerous types of
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corporations to engage in interstate and foreign commerce. As a meas
ure to promote commerce between the states, Congress incorporated, 
and the Supreme Court sustained, bridge companies,59 railroads,60 and 
telegraph companies.61 * In Luxton v. North River Bridge Co.,Q2 the 
Supreme Court sustained the constitutionality of Congress’ incorpora
tion of the North River Bridge Company for the construction of a bridge 
across the Hudson River between New York and New Jersey:

59 Luxton v. N orth River Bridge Co., 153 U S . 525 (1894).
6° California v. Pacific R.R., 127 U.S. 1, 39 (1888).
61 Pensacola Tel. Co. v. W estern Union Tel. Co., 96 U.S. 1 (1877).
62153 U .S .525 (1894).
63 Id. at 529.
64 See Newman & O ’Donnell, A  Poor Man in the Billion Dollar Wasteland: Pro

posals for a National Linkage System , Poor People's Bond, National Lottery, and Judi- 
bank, 59 G eo. L.J. 1015, 1086-94 (1971).

65 16 US.C . §5 831-3ldd (1970).
«6 47 U.S.C. 55 396-99 (1970).
«7 Id. 55 731-34.
•8 15 U S.C . 55 714-14p (1970).
« 3 6  U.S.C. 55 1-16 (1970).

Congress, therefore, may create corporations as appropriate 
means of executing the powers of government, as, for instance, a 
bank for the purpose of carrying on the fiscal operations of the 
United States, or a railroad corporation for the purpose of pro
moting commerce among the states.63

Since the flurry of legislation and decisions in the last half of the nine
teenth century, Congress has created many corporations for public and 
quasi-public purposes,64 including the Tennessee Valley Authority,65 
the Corporation for Public Broadcasting,66 the Communications Satellite 
Corporation,67 the Commodity Credit Corporation,68 and the American 
Red Cross.69

In light of the expanding sphere of federal chartering activities over 
the past 100 years, it is doubtful that any constitutional attack could be 
levied against Congress’ authority to organize corporations as a means 
of exercising any of the responsibilities conferred upon it by the Con
stitution. Although Congress’ power to incorporate private corpora
tions for the purpose of transacting business in interstate commerce is 
apparently well established, two related questions remain—1) the extent 
of the powers which Congress may confer upon federally chartered 
corporations and 2) whether Congress may ban any corporation subject 
to a chartering act from interstate commerce for failure to incorporate 
or comply with the prescribed conditions of federal incorporation.
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It is important to note at this point that a federal incorporation law 
is, in many respects, a revolutionary proposal to the extent that it would 
replace a system that has existed since the formation of the Republic 
with a totally new system. For this very reason, much of the criticism 
levelled at such a plan will presumably focus upon the drastic conse
quences that will accompany the abandonment of 200 years of Ameri
can tradition. It is essential to reiterate that the question under discus
sion is one of constitutional power and not the necessity for or advis
ability of pursuing one course of action or another. Although history 
is certainly a dominant thread woven into the fabric of our Constitu
tion, it is by no means the sole factor entering into a determination of 
whether Congress possesses the requisite power to enact a federal 
chartering apparatus.

Sources and Extent of Federal Chartering Power

NECESSARY AND PROPER CLAUSE

The founding fathers created a central government of vast, but none
theless limited, powers. The listing of express congressional powers in 
article one, section eight, coupled with the addition of the tenth amend
ment in 1791, manifested the intention of the framers to prevent en
croachment by the national government on the powers of the states.70 
The eventual balance embodied in the Constitution was preceded by 
several more radical proposals at the Constitutional Convention. Early 
in the proceedings, the Convention tentatively endorsed a resolution 
that the national legislature should have power “to legislate in all cases 
for the general interests of the Union, and also in those to which the 
states are separately incompetent, or . . .  in which harmony of the 
[United] States may be interrupted by the exercise of individual Legis
lation.” 71 Hamilton later moved that the national legislature should be 
granted “power to pass all laws which they shall judge necessary to the 
common defense and the general welfare of the Union . . . .” 72 Out 
of the give and take of debate and compromise emerged a Congress 
whose jurisdiction was delineated in specific powers couched in broad 
terms.

7 0 See  1 C. W arren, T he Su pr em e  C ourt in  U nited States H istory 499-503 (1922).
7 1  2 M . F arrand, R ecords of the F ederal Convention 26 (1911).
7 2  3 id. a t 627.

The enabling clause of article one, section eight, clause 18 quickly 
became the central battlefield for advocates and opponents of a strong 
federal government. During the campaign for ratification of the Con-
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stitution, both Hamilton7 * 73 and Madison74 75 argued that the necessary and 
proper clause was not the embodiment of a distinct power but rather 
an appropriate means for executing the express powers conferred upon 
the national government, a power that would be implied if not other
wise provided. In the first major test of congressional power under 
the necessary and proper clause, a constitutional challenge to the fed
erally chartered Bank of the United States, the Supreme Court, in an 
opinion by Chief Justice Marshall in McCulloch v. Maryland™ de
scribed the enabling provision as “that vast mass of incidental powers 
which must be involved in the Constitution, if that instrument be not 
a splendid bauble.” 76 In sustaining the exercise of federal power, the 
Court laid down what has become, with some embellishments, the classic 
test for reviewing congressional enactments under the necessary and 
proper clause:

7 i “[T]he constitutional operation of the intended government would be precisely
the same, if these clauses were entirely obliterated, as if they were repeated in every
article.” T he Federalist No. 33, at 204 (J. Cooke ed. 1961) (A. Hamilton).

7 4 ‘ Had the Constitution been silent on this head, there can be no doubt that all 
the particular powers, requisite as means of executing the general powers, would have 
resulted to the government by unavoidable implication.” T he Federalist N o. 44, at 
304 (J. Cooke ed. 1961) (J. Madison).

75 17 U.S. (4 Wheat.) 316 (1819).
76 Id. at 420.
77 Id.

See In re Rahrer, 140 U.S. 545 (1891). “The framers of the Constitution never 
intended that the legislative power of the nation should find itself incapable of dis
posing of a subject matter specifically committed to its charge.” Id. at 562.

79 Kansas v. Colorado, 206 U.S. 46 (1907).
so Id. at 88.

Let the end be legitimate, let it be within the scope of the con
stitution, and all means which are appropriate, which are plainly 
adapted to that end, which are not prohibited, but consist [sic] 
with the letter and spirit of the Constitution, are constitutional.77

Subsequent Supreme Court decisions have closely adhered to Mar
shall’s rubric.78 Nevertheless, it should not be forgotten that the express 
powers of Congress must authorize general congressional involvement 
in a field before the necessary and proper clause can be invoked. Ac
cordingly ,̂ the Court has ruled that in the absence of a specified power 
the federal government has no legislative power over the reclamation 
of arid lands within a state.79 The necessary and proper clause “is not 
a new and independent power, but simply provision for making effec
tive the powers theretofore mentioned." 89 However, because Congress
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possesses the constitutional power to improve navigation, the Court has 
sustained the federal government’s construction of a dam on the Col
orado River as an appropriate use of its implied powers.81

81 Arizona v. California, 283 U.S. 423 (1931).
82 Dill, supra note 32, at 273-74.
83 See generally Wilgus, supra note 11 (historical discussion of early commerce clause 

cases bearing on federal incorporation).
«4 22 U.S. (9 Wheat.) 1 (1824).
85 Id. at 194-96.
88 W . Lockhart, Y. Kamisar & J. Choper, Constitutional Law: Cases, Comments, 

and Q uestions 173 (3d ed. 1970).

Although at least one commentator favoring federal chartering of 
corporations has dismissed as a mere technicality this general rule requir
ing delegation of an express power before the appropriateness of an 
incidental power can even be examined,82 it would seem that the doc
trine is very much alive today. Consequently, the constitutionality of 
any federal incorporation scheme hinges on a twofold analysis—1) 
whether Congress has been granted an express power warranting inter
vention in the field of corporate regulation and 2) to what extent as
sumption of a chartering or licensing function is an appropriate means 
for implementing this power or is precluded by other constitutional 
provisions.

FEDERAL COMMERCE POWER

The early decisions in the commerce clause area laid a foundation for 
federal jurisdiction upon which the Supreme Court has continued to 
build to this very day.83 In Gibbons v. Ogden,84 involving an attempt 
by New York to limit navigation of its waters in respect to commerce, 
Chief Justice Marshall invested the commerce clause with broad mean
ing, declaring that Congress has plenary power in the field. Federal reg
ulation of commerce would be sustained if the Constitution provided 
no specific prohibition against congressional regulation of the activity 
and the conduct sought to be controlled involved more than one state/5

Since Gibbons v. Ogden, no serious attacks have been made on the 
power of Congress to regulate interstate trade, transportation, or com
munication, so long as the regulated activity is clearly “commerce" and 
“among the several states.” More troublesome problems developed with 
respect to congressional attempts to employ the commerce clause in two 
situations—1) as a source of power to deal with “national economic 
problems” which involves the regulation of local matters and 2) as a 
“national police power” to regulate disfavored local activities such as 
improper labelling of drugs.86
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National Police Power. Use of the commerce clause as a na
tional police power was sanctioned in Champion v. Arnes^ in which the 
Court upheld a congressional ban on importation, mailing, or causing 
interstate carriage of lottery tickets. “ [I]t must not be forgotten that 
the power of Congress to regulate commerce among the states is plenary, 
is complete in itself, and is subject to no limitations except such as may 
be found in the Constitution.” 87 88 Champion is an excellent early exam
ple of Supreme Court acquiescence in Congress’ use of the interstate 
commerce clause to effectuate the national police power. Subsequent 
congressional exercises of the national police power were similarly sus
tained, including prohibitions on interstate transportation of stolen ve
hicles89 and interstate flight to avoid prosecution or to avoid testifying 
in a criminal case.90 * It should be noted, however, that the Court has 
never ruled that Congress, in exercising a national police power, could 
dispense with the requirement that interstate commerce be involved to 
some extent. In fact, the Court refused only last term in United States 
v. Bass31 to read out of the firearm control provisions of section 1202 
(a)(1) of the Omnibus Crime Control and Safe Streets Act of 196892 
an interstate commerce nexus: “ [Consistent with our regard for the 
sensitive relation between federal and state criminal jurisdiction, our 
reading preserves as an element of all the offenses a requirement suited 
to federal criminal jurisdiction alone.” 93 Otherwise, the act “dra
matically intrudes upon traditional state criminal jurisdiction.” 94 95

87 188 U.S. 321 (1903).
88 Id. at 356.
89 Brooks v. United States, 267 U.S. 432 (1925).
9° Hermans v. United States, 163 F2d 228 (6th Cir. 1947).
91404 U.S. 336 (1971); see 9 H ouston L. Rev. 160 (1971); 49 T exas L. Rev. 1106 

(1971).
92 18 U.S.C. App. § 1202(a) (1970). This provision provides for imprisonment or 

fine for any person who “has been convicted by a court of the United States or of a 
state or any political subdivision thereof of a felony . . . and who receives, possesses, 
or transports in commerce or affecting commerce . . . any firearm . . . .” Id.

»3 404 U.S. at 351.
94 Id. at 350.
95 22 U.S. (9 Wheat.) 1 (1824). See generally Stern, The Scope of the Phrase Inter

state Commerce, 41 A.B.A.J. 823 (1955); Stern, The Commerce Clause and the National 
Economy, 1933-1946 (pts. 1-2), 59 H arv. L. Rev. 645, 883 (1946); Stern, That Commerce 
Which Concerns More States Than One, 47 H arv. L. Rev. 1335 (1934).

Power Over National Economic Problems. Congress’ power
over national economic problems experienced an uneven development 
since Gibbons v. Ogden35 A series of tests have been formulated by 
the Supreme Court for ascertaining the outer limits of Congress’ com-
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merce power.96 * A review of the evolution of these standards affords 
an opportunity to assess the probable decisional framework of the con
stitutional issues confronting any future federal chartering legislation.

96 See Note, Commerce Clause—Upon an Express Declaration that Purely Intrastate 
Extortionate Credit Transactions Directly Affect Interstate Commerce, Congress May 
Legislatively Proscribe that Activity, 49 T exas L. Rev. 568, 572 (1971).

9? 234 U.S. 342 (1914).
98 Id. at 351.
99 Id.
100 258 U.S. 495 (1922).
101 Id. at 521.
102 Prior to the depression, the commerce power mainly had been used to regulate 

transportation across state lines. “Although [the] ingredients of the . . . [depression] 
often preceded the movement of goods across state lines . . . .  The depressed state of 
business activity obviously affected interstate commerce in the most elementary sense, 
since it greatly reduced the quantity of products to be transported across state lines.” 
Stern, The Commerce Clause and the 'National Economy, 1933-1946, 59 H arv. L. Rev. 
645, 646-47 (1946).

103 See notes 140-167 infra and accompanying text.

In Houston, E. & W. Texas Ry. v. United States?1 the Court held 
that Congress has the power to regulate “all matters having such a close 
and substantial relation to interstate traffic that the control is essential 
or appropriate to the security of that traffic, [its] efficiency, and [un
molested conduct] . . . .” 98 For the purpose of the present analysis, 
Houston, E. & W. Texas Ry. is noteworthy because of the Court's 
unequivocal declaration that Congress’ plenary power over interstate 
commerce is at all times adequate to meet varying exigencies as they 
arise and necessarily extends to the regulation of intrastate commerce 
that is discriminatory.99 Eight years later, the Court ruled in Stafford 
v. Wallace,1™ involving a challenge to federal regulation of stockyards, 
that “whatever . . . threatens to obstruct or unduly burden the freedom 
of interstate commerce is within the regulatory power of Congress 
under the commerce clause, and it is primarily for Congress to consider 
and decide the fact of the danger and meet it.” 101

Following Stafford, there was a 15-year hiatus in the evolution of 
federal power over national economic problems. The depression of the 
1930’s gave rise to a pressing need for uniform national regulatory legis
lation to cope with the multitude of national economic problems.102 
Nevertheless, a strict constructionist Supreme Court found serious con
stitutional infirmities in most of the New Deal legislation of the Roose
velt administration. The Court’s insistence upon protecting the reserved 
powers of the states103 from encroachment by the national commerce 
power resulted in a tightening of the standards used to determine the 
permissible parameters of the commerce clause.
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For example, in Schechter Poultry Corp. v. United States1041 the Court 
struck down the National Industrial Recovery Act of 1933,104 105 holding 
that only intrastate practices “directly” affecting interstate commerce 
were subject to federal regulatory jurisdiction.106 In voiding the fed
eral wage and hour provision of the Bituminous Coal Conservation Act 
of 1935,107 the Court in Carter v. Carter Coal Co.108 again employed the 
direct versus indirect effect test, thereby effectively injecting a require
ment of degree in the direct and indirect effect analysis.109

104 295 U S . 495 (1935).
105 Ch. 90, 48 Stat. 195.
106 295 U S . at 546-50; see Stern, supra note 102, at 659-61.
i°7 Ch. 824, 49 Stat. 991, repealed, A ct of A pr. 26, 1937, ch. 127, § 20(a), 50 Stat. 90.
108 298 U.S. 238 (1936).
109 Id. at 308.
u°301 U.S. 1 (1937); see National Labor Relations Act, 29 U.S.C. §§ 151-68 (1970). 
i n  301 U S . at 37.
112 312 U.S. 100, 119-20 (1941).
113 29 U.S.C. §§ 201-19 (1970).
1U317 U S . I l l  (1942).
116 7 U S.C . 608c, 612c, 1281-1407, 1501-18 (1970), 16 U S.C . 590h, 590o (1970).
116 317 U S . at 125.
i l l  See generally Maryland v. W irtz, 392 U S . 183, 192-93 (1968).

After the 1936 presidential election and Roosevelt’s “courtpacking 
plan," the Court abandoned its restrictive interpretation of the inter
state commerce clause. Upholding the National Labor Relations Act 
in NLRB v. Jones & Laughlin Steel Corp.,110 the Court substituted for 
the “direct effect” test a more relaxed “close and substantial relation” 
requirement111 that echoed the former standards established by Houston, 
E.&  IF. Texas Ry. v. United States and Stafford v. Wallace. The “close 
and substantial relation” test of Jones & Laughlin was also employed 
in United States v. Darby,112 in which the Court sustained the Fair Labor 
Standards Act of 1938.113

In terms of federal incorporation, the significance of the emerging 
standards stemmed from the Court’s express recognition of the relevance 
of economic effects in the application of the commerce clause. Thus, in 
W’ickard v. Filburn,114 upholding the Agricultural Adjustment Act of 
1938,115 the Court spoke in terms of Congress’ power to regulate “activity 
even if not regarded as commerce . . .  if it exerts substantial economic 
effect on interstate commerce.” 116 In substance, the multiple effect of 
many seemingly insignificant acts could thus be held to add up to a 
substantial impact.117 The Supreme Court’s use of the “effect upon 
commerce” test in Wickard would logically seem to vest in Congress 
the power to supercede all state incorporation laws with a statute of its 
own.
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Commerce Power to Protect Civil Rights. The most recent
Supreme Court exposition on the extent to which the federal commerce 
power can reach intrastate activities was prompted by the enactment 
of the Civil Rights Act of 1964.118 The public accommodations pro
visions of title II119 banned discrimination by hotels, motels, restaurants, 
and entertainment facilities if their operations “affect commerce, or if 
discrimination or segregation by [them] is supported by state action.” 120 
In terms of the “affect commerce” nexus, Congress defined its jurisdic
tion for hotels and motels in terms of their serving “transient guests” 121 
and for restaurants in terms of their serving interstate travelers or using 
“a substantial portion” of their products transported in interstate 
commerce.122

Constitutional challenges to this expansion of federal power through 
the commerce clause quickly followed. In Heart of Atlanta Motel, Inc. 
v. United States,123 the Supreme Court sustained the hotel provisions 
of title II as a valid exercise of the national commerce power. Relying 
upon Gibbons v. Ogden,124 and distinguishing the Civil Rights Cases,12* 
the Court employed a two-pronged test: “ [T]he determinative test of 
the exercise of power by Congress is simply whether the activity sought 
to be regulated is ‘commerce which concerns more than one state’ and 
has a real and substantial relation to the national interest.” 126 The Court 
proceeded to explain that

the power of Congress to promote interstate commerce also in
cludes the power to regulate the local incidents thereof, including

118 28 U.S.C. § 1447 (1970), 42 U.S.C. §§ 1971, 1975(a)-(d), 2000a to h-6 (1970).
119 42 U.S.C. §§ 2000a to a-6 (1970).
120 Id. § 2000a(b).
121 Id.
122 /¿/. § 2000a (c). The Supreme Court has liberally construed the “substantial por

tion” requirement. See Daniel v. Paul, 395 U.S. 298, 305 (1966); 15 V ill. L. Rev. 466 
(1970).

123 379 U.S. 241 (1964).
124 22 U.S. (9 Wheat.) 1 (1824); see notes 84-85 supra and accompanying text.
125 109 U.S. 3 (1883); see Note, The Civil Rights Act of 1964: Source and Scope 

of Congressional Power, 60 Nw. U.L. Rev. 574, 576 (1965).
126 379 U.S. at 255. One commentator has suggested that

[t]he test is two-fold: First, Congress must expressly indicate that it has 
specifically considered the conduct governed by the statute and concluded 
that the prescribed class of activities has an effect on interstate commerce, 
regardless of whether the individual transaction can be demonstrated to 
have that effect. Secondly, there must be evidence of sortie conceivable 
rational connection between the activity and an effect on interstate com
merce.

49 T exas L. Rev. 568, 572 (1971) (emphasis in original).
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the local activities in both the States of origin and destination, 
which might have a substantial and harmful effect upon com
merce.127

127 379 US. at 258.
128 379 US. 294 (1964).
129 Id. at 296.
130 id. at 303-04. “ [I]n future legislation based on the commerce clause, a favorable 

interpretation can be expected if a rational basis for Congressional action is shown, 
whether in specific findings of fact contained in the Act or in the hearings and ma
terials presented to Congress prior to the enactment.” Note, supra, note 125, at 583-84.

131 379 US. at 302.
132 Id. at 305.
133 See Note, supra note 125, at 584.
13*402 U S. 146 (1971).
135 18 U.S.C. 891-94, 896 (1970).

In a companion case, Katzenbach v. McClung,128 the restaurant pro
visions of title II were found constitutional as applied to a restaurant 
which served few interstate travelers and only 46 percent of whose food 
had been produced outside the state.129 McClung is significant because 
of the Court’s elaboration of the second prong of the Heart of Atlanta 
Motel test. While the Court reserved the power to review a legislative 
determination that a certain activity affects commerce, it stated that 
where “we find the legislators, in light of the facts and testimony before 
them, have a rational basis for finding a chosen regulatory scheme neces
sary to the protection of commerce, our investigation is at an end.” 130 
Although the Court warned, as in Gibbons v. Ogden, that there may be 
some activities completely within a state not affecting other states and 
therefore not warranting federal intervention,131 it emphasized that 
“ [t] he power of Congress in this field is broad and sweeping.” 132

After Heart of Atlanta Motel and McClung, it was suggested that as 
long as the connection with interstate commerce is based on the indi
vidual’s conduct or the total activity of a particular, named class, the 
legislation would be sustained as a legitimate exercise of the federal 
commerce power.133 These expectations were partially borne out in 
Perez v. United States.134 Faced with the question of whether title II 
of the Consumer Credit Protection Act of 1968, outlawing loan shark
ing and extortionate credit transactions,135 was a valid exercise of Con
gress' commerce power when applied to purely intrastate activities, the 
Court applied the “class of activities” standard in sustaining the legisla
tion. Tracing the test through Gibbons, Wickard, Darby, Heart of 
Atlanta Motel, and McClung, Mr. Justice Douglas concluded that once 
it is found that the particular activity regulated or prohibited, such as 
loan sharking, falls within the ambit of the federal commerce power
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there need not be proof that particular proscribed intrastate activity 
had an effect on commerce.136

136 402 U.S. at 151-55 (1971); see note 126 supra and accompanying text.
137 United States v. Bass, 404 U.S. 336 (1971); see notes 91-94 supra and accompanying 

text.
138 404 U.S. at 339.
139 See note 82 supra and accompanying text.
140 U.S. Const, amend. X.
141 See S. Morrison, Oxford H istory of the American People 401-04, 431-33 (1965).
142See Kansas v. Colorado, 206 U.S. 46 (1907).
143 “To hold that Congress has general police power would be to hold that it may 

accomplish objects not entrusted to the general Government and to defeat the operation 
of the Tenth Amendment.” Champion v. Ames, 188 U.S. 321, 365 (1903) (Fuller, C.J., 
dissenting).

The Perez holding, however, may not be conclusive. In the subse
quent Bass decision discussed earlier,137 138 the Court expressly avoided 
for the moment any conflict with Perez.133 Therefore, the ultimate 
resolution of the extent of federal power over purely intrastate corpora
tions not affecting interstate commerce may have to await further analy
sis by the Court.

L imitations on the Federal Commerce Power

The preceding analysis has confirmed that the interstate commerce 
clause is an affirmative grant of authority which would permit federal 
regulation of corporate chartering or licensing. However, as previously 
indicated,139 a second question remains—whether chartering or licensing 
is precluded or limited either expressly or impliedly by some other 
constitutional provision. Essentially, the resolution of this issue is 
grounded in an interpretation of two distinct sections of the Constitu
tion dealing with separate relationships—the states vis-a-vis the federal 
government, and corporations vis-a-vis the federal government.

TENTH A M E N D M E N T

Fearing a strong federal government and possible rejection of the 
Constitution, the architects of the new nation drafted the Bill of Rights 
and provided in the tenth amendment that “ [t]he powers not delegated 
to the United States by the Constitution, nor prohibited by it to the 
States, are reserved to the States respectively, or to the people.” 140

After the era of frenzied concern for states’ rights which culminated 
in the Civil W ar,141 tenth amendment law underwent little development 
for almost 70 years. Despite occasional protests from the Court,142 
mostly in dissents,143 no major tenth amendment cases were litigated
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until Hammer v. Dagenhart144 in which a five-to-four majority invali
dated a congressional enactment intended to prevent interstate commerce 
in child labor projects. In one of the clearest and most impassioned Su
preme Court statements ever rendered on the powers reserved to the 
states, Justice Day proclaimed that

if Congress can thus regulate matters entrusted to local authority 
by prohibition of the movement of commodities in interstate com
merce, all freedom of commerce will be at an end, and the power 
of the states over local matters may be eliminated, and thus our 
system of government practically destroyed.145

Four years later, in Bailey v. Drexel Furniture C o.14Q the Supreme Court 
struck down the Child Labor Tax Act147 on tenth amendment grounds, 
reiving upon the Hammer v. Dagenhart rationale.148

The highwater mark of Supreme Court nullification of federal laws 
enacted under the commerce clause was United States v. Butler14* in 
which the Court voided the taxing provision of the Agricultural Adjust
ment Act of 193 3150 as an invasion of the reserved powers of the 
states.151 A previous case, Hopkins Federal Savings & Loan Ass'n v. 
Cleary 152 decided on tenth amendment grounds, has important impli
cations for federal incorporation. Section 5(1) of the Home Owners’ 
Loan Act of 19 3 3153 provided that building and loan associations organ
ized under state laws could be converted into Federal Savings and Loan 
Associations upon the vote of a majority of the stockholders present 
at a meeting legally convened. Conversion from state to federal asso
ciations was not conditioned upon the consent of the state or com
pliance with state laws.154 Justice Cardozo, speaking for the Court, 
found that “ [t]he Home Owners’ Loan Act, to the extent that it per
mits the conversion of state associations into federal ones in contraven-

14*247 U.S. 251 (1918).
145 Id. at 276. Justice Day noted that “ [t]he maintenance of the authority of the 

states over matters purely local is as essential to the preservation of our institutions as is 
the conservation of the supremacy of the federal pow er in all matters entrusted to  the 
nation by the Federal Constitution.” Id. at 275.

146 259 U.S. 20 (1922).
147 Ch. 18, §§ 1200-07, 40 Stat. 1138-40 (1919).
148 259 U.S. at 39-40.
149 297 U S . 1 (1936).
150 Ch. 25, § 9, 48 Stat. 35, as amended, 7 U.S.C. § 609 (1970).
151 297 U.S. at 68.
152 296 U.S. 315 (1935).
153 Ch. 64, § 5, 48 Stat. 132, as amended, 12 U.S.C. § 1464 (1970).
154 Id.-, see 296 U.S. at 332-33.
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tion of the laws of their place of creation, is an unconstitutional en
croachment upon the reserved powers of the states.” 155

Although the Court felt that it was not deciding whether Congress 
had the authority to create building and loan associations and thereupon 
to invest them with corporate capacity, the Court squarely confronted 
the issue of “whether along with such a power there goes the power 
also to put an end to corporations created by the states and turn them 
into different corporations created by the nation,” and it rejected any 
such federal power.156 The Court found that the power to incorporate 
was concurrent and that the situation was not one warranting the exer
cise of an exclusive or paramount power such as the commerce clause.157 
“The destruction of associations established by a state is not an exercise 
of power reasonably necessary for the maintenance by the central gov
ernment of other associations created by itself in furtherance of kindred 
ends.” 158 Since the federal law constituted an invasion of “the sov
ereignty or quasi-sovereignty” of a state, the Court would invalidate 
the Act “so long as the tenth amendment preserves a field of autonomy 
against federal encroachment.” 159

Justice Cardozo in Cleary indicated paradoxically that the Court was 
not ruling on the scope of federal power to regulate transactions affect
ing interstate commerce and its relationship to the tenth amendment, a 
question that would have to await future resolution.160 That oppor
tunity came two years later with the sudden transformation of the 
Court’s view of federal-state relations.161 In NLRB v. Jones & Laughlin 
Steel Corp.,162 the Court sustained the National Labor Relations Act in 
the face of a tenth amendment challenge. Justice Cardozo, who wrote 
the Cleary decision, also spoke for the Court in Stewart Machine Co. 
v. Davis166 upholding payroll taxes under the Social Security Act.164 
“The excise is not void as involving the coercion of the states in con
travention of the Tenth Amendment or of restrictions implicit in our

155 296 U.S. at 335.
156 Id. at 336-37.
157 Id. at 338.
158 Id. at 338-39.
159 Id. at 337; see Reuschlin, Federalization—Design for Corporate Reform  in a 

National Economy, 91 U. Pa. L. R ev. 91, 115 (1942).
160 296 U.S. at 343.
161 See notes 110-117 supra and accompanying text.
162 3 01 U.S. 1 (1937); see notes 110-111 supra and accompanying text.
163 301 U.S. 548 (1937).
164C h. 531, title IX, 900 10, 49 Stat. 639-44 (1935), as amended, 42 U.S.C. 1101-08 

(1970).
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federal form of government.” 165 The final stage in the interpretation 
of the tenth amendment occurred in the early 1940’s with United States 
v. Darby,16G which expressly overruled Hammer v. Dagenbart in up
holding the Fair Labor Standards Act of 1938, and with Wickard v. 
Filbum?*1 which validated the Agricultural Adjustment Act of 1938. 
1 he Darby Court established the present test for determining a tenth 
amendment question.168 The lesson of Darby is that when Congress 
exercises power within its jurisdictional province, the tenth amendment 
is inapplicable. Consequently, if Congress can regulate corporations 
which engage in, or whose activities affect, interstate commerce, no 
tenth amendment problems arise.169 Nor does the recent decision of 
Oregon v. Mitchell™ striking down as unconstitutional section 302 of 
the Voting Rights Act Amendments of 1970171 which lowered the mini
mum voting age in state and local elections from 21 to 18, undermine 
this proposition, since the majority of Justices172 felt that no express 
federal power to establish voter qualifications for state and local elec
tions existed and that the Constitution reserved such power to the 
states.173

Despite the apparently analogous situation posed by Hopkins Federal 
Savings & Loan Ass'n v. Cleary114 in terms of contemporary federal 
chartering proposals, it would appear that although the decision has 
never been expressly overruled, the passage of time and the Court’s 
subsequent characterization of the relative position of the tenth amend-

165 301 U.S. at 585.
166 312 U.S. 100, 116-17 (1941); see notes 112-113 supra and accompanying text.
167 317 U.S. I l l  (1942); see notes 114-117 supra and accompanying text.
168 See 312 U.S. at 123-24. The Court said:

Our conclusion is unaffected by the Tenth Amendment. . . . The 
amendment states but a truism that all is retained which has not been sur
rendered. There is nothing in the history of its adoption to suggest that 
it was more than declaratory of the relationship between the national 
and state goverments as it had been established by the Constitution before 
the amendment or that its purpose was other than to allay fears that the 
new national government might seek to exercise powers not granted, and 
that the states might not be able to exercise fully their reserved 
powers . . . .

Id.
169 See Chaplin, National Incorporation, 5 Coi.um . L. R.ev. 415, 420 (1905).
170 400 U.S. 112 (1970).
17142 U.S.C. § 1973bb-l (1970).
172 There was not a majority opinion of the Court. Chief Justice Burger and Justices 

Black, Harlan, Stewart, and Blackmun cited various reasons for nullifying the Act’s pro
visions for lowering the voter age in state and local elections.

173 See 400 U.S. at 119-35 (Black, J.).
174 296 U.S. 315 (1935).
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ment in our constitutional hierarchy have greatly, if not totally, vitiated 
the significance and import of the case. The Court’s evolving treatment 
of tenth amendment challenges to federal legislation suggests that, given 
a finding of federal power to regulate corporations that engage in or 
affect interstate commerce, a federal chartering, and most certainly a 
federal licensing, scheme would be upheld. This conclusion is further 
buttressed by the fact that most federal incorporation proposals to date 
have advocated that the act embrace only the larger corporations that 
clearly engage in or affect interstate commerce.175 Therefore, these 
reform measures do not even extend to the outer parameters of federal 
power under the interstate commerce clause, thereby obviating any 
potential tenth amendment problems. Nevertheless, assuming a federal 
chartering law drew within its regulatory ambit all corporations having 
a remote, but nonetheless aggregate affect on interstate commerce in the 
Wickard v. Filburny~& context, no viable tenth amendment attack would 
lie because the Court has previously determined that such supervisory 
power resides in Congress.

175 See N ote, Federal Chartering o f Corporations: A  Proposal, 61 G eo. L.J. — , —  
(1972).

176 317 U.S. I l l  (1942); see notes 114-117 supra and accompanying text.
177 Hague v. CIO, 307 U.S. 496, 514 (1939); W estern T u rf  Ass’n v. Greenberg, 204 

U.S. 359, 363 (1907); O rient Ins. Co. v. Daggs, 172 U.S. 557, 561 (1869).
178 Asbury Hosp. v. Cass Count}’, 326 U.S. 207, 210-11 (1945); Paul v. Virginia, 

75 U.S. (8 W all.) 168 (1868).
179 Hale v. Henkel, 201 U.S. 43, 74 (1906).
180 See v. Seattle, 387 U.S. 541, 545 (1967).
181 W H Y Y , Inc. v. Borough of Glassboro, 393 U.S. 117, 119 (1968) (equal protection); 

W heeling Steel Corp. v. Glander, 337 U.S. 562, 574 (1949) (equal protection); Con-

FIFTH AM ENDM ENT

A threshold consideration in assessing the extent to which a federal 
chartering system would be subject to constitutional challenges by cor
porations is the extent to which a corporation may invoke various fed
eral constitutional guarantees. It has long been settled that, where the 
term “citizen” is used in the privileges and immunities clause of section 
one of the fourteenth amendment177 and section two of article four,178 
corporations are not included. Likewise, the term “person” as used in 
the fifth amendment’s privilege against self-incrimination applies onlv 
to natural persons, not to corporations.179 However, the term “people” 
as used in the fourth amendment does encompass corporations.180

More significantly, for purposes of federal incorporation, corpora
tions are “persons” protected by the due process and equal protection 
clauses of the fourteenth amendment181 and the due process clause of
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the fifth amendment.182 Furthermore, some of the equal protection 
guarantees of the fourteenth amendment have been read as being implicit 
in the due process clause of the fifth amendment.183 Historically, cor
porations have been considered artificial legal entities, possessing only 
those powers conferred upon them by their charter.184 As the Supreme 
Court stated in Hale v. H enkel* 1 **3 “the corporation is a creature of 
the State . . . presumed to be incorporated for the benefit of the

necticut Gen. Life Ins. Co. v. Johnson, 303 U.S. 77, 88 & n.14 (1938) (due process). In 
Murm v. Illinois, nine years after ratification of the fourteenth amendment, business 
interests attacked various state laws as denial of due process. 94 U.S. 113 (1877). 
Without any discussion of the issue, the Court assumed that these plaintiffs came within 
the provisions of the amendment. Id. at 173-75. In Santa Clara v. Southern Pac. R.R., 
the Court refused to hear argument on the question whether the equal protection 
clause of the fourteenth amendment applied to corporations. The Court was of the 
opinion that it did. 118 U.S. 394, 396 (1886).

182 Union Pac. R.R. v. United States, 99 U.S. 700, 719 (1879).
183 Bolling v. Sharpe, 347 U.S. 497 (1954).
184 “A corporation is an artificial being, invisible, intangible, and existing only in 

the contemplation of law. Being the mere creature of law, it possesses only those 
properties which the charter of its creation confers upon it, either expressly, or as 
incidental to its very existence.” Trustees of Dartmouth College v. Woodward, 17 U.S. 
(4 Wheat.) 518, 634 (1819). See also Wickersham, Government Control of Corporations, 
18 Colum. L. Rev. 187 (1918).

185 201 U.S. 43 (1906); see Comment, A Federal System of Licenses and Charters, 
25 Geo. L.J. 700, 709 (1937).

186 201 U.S. at 74.
187 Of course, the preliminary objection would be lack of congressional authority 

to legislate in the field at all, a position which has been determined to be virtually base
less in the earlier discussion of the commerce power. See notes 83-138 supra and 
accompanying text.

188 The equal protection claim is predicated upon the federal chartering law ex
cluding some smaller corporations from coverage under its regulatory provisions.

189 See generally 1 C. Antieau, Modern Constitutional Law 8:80-82 (1969).
190 See, e.g., Railway Express Agency v. New York, 336 U.S. 106 (1949); Kotch v. 

Board of River Port Pilot Comm’rs, 330 U.S. 552, 556 (1947); Lindsley v. Natural 
Carbonic Gas Co., 220 U.S. 61, 78-79 (1911).

186

Any constitutional challenge to a federal chartering or licensing law 
by a regulated corporation is likely to proceed along two lines of attack 
—ls? 1) a taking of property without due process of law and 2) a denial 
of equal protection in contravention of the fifth amendment.188

The second ground can be dismissed rather easily. Under traditional 
fourteenth amendment analysis in a business and economic context,189 
discrimination or distinction does not violate the equal protection clause 
so long as it bears a rational relationship to a legitimate state interest.190 
Not every difference in treatment by government will be invalidated;
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rather, only suspect classifications191 based on race,192 personal wealth,193 
religion,194 or citizenship195 are impermissible. “A classification having 
some reasonable basis does not offend against [the equal protection! 
clause merely because it is not made with mathematical nicety or because 
in practice it results in some inequality.” 196 Thus, the size of a business 
enterprise may be a fair barometer of the evil at which a given law is 
directed, thereby permitting discrimination between large and small 
entities.197 In terms of a federal chartering law which would selectively 
apply only to corporations with a certain minimum number of shares 
outstanding or assets or gross income,198 it is highly doubtful that such a 
scheme would run afoul of the equal protection guarantees inherent in 
the due process clause of the fifth amendment.

A corporation might mount a more substantial constitutional assault 
on due process grounds, alleging that the conversion from state to fed
eral chartering constitutes retroactive legislation and an unreasonable 
impairment of substantial, vested rights.199 The argument would be 
made that a corporate charter is a contract between both the corporation 
and the state and the corporation and its shareholders and that charter 
conversion disturbs and distorts these relationships to an impermissible 
degree. This contention would necessarily rest on the due process 
clause of the fifth amendment200 because the constitutional provision 
forbidding “impairing of the obligation of contracts,” 201 as classically

19! “Statutes create many classifications which do not deny equal protection; it is 
only ‘invidious discrimination’ which offends the Constitution.” Ferguson v. Skrupa. 
372 U.S. 726, 732 (1963).

192 H unter v. Erickson, 393 U.S. 385, 392 (1969); Loving v. Virginia, 388 U.S. 1 
(1967).

i93Tate v. Short, 401 U.S. 395, 398-99 (1971); Boddie v. Connecticut, 401 U.S. 371, 
388-89 (1971) (Douglas, J., concurring); W illiams v. Illinois, 399 U.S. 235, 244 (1970); 
H arper v. Virginia State Bd. of Elections, 383 U.S. 663, 666 (1966); cf. Serrano v. 
Priest, 5 Cal.3d 584, 487 P.2d 1241, 96 Cal. R ptr. 601 (1971). It should be noted, how
ever, that the Court may be moving away from treating wealth as a per se suspect 
classification. See James v. Valtierra, 402 U.S. 137 (1971).

194 1 C. A ntieau, supra note 189, at § 8:82.
195 Graham v. Richardson, 403 U.S. 365 (1971).
i96Lindsley v. N atural Carbonic Gas Co., 220 U.S. 61, 78 (1911).
197 M orey v. Doud, 354 U.S. 457, 465 (1957); Engel v. O ’Malley, 219 U.S. 129, 138 

(1911).
198 See Note, Federal Chartering of Corporations: A  Proposal, 61 G eo. L.J. 89, 98-99 

(1972).
199 See generally Hochman, The Supreme Court and the Constitutionality o f Retro

active Legislation, 73 H arv. L. R ev. 692 (1960).
200 See T he Late Corp, of the Church of Jesus Christ of Latter-D ay Saints v. 

U nited States, 136 U.S. 1, 32-33 (1890); United States v. Union Pac. R.R., 98 U.S. 
569, 590 (1878). See also W ilgus, supra note 11, at 382.

2 0 1  U.S. Const, art. I, § 10.
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interpreted by Chief Justice Marshall in Trustees of Dartmouth College 
v. Woodward,202 does not apply specifically to Congress.203

202 17 U.S. (4 Wheat.) 518 (1819).
2°3 See generally B. W right, T he Contract Clause of the Constitution (1938); 

Note, Power of the State to Alter Corporate Charters, 31 Colum. L. Rev. 1163 (1931).
204 See generally B. W right, T he G rowth of American Constitutional Law 

(1942). Between 1899 and 1937, 159 Supreme Court decisions held state laws uncon
stitutional under the due process and equal protection clauses. In addition, 25 statutes 
were invalidated under the due process clause coupled with some other constitutional 
provision. Id. at 154.

205 Liggett Co. v. Lee, 288 U.S. 517, 536 (1933).
206 Pierce v. Society of Sisters, 268 U.S. 510 (1925); Covington & Lexington Turn

pike Road Co. v. Sanford, 164 U.S. 578, 591-92 (1896). See generally Note, Is a Corpora
tion Always Entitled to “Due Progess of Law"?, 26 G eo. L.J. 132 (1937).

207 291 US. 502 (1934). “ [T]he function of the courts in the application of the fifth 
and fourteenth amendments is to determine in each case whether circumstances vindi
cate the challenged regulation as a reasonable exertion of governmental authority or 
condemn it as arbitrary or discriminatory.” Id. at 536 (citations omitted).

208 379 U.S. 241 (1964); see notes 123-128 supra and accompanying text.
209 379 U S. at 258-59.

The Supreme Court, particularly during the economic due process 
heyday of the first third of this century, imposed monumental fifth and 
fourteenth amendment restraints upon state and federal attempts to 
regulate corporations.204 Thus, the Court ruled that corporations, like 
natural persons, are entitled to equal protection of the laws205 and liberty 
of contract under due process of law.206 207 208 However, after Nebbia v. 
New York,201 the Court abandoned its strict interpretation of the fifth 
and fourteenth amendments and refused to invalidate federal and state 
economic legislation solely on these constitutional grounds. Thus, in 
Heart of Atlanta Motel, Inc. v. United States,209, upholding the consti
tutionality of the public accommodations provisions of the Civil Rights 
Act of 1964, the Court observed:

Nor does the Act deprive appellant of liberty or property under 
the Fifth Amendment. The commerce power invoked here by 
Congress is a specific and plenary one authorized by the Consti
tution itself. The only questions are: (1) whether Congress had 
a rational basis for finding that racial discrimination by motels 
affected commerce, and (2) if it had such a basis, whether the 
means it selected to eliminate that evil are reasonable and appro
priate. If they are, appellant has no “right” to select its guests 
as it sees fit, free from governmental regulation.209

I he Court apparently indicated that the due process limitation upon 
the federal government under the fifth amendment is equivalent to the
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restraints imposed on the states under the fourteenth amendment.210 
Therefore, in the context of federal incorporation, if a rational basis 
exists for a congressional determination that the present framework of 
50 different systems of state regulation adversely affects interstate com
merce and that the federal incorporation mechanism is reasonable, no 
fifth amendment infirmities will arise.211 212 Furthermore, it is quite con
ceivable, notwithstanding Hopkins Federal Savings & Loan Ass'n v. 
C l e a r y that the act of shifting from state to federal charters without 
tampering with corporate existence will not result in any loss of prop
erty rights or liabilities,213 and thereby not constitute impermissible 
retroactive legislation.

210 See Note, supra note 125, at 579.
211 “ [I]f the courts are convinced that there is a paramount public necessity for 

centralized and uniform control of all industrial or commercial corporations, Congress 
will be found to have the power of regulation to the fullest extent.” Berlack, supra 
note 37, at 411.

212 296 U.S. 315 (1935); see notes 152-159 supra and accompanying text.
213 See Michigan Ins. Bank v. Eldred, 143 U.S. 293 (1892); Metropolitan Nat’l Bank v. 

Claggett, 141 U.S. 520 (1891).
214 There seems to be but one supreme legal test involved in this method—and 

that is could the national government, if it found it necessary, or desirable, 
classify corporations according to their size or extent of operation, and 
require if found necessary, all above a certain size to forego the privilege 
of engaging in interstate commerce or tax them so that it would be unprofit
able unless they organize under a national act? W e believe this question 
will be answered in the affirmative. The rest would depend upon the 
wisdom of Congress.

Wilgus, supra note 11, at 394. See also Coudert, Constitutional Limitations on the 
Regulation of Corporations, 6 Colum. L. Rev. 485, 495-96 (1906); Watkins, Federal 
Incorporation, 17 Mich. L. Rev. 65, 75-76 (1918).

215 301 U.S. 619 (1937).

Conclusion

Under the long line of decisions in the commerce clause field, it is 
apparent that Congress can at least require all corporations engaging in, 
or whose activities affect, interstate commerce to obtain a federal license 
or convert to a federal charter. This does not constitute an infringe
ment upon a reserved power of the states nor does it pose insurmountable 
fifth or fourteenth amendment problems. Whether Congress can re
quire federal charters for all corporations, regardless of their intrastate 
nature or affect on commerce, seems to be an open question. Almost 
70 years ago, one staunch advocate of federal incorporation concluded 
that the question is not one of constitutionality but rather the wisdom 
of Congress.214 215 Mr. Justice Cardozo’s admonition in Helvering v. 
Davis™ characterizes this writer’s conclusion on the question: “Whether
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wisdom or unwisdom resides in the scheme . . .  is not for us to say. 
The answer to such inquiries must come from Congress, not the courts. 
Our concern here . . .  is with power, not with wisdom.” 216

216 Id. at 644.
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NOTE
CLEAN AIR ACT AMENDMENTS OF 1970: 

A CONGRESSIONAL COSMETIC
In the Clean Air Act Amendments of 1970,1 Congress reasserted its 

traditional position that “ [ejach State shall have the primary responsi
bility for assuring air quality within the entire geographic area com
prising such State . 2 However, the Act’s four pronged scheme,

142 U5.C. §5 1857-1858a (1970).
2 Clean Air Act Amendments of 1970 $ 4(a), 42 U.S.C. 5 1857c-2(a) (1970).
3 See id. § 1857c-4.
* See id. 5 1857c-6.
5 Id. !• 1857c-4. President Nixon’s Reorganization Plan No. 3 of 1970 transferred to 

the Environmental Protection Agency functions previously vested in the Secretary of 
Health, Education and Welfare and administered through the National Pollution Con
trol Administration. Reorganization Plan No. 3 of 1970 § 2(a)(3), 3 C.F.R. 199, 200 
(Comp. 1970), 42 U.S.C. § 4321 (1970).

6 Clean Air Act Amendments of 1970 § 4a, 42 U.S.C. $5 1857c-4(b) (1), 1857c-5 (a) (2) 
(A) (i) (1970). It was the intent of Congress that air quality standards relating to health 
should he made with reference to “particularly sensitive citizens . . . .” S. Rep. No. 
1196, 91st Cong., 2d Sess. 10 (1970). See also Hearings on S. 3229, S. 3466, S. 3546

emphasizing federally imposed national ambient air quality standards3 
and national emission standards for all new sources,4 reflects the federal 
government’s recognition of air quality as a national problem and its 
implicit acceptance of primary responsibility for air pollution control. 
Although the Clean Air Act Amendments of 1970 significantly enlarged 
the role of the federal government in air pollution control, further 
federal measures are required to achieve the national goal of mainte
nance and improvement of air quality in the United States. Federally 
defined emission standards for all stationary sources is the necessary 
supplement to effective national control of air pollution.

Federalization of A ir Pollution R egulation

Responding both to public pressure for more intensive air pollution 
control and to the disappointing results of earlier air pollution legisla
tion. Congress, in the Clean Air Act Amendments of 1970, gave the 
Environmental Protection Agency the responsibility for ambient air 
regulation. The Act requires the Administrator of EPA to promul
gate national primary and secondary air quality standards5 and to ap
prove state-formulated implementation plans, which must be designed 
to meet the primary air ambient standards—based on health—within 
three years6 and the secondary standards—based on welfare—within a

[ 153 ]
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“reasonable time.” 7 Additionally, the Act directs the Administrator to 
establish national emission standards for new sources,8 “hazardous air 
pollutants,” 9 and for all non-stationary sources.10

EARLY MEASURES

Under earlier air pollution legislation, the federal government was far 
more hesitant to intervene in state pollution control. In the Air Pol
lution Control Act,* I 11 the federal government assumed the limited role 
of supplying the states with research support and technical assistance.12 
In 1963, the Clean Air Act13 substantially enlarged the role of the fed
eral government; but the potential for federal leadership was severely 
restricted by a congressional policy designating state and local govern
ments as the primary authorities for the regulation and control of air 
pollution.14 Indicative of congressional deference to state regulation and

Before the Sub comm. on Air and Water Pollution of the Senate Comm, on Public 
Works, 91st Cong., 2d Sess., pt. 1, at 74 (1970) [hereinafter cited as 1910 Senate 
Hearings].

I Clean Air Act Amendments of 1970 § 4a, 42 U.S.C. 1857c-4(b) (2), 1857c-5(a) (2) 
(A) (ii) (1970). Welfare standards are to be established with reference to the “effects 
on soils, water, vegetation, man-made materials, animals, wildlife, visibility, climate, and 
economic values.” See S. Rep. N o. 1196, 91st Cong., 2d Sess. 11 (1970). The distinc
tion between primary and secondary ambient standards was added in conference. 
See H.R. Conf. Rep. N o. 1783, 91st Cong., 2d Sess. 44 (1970).

8 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-6 (1970).
9 Id. § 1857c-7.
10 Id. §§ 6(a), 8(a), 9(a), 10(a)-(d), 11(a)(2)(A ), 15(c)(2), 42 U.S.C. 1857f-l to 

1857f-7 (1970).
I I  Ch. 360, 69 Stat. 322 (1955), as amended, Clean Air Act, 42 U.S.C. 1857-1858a 

(1970).
12 Air Pollution Control Act, ch. 360, §§ 2, 4, 69 Stat. 322, as amended, Clean Air 

Act §§ 102, 105, 42 U.S.C. §§ 1857a, 1857c (1970). The 1955 Act authorized HEW and 
the Public Health Services to (1) prepare and recommend research for developing 
methods of curtailing air pollution, (2) encourage cooperative activities by state 
and local governments, (3) develop research methods for control of air pollution, 
and (4) to make grants to, and enter into contracts with other governmental and 
private agencies. Id. 2-5, 69 Stat. 322-23, as amended, Clean Air Act 102, 105, 
115, 42 U.S.C. §§ 1857a, 1857c, 1857d (1970).

13 Clean Air Act, Pub. L. No. 88-206, 77 Stat. 392 (1963), as amended, Clean Air Act, 
42 U.S.C. §§ 1857-1858a (1970).

14 See id. § 1, 77 Stat. 393, as amended, Clean Air Act § 101, 42 U.S.C. § 1857 (1970). 
Significant provisions of the 1963 Act included: (1) a directive for the development of 
air quality criteria for the guidance of regional, state, and local air pollution control 
agencies, (2) federal assistance in the form of grants to state and local agencies to 
assist the establishment or improvement of air programs, and (3) limited participation 
by the federal government in the legal regulation and abatement of interstate air pol
lution and, at the request of the governor, control of intrastate air pollution. Id. § 1, 
77 Stat. 395-99, as amended, Clean Air Act 103, 105, 115, 42 U5.C. §5 1857b, 1857c, 
1857d (1970).
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control under the 1963 Act was the lengthy and frustrating federal 
abatement procedure which permitted far too much discussion and con
templation with little immediate action.15

In 1967, however, Congress amended the Clean Air Act by enacting 
the Air Quality Act of 1967,16 which exceeded any previous legislation

15 The federal emergency abatement procedure could be invoked whenever the level 
of air pollution presented a danger to the public health and welfare. Upon request of 
a governor or a state air pollution agency, the Secretary7 of H E W  could convene, on 
no less than three weeks notice, an air pollution conference of all affected state or 
regional agencies to discuss the adequacy of existing abatement efforts. Following the 
conference, HEW  was required to provide a summary of conference discussions and 
its recommendations. The state or localities involved then had at least six months to 
initiate proper remedial action. If at the end of this period corrective action had not 
been taken, H EW  could call a public hearing before a specially designated hearing 
board empowered to prepare recommendations for HEW . After receiving these 
recommendations the states or localities had at least another six months to abate the 
existing health hazards. It was only after a minimum of 14 months that H E W  was 
permitted to request the Attorney General to initiate court action. The courts would 
have jurisdiction to take any necessary action after giving due regard to the practical, 
physical, and economic feasibility of the proposed abatement procedures. In addition, 
HEW discretion applied only to interstate air pollution; a governor had to request 
federal prosecutorial assistance in the instance of intrastate pollution. Id. § 1, 77 Stat. 
396-99, as amended, Clean Air Act § 115, 42 U.S.C. § 1857d (1970). Federal abatement 
powers were much the same under the Air Quality Act of 1967, with only minor 
amendments. Pub. L. No. 91-148, § 2, 81 Stat. 491-97, as amended, Clean Air Act 
§115,42 U.S.C. § 1857d (1970).

Between 1963 and May 1971, ten federal enforcement conferences were held under 
the procedures outlined in the 1963 Act. Four of these conferences dealt with single 
sources of pollution; six considered all sources of pollution within a major metropolitan 
area such as New York-New Jersey, Washington, D.C., and Kansas City, Mo. The first 
air pollution enforcement action wras commenced in 1965 against a chicken rendering 
plant in Bishop, Maryland. A conference held in 1965 was followed by a public hearing 
in 1967 and a suit filed in federal district court in 1969. The plant was not shut 
down, however, until 1970 when the Supreme Court denied certiorari—five years after the 
abatement action began. No other enforcement action proceeded beyond the con
ference stage. Council on Environmental Q uality, First Annual Report 75-76 
(1970); S. Doc. No. 11, 92d Cong., 1st Sess. 11 (1971). Under the 1967 Act, no direct 
enforcement action was taken because, for the most part, state standards had not 
been adopted nor implementation plans approved. The Air Quality Act of 1967 gave 
the states the responsibility of promulgating air quality standards for each region. 
Pub. L. No. 91-148, § 2, 81 Stat. 491-97, as amended, Clean Air Act § 115, 42 U.S.C. 
§ 1857d (1970). However, without sufficient expertise, funds or manpower and subject 
to enormous political-industrial pressure, little progress occurred. As of late September 
1970, only ten sets of state standards had been approved by HEW . N o implementation 
plans had been approved. 116 Cong. Rec. 32,916 (1970). None of the proposed 
standards could be enforced until the state’s implementation plan was approved.

is Pub. L. No. 90-148, 81 Stat. 485, as amended, Clean Air Act, 42 U.S.C. 1857-1858a 
(1970). T he Act put priority on air ambient standards and merely called for a H EW  
study of the feasibility of national emission standards. As originally introduced by 
the Johnson Administration, the bill would have required emission controls on those 
industries in interstate commerce which are nationally significant sources of air pollu-
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in the areas of federal standard-setting, administrative powers, and 
financial support. As enacted, the legislation required the Department 
of Health, Education, and Welfare to 1) delineate broad atmospheric 
areas of the nation;* * * * * * * * 17 2) designate air quality control regions based on 
meteorological and other technical factors, as well as social and political 
factors;18 3) develop and publish air quality criteria indicating the 
extent to which air pollution is harmful to health and damaging to 
property, as well as detailed information on techniques for preventing 
and controlling air pollution;19 4) require the states to develop ambient 
air quality standards and implementation plans for air quality control 
regions;20 5) review and evaluate the state standards and plans;21 6) 
initiate federal abatement action if the state efforts prove inadequate;22 
and 7) continue to consider federal abatement actions in interstate air 
pollution problems and, on request from a state, in intrastate problems 
by using procedures substantially the same as those of the 1963 Act.23

tion. H.R. 9509, 90th Cong., 1st Sess. § 5 (1967). National emission standards, argued
the Administration, would have served to eliminate both the economic disadvantages of
complying with pollution controls as a local requirement as well as the temptation for
industry to leave those areas where stricter state controls existed. See Hearing on S. 180
Before the Subcomm. on Air and Water Pollution of the Senate Comm. on Public
Works, 90th Cong., 1st Sess., pt. 3, at 1153 (1967). See also J. Esposito, Vanishing Air
269-80 (1970); Muskie, Role of the Federal Government in Air Pollution Control,
10 Ariz. L. Rev. 17 (1968).

17 Air Quality Act of 1967, Pub. L. No. 90-148, § 2, 81 Stat. 490-91, repealed, Clean 
Air Amendments Act of 1970, Pub. L. No. 91-604, § 4(a), 84 Stat. 1678. The factors to 
be considered in establishing these atmospheric areas include climate, meteorology, and 
topography.

&Id.
™ld.
20 Id., 81 Stat. 492, as amended, Clean Air Act § 115(c), 42 U.S.C. § 1857d (1970).
21 Id.
22 Id.
™Id., 81 Stat. 494-97, as amended, Clean Air Act § 115(c), 42 U.S.C. § 1857d (1970).
24 H.R. 9509, 90th Cong, 1st Sess. § 5 (1967).
25 See Air Quality Act of 1967, Pub. L. No. 90-148, § 2, 81 Stat. 490-91, repealed, 

Clean Air Act Amendments of 1970, Pub. L. No. 91-604, § 4(a), 84 Stat. 1678.

CLEAN AIR ACT AMENDMENTS OF 197 0 : INCREASED FEDERAL CONTROL

A comparison of the Air Quality Act of 1967 and the Clean Air Act 
Amendments of 1970 reflects Congress’ growing recognition of the 
need for strong federal action in air pollution control. An Administra
tion bill calling for national emission standards24 had been before Con
gress in 1967; regarding local input as essential to any pollution pro
gram, Congress amended the bill. It opted instead for the setting of 
ambient and emission standards at the state level,25 leaving to the na
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tional government the more restricted role of reviewing and evaluating 
state standards.26

2 6 See id., 81 Stat. 491, as amended, Clean Air Act § 115, 42 U.S.C. § 1857d (1970).
27 See note 15 supra.

See 1970 Senate Hearings, pt. 1, at 134 (statement of Secretary Finch, H E W ).
2 9 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-2(a) (1970).

1970 Senate Hearings, pt. 1, at 134 (statement of Secretary Finch, H E W ).
31 See id. pt. 2, at 449. Under the Air Quality" Act of 1967, nearly 80 percent of the 

country would not be covered by its normal designations. Id. pt. 4, at 1195.
3 2 See id. pt. 2, at 449 (statement of Francis Sargent, Governor of Massachusetts).
38 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5 (a) (2) (B) (1970).
34 Hearings on Air Pollution Control and Solid Wastes Recycling Before the Sub

comm. on Public Health and Welfare of the House Comm. on Interstate and Foreign 
Commerce, 91st Cong., 1st & 2d Sess., pt. 1, at 281 (1970) [hereinafter cited as 1970 
House Hearings].

In 1970, review of the effectiveness of the 1967 legislation revealed the 
mistake of relying primarily on the states, which were unable to cope 
with the burdens imposed by the legislation.27 * Practically, requiring 
each state to expend money to develop its own ambient air quality 
standards resulted in duplicated efforts which unnecessarily strained 
the fiscal resources of the state and diverted money from the formula
tion and enforcement of implementation plans.2S Provisions for federally 
imposed ambient standards w’ere enacted29 to free the states to concen
trate their resources on the task of implementation and enforcement, 
and to accelerate the whole process of cleaning up the air by eliminating 
the time-consuming steps of state formulation and federal approval of 
ambient air quality standards.30 National ambient standards also were 
seen as a means of alleviating the discrimination resulting from compe
tition between industry within and without control regions.31 Finally, 
by removing standard-setting authority from the states, Congress was 
reacting to indications that large industries were able to pressure states 
into setting low air standards.32

Removal of ambient standard-setting from state control, however, 
also eliminated one means of incorporating local conditions and desires 
into air pollution control. To provide for consideration of such local 
factors as meteorological conditions, topographical context, and eco
nomic and social demands, states were granted the authority to formu
late implementation plans—namely emission standards.33 But, while 
recognizing that “existing stationary sources of air pollution are so 
numerous and diverse that the problems they present can most effi- 
cientlv be attacked by State and local agencies,” Congress found that 
new sources having a significant impact on air quality constituted a 
national concern requiring national action.34 Thus, under the 1970 Act,
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the federal government sets emission standards for new sources.35 
Promulgation of emission standards for new sources, based on the best 
technology available, was intended to be a preventive rather than a 
remedial means of control.36 Moreover, Congress expected national 
emission standards on new sources “to minimize the competitive advan
tage of locating a new facility in an area where emission standards are 
less rigorous than in other areas,” 37 thereby reducing the industry 
pressure on those states desiring to set strict emission standards on 
existing stationary sources.38

35 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-6 (1970).
3 6 15>70 Senate Hearings, pt. 1, at 135.
87 Id.
33 See note 31 supra and accompanying text.
39 See Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5 (a) (2) (B) 

(1970); notes 90-93 infra and accompanying text.
40 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5(a) (2) (C) (1970).
41 Id. § 1857c-5(a)(2)(F).
“ Id. S 1857c-5(c)(1).
“ Id.S 1857c-5 (c)(2).
“ Id. S 1857c-5(c)(3).
“ Id. § 1857c-8(a)(1).
“ Id. § 1857c-8(a)(2).

The authority to set ambient standards, and limited authority to set 
emission standards, substantially enlarged the role of the federal govern
ment. Because the states are required to adopt emission standards that 
will ensure compliance with the national ambient standards, these 
national standards at least indirectly influence state emission standard
setting.39 Further, the Administrator’s approval of state plans is predi
cated upon the states' establishment of procedures for monitoring the 
ambient air quality40 and for requiring owners or operators of stationary 
sources to install equipment to monitor emissions.41 The 1970 Act ex
pressly provides that the Administrator formulate state plans if states 
fail to submit their own plans within the prescribed time,42 if the 
implementation plans do not conform to federal requirements,43 or 
if the states fail to revise implementation plans in accordance with the 
Administrator’s recommendations.44 The Administrator may also inter
vene at any time either to enforce state emission standards against a 
single polluter,45 or to enforce the entire state plan upon the failure of 
that state to enforce it effectively.46 While not endorsing the concept 
of national emission standards urged in 1967, the 1970 Act does repre
sent a partial reversal in congressional attitude. For the first time, the 
federal government is authorized to go directly to the source of air 
pollution—the emitter—rather than rely upon a more remote review



1972] Clean A ir 159

procedure.47 Further, section four of the Clean Air Act Amendments 
of 1970 assumed the responsibility of setting national ambient standards,48 
a responsibility given the states under the Air Quality Act of 1967.49

This partial nationalization of air pollution regulation results from 
the increased public awareness of the dangers inherent in continued 
and increasing pollution of the air,50 the realization that polluted air 
knows no boundaries, and the new congressional attitude that the 
effort required to clean up the air may well be beyond the human and 
fiscal resources of most states. The Clean Air Act Amendments of 
1970 represent a compromise between the need for effective national 
control and the desire to mold the air pollution program around state 
and local needs. The result was the establishment of national ambient 
standards providing direct national control over the ambient air quality, 
and broad state discretion in the setting of emission standards, other 
than for new sources and hazardous pollutants, to reflect local condi
tions. However, an examination of the two basic techniques available 
to the federal government to attack the air pollution problem indi
cates that full nationalization of both ambient and emission standards 
would prove most effective in dealing with air pollution without inhib
iting local input into air pollution regulation.

Clean A ir: T he N eed for E ffluent Control

The recent history of federal air pollution legislation illustrates the 
evolution and integration of two methods of air quality control—regu
lation of the amount of pollution in the ambient air and limitations of 
permitted emissions at the source. Integration of these two controls 
has been premised on a concept of emission standards determined by 
and designed to attain the level of air ambience. Effective pollution 
control must utilize these two controls as coordinate standards, deter
mined independently, with the ambience level as the minimum level 
of acceptable air quality.

AMBIENT AIR QUALITY STANDARDS

The objective of air pollution control is to maintain and improve the 
quality of air. Ambient air quality standards directly regulate compo
sition of the air by restricting the allowable quantity of pollutant per

47 See notes 11-16 supra.
« 4 2  U.S.C. § 1857c-4 (1970).
« A ir  Quality Act of 1967, Pub. L. N o. 90-148, 5 2, 81 Stat. 490-91, repealed, Clean

Air Act Amendments of 1970, Pub. L. N o. 91-604, § 4 (a), 84 Stat. 1678.
so See note 107 infra.
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specified unit of air.51 Emission standards—the permissible amounts of 
pollutants to be emitted from a particular source—serve as a means of 
achieving the required level of clean air. By regulating individual 
sources of pollutants, total emissions are directly reduced so as not to 
exceed the ambient standard.52

51 A determination of that minimum standard is value laden. “Air quality” is a neutral 
term, encompassing degrees from filthy to pristine. The level chosen depends upon 
such factors as foreseeable harm from particular air pollution levels, social and economic 
costs, and technological feasibility. See 3 A. Stern, A ir Pollution 607-14 (2d cd. 1968). 
In section 4(a) of the Clean Air Act Amendments of 1970, for example, Congress 
determined that the ambient air quality standards should be set at that level protective 
of human health. 42 U.S.C. § 1857c-4(b) (1) (1970); S. Rep. N o. 1196, 91st Cong., 2d 
Sess.9-10 (1970).

52 See 3 A. Stern, supra note 51, at 616-21 (discussion of derivation of emission stand
ards from air quality considerations).

53 See generally S. Doc. No. 63, 91st Cong., 2d Sess. 103 (1970).
54 Section 4(a) of the Clean Air Act Amendments of 1970 specifically include land 

use and transportation controls as additional means for states to meet the national ambient 
standards. 42 U.S.C. § 1857c-5 (a) (2) (B) (1970). See also 1970 Senate Hearings, pt. 4, 
at 1369-70; 60 G eo. L.J. 1363 (1972).

55 See 3 A. Stern, supra note 51, at 616-21.
56 See J. Esposito, supra note 16, at 174-75; 1970 Senate Hearings, pt. 1, at 83. See 

also 3 A. Stern, supra note 51, at 621 (noting need for continued development to ensure 
accuracy); Sussman, A Critique: N ew  Priorities in Air Pollution Control, in Hearings 
on Implementation of the Clean Air Act Amendments of 1970 Before the Sub comm, 
on Air and Water Pollution of the Senate Comm, on Public Works, 92d Cong., 2d 
Sess., pt. 1, at 207 (1972) [hereinafter cited as 1972 Senate Oversight Hearings],

Ambient air regulation is particularly useful because it affects all 
potential sources of pollution. Merely restricting emissions from indi
vidual sources limits control to the available technology and provides 
no assurance that the quality of the air will meet a desired level. For 
example, under the 1970 Act, severe restriction of emissions in a highly 
industrialized area might still result in unhealthy air because of the 
number of pollution sources.53 The fulfillment of ambient standards, on 
the other hand, necessitates not only emission standards but also such 
non-emission restrictions as automobile usage, land usage, and the 
timing of continued urban growth where emission standards alone are 
insufficient to achieve the quality of air desired.54

However, reliance on the ambient air quality scheme as the primary 
mechanism for air pollution control cannot ensure effective air quality 
control and therefore inhibits its overall effectiveness. Of primary 
concern is the questionable ability of scientists to develop emission 
standards for point sources from a particular ambient standard. Deriva
tion of supportive emission standards depends on calculations based on 
diffusion modeling.55 Doubts have been voiced about the fundamental 
assumptions underlying the diffusion model method56—doubts, which if
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true, may render emission standards useless as an effective component 
of the control system.57

57 Derivation of emission standards from ambient standards, while determined by 
complex computer programming, ultimately rests on assumptions, which, if incorrect, 
undermine the entire control program. See J. Esposito, supra note 16, at 175. Imple
mentation plans based on diffusion modeling have not yet been subjected to thorough 
federal scrutiny. See Sussman, A Critique: New  Priorities in Air Pollution Control, in 
1911 Senate Oversight Hearings 207.

Si c Sussman, A Critique: New Priorities in Air Pollution Control, in 1911 Senate 
Oversight Hearings 207.

59 See id.
See J. Esposito, supra note 16, at 178. See also O’Fallon, Deficiencies in the Air 

Quality Act of 1961, 33 Law & Contemp. Prob. 275, 282 (1968).
61 Sec 1912 Senate Oversight Hearings, pt. 1, at 178, 180; id. at 68-69.
fl2 See id. at 244. See generally id. at 178-80.
M See id. at 178-80, 244.
64 See note 52 supra and accompanying text.
65 Ideally, where such [emission] limitations are established for the purpose 

of achieving specific air quality standards, they are based on a survey of 
the types and amounts of pollutants being emitted into the air, evaluation

Difficulties in monitoring the ambient air also detract from the use 
of the ambient scheme as a strong and substantial control device.58 To 
measure air quality accurately, a sufficient number of monitoring devices 
must be available to adequately cover a specific area. Monitoring units 
must be strategically located and figures adjusted to account for varying 
degrees of air pollution concentration.59 Finally, critics claim that the 
very instruments used to measure the air may be inaccurate.60

Promulgation of any standard of air quality less than pure air creates 
a “license to pollute.” 61 Under an ambient scheme, punitive or remedial 
action is triggered only by a violation of the designated level of pollution 
in the air envelope.62 In an area having air quality superior to that 
standard, pollutors are free to discharge any amount of pollution as 
long as the air ambient standard is not violated.63 While this problem 
stems from an incremental approach to improving air quality, it is 
nevertheless true that, absent some correcting mechanism, the ambient 
air quality scheme allows for degradation of the air.

Whether state or federally dictated, ambient air standards can lead 
to discrimination among industries in various states. Under the ambient 
air quality scheme, emission standards and other direct limitations on 
pollution sources are established to meet the ambient standard.64 Where 
states set their own ambient standards, 50 different levels of air quality 
may be set, each directly affecting the allowable pollution emitted from 
a particular industrial source. Competing industries in different states, 
required to meet differing emission restrictions, therefore bear unequal 
pollution control costs.65 The unequal burden, ultimately passed to
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the consumer in the form of increased prices, results in an unfavorable 
competitive position for industries situated in jurisdictions having strict 
ambient standards.66 The inevitable effect is not only inadvertent pen
alization of those industries doing most to clean up the air, but also 
the creation of local industrial pressure to downgrade the stricter 
ambient standards.67 The net national impact is a minimization of 
ambient air quality standards to the lowest common denominator.68 A 
similar result occurs when national ambient standards are imposed. 
While the ambient standards are uniform nationally, state emission 
standards as a means of achieving the national ambient standard still 
vary from state to state depending upon the existing air quality and 
the number of pollution sources.69 Industrial interests would pressure 
states having less air pollution to set liberal emission standards.

Under national ambient standards, the uniform levels tend to become 
the norm, rather than minimal requirement.70 A gap exists between the 
level selected and a more stringent, yet achievable standard if a national 
standard is set at a level below superior air quality.71 In states desiring 
a better quality of air than the minimum suggested by the federal gov
ernment, industrial developers urge that the national standard is a 
prudent and desirable goal.72 Thus, establishment of national ambient 
air standards in effect creates a maximum standard, to which states, be
cause of political and economic pressures, are forced to conform.73

of those meteorological factors that influence the dispersal and transport of 
pollutants in the air, and consideration of the various other factors that 
influence air quality. They may mean that emissions standards will vary’ 
from one place to another, even though their application is intended to 
result in the same degree of air quality.

Hearings an S. 780 Before the Subcomm. an Air and Water Pollution of the Senate 
Comm. an Public Warks, 90th Cong., 1st Sess., pt. 3, at 1155 (1967) (statement of Dr. 
John T. Middleton) [hereinafter cited as 1967 Senate Hearings].

66“ [I]t is difficult for a single industrial firm to burden itself with expenses that wiD 
put it at a competitive disadvantage when it knows that others in the same industry are 
not doing so . . . .” Id. pt. 2, at 766. One of the main arguments used in 1967 by 
those urging national emission standards was that it would alleviate the competitive 
disadvantage resulting from state setting of ambient and emission standards. See id. 
pt. 3, at 1153.

67 Such dow ngrading of state standards has occurred under the Clean Air Act 
Amendment of 1970. In Kentucky, emission standards originally set at a level stricter 
than suggested by the federal government were replaced with the lower federal 
standard, apparently because of perceived economic disadvantages of a stricter standard. 
See 1972 Senate Oversight Hearings, pt. 1, at 170-71.

68 See 1970 House Hearings, pt. 1, at 31.
69 See notes 51-52 supra and accompanying text.
70 See 1970 Senate Hearings, pt. 4, at 1186.
71 See id. pt. 1, at 68-69; id. pt. 4, at 1490; notes 62-63 supra and accompanying text.
72 See 1972 Senate Oversight Hearings, pt. 1, at 210-11.
73 See notes 153-154 infra and accompanying text.
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Fhe difficulties in monitoring and enforcement are indicative of the 
weak nature of an ambient scheme;74 but it is the inability to directly 
restrict emissions which severely limits its efficacy as a strong air pol
lution device. The ineffective nature of ambient standards surfaced 
in 1970: “I am talking about controls . . .  to stop [air pollution]. . . . 
How are we going to stop it? . . . You don’t allow . . . [the Secretary 
of HEW] to set a standard, an emission standard?” 75

74 See notes 56-60 supra and accompanying text.
75 See generally 1910 House Hearings, pt. 2, at 549.
7 8 Section 4(a) of the Clean Air A ct Amendments of 1970 bases its scheme on air 

quality standards. 42 U.S.C. §§ 1857c-4, 1857c-5 (1970).
77 See S. Doc. No. 63, 91st Cong., 2d Sess. 101 (1970).
78 See id. at 100.
7® See id. at 101.
80 See id. at 104.
81 See id. at 105.

See 3 A. Stern, supra note 51, at 621-22.

EMISSION STANDARDS

Applying emission restrictions directly to stationary sources is the 
most effective means of controlling air pollution; it identifies and restricts 
the pollution at its source. However, emission standards alone may be 
insufficient to reduce the quantity of pollution in the ambient air to 
a desired level.

The favored method of determining emission standards is to base them 
on air quality standards.76 Essentially, the emission standard for a desig
nated pollutant is determined by comparing the computed aggregate 
of pollution concentration, in light of the dispersion resulting from 
meteorological and topographical conditions to the designated air qual
ity standard. If the computed air quality fails to meet the standard, 
then emissions must be restricted to the degree necessary to reduce 
the aggregate concentration to an acceptable level.77 If industrial growth 
is projected, a percentage of concentration must be reserved for antici
pated additional emissions.78 In any case, the emission reduction re
quired is allocated among the different sources.79

Closely related to the air quality derivation technique, the roll back 
method bases emission standards on a level of air quality considered 
acceptable at some point in the past.80 For example, California estab
lished emission limits for automobiles on the basis of air quality which 
was considered acceptable immediately preceding the onset of smog 
in Los Angeles in the early 1940’s.81 The earlier level is determined 
either by historical air quality data, or if that is unavailable, by an esti
mate of the prior pollution level.82 Projection of the future pollution
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level is compared to the earlier acceptable pollution level to determine 
the emission reduction per unit of source required to achieve the prior 
level.83

83 Id. at 622.
84 See S. Doc. No. 63, 91st Cong., 2d Sess. 106 (1970).
85 See id. at 103, 106.
86 See notes 64-69 supra and accompanying text.
87 See notes 64-67 supra and accompanying text.

The third and most stringent measure requires plants to acquire the 
“best technology available” or controls in keeping with the “most 
advanced state of the art.” 84 This level ensures that technological ad
vances will be reflected in equipment actually being used in both exist
ing and new stationary sources. Problems inhere, however, in this non
objective standard. “Best available technology” is open to many inter
pretations. It may include the latest developments, or only those methods 
which have been time-proven.85 86 While the technology may exist, the 
costs may be so prohibitive as to make the mechanism “unavailable’' 
for most industrial firms. A further difficulty concerns application of 
the technology to existing sources. A plant worth $2 million in its 
tenth year of a 15-year useful life should not be required to acquire 
new equipment costing 5250,000 and having a useful life of 20 years. 
With continual advancement in control technology, a plant may be 
confronted with installation and replacement of pollution control de
vices at every technological advance. It would be unreasonable to 
require a business to continually replace costly equipment in order to 
conform with the best available technology. Some mechanism must 
be incorporated to make allowances for this factor. One means is to 
negotiate with the individual firm concerning the application of the 
best available technology standard.

Although any of these three methods of deriving emission standards 
could be implemented at the state or federal level, ambient standard 
derivation and the roll back techniques seem to be most easily imple
mented at the state level. The vast information-gathering network 
required for federal standard-setting under these two methods would 
of itself mitigate against such authority. On the other hand, the rather 
objective standard of best available technology would lend itself equally 
well to state or federal promulgation.

Some of the same considerations involved in state or national setting 
of ambient standards also are relevant in the context of emission stand
ard-setting.80 The flexibility of considering local conditions when set
ting emission standards at the state level creates the possibility of dif
ferent emission standards among the states, thus resulting in competitive 
disadvantages among competing industries in different states.87 Again,
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state emission standard-setting is subject to the criticism that states de
siring more stringent standards may be forced to lower their standards 
in order to encourage continued industrial development and retain 
existing industry.88

88 See note 68 supra and accompanying text.
89 See notes 70-73 supra and accompanying text.
90 See notes 84-85 supra and accompanying text.
91 See notes 65-68 supra and accompanying text.
92 See notes 88-89 supra and accompanying text.
93 See note 71 supra and accompanying text.
94 See notes 56-63 supra and accompanying text.

W hile national minimum emission standards would eliminate the un
fair competitive advantage of industries in states setting less stringent 
standards, and would not allow the states to favor industries having 
local markets, emission standards, like ambient standards, may, because 
of local economic and political pressures, become maximum standards 
for the country.89

However, even though fraught with the difficulties inherent in such 
a method of determination,90 promulgation of national emission standards 
based on best available technology eliminates both the disadvantages of 
local standard-setting91 and the minimum-maximum issue92 by estab
lishing the most stringent standard. Thus, there could exist no gap 
between the established restriction and an achievable standard.93

A Proposal: T he N eed for N ational E mission Standards

The present federal ambient standard control scheme is only partially 
effective at best.94 More direct federal authority over pollution sources 
is needed to ensure aggressive leadership in maintaining and improving 
air quality in the United States. An effective air pollution control 
scheme must integrate national emission standards and national primary 
and secondary air quality standards.

“best available technology”

National emission standards would not be derived from the national 
ambient standards, but would be based upon the best available tech
nology7, as determined by the Administrator of the Environmental Pro
tection Agency. The national standards should be imposed only upon 
those industries having a national impact on the environment, as deter
mined by geographic distribution and volume of emissions. Emission 
limitations would then be set by industrial category. In order to avoid 
over-burdening small companies within a particular industrial classifica
tion, emission standards would be established on a sliding scale, the
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strictest emission standards being imposed on large corporations which 
are better able to absorb the cost of pollution control, with lesser re
strictions on smaller plants.95

95 See S. Doc. No. 63, 91st Cong., 2d Sess., 103-04, 107 (1970). The sliding scale 
would be determined on the basis of productive capacity, on the assumption that a 
larger number of production units would more easily bear the cost of air pollution 
control. Id. at 103-04. Additionally, larger plants emit a greater absolute quantity of 
pollution, and thus should bear a greater burden. Id.

96 See notes 84-85 supra and accompanying text.
97 See Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-4(b) (I)-(2) 

(1970); notes 5-7 supra and accompanying text.
98 See note 54 supra and accompanying text.

“Best available technology’’ would be defined as that process which 
has been demonstrated to achieve the lowest emission level. Such 
demonstration would not require time-proven performance, but only a 
showing to the satisfaction of the Administrator of the effectiveness 
of the process. To avoid the unreasonable burdens of continual altera
tions to keep pace with advancing technology, installation of the cur
rent best available technology would immunize the installer for a 
period of years, based upon the process’ estimated useful life. All new 
sources, of course, would be required to adopt the best available tech
nology. An independent board would be established to modify emis
sion standards for individual polluters where economic hardship would 
result from applying new equipment to rapidly-obsolescing plants.96 
All such hearings would be a matter of public record and decisions 
would be reviewable by the courts.

While national emission standards would ensure direct federal con
trol over pollution sources, national primary and secondary standards 
would be retained to require that air quality not be hazardous to human 
health.97 If enforcement of national emission standards failed to achieve 
the primary ambient standard, states would be required to initiate 
additional control strategies such as emission standards for those sources 
not having a significant national impact on air quality, and such non
emission restrictions as land use control.98 Additionally, states would be 
required to formulate implementation plans necessary to ensure moni
toring of the ambient air and industrial compliance with the national 
emission standards by developing procedures for measuring emissions 
from point sources.

ADVANTAGES OF A NATIONAL EMISSION SCHEME

The proposed national ambient emission scheme would provide 
comprehensive federal control. National emission standards would 
provide the federal government with an effective method of controlling
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major sources of pollution by giving it authority over the source itself 
through emission standard-setting authority, rather than through the 
more cumbersome method of ambient air quality standard-setting with 
veto power over state implementation plans." Retention of the ambient 
standards will ensure maintenance of a uniform national air quality.

Under this scheme, the cost of air pollution will be levied equally 
among similarly situated industries across the country. This would 
eliminate the potential threat of unfair competitive advantage arising 
from state imposition of less stringent emission standards under the 
present legislative scheme.1”0 The best available technology standard 
allows no leeway in standard-setting, the very factor which has made 
stare pollution efforts vulnerable to industrial pressure.99 100 101 Since the 
best available technology standard is the maximum standard possible, 
any possible discrepancy between similar industries situated in different 
states would be eliminated.102

9 9 See Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5 (1970).
100 See notes 63-65 supra and accompanying text.
101 See note 67 supra and accompanying text.
102 See notes 65-66 supra and accompanying text.
102 See note 61 supra and accompanying text.
104 See 1912 Senate Oversight Hearings, pt. 1, at 181.
105 Clean Air Act § 101(a)(3), 42 U.S.C. § 1857(a)(3) (1970).

Finally, the merger of national ambient standards and national emis
sions standards would remove the weakness in the present national 
ambient standard scheme which, in effect, creates a license to pollute.103 
Under the 1970 scheme, sources can continue to pollute until the 
ambient air quality violates the national ambient standard, unless the 
state is willing to establish more stringent emission standards than those 
required to meet the national ambient standards.104 Under a national 
ambient-national emission scheme, each source must comply with the 
best available technology, regardless of the quality of the air in its 
locality.

EFFECTS ON LOCAL CONTROL OF AIR POLLUTION

The primary obstacle to national emission standards is the traditional 
congressional judgment that “the prevention and control of air pol
lution at its source is the primary responsibility of state and local gov
ernments” and is best implemented at that level.105 Traditional appli
cation of air ambient standards and emission controls may justify this 
judgment. Where standards are not as strict as possible, some variation 
mav exist, and allocation of control cost burdens will be discretionary.
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Advantages of Local Control. No federal program could pos
sibly take into account the different patterns of living characteristic 
of many communities across the nation. Transportation facilities, fuel 
usage, industrial concentration, and physical tolerance of air pollution 
vary in each state and locality. A federal program might also lose, in 
many urban areas where pollution pervades on a nationwide scale, the 
expertise of small groups of “dedicated professionals” who are aware 
of the problems and techniques necessary for abatement.106 The meteor
ology and topography of an area often will dictate the extent of the air 
pollution problem and the possibilities for successful abatement. These 
physical factors can be controlled or neutralized locally through the 
mechanics of urban planning and zoning—for example by location of 
industry and apartment incinerators in areas where indigenous physical 
conditions can be utilized. The attitude of the urban citizen is also an 
important consideration. Citizen support, recognized as a key to the 
advancement of anti-pollution programs, is fostered best on a more 
personalized local and state level.107

106 See Locher, The Case for a Local or Regional Air Pollution Control Program, in 
Proceedings: T he T hird N ational Conference on Air Pollution 400, 402 (U.S. 
Dep’t. of H EW  1966). Historically, cities have been engaged in air pollution control 
for over 75 years, but early efforts were concerned only with smoke and dust control 
problems. The recognition of the serious effects of air pollution on urban living is a 
relatively recent development.

107 “The building of a better environment will require in the long term a citizenry 
that is both deeply concerned and fully informed.” H. Doc. No. 46, 92d Cong., 1st 
Sess. 20 (1971).

The extent of present citizen participation in environmental reform is indicated by 
the fact that as of August 1971 there were over 3,100 environmental organizations in 
the United States. Approximately 2,500 of these were local groups. These figures do 
not include civic, church, or school groups or local chapters of national organizations. 
In addition there are over 250 national and regional groups and nearly 400 state en
vironmental organizations. The combined efforts of all these organizations has an im
measurable effect on environmental improvement. Council on Environmental Quality, 
Second Annual Report 89-90 (1971).

The economics of air pollution control and decisionmaking is a 
factor which affects the ability and willingness of a community to clean 
up its air. Judgments as to the priority of various desires and goals are 
essentially unique since they depend on job opportunities and alterna
tives open to the work force in the area. Judgments of this type often 
narrow down to a choice between the economic growth and security 
of a community and the physical health and aesthetics safeguarded by 
a vigorous abatement program. Too often the choice takes the form 
of economic blackmail whereby the industry upon which the com
munity depends for economic stability threatens to reduce its work or
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move to another location.lus In this situation, a state agency will not 
be subjected to as many local industrial influences and pressures and 
therefore should assume a larger supervisory role. Correlatively, state, 
as opposed to local, agencies can assure industry that some plants will 
not operate under an excessive competitive disadvantage because of 
variation in standards imposed by different areas and localities within 
that state. At the same time, state agencies can provide pollution con
trol in areas outside the jurisdictional boundaries of local programs and 
problems beyond the local agency’s willingness or ability to correct.108 109

108 See note 159 infra and accompanying text.
lOOYaffe, A Roll Call of the States—Where Do W e Stand in State and Interstate Air 

Pollution Control?, in Proceedings: T he T hird N ational Conference on A ir Pollution 
3*9 (U.S. Dep’t. of HEW  1966).

-10 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5(a) (2) (B) (1970); 
see notes 167-191 infra and accompanying text.

in  Ser J. Esposito, supra note 16, at 111; Rossano, Federal Abatement of Major 
Intrastate Air Pollution Sources, in Proceedings: T he T hird N ational Conference 
on Air Pollution 480, 481 (U.S. Dep’t of H EW  1966). See generally Greco, The 
Clem Air Amendments of 1910: Better Automotive Ideas From Congress, 1 Environ
mental Affairs 384 (1971).

As previously mentioned, nonfederal agencies are the most efficient 
arbitrators of state and local idiosyncratic variations. The Clean Air 
Act Amendments of 1970 theoretically acknowledged this by requiring 
states to submit their own implementation plans and control techniques 
and to include in them emission limitations for specific pollutants so 
as to achieve an ambient air quality consistent with the national ambient 
standards.110

Invocation of an often-touted principle of federalism, however, does 
not answer the question of whether state and local governmental units 
are equipped to do the job without assistance. Despite the advantages 
of local control and despite congressional rhetoric, federal supervision 
is gradually preempting development of strong state or regional pro
grams.111

Countervailing Factors. Many of the justifications for state
control would be eliminated by national emission standards based on 
rhe best technology available. Knowledge of local topography and 
.neteorology would not be necessary for emission standard-setting be
cause the emission standards would not be derived from ambient stand
ards. States with regions having unique conditions causing exceptional 
pollution concentration would be unable to provide any stricter stand
ards than those required by the federal government to cope with their 
pollution problems. If further controls were still required or desired, 
the state could adopt other control strategies as deemed necessary.
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Furthermore, national emission standards, rather than controlling 
every incinerator in the country, would limit federal control to only 
those sources having a significant impact on the environment. States 
would still regulate less offensive sources, such as incinerators, by means 
of emission standards and bans on open burning. State and local gov
ernments would retain authority, of course, over the more complex 
strategies such as urban planning and zoning. The proposed scheme 
would still allow local public participation in control of local air 
pollution sources.

On the national level, full public participation would be required 
during the rulemaking process. Under section 4(a) of the Clean Air 
Act Amendments of 1970, public participation was limited to a maxi
mum 90 day public comment period for the promulgation of national 
ambient standards.112 This provision should be amended to provide for 
public hearings prior to promulgation of both national ambient and 
emission standards and all other rules and regulations affecting the 
environmental effort.113

1 1 2 42 U.S.C. §§ 1857c-4(a)(l)-(2 ) (1970). Prior to the 1970 enactment, public hearings 
as opposed to a “comment period” prior to final promulgation were urged, but the 
enacted legislation retained the comment period. See 1970 Senate Hearings, pt. 1, at 151.

113 See notes 170-173 infra and accompanying text.
114 See 1972 Senate Oversight Hearings, pt. 1, at 176.
115 See notes 32, 38 supra and accompanying text; notes 153-154 infra and accompany

ing text.
116 See note 72 supra and accompanying text.
117 See 1972 Senate Oversight Hearings, pt. 1, at 176.

The ultimate question upon which the issue of local versus national 
control rests is whether environmental decisions which affect the jobs 
of citizens and the economic welfare of cities across the country should 
be made by those directly affected by such decisions, or by a more 
distant, and perhaps harsher, federal bureaucracy. However, whether 
local or federal control is really more representative of the desires of 
those ultimately affected by stringent air pollution control—workers 
and consumers—is still at issue. Some local officials, based on experience 
with the 1970 Act, urge that public participation at the local level 
results in stricter controls than those suggested by the federal govern
ment.114 On the other hand, such efforts are often undercut by indus
trial-political lobbying which lessens the incentive for state controls.115 116 
However, disparate state emission standards, the catalyst for economic 
blackmail, would be eliminated under the proposed fusion of national 
ambient and national emission schemes.316 If it is true that public par
ticipation does result in more stringent control, then national emission 
standards would probably result in the realization of those efforts.117
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Another criticism of national control is that uniform application of 
strict standards involves a misapplication of the finite monetary resources 
available for air pollution control.118 It is urged by some commentators 
that these resources should be focused on those areas with the most 
severe air pollution problems, where the air quality now constitutes 
a health hazard, rather than on those areas where the air quality is 
superior to the primary ambient air quality standard.119 This argument 
has much merit; however, under the present scheme, the duplication 
of state efforts in determining emission standards and the subsequent 
approval by the Environmental Protection Agency120 already severely 
saps the energies and resources of the state and federal agencies so 
vitally needed for effective monitoring and enforcement—the heart of 
anv air pollution control program.121

118 In response to a suggestion of the ease of national emission standards, one advocate 
responded, “ (y]es, it is easy to set it, but is it practical? . . . [l]f there is a power 
plant out in ‘No Man’s Land,’ with no one living around it, is it to be as restricted 
as one in downtown New York?” 1970 House Hearings, pt. 2, at 548.

119 See id.
12° See Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5 (1970).
121 One of the primary justifications for adopting national ambient standards in 1970 

was the duplication of efforts and the time-consuming nature of state ambient standard 
setting. See 1970 Senate Hearings, pt. 4, at 1371-72; id. pt. 1, at 134, 279; note 28 supra 
and accompanying text.

122 See 1972 Senate Oversight Hearings, pt. 1, at 3-4, 10.
123 See id. at 10.
124 See id. at 245-56; note 145 infra and accompanying text.
125 See 1972 Senate Oversight Hearings, pt. 1, at 211-13; notes 153-154 infra and ac

companying text.

As states have already formulated plans for complying with the initial 
national standards, some feel that further amendment of air pollution 
laws is premature since the 1970 scheme has been in effect for only 
18 months. However, witnesses at hearings on implementation of the 
Clean Air Act Amendments of 1970 predicted on the basis of their 
experiences with the Act that the present scheme will prove ineffec
tive.122 Critics submit that EPA should reject many of the proposed 
state implementation plans for failure to demonstrate an ability to meet 
the national primary ambient air quality standards.123 Further expendi
ture of time and money on reformulation may be unwarranted if a 
more certain method of control might be legislated. Waiting to judge 
the efficacy of the 1970 Act could mean that air quality superior to the 
national primary standard may be degraded, under EPA’s construc
tion of the law.124 At the same time, intense industrial lobbying is forc
ing those states desiring to set ambient air quality standards and emission 
standards stricter than those required and suggested bv the federal 
government to settle for less than the desired goal.125 Therefore, promul-
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gation of national emission standards based upon the best technology 
available would accelerate enforcement of control strategies, prevent 
substantial degradation, and eliminate possibilities of “backsliding” by 
state agencies.126

1 26See note 154 infra and accompanying text.
127 EPA, Requirements for Preparation, Adoption and Submittal of Implementation 

Plans, 40 C.F.R. § 51 (1972) [hereinafter cited as EPA Final Guidelines]. In develop
ment of the EPA Final Guidelines, proposals were published in April 1971. EPA, 
Proposed Regulations for Preparation, Adoption, and Submittal of Implementation 
Plans, 36 Fed. Reg. 6680 (1971) [hereinafter cited as EPA Proposed Guidelines]. A 
revision of this proposal received consideration by EPA, but the revision was never 
published. EPA, Regulations for Preparation, Adoption and Submittal of Implementation 
Plans, June 28, 1971 [hereinafter cited as EPA Revised Guidelines] (copy on file at 
G eo. L.J.). The EPA Final Guidelines, as published in the Federal Register, showed 
signs of editing in that sections were not numbered consecutively and references were 
made to sections that no longer existed. By the time of publication in the Code of 
Federal Regulations, these errors were corrected. Compare EPA Final Guidelines, 40 
C.F.R. § 51 (1972) -with FPA Final Guidelines, 36 Fed. Reg. 15,486 (1971).

Implementation: An H onest E ffort U ndermined

The aforementioned advantages of a national emission scheme would 
be offset, however, if EPA, particularly its Administrator, is not insu
lated from political pressure. When the public health and welfare are 
at stake, EPA must be willing to withstand bypartisan political oppo
sition, develop a broad, not overly cautious, reading of the statutes in 
a light most favorable to environmental enhancement, and fight pub
licly for an increased federal environmental budget. Above all else, 
EPA’s primary concern should be the preservation and creation of 
environmental quality, for its performance will determine the degree 
of public confidence in federal efforts.

POLITICAL INTERVENTION

Only an independent federal agency is fully capable of providing 
the environmental leadership necessary to an effective national effort 
and the growth of public confidence. Existing evidence appears to 
demonstrate that intense political and industrial clout prevented EPA. 
an agency of the executive department and far from independent, from 
fully adhering to the specific statutory mandate and intent of Congress 
in the promulgation of the Clean Air Act Amendments of 1970. This is 
particularly true with regard to EPA’s guidance and assistance in the 
formulation of state implementation plans. The implementation plan 
guidelines127 published bv EPA are neither as useful and instructive 
to the states as possible, nor as accurate as Congress intended; further-
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more, EPA final guidelines will not help ensure full protection of the 
public health and welfare.

An intensive examination of recent EPA leadership was conducted 
in February and March of 1972 when the Air and Water Pollution 
Subcommittee of the Senate Public Works Committee conducted over
sight hearings on EPA implementation of the Clean Air Act Amend
ments of 1970. In the previous 13 months, EPA had developed guide
lines for state implementation plans, published criteria for air pollutants, 
issued standards of performance for both hazardous air pollutants and 
some stationary sources, and received implementation plans from nearly 
all the states and territories.* * * 128 Witnesses testifying during the Senate 
oversight hearings leveled serious charges at the EPA and its Admin
istrator, William D. Ruckelshaus. One of the major allegations was 
that EPA has permitted the Executive Office of Management and 
Budget (OMB) to control decisionmaking both during the development 
of the EPA guidelines for state implementation plans and in the final 
approval of those plans.129

i23 See 1912 Senate Oversight Hearings, pt. 1, at 1 (statement of Senator Eagleton).
Over 40 states met the January 31, 1972 deadline. EPA Press Release (Feb. 2, 1972).

129/772 Senate Oversight Hearings, pt. 1, at 4-8, 170-71 (statement of Richard Ayres,
Director of Project on Clean Air, Natural Resources Defense Council, and Frank
Partec, Technical Director, Kentucky Air Pollution Control Comm’n).

1*0 EPA Proposed Guidelines, stipra note 127, at 6680.
1*136 Fed. Reg. 8186 (1971).
132 1912 Senate Oversight Hearings, pt. 1, at 226 (statement of William Ruckelshaus, 

Administrator, EPA). The guidelines are officially referred to as regulations; but 
during testimony of all witnesses, including William Ruckelshaus, the term guidelines is 
used.

133 J. .Middleton, Briefing Memorandum to Administrator Ruckelshaus, June 28, 1971, 
in 1912 Senate Oversight Hearings, pt. 1, at 47. The only federal agencies and depart
ments to comment in writing were (1) Federal Power Commission; (2) Department 
of Commerce; (3) Department of Defense; (4) Department of Agriculture; and (5) 
Human Resources Department of the District of Columbia Government. See id. at 50-56.

On April 7, 1971, EPA published proposed guidelines130 applicable 
to the preparation, adoption, and submittal by the states of implementa
tion plans demonstrating how they wrould enforce and maintain the 
federal national ambient air quality standards.131 The promulgation of 
guidelines was not a formal statutory requirement; EPA drew them up 
under its own authority in order to amplify and clarify the meaning 
of the 1970 Act.132 The proposed guidelines were followed by a five 
week period of public comment during which EPA received more 
than 400 written comments from interested persons, organizations, and 
government agencies.133 On June 28, 1971, Dr. John T. Middleton, 
Deputy Assistant Administrator for Air Programs, submitted revised
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guidelines134 to Administrator Ruckelshaus. Attached to the revision 
was a memorandum describing the most significant changes and noting 
that “early promulgation of these regulations is essential.” 135 The sense 
of urgency indicated by this memo was not unwarranted because the 
guidelines had already delayed state action by two months—that is, the 
states were required by the 1970 Act to submit implementation plans 
within nine months after April 30, 1971.136 Thus, the sooner the states 
received final guidelines, the sooner implementation plans could be 
written and submitted.

134 EPA Revised Guidelines, supra note 127.
135 J. Middleton, Briefing Memorandum to Administrator Ruckelshaus, June 28, 1971. 

in 1972 Senate Oversight Hearings, pt. 1, at 47. Environmental groups had urged EPA 
to adopt a non-degradation policy applicable to clean air areas. The June 28 revisions, 
therefore, included the following statement: “Approval of a plan shall not be considered 
in any manner to allow significant deterioration of existing air quality in any portion 
of any state.” EPA Revised Guidelines, supra note 127, at § 420.07(b). Requirements for 
development of state compliance schedules were spelled out more clearly. See id. § 
420.15. The introduction to appendix B was rewritten so as to explain more precisely 
its nature and purpose—setting forth examples, rules, and regulations, including adminis
trative rules and emission limitations, which would help states attain national ambient 
air quality standards. J. Middleton, Briefing Memorandum to Administrator Ruckels
haus, June 28, 1971, in 1972 Senate Oversight Hearings, pt. 1, at 47; see notes 176-177 
infra and accompanying text.

136 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5(a)(1) (1970). 
EPA was required to establish national ambient air quality standards by April 30, 1971. 
Id. § 1857c-4(a)(l) (B).

137 The authenticity of the unpublished EPA guidelines of June 28, 1971, is based 
upon several considerations. First, they are explicitly referred to in Dr. Middleton’s 
briefing memorandum of June 28, 1971. J. Middleton, Briefing Memorandum to Ad
ministrator Ruckelshaus, June 28, 1971, in 1972 Senate Oversight Hearings, pt. 1, at 47. 
Second, an examination of the EPA final guidelines, as first published in the Federal 
Register, reveals that appendix L, dealing with emergency episode procedures, is para
graphed in an entirely inconsistent fashion. The first paragraph is labeled “51 1.5,”’ 
suggesting that it was numbered consecutively with other sections of the guidelines 
which were subsequently omitted. EPA Final Guidelines, app. L, 36 Fed. Reg. 15,503 
(1971). Third, section 1.6 of appendix L, as published in the Federal Register, contains 
a reference to section 1.02 which does not exist in the final guidelines. Id. However, 
the unpublished EPA revised guidelines did indeed contain a section 1.02. EPA Revised 
Guidelines, supra note 127, at § 1.02. Taken together, the Middleton briefing memoran
dum, the fact that the final guidelines contain a paragraph completely out of place, 
and the reference to a non-existent section, lead to the conclusion that the unpublished 
revised guidelines of June 28, 1971, “were in fact set in type before they were with
drawn by OMB.” 1972 Senate Oversight Hearings, pt. 1, at 9 (statement of Richard 
Ayres, Director of Project on Clean Air, Natural Resources Defense Council).

133 Air & W ater N ews, July 12, 1971, at 1.

However, the June 1971 version of the guidelines was never pub
lished.137 Very shortly before publication date, OMB withdrew the 
revised guidelines,138 allegedly in order to “ [give] other agencies a 
chance to comment on the Guidelines’ effect on their areas of respon-
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sibility on their budgets." 139 The intervention of OMB might seem 
innocuous except that on August 14, 1971, EPA published its final 
guidelines140 with a number of very significant alterations and deletions 
which emasculate the efforts of state air pollution agencies and violate 
the congressional intent embodied in the 1970 Act.141 Administrator 
Ruckelshaus and other EPA officials categorically denied that OMB 
was responsible for the final revisions.142

130 Id. OMB is an arm of the executive branch.
HO EPA Final Guidelines, 36 Fed. Reg. 15,486 (1971); see notes 127, 137 supra.
141 See notes 146-191 infra and accompanying text.
142 “OMB did not get any final crack at the regulations. OMB is nothing more than 

a conduit to insure that other Federal agencies who want to comment on any regula
tion that we might issue are given that right to comment. The final determination as 
to what ought to be in the Guidelines is mine.” 1972 Senate Oversight Hearings, pt. 1, 
at 243. The issue of OMB review and control of EPA decisionmaking was raised many 
rimes during the hearings and each time Administrator Ruckelshaus denied that his 
authority had been preempted.

R3 The extent of OMB’s intervention is nearly impossible to estimate accurately. 
Critics maintain that OMB personally rewrote many sections of the June 28 version 
of the Guidelines. See 1972 Senate Oversight Hearings, pt. 1, at 5-8 (statement of Rich
ard Ayres, Director of Project on Clean Air, Natural Resources Defense Council). 
While denying that this occurred, EPA did admit that OMB coordinated an inter
agency review. “So, from that point on, to the extent that the inter-agency review, 
the process that is overseen by OMB, makes sure that the policy-makers of these agen
cies know what we are doing when we issue these standards, I am very happy about 
it . . . .” Id. at 326. The immediate effect of OMB’s “review” was to delay the pro
mulgation of final EPA guidelines another six weeks. As a result of this further delay, 
the State agencies had only a little over five months to work with the guidelines as 
thev drew’ up their implementation plans. Section 4(a) of the Clean Air Act Amend
ments of 1970 had provided nine months as a reasonable time in which to formulate 
and submit implementation plans. 42 U.S.C. § 1857c-5(a) (1) (1970). Secondly, the OMB 
review permitted federal departments and agencies to comment and affect the guide
lines in secret and at a time well beyond the public comment period provided by EPA. 
The twenty-one day public comment period originally provided by EPA had already 
been extended by two weeks. See J. Middleton, Briefing Memorandum to Administrator 
Ruckelshaus, June 28, 1971, in 1972 Senate Oversight Hearings, pt. 1, at 47. In a second 
memorandum to Mr. Ruckelshaus which accompanied the further alterations made in 
the June 28 version, Dr. Middleton states that the final guidelines “incorporate the ad
ditional changes made since June 28, 1971, in response to comments by Federal agen
cies.’' J. Middleton, Briefing Memorandum to Administrator Ruckelshaus, Aug. 2, 1971, 
in 1972 Senate Oversight Hearings, pt. 1, at 49. It is difficult to believe that the written 
comments submitted by five federal departments and agencies during the public com
ment period formed the basis for substantial changes in the June 28 version of the 
guidelines. See note 133 supra. Only one of these written comments, that of the Federal 
Power Commission, dealt in any substance with the changes made between June 28 
and the final guidelines in August. Whole sections that stood unchanged and relatively 
unchallenged in the proposed and revised guidelines of April and June were radically 
altered in the final version of the guidelines. See 1972 S. Oversight Hearings, pt. 1, at 5

Regardless of who had the last word on the final EPA guidelines of 
August,113 it is nevertheless a fact that those guidelines were significantly
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weakened between June 28 and August 14, 1971. Administrator Ruckels- 
haus has constantly defended the final guidelines,* * * 144 and it is for at least 
this reason that he must bear full responsibility not only for permitting 
harmful eleventh-hour inter-agency review145 but also for the product 
of that review—guidelines which seriously jeopardize the effectiveness 
of many state implementation plans. In order to appreciate the impact 
of the EPA guidelines, their treatment of non-degradation of existing 
clean air, cost impact factors as an influence on state control formulation^ 
control strategies, permit requirements, and emission limitations, and 
their effect on state agency resistance to industrial lobbying must be 
examined.

(statement of Richard Ayres, Director of Project on Clean Air, Natural Resources De
fense Council). Compare EPA Proposed Guidelines, supra note 127 and EPA Revised
Guidelines, supra note 127 'with EPA Final Guidelines, supra note 127.

144 “J would be glad to explain every one of these guideline changes that have been 
pointed to as proof that we are delegating that responsibility to some other governmental 
agency and point out the reasons why I made those changes myself.” 1972 Senate Over
sight Hearings, pt. 1, at 239.

145 According to Richard E. Ayres of the National Resources Defense Council, Inc., 
OMB involvement in EPA affairs did not end with “review” of the June 28 guidelines. 
He accused OMB of planning to manage a review of state implementation plans which 
were due on January 31, 1971. 1972 Senate Oversight Hearings, pt. 1, at 5. The basis for 
these charges was an EPA document which indicated by means of a “flow chart” that 
every implementation plan would go through a two month process of federal agency 
review. EPA itself has only four months to approve or remand the implementation plans. 
Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5(a) (2) (1970). Accord
ing to this document, however, each plan must go for nine working days to the De
partment of Transportation, nine days to the Federal Power Commission, and 22 days 
to OMB for final review. Standards and Development Division of Office of Air Pro
grams, State Implementation Plan Review Procedure, Jan. 1972, in 1972 Senate Over
sight Hearings, pt. 1, at 9. Mr. Ruckelshaus hotly denied that the flow chart indicated 
the policy of his agency. He did admit, however, that OMB would “sit on a committee 
that we chair that will review the aggregate impact of all these implementation plans.” 
1972 Senate Oversight Hearings, pt. 1, at 236. However, Frank P. Partee, Technical 
Director of the Kentucky Air Pollution Commission, testified that he had been notified 
by the EPA Regional Office in Atlanta “that all State plans must be submitted to the 
Office of Management and Budget before final approval.” Id. at 171.

An OMB memorandum dated October 5, 1971, reveals that OMB had established an 
official “procedure for improving the interagency coordination of proposed agency 
regulations, standards, guidelines and similar materials pertaining to environmental qual
ity, consumer protection, and occupational and public health and safety. This procedure 
will apply to all such materials proposed for issuance by any executive department 
or agency other than the regulatory boards or commissions listed in the attachment 
. . . .” The agencies exempted do not include EPA. The memo goes on to say that 
“ [plroposed and final regulations, standards, guidelines . . . should be submitted to the 
Office of Management and Budget at least 30 days prior to the scheduled announce
ment.” G. Schultz, OMB Memo to Heads of Departments and Agencies, Oct. 5, 1971 
(copy on file at Geo. L.J.).
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T H E  EPA GU ID ELIN ES

Son-degradation. The non-degradation principle means that
existing air of high quality should not be allowed to deteriorate to the 
level of the national ambient standard. The Clean Air Act has con
sistently provided that “ [t]he purposes of this title are to protect and 
enhance the quality of the Nation’s air resources so as to promote the 
public health and welfare and the productive capacity of its popula
tion.’' 146 Congressional intent147 and the interpretation of this section 
of the Act by EPA’s predecessor, H EW ,148 were completely consistent 
prior to the passage of the Clean Air Act Amendments of 1970. Both 
Congress and HEW  realized that non-degradation was an essential part 
of any federal air pollution legislation. Administrator Ruckelshaus, 
however, entrusted with the authority of enforcing the Clean Air Act, 
has claimed lack of authority to forbid the states from allowing degra
dation of the air up to ambient air quality standards.149 It is his belief 
that the Administrator is required to approve any state implementation 
plan which meets the national ambient air quality standards, regardless 
of how pristine the air presently is in that particular state.150 The final 
Guidelines contain, therefore, a far from adequate stipulation151 which

146 42 U.S.C. § 1857(b)(1) (1970).
147 The Senate report on the Clean Air Act Amendments of 1970 stated that “ [i]n 

areas where current air pollution levels are already equal to, or better than, the air 
quality goals, the [administrator] should not approve any implementation plan which 
does not provide, to the maximum extent practicable, for the continued maintenance 
of such ambient air quality.” S. Rep. No. 1196, 91st Cong., 2d Sess. 11 (1970).

148 Secretary of HEW  Robert Finch, testifying before the Senate Subcommittee on 
Air and Water Pollution stated:

One of the express purposes of the Clean Air Act is ‘to protect and enhance 
the quality of the Nation’s air resources.’ It will continue to be our view 
that implementation plans that would permit significant deterioration of air 
quality in any area would be in conflict with the provisions of the act. W e 
do not intend to condone ‘backsliding.’ If an area has air quality which is 
better than the national standard, they would be required to stay there and 
not pollute the air even further, even though they may be below national 
standards.

1910 Senate Hearings, pt. 1, at 143.
1491912 Senate Oversight Hearings, pt. 1, at 246. Mr. Ruckelshaus bases his state

ment on section 4(a) of the Clean Air Act Amendments of 1970. 42 U.S.C. § 1857c- 
5(a)(2)-(A) (1970).

150/772 Senate Oversight Hearings, pt. 1, at 246.
iR1 “Nothing in this part shall be construed in any manner: a) T o  encourage a State 

to prepare, adopt, or submit a plan which does not provide for the protection and 
enhancement of air quality so as to promote the public health and welfare and pro
ductive capacity.” EPA Final Guidelines, 40 C.F.R. § 51.2(a) (1972).

Prior to the OMB review, the June 28 version of the guidelines contained a much 
stronger and more positive statement as to non-degradation. During the public com
ment period environmental groups, according to Dr. Middleton, had urged that EPA
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pays only lip service to the non-degradation goal of the Clean Air Act.* * * * * * * 152

include in its guidelines a non-degradation policy applicable to clean areas. Although
the June 28 version contained a reference to a non-degradation requirement, EPA
regarded it merely as a national goal and not as a requirement of the statute. J. Mid
dleton, Briefing Memorandum to Administrator Ruckelshaus, June 28, 1971, in 1912 Sen
ate Oversight Hearings, pt. 1, at 47. The statement provided that “[ajpproval of a plan
shall not be considered in any manner to allow significant deterioration of existing
air quality in any portion of any State.”

152 Guidelines published by H E W  in 1969 outlined procedures for implementation 
of the Air Quality Act of 1967. Although the Air Quality Act of 1967 is considered 
to be far less stringent than the Clean Air Act Amendments of 1970, the 1969 guide
lines were far more unequivocable in regard to non-degradation: “ [A]n explicit pur
pose of the Act [Air Quality Act of 1967] is to ‘protect and enhance the quality of 
the Nation’s air resources.’ Air quality standards which, even if fully implemented, 
would result in significant deterioration of air quality in any susbtantial portion of an 
air quality control region clearly would conflict with this express purpose of the law.” 
National Air Pollution Control Administration, U.S. Dept, of Health, Education and 
Welfare, Guidelines for the Development of Air Quality Standards and Implementation 
Plans, pt. 1, § 1.51, at 7 (1969).

153 See 1912 Senate Oversight Hearings, pt. 1, at 219.
154 Kentucky, the nation’s leading producer of coal in 1971, relinquished newly 

adopted sulfur dioxide standards which were nearly three times as stringent as the 
federal standards. 1912 Senate Oversight Hearings, pt. 1, at 169-70 (statement of Frank 
Partee, Kentucky Air Pollution Control Program). Partee subsequently commented 
that the effect of the lack of a non-degradation standard in the EPA guidelines “ [w]ould 
be perhaps not to create great incentive on the part of the States to contain those kind 
of statements in their individual State plans.” Id. at 206. Mr. Benjamin Wake, of Mon
tana, claiming that the ambient air quality standards approach encourages a systematic 
deterioration of the air quality that is better than those standards, stated that “[w]hen 
the Federal Government makes regulations that are different from those of the States, 
they have a characteristic of being cast in bronze and the law of the land. . . . When 
the Federal Government makes standards that are different, then it weakens our posi
tion. W e have difficulty maintaining our standing in the community as it were.” Id. at 
211. Frank Josselson, Assistant Attorney General of Ohio, remarked that “neither the 
general assembly or any administrative agency in Ohio is inclined to impose greater 
burdens on industry to achieve higher standards.” Id. at 213.

The long range effect of EPA’s excessively restrictive reading of 
the 1970 Act as to non-degradation will only result in deterioration of 
clean air in those states fortunate enough to have it. This belief was 
shared by state agency spokesmen who testified in 1972 before the 
Senate Subcommittee on Air and Water Pollution.153 Their testimony 
revealed that when a federal agency promulgates mandatory national 
standards without including non-degradation requirements, then in 
those areas where the ambient air quality is superior to the national 
standards, the state pollution agencies and legislatures are subjected to 
intense industrial lobbying urging a backsliding of more stringent state 
standards.154 Thus, when there exists a substantial difference between 
federal and state standards, states are often forced to choose between 
cleaner air and economic well being and development. Stringent stare



1972] Clean A ir 179

air pollution standards are not only going to make it unprofitable for 
large industrial polluters to remain in that area, but also make it diffi
cult for the state to attract new industry. Thus, federal ambient stand
ards, intended to serve as minimum controls on effluent waste, actually 
become a maximum standard largely because of the reluctance of EPA 
to take a firm stand on the inevitability of degradation.

It is important to note, however, that EPA’s interpretation of its 
responsibilities as to non-degradation was challenged successfully by the 
Sierra Club in the United States District Court for the District of 
Columbia. The court issued a preliminary injunction on May 31, 1972, 
prohibiting EPA approval of any state implementation plan that would 
allow degradation of existing air quality.155

155 Sierra Club v. Ruckelshaus, Civil No. 1031-72 (D.D.C. May 30, 1972), appeal 
docketed, No. 72-1528, D.C. Cir., June 9, 1972. The court stated, however, that EPA 
may approve state implementation plans provided that the Administrator reviews the 
plans within four months to ensure that they would not permit existing air quality to 
deteriorate. The Administrator also was ordered to disapprove within four months any 
plan that allows air quality deterioration and to propose within six months regulations 
for any state whose plan is deficient under the court-ordered standard. The decision 
came only one day before EPA publication of regulations approving all or part of 55 
plans submitted by states and territories. See 37 Fed. Reg. 10,842-906 (1972).

156 Air Quality Act of 1967, Pub. L. No. 90-148, § 2, 81 Stat. 490-91, repealed, Clean 
Air Act Amendments of 1970, Pub. L. No. 91-604, § 4(a), 84 Stat. 1678.

157 The Senate Committee deleted all wording as to economic feasibility and cost in 
setting national ambient standards which appeared in the original bill with the single 
exception of new source performance standards. S. Rep. N o. 1196, 91st Cong., 2d Sess. 
2-3 (1970). Senator Eagleton stated:

On this question of an economic factor, I am as positive about this as a 
mortal can be that [it] was specifically written out of the Bill [Clean Air 
Act Amendments of 1970] because many hours were spent in conference 
debating the economic feasibility factor and the House had such language 
in the bill as: “Giving due consideration to economic and technological feasi
bility of compliance.” That appeared in more than one place in the House 
bill, and it was stricken from the bill in conference to go back to the Senate 
version which had no economic factor as far as protection of public health 
was concerned.

1972 Senate Oversight Hearings, pt. 1, at 21.
158 See 1972 Senate Oversight Hearings, pt. 1. at 276-277 (statement of William 

Ruckelshaus, Administrator, EPA).

Economic Impact Factors. A major flaw of the Air Quality
Act of 1967 was that it directed states to consider the costs and economic 
feasibility of control when setting air quality standards.156 For this 
reason, Congress, in passing the 1970 Act, specifically prohibited EPA 
from considering economic costs in setting primary national ambient 
standards.157 EPA has complied with the 1970 Act in that respect.158 
However, in the final EPA guidelines, the states were encouraged to 
take into account economic considerations, such as cost effectiveness and
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social and economic impact109 when formulating their implementation 
plans and control strategies.159 160 Encouraging a state to consider the 
economics of complying with federal standards is an inappropriate 
concern of the guidelines. Ironically, the Administrator’s firm support 
of the economic feasibility section in the guidelines161 directly contra
dicts the arguments presented against such considerations in a docu
ment published by EPA just six months earlier.162 While the letter of 
the 1970 Act does not forbid the states from considering the social and 
economic impact of their implementation plans, the legislative history 
of the Act evidences Congress’ unwillingness to sacrifice the public 
health and welfare to economic exigencies.163 Some of the practical 
effects of EPA’s economic impact language have already been felt.164 It 
may be that state air pollution agencies now will be subjected to court 
challenges on the grounds that they have failed to adequately consider 
economic factors in formulating their implementation plans.165

159 EPA Final Guidelines, 40 C.F.R. 51.1(a), 51.2(b) (1972).
160 Neither the original proposed guidelines of April 7, 1971, nor the revised guide

lines of June 28, 1971, contain any reference to economic considerations. EPA Revised 
Guidelines, supra note 127; EPA Proposed Guidelines, supra note 127. Both of Dr. Mid
dleton’s briefing memorandums to Administrator Ruckelshaus ignore any written com
ments as to economic feasibility factors received during the public comment period 
following the publication of the proposed guidelines in April. J. Middleton, Briefing 
Memorandum to Administrator Ruckelshaus, Aug. 2, 1971, in 1912 Senate Oversight 
Hearings, pt. 1, at 49; J. Middleton, Briefing Memorandum to Administrator Ruckels
haus, June 28, 1971, in id. at 47.

161 See 1912 Senate Oversight Hearings, pt. 1, at 249-51 (statement of William 
Ruckelshaus, Administrator, EPA).

162 See Air Pollution Control Office, EPA, Necessary Legislative Considerations for 
Coordinated Local, State, and Federal Air Pollution Control Programs, Mar. 1971, in 
id. at 34, 191.

163 See note 157 supra.
164 The effect of this aspect of the guidelines is similar to the industrial lobbying 

urging state uniformity with federal ambient standards because of the absence of any 
effective non-degradation guidelines. See notes 153-154 supra and accompanying text.

165 See 1912 Senate Oversight Hearings, pt. 1, at 34-35.
166 42 U.S.C. § 1857c-5 (a)(2)(B) (1970).

Compliance Schedules. Section 4(a) of the Clean Air Act
Amendments of 1970 requires that state implementation plans include 
“timetables for compliance with . . . [emission] limitations.” 166 These 
timetables, referred to as compliance schedules, are an integral part of 
any implementation plan. They establish a series of dates by which 
major sources of pollution must install abatement equipment or initiate 
new fuel burning policies enabling their states to meet the national
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ambient standards. Without these compliance schedules, a gap exists 
between state control strategies and effective enforcement.167

167 7P72 Senate Oversight Hearings, pt. 1, at 39.
168 State implementation plans were due January 30, 1972. Guideline section 51.15 

allowed states to defer submission of compliance schedules until their first semi-annual 
report was due. Assuming that EPA approved the implementation plans within the 
four month deadline, the first semi-annual report would not be due until February 
15, 1973. EPA Final Guidelines, 40 C.F.R. §§ 51.15(a) (2), 51.7 (1972).

169 Clean Air Act Amendments of 1970 § 4a, 42 U.S.C. § 1857c-5(a) (2) (B) (1970). 
Mr. Ruckelshaus, during the questioning at the 1972 hearings, attempted to justify the 
guidelines on this point. He cited the states’ claim that it was impossible to get specific 
compliance schedules into EPA by the date the implementation plans were due. 1912 
Senate Oversight Hearings, pt. 1, at 277. Of course, part of the blame for the states’ 
inability to work up the schedules in time was the four month tardiness in promulga
tion of the guidelines.

1 7 0 Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. § 1857c-5(a)(1) (1970). 
Furthermore, the Act requires that any variances subsequently written into the imple- 
mentation plans be subjected to public hearings and EPA approval. Id. § 1857c-(5) (a) (3). 
A variance, typically, but often unjustifiably, is given for industry allegations of “undue 
hardship” or “technical and economic infeasibility.” 1912 Senate Oversight Hearings, 
pt. 1, at 45.

171 1912 Senate Oversight Hearings, pt. 1. at 278. Later, however, Ruckelshaus con
ceded that possibly the Act did require public hearings in this area. Id. at 279.

172 id.
173 Id.
174 Clean Air Act Amendments of 1970 5 12(a), 42 U.S.C. § 1857h-2 (1970). This 

section provides that any citizen may bring a civil suit in his own behalf against any

The final EPA Guidelines severely compromise the Clean Air Act 
Amendments of 1970 in this area. Section 51.15 (a)(2) of the guide
lines permits states to submit compliance schedules separately, apart 
from the implementation plans, but no later than February 15, 197 3.168 
This stipulation is in clear violation of the 1970 Act.169

As a result, it is possible that public scrutiny of these compliance 
schedules will be forsaken. The Act requires statewide public hearings 
on the implementation plans before submittal to EPA.170 In granting 
the extension, EPA failed to require separate hearings on the compliance 
schedules before submittal even though they would have been publicly 
examined had they been submitted with the implementation plans. 
During the 1972 Senate hearings, Administrator Ruckelshaus indicated 
that EPA would encourage public hearings on the implementation 
plans, but hearings would not be required of the states because the Act 
did not mandate it.171 He was “sympathetic with [the public’s] desire 
to know” 172 but, nevertheless, felt that the public hearings might turn 
into an “endless process.” 173

Not only will the temporary absence of the compliance schedules 
permit further degradation of the nation’s air, but it will also hinder the 
use of a public participation mechanism in the Act—the citizen suit.174
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The absence of compliance schedules often will make it difficult for 
courts, agencies, and the public to invoke legal sanctions against indus
tries which have failed to comply with state control strategies.

Permit Requirements. A permit system is a formal means by
which a state can force industry to disclose the pollution reduction 
capabilities of existing and new stationary sources. The proposed EPA 
guidelines required that state pollution agencies, directly responsible 
for implementation plans, have legal authority to establish and operate 
a statewide system under which permits would be required for the 
construction and operation of new stationary sources and the construc
tion and operation of modifications to existing sources.* * * 175 In addition, 
appendix B176 of the proposed guidelines contained an elaborate set of 
administrative provisions regarding permits for new stationary sources.177

person, including the federal government or individual agencies, alleging violation of
an emission standard or failure to comply with an order issued bv the Administrator or
a state with respect to a standard or limitation.

175 EPA Proposed Guidelines, supra note 127, at 6682.
176 Id. app. B, at 6688. Appendix B was considered a model licensing system under 

which every new and existing stationary source of air pollution would need either 
a permit to operate or an agency-approved compliance schedule. Permits would be 
granted only if the point source operated in compliance with emission standards. An 
agency-approved compliance schedule would indicate that the point source would be in 
compliance with emission standards within three years. Appendix B was a strong 
suggestion bv EPA that it would not approve an implementation plan unless it contained 
similar provisions. 1912 Senate Oversight Hearings, pt. 1, at 184 (statement of Frank 
Josselson, Ass’t Attorney General, Ohio).

177 EPA Proposed Guidelines, app. B, § 1, supra note 127, at 6688. Apparently Mr. 
Ruckelshaus at one point favored permit requirements in the guidelines. In a letter to 
Governor John Gilligan of Ohio, dated February 16, 1971, he included a permit system 
as one of the “types of statutory authorin' states will need.” 1912 Senate Oversight 
Hearings, pt. 1 at 194-96.

178 See EPA Final Guidelines, app. B. 40 C.F.R. § 51 (1972).
179 Id. § 51.11(a)(4).

However, the final EPA guidelines deleted all references to permits. 
Appendix B no longer contains model permit requirements178 and 
section 51.11 merely requires that the state, not the state pollution 
agency, have legal authority to prevent construction or modification 
of any stationary source where emissions from such sources would pre
vent attainment or maintenance of a national standard.179 Where this 
authority rests is an important distinction. The proposed guidelines 
would have required most states to enact new legislation granting per
mit enforcement powers to the state pollution agencies. However, as a 
result of the modifications and omissions of the final guidelines in this 
area, those states with existing systems will have to continue to depend 
on already heavily burdened enforcement agencies. Those states lack
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ing any permit requirements will be deprived of an essential channel of 
information vital to abatement efforts.180

180 The deletion nearly frustrated the efforts of Ohio’s Attorney General to obtain 
a licencing system in that state’s environmental legislation. See 1972 Senate Oversight 
Hearings, pt. 1, at 189-90.

181 S. Rep. No. 403 90th Cong., 1st Sess. 30 (1967).
EPA Final Guidelines, 40 C.F.R. § 51.1 (n) (1972).

183 EPA Proposed Guidelines, supra note 127, at 6681.
184 EPA Revised Guidelines, supra note 127, at § 420.10(a).
«5 42 U.S.C. § 1857c-5(a )(2) (1970).
11,6 EPA Final Guidelines, 40 C.F.R. § 51.1 (n) (1972).
187 1972 Senate Oversight Hearings, pt. 1, at 245-46. Mr. Ruckelshaus is correct in 

stating that he is obligated, under the Act, to approve an implementation plan which 
assures that the national ambient standards will be met and maintained within a specified 
period of time. However, he apparently fails to understand that the very same section 
of the Act imposes a dual burden—that of assuring that emission limitations are a part 
of every implementation plan. Clean Air Act Amendments of 1970 § 4(a), 42 U.S.C. 
' 1857c-5(a)(2) (B) (1970). He did testify that in the vast majority of cases some sort 
of emission limitation scheme will be necessary in the implementation plans. 1972 
Senate Oversight Hearings, pt. 1 at 245. However, it is clear that the Act requires 
emission limitations in all plans.

1&8 S. Doc. No. 63, 91st Cong., 1st Sess. (1970). Among the recommendations con-

Emission Limitations. An emission limitation or restriction is a
legally enforceable limitation on the amount of pollution that a single 
source or category of sources may discharge into the ambient air.181 The 
final EPA guidelines do not require that states establish emission limita
tions as part of their control strategies.182 This was not an incidental 
oversight, for both the proposed guidelines of April183 and the revised 
guidelines of June184 explicitly required emission limitations as part of 
the implementation plans.

Such emission limitations are mandated by both congressional intent 
and the precise wording of section 4(a) of the Clean Air Act Amend
ments of 1970. This section requires the Administrator of EPA to ap
prove an implementation plan if he determines, inter alia, that it includes 
emission limitations drawn up by the respective states.185 However, the 
I PA guidelines at section 51.1 (n) merely include emission limitations 
as one of a number of measures which may be used, rather than must 
be used, in the formulation of a control strategy.186

This is but another example of EPA’s restrictive and irregular reading 
of the Act’s requirements as to implementation plans. Rather than en
couraging all states to adopt the strictest possible plans, EPA’s Adminis
trator maintains that he has no authority to require a state to adopt 
emission limitations in a region where there is no violation of the national 
ambient standard.187 Not only does this approach contradict an ex
tensive study188 made by HEW , the predecessor of EPA, but there is
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overwhelming evidence that Congress considered mandatory emission 
limitations to be essential to effective promulgation of the Act.* * * 189 State
ments of both President Nixon190 and Senator Muskie, chairman of the 
Senate subcommittee on Air and Water Pollution indicate the very 
same sentiments.191

tained in this study was “that all major stationary sources must be subject to emission
limitations and that the timetable for adoption and application of such limitations
must be shortened.” Id. at xviii.

189 “S. 3546 will also require emission requirements for all sources of air pollution 
in a region to be filed with the implementation plan.” 1970 Senate Hearings, pt. 1, at 
67. “The Committee bill would . . . require that emission requirements be established 
by each State for sources of air pollution agents . . . and that these emission require
ments be monitored and enforceable.” S. Rep. N o. 1196, 91st Cong., 2d. Sess. 12 (1970).

190 Speaking of the implementation plans in his Environmental Message of February 
10, 1970, President Nixon stated: “These abatement plans would cover areas both in
side and outside of Federally designated air quality control regions, and could be 
designed to achieve any higher levels of air quality which the states might choose to 
establish. They would include emission standards for stationary sources of air pollu
tion.” H.R. Doc. No. 225, 91st Cong., 2d. Sess. 8 (1970).

191 Senator Muskie displayed the same understanding: “ (W ]e had intended that 
emission requirements be taken into account in the 1967 act, and the confusion which 
has developed under it is one of the reasons why this provision is in this bill.” 1970 
Senate Hearings, pt. 1, at 72.

192 See notes 94-126 supra and accompanying text.
193 Clean Air Act 301-16, 42 U.S.C. 5 1857h-l to 1857/ (1970).
194 Reorganization Plan No. 3 of 1970, 3 CE.R. 199 (Comp. 1970), 42 U.S.C. § 4321 

(1970).

T he N eed for an Independent Environmental Agency

In addition to amending the Clean Air Act so as to include national 
emission standards based on the best technology available,192 title III, 
dealing with the role and the duties of the Administrator of EP A, should 
be reexamined,193 and the bureaucratic structure of EPA itself should 
be reformed significantly.

The development of EPA decisionmaking commensurate with the 
public trust placed in it will be blunted considerably without structural 
reform of the agency. Presently, EPA functions neither as a purely 
executive agency or department—such as the Department of the In
terior—nor as an independent federal regulatory agency or commission 
—such as the Federal Trade Commission. It is possible that under the 
terms of Presidential Reorganization Plan Number Three, which trans
ferred environmental functions from other executive departments to the 
newly formed EPA,194 a more independent agency than now exists was 
visualized:

Because environmental protection cuts across so many jurisdic
tions, and because arresting environmental deterioration is of great
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importance to the quality of life in our country and the world, I 
believe that in this case a strong, independent agency is needed. 
That agency would, of course, work closely with and draw upon 
the expertise and assistance of other agencies having expertise in 
the environmental area.195

Best classified as a hybrid, EPA has no similarity to any other presently 
existing federal agency. It differs from independent regulatory agen
cies because of its programmatic functions—research and development, 
and monitoring of those industries and areas affected by its regulations.196 
In addition, its status as an agency of the executive branch, rather than an 
independent regulatory agency, creates a greater potential for political 
manipulation during the decisionmaking process.197 Certain character
istics distinguish it, however, from other agencies of the executive 
branch. EPA’s raison d'etre is twofold—it sets and enforces pollution 
control standards.198 This broad authority involves a much greater 
responsibility than the daily management activities of other executive 
departments.

Due to the inchoate nature of early federal environmental efforts,199 
EPA and its Administrators were given broad powers of direction under 
the Clean Air Act Amendments of 1970, even though certain responsi
bilities were statutorily defined. It is in precisely those areas where ad
ministrative discretion is most prevalent that EPA should make a con
siderable effort to ensure its responsiveness to public needs and its pro
tection of the public interest. Unfortunately, few real safeguards exist. 
The Administrative Procedure Act does not forbid ex parte communica
tions to federal agencies during rulemaking sessions as it does during for
mal or adjudicative proceedings.200 At the very least, however, the OMB 
“review” of EPA’s revised guidelines,201 while not illegal, presents an 
appearance of impropriety which will continue to undermine public 
confidence in federal environmental efforts. In addition, the official 
inter-agency review structure, established by OMB in October 1971,202 
is potentially, if not actually, a direct threat to the independent per
formance of federal departments and agencies, particularly EPA.

116 Cong. Rec. 23,379, 23,380-81 (1970).
’■"■Interview with Richard M. Fairbanks, Adjunct Professor of Law, Georgetown 

University Law Center, former Special Assistant to the Administrator of EPA, July 24, 
1972; see Cong. Rec. 23,381 (1970).

See notes 129-145 supra and accompanying text.
116 Cong. Rec. 23,379 (1970).

2005 U5.C. § 554(d) (1970).
201 See notes 129-143 supra and accompanying text.
202 See note 145 supra.
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The Freedom of Information Act also exempts internal staff memo
randums and correspondence from the public disclosure provisions of 
the Act.203 Although it is commonly known that many abuses of this 
executive privilege do occur, there is at least an arguable advantage to 
its preservation. It is very possible, notwithstanding the virtues of full 
public disclosure, that EPA’s position on various environmental issues 
might be distorted by isolated memorandums and correspondence. 
However, it is urged that Congress reexamine not only the underlving 
basis for the executive privilege, but also structure a means by which 
increased public dissemination of EPA internal documents can regularly 
occur so that the public’s right to know is adequately protected with
out distorting official agency positions.

2035 U.S.C. § 552b(5) (1970).
2045 U.S.C. § 552b(l)-(9) (1970).
205 42 U.S.C. § 1857j-2 (1970).

Public awareness is not only a citizen’s right, but also a catalyst for 
public participation in environmental reform. Therefore, it is suggested 
that Congress forbid ex parte communications with the Administrator 
or his support staff not only during formal or adjudicative sessions, but 
also during rulemaking and the promulgation of nationwide regulations. 
Any oral or written comments offered or solicited during a rulemaking 
oeriod should be submitted to EPA at large and subsequently published 
::or public scrutiny within a reasonable time. The appointment calen
dars of all top EPA officials also should be a matter of public informa
tion and not within any of the various exceptions listed in the Freedom 
of Information Act.204 Furthermore, appointment of the Administrator 
should be on a long term fixed basis and not at the pleasure of the 
President. He, like Commissioners of the FCC or FTC and other re<yu- 
latory agencies, should be subject to removal only for cause.

There are certain means by which EPA can augment public aware
ness of its activities. For example, the Administrator’s annual report to 
Congress required by section 12 (a) of the Clean Air Act Amendments of 
197O205 should be more than a mere perfunctory survey of EPA activity 
within the past 12 months and a justification for increased federal 
appropriations. The annual report could serve as a vehicle for increased 
public disclosure by including narratives of how certain decisions were 
reached and what activity is planned during the following years and 
by distributing it routinely to local and environmental groups.

A vigorous decentralization of environmental authority is needed. 
The Administrator should delegate more authority to the regional 
offices. In this way environmental efforts might be more attuned to the 
idiosyncratic endeavors of local and state anti-pollution organizations.
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Bringing the work home to an individual area or region with its own 
particular problems would fulfill one of the implicit goals of the Clean 
Air Act—increased public participation in environmental efforts.206

I'he expansion of legitimate public intervention in environmental 
affairs would be attained if the executive branch saw fit to loosen its 
grasp on federal environmental affairs. Significant advancement in en
vironmental regulation would be more readily assured by transforming 
EPA into an independent regulatory agency.

Permitting expanded public scrutiny and encouraging intervention 
by those representing nothing more than the public interest would 
bolster public confidence in federal anti-pollution efforts. Above all else 
it would ensure the development of mature administrative decision
making with environmental quality as its only objective.

Conclusion

The Clean Air Act Amendments of 1970 contain an implicit congres
sional assumption—that the states failed to initiate or monitor effective 
air pollution programs. It remains to be seen whether this most recent 
step in the federalization of air control will eradicate the shortcomings 
of previous legislation. The 1970 Act may prove to be a congressional 
response which merely perpetuates the failures experienced under the 
Air Quality Act of 1967.

Infusion of national emission and national ambient standards will in
stitute the long-awaited vigorous federal air pollution program. Tech
nological reform, however, will be less than effective unless prophylac
tic devices are established to shield EPA from undesirable political and 
industrial intrusions.

2°« 19~12 Senate Oversight Hearings, pt. 1. at 28-30.





COMMENTS
ANTITRUST BARRIERS TO FRANCHISING
The use of franchising in this country dates back to the late nine

teenth century. This business technique became widespread, however, 
only after the Second World W ar.1 Its phenomenal growth, particu
larly in the past ten years, not only has worked major changes in the 
business world, but also has effected a resurgence of the small, inde
pendent entrepreneur.2 Increased use of franchising has forced legis- 
ators, large corporations, trade associations, investors, and others both 

within and without the business milieu to consider the ramifications of 
this business form.3 Certain exclusive dealing practices of franchisors, 
included in many franchise contracts, have come under attack by the 
increasingly pervasive federal antitrust laws.4 This Comment will ex-

1 E. Lewis & R. H ancock, T he Franchise System of D istribution 10 (1963); Averill, 
Antitrust Considerations of the Principle Distribution Restrictions in Franchise Agree
ments, 15 Am . UJL. Rev. 28 (1965).

2 In recent years, financial failure has characterized the efforts of small businessmen 
to compete with larger corporations. Franchising has helped to brake this trend by 
providing financial aid to retailers desirous of entering large shopping centers and by 
supplying expert merchandising assistance and retail training. See Hall, Franchising- 
Nene Scope for an Old Technique, 42 H arv. Bus. Rev. 60, 67-70 (1964); note 6 infra 
and accompanying text.

3 See Senate Select Comm , on Small Business, 92d Cong., 1st Sess., Report on the 
Economic Effects of Franchising 16-21 (Comm. Print 1971). Franchising came of 
age during the 1960’s. In addition to the traditional franchised enterprises, such as 
automobile dealerships, the franchising technique expanded into such diverse businesses 
as restaurants, grocery stores, and tax services. Id. at 16. The success of this business 
technique has attracted large corporations and spurred the development of industry-wide 
trade associations such as the International Franchise Association and the National Asso
ciation of Franchise Companies. Id. at 17.

Congress has responded to the franchise boom with proposals for expanded federal 
regulation. Id. at 18-19. Senator Harrison A. Williams, Jr., recommended the passage 
of an act which would require Securities and Exchange Commission supervision of 
franchising and the fair and full disclosure by a franchisor of the nature of franchisor 
and franchisee interests in business franchises. See S. 3844, 91st Cong., 2d Sess. (1970). 
The Franchise Competitive Practice Act, proposed by Senator Philip Hart, would spe
cifically regulate the contractual relationship between the franchisor and franchisee by 
placing limitations on the termination, cancellation, or failure to renew a franchise. 
See S. 2321, 91st Cong., 1st Sess. (1969).

State legislators have also proposed full disclosure acts. See Wong, In Absence of 
Federal Rules, More States Begin Regulating the Franchising Industry, Wall Street 
Journal, Oct. 11, 1971, at 22, col. 1; see Senate Select Comm , on Small Business, supra 
at 18-19.

4 See Sherman Antitrust Act 1, 2, 15 U.S.C. §5 1, 2 (1970); Clayton Act § 3, 15 
U.S.C. ' 14 (1970); Federal Trade Commission Act ■ 5, 15 U.S.C. § 45 (1970); notes 
43-67 infra.
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amine one such practice—the use of the tying arrangement to ensure 
5

F ranchising

Franchising is a hybrid business form which combines many advan
tages inherent in a large-scale commercial operation with a number of 
the desirable features traditionally found only in a small business.5 6 
The heart of this business form is the franchise contract.7 In this agree
ment, the franchisor licenses the franchisee to do business under the 
franchisor’s trademark or servicemark, usually a federally registered 
trademark,8 and agrees to furnish the franchisee not only the financing 
necessary to enter into business but also the technical assistance, such 
as mass advertising and management training,9 necessary to remain in 
business.10 Thus, this unique business arrangement has provided the 
opportunity for many individuals to establish what can be termed their 
own enterprises and thereby has contributed to the growth of broad 
market competition.11

5 See generally Averill, supra note 1, at 44-51. Averill defines a tying arrangement 
as an agreement whereby a supplier agrees to sell or lease a product or service only 
on condition that the purchaser also buy or lease another product or service. Id. at 44. 
See also Senate Select Com m , on Small Business, supra note 3, at 47.

6 See Zeidman, Remarks, 11 Antitrust Bull. 455, 457 (1966); cf. Averill, supra note 
1, at 29. “[T]he expansion of mass discount merchandising, continued growth of cor
porate chains, growth of shopping centers whose leases require a large amount of 
capital, the decline of population of small, country towns, and the independent retailers’ 
inexperience in business marketing have led greatly to the disappearance of the small 
independent retailer. . . .” Id. Since franchising provides financial aid and management 
training, the advantages usually available to large scale operations are afforded the small 
entrepreneur. See id. Franchises combine this financial backing with the traditional 
advantages of operation of a small business—imagination and adaptability to the special 
needs of clientele. See Zeidman, Remarks, 11 Antitrust Bull. 455, 457 (1966).

7 See notes 30, 88 infra and accompanying text.
8 See note 63 infra.
9 See Zeidman, supra note 6, at 457. These advantages generate cost savings, lower 

prices, and a wider variety of products and services. See id. See also Handler, State
ment Before the Small Business Administration, 11 Antitrust Bull. 417, 419-20 (1966).

10 See Averill, supra note 1, at 29; note 6 supra and accompanying text.
11 By the end of 1969, 1,200 franchisors were licensing over 650,000 businesses with a 

gross income of $100 billion annually. Fortune, Dec. 1969, at 34.
12 Uniformity and similarity7 of experience is the economic underpinning of the 

franchise distribution system. A total collapse of the system would likely result if 
franchisors were precluded from ensuring qualitative consistency. See Handler, supra 
note 9, at 435.

Since consumers often patronize franchised businesses because they 
offer security against variances in product quality,12 the franchisor, 
franchisee, and consumer each have a vested interest in the maintenance 
of uniform quality, upon which franchise success depends. Maintenance
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of quality may well require that the agreement between franchisor and 
franchisee contain a guarantee of product uniformity.13 Moreover, 
because in most franchise arrangements the franchisor is permitting the 
franchisee to use its trademark or servicemark, the franchisor’s need 
to guard against damage to its reputation and public image militates 
even more strongly in favor of contractual provisions prescribing 
methods of guaranteeing qualitative constancy and product uniformity.14

In fact, the concept of trademark has gradually changed through the 
influence of franchising.15 As early as the Middle Ages, the manufac
turer and a product’s place of origin was indicated by a distinctive 
symbol or trademark.16 Today the nature of a trademark has expanded 
bevond mere product identification to a symbol of a business enterprise 
assuring a certain product quality.17

The trademark then acts as a two-way guarantee.18 On one hand, 
the trademark assures the constancy of a product; on the other hand, 
it protects the trademark owner against unauthorized use of his valuable 
business reputation.19 This dual function was emphasized in Denison 
Mattress Factory v. Spring-Air Co.20 where it was held that under a 
contract licensing a trademark, a licensee could be required to purchase 
licensor-prescribed materials from specifically designated sources.21 The 
court justified this arrangement when it indicated that a trademark 
would be worthless to both the holder and the consumer if purchasers 
relying on the reputation of the holder received products of unpredict
able design and quality.22

While trademark protection benefits the trademark holder, it imposes 
a dutv on him by both statute23 and judicial decision.24 The Lanham

13 See notes 30, 88 infra and accompanying text.
14 See notes 124-133 infra and accompanying text.
15 See generally 3 R. Callmann, T he Law of U nfair Competition, T rademarks and 

Monopolies § 65 (3d cd. 1969).
16 See id. § 65.1. 
it See id. § 65.2.
18 The wider the spectrum covered by the trademark, the more applicable is the 

guarantee function. A trademark attached only to a single article ensures only the 
quality of the particular item. However, if the mark distinguishes an entire firm, the 
assurance afforded is not only of the quality of specified products, but also the entire 
business unit and its reputation. Id.; see Handler, Recent Antitrust Developments—1965, 
40 N.Y.U.L. Rev. 823, 852-59 (1965).

19 3 R. Callmann, supra note 15, at § 65.2; see United Drug Co. v. Theodore Rec- 
tanus Co., 248 U.S. 90, 97 (1918).

20 308 F.2d 403, 409, 410-11 (5th Cir. 1962).
21 Id. at 410-11.
22 Id. at 409, 410-11.
23 See Lanham Trade-Mark Act § 5, 15 U.S.C. § 1055 (1970). See also Handler, supra 

note 18, at 855.
24 See, e.g., Dawn Donut Co. v. Hart’s Food Stores, Inc., 267 F.2d 358, 366-67 (2d



192 T he G eorgetown Law Journal [Vol. 61:189

Trade-Mark Act25 provides for use of a trademark by related companies 
only if it is used in a manner which does not mislead the public.26 If a 
trademark holder fails to exercise control over the trademark, registra
tion of the trademark may be cancelled on application of the Federal 
Trade Commission.27 Dawn Donut Co. v. Hart's Food Stores, Inc.28 
established an affirmative duty in the franchisor to protect his trade
mark.29 In most franchising structures, the franchise contract would 
appear to be the easiest means by which the franchisor can discharge this 
affirmative duty.30

T ying Arrangements and Antitrust Laws

A tying arrangement, or “tie-in,” represents a form of exclusive deal
ing whereby a seller agrees to supply a product—the tying product- 
only if other products—the tied products—are also purchased.31 Tie-ins 
were first examined by courts in the context of patent law.32 Since 
Motion Picture Patents Co. v. Universal Film Manufacturing Co.,88 the 
Supreme Court consistently has held that products may not be tied to 
the sale of a patented article, because a patent affords the patentee the 
exclusive right to manufacture, use, and sell his invention.34 The scope 
of this protection is limited to the invention which the patent describes 
and cannot be extended to encompass materials used in conjunction 
with the patented article.35 Any restrictions on such related products

Cir. 1959); Huntington N at’l Mattress Co. v. Celanese Corp., 201 F. Supp. 938, 944 (D. 
Md. 1962); Alligator Co. v. Robert Bruce, Inc., 176 F. Supp. 377, 379 (E.D. Pa. 1959).

25 15 U.S.C. §§ 1051-72, 1091-96, 1111-21, 1123-27 (1970).
2 6 Lanham Trade-Mark Act § 5, 15 U.S.C. § 1055 (1970).
27 Id. § 14, 15 U.S.C. § 1064(e)(1) (1970).
28 267 F.2d 358 (2d Cir. 1959).
2̂  Id. at 366-67. The court, relying on the Lanham Trade-Mark Act, stated that if 

a trademark licensor is not compelled to prevent misuse of his property the public will 
be at the mercy of individuals who mislead through the use of the trademark. Id. at 367.

30 See, e.g., Turner v. HM H Publishing Co., 380 F.2d 224, 229 (5th Cir. 1967); 
Joseph Bancroft & Sons Co. v. Shelley Knitting Mills, Inc., 212 F. Supp. 715, 717-22, 740- 
41 (E.D. Pa. 1962); Huntington Nat’l Mattress Co. v. Celanese Corp., 201 F. Supp. 938, 
942, 945 (D. Md. 1962).

31 See ABA Antitrust Section, Antitrust Developments 1955-1968, at 7 (1968); 
note 5 supra.

32 See 2 R. Callmann, supra note 15, at § 38.2(b) (2).
33 243 U.S. 502 (1917). The Court found that the booking procedure applied was 

“wholly without the scope and purpose of our patent laws” and “would be gravely 
injurious to that public interest.” Id. at 519. The first implication of per se illegality 
in the patent context appeared in Mercoid Corp. v. Minneapolis-Honeywell Regulator 
Co. 320 U.S. 680, 684 (1944).

34 See C. H ills, Antitrust Adviser § 3.12 (1971).
35 243 U.S. at 510.
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must be examined in terms of general law and not in terms of highly 
specialized patent law.36

Judicial examination of tying arrangements, however, has not been 
restricted exclusively to patent cases.37 Justice Frankfurter, in Standard 
Oil Co. v. United States™ implied that tying arrangements imposed in 
a nonpatent context should be treated differently than similar practices 
in a patent situation, declaring that the patent was prima facie evidence 
of anticompetitive controls.39 However, because beneficial results might 
accompany tying arrangements in a nonpatent situation, it would seem 
that the effects of such practices should be considered on a case by case 
basis.

Since tying arrangements have been declared unlawful under section 
three of the Clayton Act,4'1 sections one and two of the Sherman Anti
trust Act,41 and section five of the Federal Trade Commission Act,42 
application of these three federal antitrust laws to tying arrangements has 
resulted in the examination of tying arrangements in a nonpatent con
text.43 Under section three of the Clayton Act, a tying arrangement 
is unlawful if its probable effect is to “substantially lessen competition 
or tend to create a monopoly in any line of commerce.” 44 Tie-ins will 
violate section one of the Sherman Antitrust Act if they result in 
“restraint of trade or commerce among the several States.” 45 Section 
two of the Sherman Antitrust Act is violated if the tying arrangement 
is an “attempt to monopolize . . . any part of the trade or commerce 
among the several States.” 46

Distinctions are drawn between tying arrangements violative of sec
tion three of the Clayton Act and those which contravene the Sherman 
Antitrust Act.47 The latter Act establishes a two-pronged test of 
illegality, requiring proof of a seller’s dominant market position and a 
substantial effect on commerce before a tying arrangement will be 
declared invalid.48 Under section three of the Clayton Act, either the

36 320 U.S. at 684; 243 U.S. at 509-13.
37 See R. Anderson, G overnment Regulation of Business 148-49 (1950).
38 337 U.S. 293 (1949).
a» Id. at 307.

15 U.S.C. § 14 (1970).
41 Id. H 1, 2 (1970).
<2/J. § 45 (1970).
43 See 2 R. Callmann, supra note 15, at § 38.2(b) (2).
44 Clayton Act § 3, 15 U.S.C. § 14 (1970).
45 Sherman Antitrust Act §1,15 U.S.C. § 1 (1970).
49 Id. 5 2, 15 U.S.C. § 2 (1970).
47 See Times-Picayune Publishing Co. v. United States, 345 U.S. 594, 608-09 (1953).
48 The Sherman Antitrust Act applies a cumulative test to the extent that it requires 

proof of a supplier’s dominant position in a given market and an adverse effect on a 
substantial amount of commerce. Id.; see 2 R. Callmann, supra note 15, at § 38.2(b)(2).
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dominant position of a seller or the anticompetitive effect of a tying 
arrangement is sufficient to taint a tie-in.49 However, tying arrange
ments may violate section five of the Federal Trade Commission Act 
merely if they are deemed “ [u]nfair methods of competition in com
merce.” 50

49 Section three of the Clayton Act posits an alternative test whereby either a seller’s 
dominant position or the likelihood of anticompetitive results will condemn a tying 
arrangement. 345 U.S. at 608-09; see 2 R. Callmann, stipra note 15, at § 38.2(b)(2).

5 0 Federal Trade Commission Act § 5, 15 U.S.C. § 45(a)(1) (1970).
si 332 U.S. 392 (1947).
52 Id. at 395-96. The Court agreed that International Salt was entitled to a limited 

monopoly which restrained others from making or selling their patented salt-dispensing 
machines. However, this monopoly did not allow the patent holder to restrain trade 
in the market of an unpatented complement product. Id.

53 Id. The use of a patent to foreclose competition from any substantial market vio
lated both section three of the Clayton Act and section one of the Sherman Antitrust 
Act. Id. at 396.

54 Id. See also Times-Picayune Publishing Co. v. United States, 345 U.S. 594, 608 
(1953); Standard Oil Co. v. United States, 337 U.S. 293, 307 (1949); ABA Antitrust 
Section, supra note 31, at 7-8.

55 345 U.S. 594 (1953).
%Q Id. at 610-11. The Court explained rhe differences between application of section 

three of the Clayton Act and section one of the Sherman Act to tying arrangements. 
Since the purpose of section three of the Clayton Act is to preclude lessening of com
petition, its sanctions would be imposed when a seller either enjoyed a monopolistic 
position in the tying product market or restrained a substantial amount of commerce 
in the tied product market. In an action under the broader language of section one 
of the Sherman Act, both characteristics must be present to make a tie-in illegal. Id. 
at 608-09; see Sherman Antitrust Act § 1, 15 U.S.C. § 1 (1970); Clayton Act § 3, 15 
U.S.C. § 14 (1970).

57 356 U.S. 1 (1958). In Northern Pacific, sale or lease of strategically located railroad 
property was conditioned on agreement by grantees or lessees to use Northern Pacific 
transportation sen-ices provided its rates were equal to those of competing carriers. 
The Court found that Northern Pacific’s extensive land holdings gave it sufficient

Judicial scrutiny of tying arrangements began with International Salt 
Co. v. United States,51 which definitively placed tying arrangements 
within the scope of section three of the Clayton Act and section one of 
the Sherman Antitrust Act.52 International Salt declared a patent con
clusive proof of the dominance required by section one of the Sherman 
Antitrust Act53 and indicated that tying products would no longer 
have to exert dominant market power to be considered unreasonable 
per se. Rather, dominance was defined as the uniqueness inherent in 
patented products.54 Five years later, the Court, in Times-Picayune 
Publishing Co. v. United States,55 seemed to retreat from International 
Salt by suggesting that, at least in nonpatent or noncopyright cases, 
section one of the Sherman Antitrust Act would be violated only through 
exertion of dominant power in the tying product market.56 57 Northern 
Pacific Ry. v. United States,51 however, reaffirmed International Salt
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and construed “dominance” as that market power over the tying prod
uct which is sufficient “to impose an appreciable restraint on free com
petition in the tied product.” * * * * * * * 58 As a result, the distinctiveness of the 
tying product rather than market dominance became most significant 
in signaling antitrust infirmities.

leverage to affect a “not insubstantial” amount of interstate commerce. The particu
larly valuable characteristics of the land conferred sufficient power over the tying
product market to bring the agreements within the purview of antitrust laws. Id. at
7-8; see Turner, The Validity of Tying Arrangements Under the Antitrust Laws, 72
Harv. L. Rev. 50 (1958). Northern Pacific apparently reduced “dominance” to “dis
tinctiveness,” an element that may confer no market at all. Uniqueness in one product
may be counterbalanced by attributes of a competitor’s product. Id. at 53, 57.

58 356 U.S. at 11.
59 371 U.S. 38 (1962) (block booking of motion picture films to television stations). 

Commenting on the requirement of economic power, the Court stated that “[elven 
absent a showing of market dominance, the crucial economic power may be inferred 
from the tying product’s desirability to consumers or from uniqueness in its attributes.” 
Id. at 45.

60 394 U.S. 495 (1969).
«1 Id. at 502.
62 Id. at 504.
03 “The term ‘trade-mark’ includes any work, name, symbol, or device or any com

bination thereof adopted and used by a manufacturer or merchant to identify his goods 
and distinguish them from those manufactured or sold by others.” Lanham Trade-Mark 
Act § 45, 15 U.S.C. § 1127 (1970).

371 U.S. at 46-48.
See Siegel v. Chicken Delight, Inc., 311 F. Supp. 847 (N.D. Cal. 1970), aff’d, 448 

F.2d 43 (9th Cir. 1971), cert, denied, 405 U.S. 955 (1972); cf. American Mfrs. Mut.

The decision in United States v. Loew's, Inc. continued this trend.59 60 
Thus, any tying product defined as distinctive could fall within the 
ambit of section three of the Clayton Act or section one of the Sherman 
Antitrust Act. In the most recent Supreme Court consideration of 
tying arrangements, Fortner Enterprises, Inc. v. United States Steel 
Corp.,™ the Court indicated that the power necessary to make a tying 
arrangement illegal need not be a “monopoly or even a dominant 
[market] position.” 61 In Fortner, a seller having the ability to impose 
tie-ins or raise prices in any appreciable portion of a market was held 
to possess sufficient economic power to render a tying arrangement 
illegal.62

The gradual erosion of the market dominance test by International 
Salt and its progeny has had a significant impact on franchising. The 
uniqueness-distinctiveness test affects franchising through the concept 
of tie trademark since trademarked products, although not necessarily 
dominant in their relevant markets, are by definition distinctive.63 * In 
view of the Court’s focus on uniqueness in Loew's,164 an attack on fran
chise tying arrangements was inevitable.65 In Siegel v. Chicken Delight,
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Inc.,QQ the United States Court of Appeals for the Ninth Circuit in effect 
equated a trademark with a patent or copyright and declared that if the 
licensing of a trademark is conditioned upon the purchase of other 
products from the franchisor, sufficient economic power to bring the 
arrangement within the antitrust laws will be presumed.07

Despite the line of decisions condemning tying arrangements, there 
are cases in which tying arrangements have been upheld as justifiable 
business forms. Both Fortner™ and Advance Business Systems v. SCM 
Corp.™ indicate that a business practice classified as a tying arrangement 
will not necessarily be condemned if its primary purpose is to accom
plish a legitimate business objective. In past cases, protection of good 
will and reputation70 and protection of a new business have been ad
vanced as such legitimate business objectives.71 Tying arrangement 
exceptions to application of the antitrust laws are few, however; and 
of the few, the most successful justification has been maintenance of 
quality control by a licensor.72

Maintenance of Q uality Control

TYING ARRANGEMENTS

In order to prevent devaluation and loss of their valuable trademarks 
as a result of inferior or inconsistent product quality, franchisors make 
widespread use of tying arrangements.73 Usually, the franchisor does 
not supply the tied product to outlets other than its franchisees and 
quite often docs not even produce the goods itself.74 By controlling

Ins. Co. v. American Broadcasting-Paramount Theatres, Inc., 388 F.2d 272, 283 (2d 
Cir. 1967).

6 6 448 F.2d 43 (9th Cir. 1971), cert, denied, 405 U.S. 955 (1972).
67 Id. at 50, see notes 51-54 supra and accompanying text.
68 See 394 U.S. at 506.
69 See 415 F.2d 55, 68 n .ll (4th Cir. 1969).
70 See Times-Picayune Publishing Co. v. United States, 345 U.S. 594, 607 (1953). 

citing FTC v. Sinclair Refining Co., 261 U.S. 463 (1923). But see note 79 infra and 
accompanying text.

71 See United States v. Jerrold Electronics Corp., 187 F. Supp. 545 (E.D. Pa. 1960), 
aff'd per curiam, 365 U.S. 567 (1961); General Talking Pictures Corp. v. American 
Telephone & Telegraph Co., 18 F. Supp. 650 (D. Del. 1937).

72 See Susser v. Carvel Corp., 332 F.2d 505, 520 (2d Cir. 1964); Dehydrating Process 
Co. v. A.O. Smith Corp., 292 F.2d 653, 656-57 (1st Cir.), cert, denied, 368 U.S. 931 
(1961); note 124 infra and accompanying text.

73 See Senate Comm , on Small Business, supra note 3, at 47. Siegel v. Chicken 
Delight, Inc., provides an example of a typical franchise situation. Chicken Delight 
licensed its trademark to franchisees without charging a fee or royalties. Instead, the 
franchisees were required to purchase cooking equipment, mix, and paper products 
from the franchisor. 448 F.2d at 46. But see id. at 50 n.8.

74 See Brief for Int’l Franchise Ass’n as Amicus Curiae at 20-21, Siegel v. Chicken
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the source of supplies, however, franchisors can ensure the quality of 
the essential components of the franchisees’ final product.* * * * * 75 76

Delight, Inc., 448 F.2d 43 (9th Cir. 1971). The amicus contended that franchise pur
chasing requirements do not possess the potential to impair competition. Generally,
franchisors do not engage in the sale of the tied products but merely procure the sale
from designated commercial sources. Sales of the tied products are strictly limited to
franchisees. Id.

75 See Susser v. Carvel Corp., 332 F.2d 505, 520 (2d Cir. 1964). The success of an 
ice cream franchisor, Carvel, was shown to be dependent on distinctive and uniform 
flavors of its ice cream mix. By tying the mix to the franchise license, Carvel could 
ensure that the exact amount of flavoring was added to each 10-gallon can of mix de
livered to a franchisee. See also note 124 infra and accompanying text.

76 332 F.2d 505 (2d Cir. 1964).
77 Id.
™ Id. at 518.
79 See Siegel v. Chicken Delight, Inc., 448 F.2d 43, 51 (9th Cir. 1971), cert. denied, 

405 U.S. 955 (1972). The court recognized that a trademark holder has an obligation 
to maintain product standards and ensure uniform quality. Use of a tying arrangement 
to accomplish this end, however, can be justified only in the absence of a less restrictive 
alternative. Specification as to the Chicken Delight paper products was found to be a 
valid alternative as a matter of law, in the case of the cooking machinery and mix, 
specification was found to be effective as a matter of fact. See also Standard Oil Co. 
v. United States, 337 U.S. 293, 306 (1949); International Salt Co. v. United States, 332 
U 5. 392, 397-98 (1947); Turner, supra note 57, at 64.

In Susser v. Carvel Corp.,™ an ice cream franchisor wished to con
trol the quality of the ice cream mix supplied to its franchisees. To 
accomplish this, the franchisor contracted with two dairies to supply it 
with the mix and then resold the product to its 400 franchises. Carvel, 
in insisting on this procedure, was assured that its local outlets received 
a mix of known and uniform quality.77 This arrangement was chal
lenged under section three of the Clayton Act and held valid.78

Nevertheless, in other cases, this method of protecting quality has 
been held to restrain trade unduly on the grounds that the franchisor can 
adequately ensure a uniform product by issuing standards of specifi
cations and leaving the franchisee free to purchase directly from any 
supplier.79

SPECIFICATION

Specification and its applicability to franchises can best be illustrated 
in the “fast food” area. For example, A  decides to franchise the distri
bution of his well-known pizza and contracts with B for the use of the 
servicemark. A is interested in protecting the reputation of his service
mark and therefore considers specification as an appropriate means of 
controlling the quality of his franchisee's product. Thus, A  issues to 
B, in conjunction with the license, detailed recipes and lists of required 
ingredients of specified quality. Because B is free to purchase these
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essential ingredients from any source, A's most effective method of 
policing these instructions is limited to periodic inspections of B's 
premises. In many cases, such periodic inspections would be economi
cally prohibitive.80

80 Specifications and periodic inspections may be possible if the franchise is small and 
concentrated in one area. However, inspections become extremely difficult in cases 
where a franchise has thousands of outlets scattered throughout the country. See Brief 
for the Int’l Franchise Ass’n as Amicus Curiae at 27, Siegel v. Chicken Delight, Inc., 448 
F.2d 43 (9th Cir. 1971). Another possible method of policing the franchisee’s compli
ance would be to require the franchisee to submit copies of all purchase orders.

8115 U.S.C. §§ 1051-72, 1091-96, 1111-21, 1123-27 (1970).
82 15 U.S.C. §§ 1055, 1127 (1970).
83 See note 24 supra and accompanying text.
84 See note 79 supra and accompanying text.
85 337 U.S. 293 (1949).
83 Id. at 306.
87 See Treece, Trademark Licensing and Vertical Restraints in Franchising Arrange

ments, 116 U. Pa. L. Rev. 435 (1968). The consumer is constantly forced to exercise 
his power of choice. In this endeavor he uses trademarks to associate present products 
to past experiences, in order to reduce the risk of dissatisfaction. 7J. at 437. To accom
plish this end, it is suggested that the leçal parameters of franchise control should be 
constructed with a hybrid of trademark and antitrust law. The author suggests a general 
principle which might allow action usually violative of antitrust law in deference to 
trademark policy. Id.

Furthermore, use of specification as a device to ensure quality con
flicts with the requirements of the Lanham Trade-Mark Act.81 Sec
tions five and 45 of the Act require a trademark holder to ensure the 
constancy of his product under threat of trademark revocation.82 Sev
eral decisions have confirmed the franchisor’s affirmative duty to police 
the quality of products sold under his trademark.83

Nevertheless, courts seek alternatives to the tying arrangement for the 
control of quality and often suggest the specification approach.84 In 
Standard Oil Co. v. United States,85 the Court struck down a tying 
arrangement and declared that the only situation in which tying clauses 
might be needed for the protection of quality control “is where speci
fications for a substitute would be so detailed that they could not 
practically be supplied.” 86

Ease of specification, however, should be only one factor to con
sider in judging a quality control arrangement. Specification is only 
a preliminary step in ensuring quality. A complete program of quality 
control should include further guarantees. In this context, concepts of 
trademark law and the affirmative duties of trademark holders should 
not be ignored.87 The franchisor may be unable to meet his obligation 
to ensure product uniformity unless he retains some control over the
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licensee’s final product?8 Specification of standards is often not sufficient 
to satisfy this necessary policing function.

A rgument for Q uality Control J ustification

The tying arrangement, included in the franchise contract to main
tain quality control, can be both economical and effective.88 89 Promulga
tion of a per se rule declaring any tying arrangement in a franchise 
contract illegal would be an inappropriate response potentially harmful 
to franchisors and consumers alike. The purposes of such tying arrange
ments should be examined case by case and when found to be the result 
of a bona fide effort to ensure quality, it should be upheld.

88 Caution is advised when constructing such controls. The franchise contract should 
not he arbitrary. The agreement should be frank, fair, and enforceable. Quality con
trol devices should not merely be “camouflaged procedures intended to impose collateral 
trade restraints on licensees.” Van Cise, A Franchise Contract, 14 Antitrust Bull. 325, 
334 (1969).

80 See Averill, supra note 1, at 45. Product requirements are more easily estimated 
by the use of the tying arrangement. Demand for the tied products will vary propor
tionately with that of the tying product. See also Baldwin & McFarland, Tying Arrange
ments in Law and Economics, 8 Antitrust Bull. 743, 745 (1963).

90 See Bowman, Tying Arrangements and the Leverage Problem, 67 Yale L.J. 19, 30 
(1957).

91 See 51 Cong. Rec. 15,855-56 (1914) (remarks of Senator Reed). Senator Reed 
commenting on the conference report on the Clayton bill, noted that the conferees did 
not provide that a tying arrangement would be void in itself as against public policy, 
but would be void only if it “substantially” lessened competition.

92 Clayton Act § 3, 15 U.S.C. § 14 (1970); Cong. Rec. 15,855-56 (1914).
92 See Baldwin & McFarland, supra note 89, at 748.
94 See N ational Comm , to Study the Antitrust Laws, Report of the Attorney 

G i neral 145 (1955). In differentiating tying arrangements which offend antitrust law 
from those with no anticompetitive effect, the report suggested that tying arrangements 
included in contracts for the maintenance of quality were valid.

tying arrangements—form v. substance

The Clayton Act was enacted to remedy gaps which appeared in the 
Sherman Antitrust Act.90 The legislative history of this Act indicates 
that Congress did not intend to treat tying arrangements as illegal per 
se.91 The original House bill posited per se illegality for tying arrange
ments and supported this provision with strict criminal penalties.92 In 
the final version, however, the criminal sanctions were deleted and the 
phrase “where the effect . . . may be to substantially lessen competition” 
was inserted to replace the original language.93 This change made it 
clear that the Clayton Act was not intended to condemn tying arrange
ments as such, if their purpose was other than anticompetitive.94

In analyzing tying arrangements in franchise contracts, some courts
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have declined to examine whether their effect is actually anticompetitive 
and have held tie-ins illegal per se. This results from an improper 
reading of the per se rule. Frequently, these tying arrangements do 
not possess the potential for impairment of competition; yet, some 
courts even refuse to admit evidence to establish the market power of 
a tie-in.95 Thus, in Chicken Delight, the court merely noted that a 
trademark exerts sufficient power to justify condemnation of a tying 
arrangement and summarily refused to examine the ramifications of the 
arrangement.96 Here, the court clearly read Justice Black’s opinion in 
Former as an absolute condemnation of tying arrangements.97 98

95 See Siegel v. Chicken Delight, Inc., 311 F. Supp. 847, 849 (N.D. Cal. 1970); Brief 
for the Int’l Franchise Ass’n as Amicus Curiae 21-22, Siegel v. Chicken Delight, 448 
F.2d 43 (9th Cir. 1971).

96 The court identified the trademark with a patent or copyright, declaring that its 
presence presented a legal barrier to competition. 448 F.2d at 50.

97 See Fortner Enterprises, Inc. v. United States Steel Corp., 394 U.S. 495 (1969).
98 356 U.S. 1 (1958); see note 57 supra and accompanying text.
99  356 U.S. at 5.
100 Id.
101 394 U.S. at 510 (White, J., dissenting). Justice White declared that the tying 

proscription of antitrust law is meant to guard against “the use of power over one 
product to attain power over another, or otherwise to distort freedom of trade and 
competition in the second product.” Id. at 512.

102 See, e.g., United States v. Arnold, Schwinn & Co., 388 U.S. 365, 381-82 (1967); 
United States v. Columbia Steel Co., 334 U.S. 495, 521, 524 (1948); Joseph E. Sea
gram & Sons, Inc. v. Hawaiian Oke & Liquors, Ltd., 416 F.2d 71, 76 (9th Cir. 1969), 
cert, denied, 396 U.S. 1062 (1970).

The seminal decision relied on in Fortner from which other courts 
have assumed a per se illegal approach to franchise tie-in arrangements 
was Northern Pacific Ry. v. United States?9, However, in Northern 
Pacific, the declaration that tying arrangements are per se unreasonable 
was based not on their form but on their “pernicious effect on com
petition and lack of any redeeming virtue.” 99 In Northern Pacific, 
the Court merely declared that such practices would be invalidated 
as unreasonable “without elaborate inquiry as to the precise harm they 
have caused or the business excuse for their use.” 100 The majority did 
not foreclose the possibility of any inquiry at all. The dissenting opinion 
of Justice White in Former indicated that judicial proscription of tying 
arrangements is based upon a policy of preventing the holder of great 
economic power in one market from extending this power to another 
market with the resultant foreclosure of competition.101

There are instances in a closely related antitrust context where courts 
will venture beyond form and investigate the purpose of certain arrange
ments.102 The treatment of group boycotts is a prime example of this
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type of investigation.103 * In Klor's, Inc. v. Broadway-Hale Stores, Inc.™* 
the practice of group boycotting was found violative of section one of 
the Sherman Antitrust Act.105 106 * 108 Nevertheless, the Supreme Court con
demned such practices, not because of the agreement’s form, but be
cause of its anticompetitive effect.100 Subsequently, in Joseph E. Sea
grams & Sons v. Hawaiian Oke & Liquors, Ltd.,™1 the Ninth Circuit 
upheld an agreement which, although a group boycott in form, had 
other than anticompetitive goals.10** This standard has been applied con
sistently in cases of group boycotting.109 Tying arrangements in fran
chise contracts should be similarly treated. A court should examine and 
evaluate the legality of the tie-in arrangement on the basis of its pur
pose and effect. This would not only afford tying arrangements the 
fair hearing accorded other practices, but would be more harmonious 
with the economic realities of tying arrangements.

103 See, e.g., Kiefer-Stewart Co. v. Joseph E. Seagram & Sons, Inc., 340 U.S. 211, 213 
(1951); Fashion Originators’ Guild v. FTC, 312 U.S. 457, 466 (1941); Binderup v. Pathe 
Exch. Inc., 263 U.S. 291, 311 (1923); Eastern States Retail Lumber Dealers’ Ass’n v. 
United States, 234 U.S. 600, 609 (1914).

io* 359 U.S. 207 (1959).
1(15 In this case ten manufacturers and their distributors conspired with the defendant, 

a large department store. As a result of their agreement, the ten appliance manufac
turers either refused to sell to the plaintiff or offered merchandise at a discriminatorily 
low price to plaintiff’s competitors. Id. at 212.

106 The group boycott arrangement was struck down by this decision because Klor’s 
freedom to buy merchandise was restricted. The arrangement also foreclosed the dis
tributors from an outlet for their products. Id. at 213.

1 0*416 F.2d 71 (9th Cir. 1969), cert, denied, 396 U.S. 1062 (1970).
108 Plaintiff, a wholesale distributor, sued Seagrams and another wholesaler under 

section one of the Sherman Antitrust Act, claiming conspiracy to put him out of busi
ness. Seagrams did not renew its contract with the plaintiff and entered into a new 
distribution agreement with the codefendant. The alleged reason for the change was 
that the codefendant possessed a more effective marketing system. The court, declaring 
that the new arrangement wras not violative of section one, stated that plaintiff failed 
to assert that defendant’s purpose in making the change was to put him out of busi
ness or achieve an anticompetitive objective. Id. at 74.

109 Group boycotts have been struck down when found to be marked restraints of 
trade. See, e.g., United States v. General Motors Corp., 384 U.S. 127 (1966) (purpose 
to put discounters out of business); Silver v. New York Stock Exch., 373 U.S. 341 
(1963) (purpose to put competitor out of business); Radiant Burners, Inc. v. Peoples 
Gas Light & Coke Co., 364 U.S. 656 (1961) (improper refusal to approve and supply 
gas ranges); Ford Motor Co. v. Webster’s Auto Sales, Inc., 361 F.2d 874 (1st Cir. 1966) 
(new car dealers barred from purchasing “company cars” for resale to used car dealers). 
See also Barber, Refusals to Deal Under the Federal Antitrust Laws, 103 U. Pa. L. Rev. 
847 (1955).

ECONO M ICS OF T Y IN G  A R R A N G EM EN TS

Justice Frankfurter’s statement in Standard Oil that tying arrange
ments rarely have redeeming qualities typifies the judicial attitude that



202 T he G eorgetown Law Journal [Vol. 61:189

tie-ins serve only one purpose—the stifling of competition.* * * * 110 Several 
economists, however, have shown that tying arrangements may have 
effects which do not stifle competition. Professor Bowman, for example, 
shows how a tying arrangement may have other than anticompetitive 
effects. He first assumes that any seller who can impose a tying arrange
ment must have a monopoly in the tying product. This, however, is 
not the anticompetitive device, for in the cases of patents, copyrights, 
and trademarks the monopolies are legislatively granted and are deemed 
advantageous to the public.111

no “Tying agreements serve hardly any purpose beyond the suppression of competi
tion . . . .  In the usual case only the prospect of reducing competition would per
suade a seller to adopt such a contract and only his control of the supply of the tying
device, whether conferred by patent monopoly or otherwise obtained, could induce a
buyer to enter one.” Standard Oil Co. v. United States, 337 U.S. 293, 305-06 (1949).

111 Bowman, supra note 90, at 32. Bowman defines leverage as the power to create 
a new monopoly. Id. at 20. W hen discussing the Clayton Act and tying arrangements, 
courts are not concerned with the legislatively created patent, copyright, or trademark 
monopoly, but the use of the leverage generated by this first monopoly to create another 
monopoly or restriction on competition. See note 113 infra and accompanying text.

112 The essence of a successful tying arrangement can be expressed by a balancing 
model. Return on the tying product is sacrificed by offering it at below competitive 
price. This concession must be favorably balanced by an increased return on the tied 
products. Bowman gives examples of four situations where this balance is possible. In 
only one is leverage generated and a second monopoly formed. The nonmonopolizing 
situations include the evasion of price regulation, single product discrimination, and 
technological interdependence. The situation causing leverage and monopolization oc
curs where products are complements in a variable proportion context. Bowman, supra 
note 90, at 21, 29.

113 See id. at 21-28. Bowman shows three major situations where the impocition of a 
tying arrangement can have other than anticompetitive effects.

(A) Evasion of Price Regulation: This example applies in cases where the tying 
and tied products are used in fixed proportions, as well as those in which no such 
relation exists.

(1) Fixed Proportion Situation: Assume that a seller has a monopoly in a brand of 
curtain rods. Wall fixtures, however, which are necessary for the proper hanging of 
the rods, are sold competitively. If the Government applies a ceiling on the price of 
rods and leaves the fixtures free from controls, the regulation can be avoided by tying 
the fixtures to the sale of the rods. The seller can increase the fixture price to main
tain the profit maximizing rod-fixture combination.

(2) Non-fixed Proportion Situation: Assume that the price of bread is controlled. 
By tying the sale of unregulated milk and eggs to the regulated bread, profits from the 
sale can be maximized in spite of the price ceiling.

(B) Technological Interdependence: A tying arrangement is useful in a case where

Whether a tying arrangement is anticompetitive depends solely on 
how this statutorily sanctioned monopoly is used by the seller.112 Bow
man observes that this is the point upon which economists and the 
judiciary disagree. Judges only contemplate the seller using his monop
oly in the tying product to establish a second monopoly in the tied 
product.113 Economists, however, recognize that the first monopoly
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may alternatively be used as a profit-maximizing counting device114 
or as a method of ensuring quality.115

I ying arrangements as profit-maximizing counting devices can best 
be illustrated by a model where one unit of a product—the tying prod
uct—is used in conjunction with a varying quantity of other products— 
tied products.110 If a seller has a monopoly over the tying product he 
can undoubtedly increase his revenue from the sale of this product if 
he imposes a tying arrangement. However, this does not necessarily 
mean that the seller may sell the tied products for more than a competi
tive price.117 The amount of the tied product purchased will count or 
measure the amount of the tying product used.118 If the tied product 
is offered at anticompetitive prices, the revenue from the tying product 
will diminish.119 The increase in the price of the tied product will 
reduce the attractiveness of the tying product; the demand curve for 
the tying product will shift to the left.120

In the area of franchising, the tying arrangement functions both as 
a profit-maximizing counting device and a pricing device.121 This pric
ing function operates to charge a franchisee a price which corresponds 
to the value of the trademark license.122 Rather than charging a uniform 
rhe performance of a principal product depends on the exact specifications of an essen
tial complement. Here, when the complement is tied to the principal product, efficiency 
is enhanced without an objectionable monopoly resulting.

(C) Counting Device: This example is particularly relevant in the franchise situ
ation. A franchisor’s principal asset is his trademark license. Depending upon the 
attractiveness of this mark in a particular area, it is worth more or less to a given 
franchisee. By tying a product to the trademark license, a franchisor can charge varying 
prices to franchisees. Those who intensively use the trademark will pay a higher price 
than those making less effective use. Thus, the wing arrangement provides a counting 
device to the franchisor and a more realistic valuation of the franchise to the fran
chisee.
See id.

See id. at 23-24, note 113 supra.
n s  See Baldwin & McFarland, supra note 89, at 745.
u fl/J . at 768.
Hi An increase in price of the tied product will reduce the attractiveness of the 

tying product. Id.
u s  See note 113 supra and accompanying text.
no Assume a firm leases a duplicating machine on a royalty basis and ties ink to the 

lease of the machine. If the firm sells ink at a higher than competitive price, the use 
of the machine and the firm’s royalties will diminish. See Baldwin & McFarland, supra 
note 89, at 768-69.

iso Id. at 769. The degree of this shift depends on the extent to which there is a 
substitute for the tying product.

121 Tying arrangements may be used to evade private price-fixing agreements or give 
upward price flexibility in an oligopoly situation. This affords a better allocation of 
products than if prices remained sticky and low or if private rationing devices were 
employed. See Bowman, supra note 90, at 35.

122 Different buyers will use different quantities of the tied product with one unit
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fee for the licensing of a trademark, it may be better to include a tying 
arrangement in the franchise contract so that the price paid by the 
franchisee more realistically reflects the value of a license,* * * * * 123 since dif
ferent buyers will use different quantities of the tied product. A fran
chisee who has a valuable franchise will use more of the tied product 
than a counterpart with a less valuable business, and this will result in a 
discriminatory pricing plan in which the franchisee pays a price which 
reflects the value of a franchise.

of the tying product. If the first commodity is worth more to the intensive users than
to the less intensive users, the former’s demand is less elastic. Tying the second product
to the first achieves discriminatory pricing—each franchisee pays the amount realistically
reflecting the value of the tying product to him. See generally Director & Levi, Lata
and the Future: Trade Regulation, 51 Nw. U.L. Rev. 281, 291-92 (1956).

1 2 3 /J .

124 See, e.g., Susser v. Carvel Corp., 332 F.2d 505 (2d Cir. 1964); Baker v. Simmons 
Co., 307 F.2d 458 (1st Cir. 1962); Engbrecht v. Dairy Queen Co., 203 F. Supp. 714 (D. 
Kan. 1962).

125 332 F.2d 505 (2d Cir. 1964).
126 The court differentiated the tying arrangement situation from that of price fixing 

since a tie-in may be justified. The protection of good will was proper grounds for 
justification. Id. at 519.

127 Id.
128 The court noted that tying arrangements may provide better protection against 

product liability suits to a food franchisor than specification. Id. at 520; see Restate
ment (Second) of T orts § 402A, comment f at 350 (1965). In this section, persons 
in the business of selling a product are held strictly liable for harm caused to the ulti
mate users. Manufacturers, wholesale, and retail dealers or distributors are included in 
the class of those “in the business of selling” products for use or consumption. See also 
Klein v. Duchess Sandwich Co., 14 Cal. 2d 272, 93 P.2d 799 (1939); Vaccarezza 
v. Sanguinetti, 71 Cal. App. 2d 687, 163 P.2d 470 (1945).

Since the tying arrangement may have effects other than restraint of 
competition, some of which are beneficial to franchisor, franchisee, and 
consumer, courts should look beyond the tie-in form and decide the 
effect of a tying arrangement in each specific case.

TYING ARRANGEMENTS AS VALID MECHANISMS FOR QUALITY CONTROL

Despite frequent decisions condemning tying arrangements, several 
courts have sustained what might have been otherwise illegal tie-ins 
on the grounds that their purpose was to maintain quality.124 In Susser 
v. Carvel Corp.,125 the United States Court of Appeals for the Second 
Circuit distinguished tying arrangements from a per se violation such as 
price-fixing.126 Application of this rule of reason to tying arrangements 
was predicated on recognition of the franchisor’s need to protect his 
trademark.127 The court upheld a tying arrangement the primary pur
pose of which was to promote product quality standards and protect 
against tort liability.128
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Engbrecht v. Dairy Queen Co.129 upheld a clause in a franchise con
tract which tied the sale of a freezer to the use of the Dairy Queen 
trademark. The United States District Court for the District of Kansas 
examined the restrictions imposed by the franchisor and balanced them 
against the necessity of ensuring quality.130 The court also refused to 
strike down the tie-in because it was not proved manifestly injurious. 
'I he Dairy Queen trademark franchisor should be allowed to protect 
his trade name and goodwill by controlling the quality of the ingredients 
comprising the finished product.131

120 203 F. Supp. 714 (D. Kan. 1962).
130 The court framed the issue as a balancing question. The restrictions imposed on 

the franchisees were examined in order to determine whether they were necessary to 
ensure the integrity of the franchisor’s product. Id. at 718-19.

131 Id. at 719.
132 Baker v. Simmons Co., 307 F.2d 458 (1st Cir. 1962).
1:3 The validity of tying mattresses to signs advertising the product was questioned. 

The court, admitting that the arrangement fit within the definition of a tying device, 
decided that it was a proper one, justified as a protection for the mattress manufacturer’s 
trademark. Id. at 468-69.

A similar balancing test was applied in another case to uphold a quality 
maintenance tying arrangement.132 Though admitting that the relevant 
clause in an advertising contract fit within the generic label of a tying 
arrangement, the United States Court of Appeals for the First Circuit 
stated that the tie-in arrangement involved could be justified as neces
sary to protect the manufacturer’s reputation.133

This examination of tie-ins on a case-by-case basis is consistent with 
the treatment of other related commercial practices. Other courts 
should adopt this rule of reason and discard the practice of striking 
down tying arrangements on form alone.

Conclusion

Franchising has expanded rapidly since the Second World War. This 
business form offers an opportunity of capital and business expertise 
which would otherwise be beyond the reach of the small entrepreneur. 
I he growth of urban centers, the appearance of shopping centers, and 

the dominant influence of large corporations have encouraged expan
sion of franchises.

Regulation of businesses through antitrust sanctions has grown along 
with franchising. More and more business practices have become fre
quent targets of attack under the various antitrust laws. One such 
practice, the tying arrangement, is frequently found in franchise con
tracts.

A trademark is the essence of franchising. Protection of this valu-
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able property right is encouraged by both statute and judicial decision. 
Tying arrangements have heretofore provided comprehensive protec
tion for a franchisor’s trademark and goodwill; nevertheless, today the 
trend is for courts to strike down such devices as anticompetitive. These 
proscriptions are usually unsupported by either an investigation into 
the effect of such practices or a consideration of legitimate business 
reasons for including a tie-in. Instead, they stem from an improper 
reading of the per se rule.

The success of any franchise depends heavily on product uniform
ity. Superimposed on this business consideration is the requirement of 
trademark protection imposed by the Lanham Trade-Mark Act. Tying 
arrangements in franchising contracts provide an effective device for 
ensuring that these considerations are met satisfactorily; and when it 
is realized that the effect of such arrangements is not necessarily anti
competitive, the justification of per se illegality vanishes. Tying arrange
ments in franchise contracts should therefore be examined on a case- 
by-case basis and declared illegal only if they are used to foreclose 
competition.



ALIENS AND THE CIVIL SERVICE:
A CLOSED DOOR?

/j/f/ v. Hampton? a case of first-impression2 3 recently decided by the 
United States Court of Appeals for the District of Columbia Circuit, 
attacked civil service regulations excluding resident aliens from the civil 
sen ice qualifying examinations? These examinations are a prerequisite

1 460 F.2d 923 (D.C. Cir. 1972) (Adams & Leventhal, JJ.; Bazelon, C.J., dissenting).
- In Mow Sung Wong v. Hampton, a 1971 case contesting the validity of civil service 

regulations excluding noncitizens, a California district court granted the Government’s 
motion to dismiss, basing its order on five premises: (1) an executive order prohibiting 
discrimination on the basis of national origin was not intended to apply to noncitizens; 
(2) even if it were, a conflict between an executive order and a regulation would not 
be reviewable; (3) broad language in a federal public works act was not indicative of 
a general policy change; (4) the executive branch has discretion to staff its own agen
cies; and (5) broad congressional power to regulate alienage precludes treating it as 
a “suspect” classification for w’hich a compelling governmental interest must be shown, 
333 F. Supp. 527, 530-33 (N.D. Cal. 1971).

The first three premises noted by the Mow Sung W ong  court are peripheral to the 
real issues presented and, therefore, are not dealt with here in detail. The question of 
executive discretion is discussed in a later section. See notes 52-55 infra and accom
panying text. The classification issue on which the California district court relied has 
been clarified by Graham v. Richardson. 403 U.S. 365, 370-76 (1971). In Graham, the 
Supreme Court specifically identified race and alienage as classifications which are con
stitutionally suspect. Id. at 371-72; see notes 64-69 infra and accompanying text. Thus, 
it is questionable that Mow Sung W ong today provides a useful analysis of the problem.

Rok v. Legg, a 1939 California district court decision, also involved a fact pat
tern similar to that in Jalil. 27 F. Supp. 243 (S.D. Cal. 1939). Rok challenged sec
tion 11 of the Emergency Relief Appropriations Act of 1938 which prohibited the 
employment of aliens on W ork Progress Administration projects. Ch. 554, title I, 52 
Stat. 813. Reasoning from the premise that California had enacted similar legislation 
in 1915, and that the state legislation had been upheld as a reasonable exercise of 
sovereignty, the Rok court determined that it was likewise reasonable for the federal 
government to protect public property for the use of its citizens. 27 F. Supp. at 245-46. 
The opinion concluded that since the public works program was carried on under the 
welfare clause of the Constitution, the Government might properly prefer citizens over 
noncitizens in the disbursement of welfare resources. Id. at 246. This view has been 
eroded by later cases on the subject. See Graham v. Richardson, 403 U.S. 365 (1971) 
( ho1 ding unconstitutional Arizona statutes requiring aliens to reside in the United 
States 15 years before qualifying for welfare assistance); see Ariz. Rev. Stat. Ann. 
5$ 46-233(A) (1), 46-252(2), 46-272(4) (Cum. Supp. 1971).

3 5 C.F.R. § 338.101(a) (1972). This section provided that admission to competitive 
examinations is usually reserved for citizens or persons who owe “permanent allegiance 
to the United States.” This latter phrase has been construed to include only one group 
of people, residents of American Samoa. U.S. Civil Service Comm’n, Federal Per
sonnel Manual, Installment No. 124, ch. 338, subch. 1, 51 1-1 (a) (1969); see Jalil v. 
Hampton, 460 F.2d 923, 928-29 (D.C. Cir. 1972). A federal agency or subdivision may 
disqualify potential employees on the basis of citizenship. 5 C.F.R. § 302.203(g) (1972). 
This section suggests that it is permissible, although not mandatory, to exclude non
citizens from positions which arc not fi'.’.ed on the basis of competitive examination.

[ 207 ]
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for most federal employment.* * * 4 Mazhar Jalil, a citizen of India and res
ident of Kentucky, filed suit in the district court5 for a declaratory 
judgment invalidating these regulations and for injunctive relief to per
mit him to qualify for a position as an entomologist.6 The case was dis
missed on motion as not stating a valid cause of action.7

However, the great majority of federal jobs are filled competitively, thus falling under
the prohibition of section 338.101(a). See U.S. Civil Service Comm’n, Federal Civilian 
Manpower Statistics, Monthly Release No. SM 13 7110 (Oct. 1971). The optional
exclusion by the agency or subdivision is seldom occasioned except under rare circum
stances. See note 4 infra.

4 Two exceptions are alluded to in the regulations. In the absence of qualified citi
zens, a noncitizen may receive a ‘“limited executive assignment” for a maximum of five 
years if there is an “unusual need for urgent staffing.” 5 C.F.R. §§ 305.509, 338.101 (b) 
(1972). In rare cases, a noncitizen may be permitted to hold a position without taking 
a competitive examination if there is no disqualifying statute. 5 C.F.R. §§ 316.601, 
338.101 (b) (1972). See gerierally Jalil v. Hampton, 460 F.2d 923, 930 (D.C. Cir. 1972) 
(Bazelon, C.J., dissenting). The restriction of section 338.101 (a) extends only to the 
domestic civil service. Noncitizens “may be recruited overseas and appointed to over
seas positions without regard to the Civil Service Act.” Exec. Order No. 10641 § 8.3, 
3 C.F.R. 90 (Supp. 1955), 5 U.S.C. § 3301 (1970).

5 Jalil v. Hampton, Civil No. 2686-69 (D.D.C. July 24, 1970).
6 Brief for Appellant at 4-5, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972).
7 Jalil v. Hampton, Civil No. 2686-69 (D.D.C. July 24, 1970).
8 Brief for Appellant at 7-16, 20-21, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972).
9 Brief for Appellee at 7-9, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972).
19 460 F.2d at 927-28.
11 Id. at 930 (Bazelon, C.J., dissenting).

On appeal, Jalil argued that discrimination in federal employment of 
aliens is unjustified, unconstitutional, and beyond statutory authority 
in view of the limited objectives of the civil service and the regulatory 
interests of the executive branch.8 The Government maintained that 
federal employment is not property secured by the fifth amendment, but 
a matter of executive privilege, except where such employment is spe
cifically secured by statute.9

In the majority opinion, Judge Adams of the Third Circuit, sitting by 
designation, declined to address the specific issues and remanded the case 
to the district court for further fact finding. The determination of 
whether the President or Civil Service Commission acted without au
thority was said to involve “mixed questions of law and fact. . . .  On 
the remand for consideration of the validity of the regulation, the dis
trict court may, of course, if it is necessary, consider the constitutional 
claims.” 10 Chief Judge Bazelon dissented, arguing that remand was 
both unnecessary and improper because classification based on alienage 
is suspect per se and that a total exclusion of aliens from competitive 
positions therefore is patently unjustified.11 This Comment sketches the 
statutory and case law basis for the exclusion of aliens from the federal
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civil service in an attempt to assess the validity of the opposing positions 
propounded in Jalil and the necessity for the remand.

Statutory A uthority

There is no express congressional authorization permitting discrimi
nation against aliens in the competitive civil service. The civil service 
regulations prohibiting noncitizens from participation in the qualifying 
examinations12 were issued pursuant to an executive order13 which itself 
was issued under a federal enabling statute, the Civil Service Act.14 
Ostensibly clear-cut, the chain of statutory authority progresses from the 
enabling act, providing the President with delegatable powers, to the 
executive order, granting certain of those powers to the Civil Service 
Commission, to the specific regulation designed to ascertain the fitness 
of applicants by establishing standards with respect to citizenship. De
spite the formal connections between the enabling documents and the 
regulation, their relationship does not withstand close analysis in two 
respects.

12 See note 3 supra.
13 Exec. Order No. 10577, 3 C.F.R. 84 (Supp. 1954), 5 U.S.C. § 3301 (1970), as 

.vrended, Exec. Order No. 10641, 3 C.F.R. 90 (Supp. 1955), 5 U.S.C. § 3301 (1970).
14 5 U.S.C. § 3301 (1970). This statute permits the President to prescribe regulations 

as will best promote the efficiency” of the Civil Service and to “ascertain the fitness
<>f applicants as to age, health, character, knowledge and ability for the employment 
>ought . . . .” It does not mention citizenship. Another section of the Act provides 
that “[tjhe President may prescribe rules which shall provide, as nearly as conditions 
of good administration warrant, for . . . open, competitive examinations . . . .” 
Id. • 3304(a). This rulemaking power in the civil service area is limited by the con- 
stitutional prohibition against religious qualifications for office. U.S. Const, art. VI, 
cl. 3. In a later section, Congress prohibits those disloyal to the Government from 
holding federal positions, defining disloyalty as advocating the overthrow of the Gov
ern mint, asserting the right to strike against the Government, or knowingly belong
ing to an organization which advocates such actions. 5 U.S.C. § 7311 (1970). See 
generally Stewart v. Washington, 301 F. Supp. 610 (D.D.C. 1969).

It is clear that the President may delegate his rulemaking function in this area to 
the Commission. See 3 U.S.C. § 301 (1970). This provision permits the President to 
authorize any executive agency head “to perform without approval, ratification, or 
other action by the President” any function vested in the President by law. Id.; see 
Nadclhaft v. United States, 131 F. Supp. 930. 932 (1955).

Thus, pursuant to the Civil Service Act, Executive Order 10577 delegates to the 
Civil Service Commission responsibility for originating and administering “open com
petitive examinations . . . which will fairly test the relative capacity and fitness of the 
persons examined for the position to be filled.” Exec. Order No. 10577 § 2.1(a), 3 
CJ.R . 84 (Supp. 1954), 5 U.S.C. § 3301 (1970). The executive order specifically 
authorizes the Commission to “establish standards with respect to citizenship, age, edu
cation . . .  or other requirements which applicants must meet to be admitted or rated 
in examinations.” Id. Under the presumptive authority of this order, the Civil Service 
Commission promulgated the federal regulation excluding noncitizens from the com
petitive civil service. 5 C.F.R. 302.203(g), 338.101 (1972); see note 3 supra.
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THE CIVIL SERVICE ACT

The Civil Service Act does not refer to citizenship, but permits the 
President to ascertain the fitness of applicants in regard to other factors.15 
Arguably, Congress intended to limit executive inquiry concerning the 
fitness of potential employees to the characteristics specifically enumer
ated. Under this interpretation, citizenship is a proper subject of inquiry 
only to the extent that it affects “character, knowledge or ability” rela
tive to the particular position.16 If Congress granted only this more cir
cumscribed authority, Executive Order 10577, empowering the Com
mission to set “standards with respect to citizenship,” 17 purports to dele
gate an authority which the President does not possess.

15 5 U.S.C. § 3301 (1970); see note 14 supra.
1G See 5 U.S.C. § 3301 (1970). The further prescription that examinations be open 

and competitive “as nearly as conditions of good administration warrant” suggests that 
undefined conditions of good administration might also justify restrictions on employ
ment. See id. § 3304(a). It may be argued, although not convincingly, that this phrase 
was intended to permit broad executive discretion to discriminate against applicants as 
long as some minimal notions of good administration warranted such classification.

17 Exec. Order No. 10577 § 2.1(a), 3 C.F.R. 84 (Supp. 1954), 5 U.S.C. § 3301 (1970).
18 ZJ.

19 5 C.F.R. § 338.101 (1972).
20 5 U.S.C. §§ 3301 (1), 3304 (1970); see note 14 supra.
21 460 F.2d at 927.

THE EXECUTIVE ORDER

Even on the premise that presidential authority to impose citizenship 
qualifications exists by virtue of implied or necessarily included powers, 
the exercise of that power is of questionable adequacy. The President 
explicitly authorized the Commission to set standards with respect to 
citizenship;18 the Commission responded by excluding all noncitizens 
from the competitive civil service.19 The inconsistency of these actions 
suggests that the Commission exceeded its granted authority by trans
forming a limited power to set necessary or reasonable standards into a 
blanket power to deal with the subject of aliens without regard to pur
pose or fitness for employment. It is improbable that such action is per
missible in view of the wording of the Civil Service Act.20

As the Jalil court pointed out, the regulation is invalid if it exceeds 
the authority given it by the executive order. Likewise, the executive 
order is invalid if it fails to conform with the Civil Service Act.21 None
theless, the court refused to make these determinations on the ground of 
insufficient findings of fact—in particular “no findings pertinent to the
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question whether the exclusion of aliens from the executive branch will 
‘best promote the efficiency of that service.’ ” 22

22 Id. The Jalil opinion suggests that certain information would be helpful to the 
trial court in making its decision on remand—“the actual impact of the ban on aliens,” 
the number of aliens interested in applying for civil service positions, and the number 
of jobs for which “alienage might be a disqualification” because of security considera
tions. Id. at 929.

The majority’s position was criticized by Chief Judge Bazelon, who suggested that 
the court’s forebearance was due to a reluctance to rule on the constitutional question. 
Id. at 931. In his opinion, confrontation of the question was unavoidable since the 
blanket exclusion was an impermissible classification in the absence of a “compelling” 
governmental interest. Id. at 932; see notes 64-70 infra and accompanying text.

In support of remand for further fact finding, the majority cited a number of recent 
cases. 460 F.2d at 928 & n .ll, citing A Quaker Action Group v. Hickel, 429 F.2d 185, 
187 (D.C. Cir. 1970); Allen v. Hickel, 424 F.2d 944, 950 (D.C. Cir. 1970); Women 
Strike for Peace v. Hickel, 420 F.2d 597, 603 (D.C. Cir. 1969). As pointed out by the 
dissent, these cases are distinguishable in that they left open questions of both fact and 
underlying policy. “In this case [Jalil] the civil service rule is perfectly clear, as are 
its purported justifications.” Id. at 931 n.6 (Bazelon, C.J., dissenting).

23 360 U.S. 474 (1959). In Greene, although a general right to set conditions for dis
semination of classified information had been granted by executive order, the Court 
held that this right did not extend authority to deprive individuals of their jobs with
out an opportunity to challenge the evidence. Id. at 502; see Exec. Order No. 10501 
S 7, 3 C.F.R. 115, 119 (Supp. 1953), 50 U.S.C. § 401 (1970).

2* 360 US. at 506-07.
2« Id. at 507.
'¿"Id at 506

CONSTITUTIONAL CONSIDERATIONS

An alternative to the approach used by the court in analyzing the 
question of authorization is suggested by Greene v. McElroy,23 a 1959 
Supreme Court decision which involved the revocation of a security 
clearance under rules promulgated by the Secretary of Defense which 
failed to permit the right of confrontation and cross-examination. W rit
ing for the majority, Chief Justice Warren characterized administrative 
agencies as incapable of making decisions of constitutional import.24 
Therefore, the determination of whether a regulation is authorized is 
necessarily based on the prior identification of its subject matter. Agen
cies are empowered to conduct routine administrative business; but, 
without formal authorization, they may not deal with areas affecting 
basic human rights.25 Thus, the Court normally would infer delegation 
in the employment area if Congress or the President has provided gen
eral standards and acquiesced in their administrative interpretation.26 
I lowever, where “substantial restraints on employment opportunities of 
numerous persons [are] imposed in a manner which is in conflict with
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our long-accepted notions of fair procedures,” the Court demands a 
showing of explicit congressional authorization.27

27 Id. at 506-07.
28 Id.
28 An alien may become a resident alien—“lawfully admitted for permanent resi

dence”—by 1) applying for this adjustment; 2) being eligible to receive an immigration 
visa and being admissible for permanent residence; and 3) having an immigration visa 
immediately available to him. 8 U.S.C. § 1255(a) (1970). The decision to confer the 
status of resident alien is made at the discretion of the Attorney General and under 
his regulation. Id. As defined in this title, “lawfully admitted for permanent resi
dence” means “having been lawfully accorded the privilege of residing permanently in 
the United States as an immigrant in accordance with the immigration laws . . . .” 
Id. § 1101(a )(20) (1970).

30 Leonard v. Eley, 151 F.2d 409, 410 (10th Cir. 1945). Aliens, as well as citizens, are 
granted “the same right in every State and Territory to make and enforce contracts, 
to sue, be parties, give evidence, and to the full and equal benefit of all laws and pro
ceedings for the security of persons and property . . . .” 42 U.S.C. § 1981 (1970); 
see Roberto v. Hartford Fire Ins. Co., 177 F.2d 811, 813-14 (7th Cir. 1949), cert, denied, 
339 U.S. 920 (1950); Eisler v. United States, 170 F.2d 273 (D.C. Cir. 1948). “Once an 
alien lawfully enters and resides in this country he becomes invested with the rights, 
except those incidental to citizenship, guaranteed by the Constitution to all people 
within our borders . . . [and] owes a temporary allegiance to the Government of 
the United States.” Id. at 279.

31 50 U.S.C. App. § 454(a) (1970); see Leonard v. Eley, 151 F.2d 409 (10th Cir. 1945).
32 Eisler v. United States, 170 F.2d 273, 279 (D.C. Cir. 1948).
33 42 U.S.C. § 1981 (1970).
34 Sei Fujii v. California, 38 Cal. 2d 718, 242 P.2d 617 (1952).
35 8 U.S.C. § 1401(a)(1) (1970).

Applied to the question of whether resident aliens may constitutionally 
be barred from the competitive civil service, the Greene approach would 
require a preliminary analysis of whether an across-the-board denial of 
federal employment opportunities is in conflict with “notions of fair 
procedures.” If there is conflict, the Government then must show that 
Congress—or the President, whichever has purported to act—constitu
tionally may act in the area, that it has found the contested policy to be 
necessary and justified, and that it has specifically authorized the agency 
to adopt the policy.28 Clearly, the Government did not meet the spe
cificity requirement in Jalil.

T he Status of Resident Aliens

In assessing the legitimacy of denying federal civil service opportuni
ties to resident aliens29 in light of “notions of fair procedures,” it is sig
nificant that the rights, duties, and obligations of resident aliens parallel 
those of citizens.30 Like citizens, they are subject to military service,31 
taxes, service of process, and congressional subpoena;32 they may use 
the courts33 and own property;34 and their children born within the 
United States are citizens.35 Constitutionally, the presence of all aliens
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in the United States and the conditions under which they may remain 
are under the exclusive control of Congress.36 However, this control 
does not preclude judicial review of cases and controversies in which the 
rights of aliens are in dispute.37

36 U.S. Const, art. I, § 8, cl. 4; see Fong Yue Ting v. United States, 149 U.S. 698 
(1893). ‘T he power to exclude or to expel aliens, being a power affecting interna
tional relations, is vested in the political departments of the government, and is to be 
regulated by treaty or by act of Congress, and to be executed by the executive authority 
according to the regulations so established, except so far as the judicial department 
has been authorized by treaty or by statute, or is required by the paramount laws of 
the Constitution, to intervene.” Id. at 713. See also Glavan v. Press, 347 U.S. 522, 530, 
rehearing denied, 348 U.S. 852 (1954); Harisiades v. Shaugnessy, 342 U.S. 580, 588-89 
(1952). The Jalil court expressly rejected this argument in view of Baker v. Carr, 
contending the matter was not so political as to preclude judicial determination. 460 
F2d at 925 n.l; see Baker v. Carr, 369 U.S. 186, 209-17 (1962).

State statutes concerning aliens, including state civil service and employment statutes, 
have been declared void for, among other reasons, operating in a preempted sphere. 
Courts have struck down statutes of this type as an attempted regulation of alienage as 
such, as a burden on congressional power to administer an overall plan for aliens, 
or as an obstacle to the fulfillment of a particular congressional purpose in regard to 
aliens. Purdy & Fitzpatrick v. State, 71 Cal. 2d 566, 572-73, 456 P.2d 645, 650, 79 Cal. 
Rptr. 77, 82 (1969); see Takahashi v. Fish & Game Comm’n, 334 U.S. 410, 419 (1948); 
Truax v. Raich, 239 U.S. 33, 42 (1915). Truax v. Raich over-turned an Arizona 
statute requiring all employers of five or more persons to hire at least four citizens 
for every noncitizen. In addition to arguments based on the fourteenth amendment, 
the Court stated that the legitimate interests of the state cannot be so broadly conceived 
as to impinge on the exclusive federal power to control immigration. Id. at 42. See 
generally note 38 infra. By denying aliens an opportunity to earn a living, the state 
asserts the right to deny “entrance and abode,” thus curtailing the congressional privi
lege conferred when aliens are admitted into the country. 239 U.S. at 42.

In Takahashi v. Fish & Game Covrm'n, the Court invalidated a California statute 
barring the issuance of commercial fishing licenses to persons ineligible for citizenship. 
334 U.S. 410, 420 (1948). The Court noted that the state had no constitutional power 
to interfere with congressional conditions concerning immigration. Id. at 419.

Nonetheless, some earlier opinions deemed this type of legislation permissible. See 
Ohio ex rei. Clarke v. Deckebach, 274 U.S. 392, 397 (1928); Heim v. McCall, 239 U.S. 
175, 189-90 (1915); Patsonev v. Pennsylvania, 232 U.S. 138, 144-45 (1914); note 42 infra.

31 See, e.g., Graham v. Richardson, 403 U.S. 365 (1971); Takahashi v. Fish & Game 
Comm'n, 334 U.S. 410 (1948); Truax v. Raich, 239 U.S. 33 (1915); Nielsen v. Secretary 
of Treasury, 425 F.2d 833 (1970). See also Russian Volunteer Fleet v. United States, 
282 U.S. 481 (1931).

38 See, e.g., Galvan v. Press, 347 U.S. 522, 530, rehearing denied, 348 U.S. 852 (1954) 
(alien is person under due process clause); Truax v. Raich, 239 U.S. 33, 39 (1915) 
(equal protection under the fourteenth amendment extends to aliens); W ong Wing v. 
United States, 163 U.S. 228, 238 (1896) (fifth, sixth, and fourteenth amendments apply 
to aliens); Yick W o v. Hopkins, 118 U.S. 356, 373 (1886) (fourteenth amendment 
applies to aliens); Sei Fujii v. California, 38 Cal. 2d 718, 728-29, 242 P.2d 617, 624-25 
(1952) (fourteenth amendment due process clause applies to aliens).

A strong judicial tradition has accorded aliens the protections of the 
fifth and fourteenth amendment due process clauses and of the fourteenth 
amendment equal protection clause.38 These clauses have been held to
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include both the right to work for a living in the common occupations 
of the community and to secure this right for aliens as well as citizens.39 

Although these rights have been sanctioned by judicial pronounce
ment, direct restrictions on the employment of aliens or indirect re
strictions through licensing requirements exist in every state40 and are 
common in federal public works appropriations legislation.41 Early de
cisions by the Supreme Court upheld laws of this type on the theory that 
the state had proprietary interests which it properly might protect by

39 An early statement of this sentiment appears in In re Parrott, which held that the 
right to select and follow a lawful occupation is a liberty and property under the 
fourteenth amendment. 1 F. 481, 505-06 (C.C.D. Cal. 1880); see Truax v. Raich, 239 
U.S. 33, 41 (1915). “ [TJhe right to work for a living in the common occupations of 
the community is of the very essence of the personal freedom and opportunity that it 
was the purpose of the [fourteenth! Amendment to secure.” There may be no arbitrary 
deprivation of that right. Id. at 41.

4 0  See Note, Constitutionality of Restrictions on Aliens' Right to Work, 57 Colum. 
L. Rev. 1012 (1957); Note, National Power to Control State Discrimination Against 
Foreign Goods and Persons: A  Study in Federalism, 12 Stan. L. Rev. 355, 364-70 (1960); 
Comment, International Law—Reservations to Commercial Treaties Dealing with Aliens' 
Rights to Engage in the Professions, 52 Mich. L. Rev. 1184 (1954).

State licensing and employment restriction statutes which discriminate against non
citizens have been criticized as “manifestations of nationalistic and economic forces” 
protecting work involving some degree of skill or prestige from those felt to be unde
serving. Note, Constitutionality of Legislative Discrimination Against the Alien in His 
Right to W ork, 83 U. Pa. L. Rev. 74, 80 (1934). An early approach to the problem 
of discriminatory licensing statutes was to attack them through most-favored-nation 
clauses in commercial treaties. This approach was generally unsuccessful, because court 
decisions rested on finely drawn distinctions between terms such as “commerce” and 
“trade.” A revision of the standard equal treatment clause used in commercial treaties 
drafted in 1953 effectively eliminated this line of attack. This provision specified that 
most-favored-nation privileges “shall not extend to professions which, because they 
involve the performance of functions in a public capacity or in the interest of public 
health and safety, are State-licensed and reserved by statute or constitution exclusively 
to the citizens of the country. . . 99 Cong. Rec. 9313 (1953); see Note, National
Power to Control State Discrimination Against Foreign Goods and Persons: A Study 
in Federalism, 12 Stan. L. Rev. 355, 376 (1960).

41 Section 502 of the Public Works Appropriations Act of 1970 is representative of 
this type of legislation.

“[N ]o part of any appropriation contained in this or any other Act shall 
be used to pay the compensation of any officer or employee of the Govern
ment of the United States . . . unless such person (1) is a citizen of the 
United States, (2) is a person in the service of the United States on the 
date of the enactment of this Act, who, being eligible for citizenship, had 
filed a declaration of intention to become a citizen of the United States 
prior to such date, (3) is a person who owes allegiance to the United 
States . .  . . ”

Public Works Appropriations Act of 1970, Pub. L. No. 91-144 § 502, 83 Stat. 323, 336-37 
(1969). As noted by Judge Bazelon, the Public Works Appropriations Act of 1970 
raises the same constitutional questions as the contested civil service regulation. 460 
F.2d at 931-32 (Bazelon, C.J., dissenting).
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such restrictions.42 Rejecting this theory, recent decisions have cited 
two reasons for invalidating state legislation which prohibits aliens from 
enjoving public employment opportunities.43 First, state statutes in this 
area encroach on the overall federal immigration scheme by, in effect, 
regulating movement of aliens within the United States.44 Second, such 
statutes are repugnant to the fourteenth amendment in that they create 
discriminatory classifications which cannot be justified by an overriding 
public interest.45

42 See, e.g., Ohio ex rei. Clarke v. Deckebach, 274 U.S. 392, 397 (1927) (upholding 
prohibition against issuing poolroom licenses to aliens); Heim v. McCall, 239 U.S. 
175, 189-90 (1915) (upholding discriminatory New York labor law); Patsone v. Penn
sylvania, 232 U.S. 138, 144-45 (1914) (upholding limitation on possession of rifles to 
reserve game hunting for citizens). These decisions generally justified such legislation 
by the state’s proprietary interest over the position, as in the case of government work, 
or the state’s police power to control dangerous or antisocial enterprises, or to protect 
rhe public health or safety through appropriate classifications. See Note, Constitu- 
tionality of Restrictions on Aliens' Right to W ork, 57 Colum. L. Rev. 1012 (1957).

43 See Takahashi v. Fish & Game Comm’n, 334 U.S. 410, 419 (1948); Dougall v. 
S ¡carman, Civil No. 71-992 (S.D.N.Y. Nov. 9, 1971); Purdy & Fitzpatrick v. State, 71 
Cal. 2d 566, 572-73, 456 P.2d 645, 650, 79 Cal. Rptr. 77, 82 (1969). See also Graham v. 
Richardson, 403 U.S. 365, 370-80 (1971).

44 See note 36 stipra.
45 In Purdy the proprietary interest was deemed “insufficient on equal protection 

grounds” to justify the exclusion of aliens from public employment. Purdy & Fitz- 
prrick v. State, 71 Cal. 2d 566, 576, 456 P.2d 645, 652, 79 Cal. Rptr. 77, 84 (1969). 
The court held that alienage bears no relation to suitability or need for state civil 
service and that the state may not create an arbitrary classification for the purposes of 
hiring or firing. Id. at 578-86, 456 P.2d at 653-58, 79 Cal. Rptr. at 85-90. Further, the 
right to protect one’s own citizens against alien economic competition is prima facie 
discriminatory and offensive to equal protection. Id. at 581, 456 P.2d at 655, 79 Cal. 
Rptr. at 87. See also Traux v. Raich, 239 U.S. 33, 41-42 (1915).

46 See Steward Mach. Co. v. Davis, 301 U.S. 548 (1936). In Steward, Justice Cardozo 
pointed out that the lack of an equal protection clause permitted the Government to 
exempt and discriminate, but not arbitrarily. Id. at 584. In a case involving the com
merce clause, the Court said “ (t]o hold that Congress in establishing its regulationfs]

Because decisions prohibiting states from legislating against aliens have 
relied almost invariably on both the exclusive federal activity argument 
and the discriminatory classification argument, the principles enunciated 
bv these cases are not wholly applicable to the federal government. 
Clearlv, the Government cannot be accused of interference with a pre
empted federal right; however, without this argument, it may be dis
puted whether statutory limitations on the activities of aliens can be 
found invalid solely on the basis of the fifth amendment. The fact that 
the equal protection clause, unique to the fourteenth amendment, often 
serves as the constitutional basis for invalidating state statutes points up 
still another inadequacy in attempting to impose prohibitions on the 
federal government based on state case law.46
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Certainly, as the Supreme Court pointed out in Bolling v. Sharpe,4" 
equal protection is not identical with due process. Although both con
cepts stem from a common ideal of American government, equal pro
tection of the law is a more explicit safeguard against unfairness than 
due process. Not co-extensive, the two are not automatically inter
changeable.* * * 48 Nevertheless, courts have not hesitated to find due proc
ess violations in cases of unjustifiable or discriminatory classifications.49 
Where discrimination is not so irrational as to per se violate due process, 
those challenging the validity of a federal enactment may be called upon 
to demonstrate a deprivation of “life, liberty or property” in order to 
evoke the protection of the fifth amendment. How closely the facts of 
a given case must approximate the historical concepts of life, liberty and 
property, or whether the test is applied at all depends in large measure 
on the predilections of the court50 and its appraisal of whether the in
terest in question is worthy of judicial protection.51

is restricted to the making of uniform rules would be to impose a limitation which the
Constitution does not prescribe.” Currin v. Wallace, 306 U.S. 1, 14 (1939).

*7 347 U.S. 497 (1954).
<8 Id. at 499.
49 Id.; accord, Shapiro v. Thompson, 394 U.S. 618, 642 (1969). A classification may 

be so baseless as to be beyond the power of Congress, as well as violate due process. 
See Galvan v. Press, 347 U.S. 522, 529-31, rehearing denied, 348 U.S. 852 (1954).

50 The Supreme Court took a particularly broad view of “liberty” in Bolling v. 
Sharpe, a case involving school segregation in the District of Columbia. “Liberty under 
law extends to the full range of conduct which the individual is free to pursue, and 
it cannot be restricted except for a proper governmental objective.” 347 U.S. 497, 499- 
500 (1954); see Greene v. McElroy, 360 U.S. 474, 492-93 (1959) (right to hold specific 
private employment comes within liberty and property concepts of fifth amendment). 
But see Bailey v. Richardson, 182 F.2d 46, 57 (D.C. Cir. 1950), affd, 341 U.S. 918 
(1951) (government employment is not life, liberty or property). The Jalil opinion 
cited Bailey v. Richardson, but denied its validity in the light of subsequent decisions 
protecting government employees from the imposition of arbitrary conditions of em
ployment. 460 F.2d at 926 n.8.

51 See generally Bolling v. Sharpe, 347 U.S. 497 (1954).
52 See Bailey v. Richardson, 182 F.2d 46 (D.C. Cir. 1950), aff’d, 341 U.S. 918 (1951). 

This decision, handed down in an era when Communist infiltration was considered an 
ever-present threat, cautioned that even in normal times, except for statutory limitations, 
the discharge of employees was at the pleasure of the appointing authority. Id. at 65. 
Alluding to the doctrine of separation of powers, the court concluded that removal 
from government office did not require due process, and that both notice of dismissal and 
assignment of reasons were unnecessary. Id. at 56-57, 65. See also Hargett v. Summer
field, 243 F.2d 29, 32 (D.C. Cir.), cert, denied, 353 U.S. 970 (1957) (discretionary 
removal of postmaster); Jason v. Summerfield, 214 F.2d 273, 277 (D.C. Cir.), cert, 
denied, 348 U.S. 840 (1954) (discretionary dismissal of post office employee for dis
loyalty); Friedman v. Schwellenbach, 159 F.2d 22, 24 (D.C. Cir. 1946), cert, denied,

In addition to possible limitations on the usefulness of the fifth amend
ment in this area, a strong judicial tradition of according the executive 
branch broad latitude in filling civil agency positions52 serves as a further
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impediment to invalidating discriminatory federal service regulations. 
Early courts characterized executive appointment and removal as dis
cretionary acts beyond the supervisory power of the courts.* * * * * * * * * * * * * * * * * * 53 Although 
the distinction between discretionary and ministerial acts has been eroded 
greatly by judicial decision, even today some courts have espoused the 
traditional presumption that employment qualifications sanctioned by 
Congress are constitutional, provided they are neither racial nor reli
gious,54 if the regulated area is reasonably capable of affecting public 
service.55 *

330 U.S. 838, rehearing denied, 331 U.S. 865 (1947) (discretionary removal from W ar
Manpower Comm’n for disloyalty); Washington v. Clark, 84 F. Supp. 964, 965 (D.D.C.
1949) (executive prescription of loyalty in government service).

United States v. Lovett, however, conceded that permanent proscription from gov
ernment service is punishment, requiring the safeguards of the sixth amendment. 328
U.S. 303, 316 (1946). An argument based on Lovett may be made that the challenged
regulation is a bill of attainder punishing a readily identifiable group of persons by dis
qualifying them from governmental employment. See U.S. Const, art. I, § 9, cl. 3.
Traditionally, a bill of attainder is defined as “a legislative act, which inflicts punish
ment without a judicial trial.” Cummings v. Missouri, 71 U.S. (4 Wall.) 277, 323
(1867). Its vice is “that the legislature has decided for itself that certain persons possess
certain characteristics and are therefore deserving of sanction . . . .” United States v.
Brown, 381 U.S. 437, 449 n.23 (1965). Although permanent ostracism from the civil
sen ice has been deemed to be punishment, it has not been established whether or not
an executive or administrative rule is capable of being a bill of attainder. See United
States v. Lovett, 328 U.S. 303, 315-16 (1946). Compare Joint Anti-Fascist Refugee
Comm. v. McGrath, 341 U.S. 123, 143-45 (1951) (Black, J., concurring) with Marshall
v. Sawyer, 365 F.2d 105, 111 (9th Cir. 1966), cert, denied, 385 U.S. 1006 (1967).

53 I berlein v. United States, 257 U.S. 82, 84 (1921); Keim v. United States, 177 U.S. 
290, 292-94 (1900).

54 See United Public Workers of America v. Mitchell, 330 U.S. 75, 101 (1947) (up
holding the Hatch Act). A strong dissent by Justice Black in United Public Workers 
pointed out that the Court should consider the possibility of narrower statutes aimed 
more particularly at the abuse. Id. at 114.

55 Id. at 100.
50 See Barger v. United States, 170 Ct. Cl. 207, 214 (1965) (federal employee con

testing reduction in force dismissal without acceptable offer of reassignment).
57 In Cole v. Young, in which an employee was suspended from the civil service for 

association with the Communist Party, the Court placed the burden on the Government 
to show that the position actually involved the national security. 351 U.S. 536, 551 
(1956). See also Norton v. Macy, 417 F.2d 1161, 1164 (D.C. Cir. 1969). In Norton, 
“discretionary” removal from the federal civil service of a veteran for alleged homo-

A less extreme judicial view finds jurisdiction to review decisions con- 
cernincr federal employment only in those cases where there has been 
substantial departure from applicable procedures, basic error, or legis
lative misconstruction.50 Using this approach, courts have been less re
luctant to examine specific practices on a case-by-case basis and to re
quire reasonable justification for decisions to discharge employees or for 
findings of ineligibility of potential candidates.57
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Although civil service employment is not a vested right,* * * * * * * * 58 there is a 
constitutional right to be free from unreasonable discriminatory prac
tices with respect to such employment.59 The fact that federal employ
ment is labeled “privilege,” rather than “right” does not license the Gov
ernment to circumvent questions of constitutionality.60 Thus, the abso
lute right to deny public employment is not greater than, but different 
from, the power to impose conditions on its grant.61 These conditions 
must themselves be justified.62 Even the “privileged” area of federal em
ployment has been subjected to judicial review where infringement of 
due process was alleged.63

sexuality was held to require an actual finding that the discharge would promote the
efficiency of the agency, as required in the applicable legislation.

In his concurring opinion in Joint Anti-Fascist Refugee Committee v. McGrath, Justice
Jackson wrote that the establishment of administrative machinery to declare people in
eligible for hiring without permitting them a hearing constituted a serious deprivation.
“ [I]t certainly is no small injury when government employment so dominates the field
of opportunity.” 341 U.S. 123, 185 (1951) (Jackson, J., concurring) (members of cer
tain organizations prohibited from government employment).

58 Jason v. Summerfield, 214 F.2d 273, 277 (D.C. Cir.), cert, denied, 348 U.S. 840 
(1954); Love v. United States, 108 F.2d 43, 46 (8th Cir. 1939), cert, denied, 309 U.S. 
673 (1940).

59 W hitner v. Davis, 410 F.2d 24, 30 (9th Cir. 1969); cf. Homer v. Richmond, 292 
F.2d 719, 724 (D.C. Cir. 1961).

60 See generally Sherbert v. Verner, 374 U.S. 398, 404-05 (1963); Bagley v. Washing
ton Township Hosp. Dist., 65 Cal. 2d 499, 507, 421 P.2d 409, 413, 55 Cal. Rptr. 401, 
405 (1966). If the legislative action infringes constitutional rights, the privilege label 
tends to distract from the inquiry, rather than further it. French, Unconstitutional 
Conditions: An Analysis, 50 G eo. L.J. 234, 241 (1961).

61 See generally Van Alstyne, The Demise of the Right Privilege Distinction in Con
stitutional Law, 81 H arv. L. Rev. 1439 (1968).

62 See Note, Unconstitutional Conditions, 73 H arv. L. Rev. 1595, 1609 (1960). A 
series of recent cases concerning loyalty oaths as a qualification for office struck down 
several statutes on the principle of unjustified restrictions, holding that the enactments 
were vague, that they damned by association, and that they failed to distinguish between 
sensitive and insensitive positions, thus infringing without justification on first amend
ment rights. See, e.g., United States v. Robcl, 389 U.S. 258, 265-66 (1967); Whitehill 
v. Elkins, 389 U.S. 56, 57 (1967); Keyishian v. Board of Regents, 385 U.S. 589, 597-609 
(1967); Elfbrandt v. Russell, 384 U.S. 11, 14-19 (1966); Cramp v. Board of Public In
struction, 368 U.S. 278, 285-88 (1961); Stewart v. Washington, 301 F. Supp. 610, 612 
(D.D.C. 1969).

63 See Joint Anti-Fascist Refugee Comm. v. McGrath, 341 U.S. 123, 185 (1951) (Jack- 
son, J., concurring); Ex parte Curtis, 106 U.S. 371, 373 (1882); cf. Wieman v. Upde
graff, 344 U.S. 183, 192 (1952); Garner v. Board of Public Works, 341 U.S. 716, 723-24, 
rehearing denied, 342 U.S. 843 (1951); Note, Constitutionality of Restrictions on Aliens' 
Rights to Work, 57 Colum. L. Rev. 1012, 1020 (1957). See also note 57 supra.

Suspect Classifications

In the case of governmental discrimination directed toward certain 
groups or classifications denominated as “suspect” or involving “funda



1972] C ivil Service 219

mental interests,” * * * * 64 the Supreme Court does not apply the presumption 
of constitutionality normally enjoyed by legislative enactments.65 In
stead, Government must demonstrate the relationship between the law 
and a legitimate governmental interest.66 Some courts have gone so far 
as to require a showing that the particular interest cannot be protected 
bv less punitive or more narrowly drawn measures.67 The standard for 
determining which classifications are suspect and which interests funda
mental is perhaps more intuitive than established. Those classifications 
most frequently cited are based on race, religion, lineage, and, more re- 
centlv, alienage.68 Fundamental interests include at least first amend
ment activities, voting rights, and interstate movement.69

>,A See, e.g., Graham v. Richardson, 403 U.S. 365, 372 (1971) (alienage and race);
Loving v. Virginia, 388 U.S. 1, 9 (1967) (race); Korematsu v. United States, 323 U.S.
214, 216 (1944), rehearing denied, 324 U.S. 885 (1945) (racial discrimination); Sei Fujii
v. California, 38 Cal. 2d 718, 730, 242 P.2d 617, 625 (1952) (race). See also Develop
ments in the Law—Equal Protection, 82 H arv. L. Rev. 1065, 1087-1132 (1969).

65 United States v. Carolene Products Co. provides the classic statement to this effect. 
304 U.S. 144 (1938). “There may be narrower scope for operation of the presumption 
of constitutionality when legislation appears on its face to be within a specific prohibi
tion of the Constitution, such as those of the first ten amendments . . . .” Id. at 152 
n.4. Although declining to decide the question, the Court suggested that prejudice 
“against discrete and insular minorities may be a special condition which . . . may 
call for a correspondingly more searching judicial inquiry.” Id. at 153; cf. Watkins v. 
United States, 354 U.S. 178, 198 (1957) (mere semblance of legislative purpose does 
not justify inequality in the face of the Bill of Rights).

C 6See Dougall v. Sugarman, 330 F. Supp. 265, 268 (S.D.N.Y. 1971), aff’d, Civil No. 
71-992 (S.D.N.Y. Nov. 9, 1971). Under the “stricter” standards of review called into 
plav by the classifications, “the state must show the classification is necessary to a com
pelling state interest, rather than merely demonstrate a reasonable relation between the 
restriction and any possible valid state interest.” 330 F. Supp. at 268. See also Greene 
v. McElroy, 360 U.S. 474, 506-08 (1959) (less judicial delicacy is required in the case 
of administrative enactments); Developments in the Law—Equal Protection, 82 H arv. 
L. Rev. 1065, 1101 (1969).

67 See Keyishian v. Board of Regents, 385 U.S. 589, 602 (1967); Shelton v. Tucker, 
364 U 5. 479, 488 (1960).

'■'See McLaughlin v. Florida, 379 U.S. 184, 192 (1964) (race classification in criminal 
statute); United States v. Carolene Prods. Co., 304 U.S. 144, 153 n.4 (1938); note 64 
supra. See also Nielsen v. Secretary of Treasury, 424 F.2d 833 (D.C. Cir. 1970). “In 
effect the burden is on the government to put forward the special reasonableness of and 
justification for any measure discriminating against aliens.” Id. at 846. See also De- 
veloprnents in the Law—Equal Protection, 82 H arv. L. Rev. 1065, 1087-1132 (1969).

See, e.g., Harper v. Virginia State Bd. of Elections, 383 U 5 . 663, 670 (1966) (vot
ing); McLaughlin v. Florida, 379 U.S. 184 (1964) (race classification in criminal statute); 
United States v. Carolene Prods. Co., 304 U.S. 144, 152-53 n.4 (1938).

Even if discrimination against persons on the basis of alienage was 
not judicially suspect for all purposes, this type of classification clearly 
merits scrutiny when it serves to establish a citizenship qualification for 
federal employment. As has been shown, the right to due process under
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the fifth amendment and the right to work for a living in the common 
occupations of the community are basic rights of aliens, as well as citi
zens.70 Unreasonable discrimination, unwarranted by legislative purpose 
or interest, is as offensive to due process as it is to equal protection. Fur
ther, the executive privilege to staff the civil service is not absolute, but 
qualified by the Constitution and its specific requirements of due proc
ess.71 Nevertheless, despite judicial sanction of these principles, the Civil 
Service Commission discriminates against all resident aliens as a class, pro
hibiting them from qualifying for approximately 2,689,800 government 
jobs.72 Under the circumstances, it is appropriate that the Government 
assume the burden of proving that the classification is necessary or highly 
desirable in light of a compelling federal interest.73

70 See notes 38-39 supra and accompanying text.
71 See note 57 supra. “ (CJonstitutional protection does extend to the public servant 

whose exclusion pursuant to a statute is patently arbitrary or discriminatory.” Wieman 
v. Updegraff, 344 U.S. 183, 192 (1952).

72 U.S. Civil Service Comm’n, Federal Civilian Manpower Statistics, Monthly Re
lease No. SM 13 7110 (Oct. 1971).

73 See notes 65, 68 supra. Because of the gravity of the issue, it is insufficient to show 
merely a rational relationship between the regulation and the interest sought to be pro
tected. It is unconstitutional to penalize a constitutional right unless such penalty pro
motes a compelling governmental interest. Shapiro v. Thompson, 394 U.S. 618, 634 
(1969).

74 It is clear that due process would permit a reasonable classification of aliens. Ohio 
ex rel. Clarke v. Deckebach, 274 U.S. 392, 396 (1927). Although such a classification 
has not been declared per se unconstitutional, few statutes attempting to utilize it have 
been upheld in recent years.

75 See Brief for Appellee at 9, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972).
76 See Brief for Appellant at 21-23, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972).
77 See 5 U.S.C. § 3301 (1970); Purdy & Fitzpatrick v. State, 71 Cal. 2d 566, 581, 456 

P.2d 645, 655, 79 Cal. Rptr. 77, 87 (1969) (right to protect one’s own citizens from alien 
economic competition is prima facie discriminatory). See also Brief for Appellant at 
20-21, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972).

Proper G overnmental O bjective

Thus, the proper inquiry is whether the prohibition against alien em
ployment in competitive civil service furthers an appropriate govern
mental end.74 To this effect, the arguments advanced by the Govern
ment in Jalil are patently inadequate. First, it is inapposite to charge that 
noncitizens should not be in a position to exercise national sovereignty;75 
clearly, the large majority of civil service positions involve no such re
sponsibilities.76 Second, a policy of economic preference for American 
nationals does not fall within the stated purpose of the Civil Service Act 
which is to establish an effective bureaucracy, not to provide employ
ment for citizens.77 A further justification suggested by the Govern-
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ment, and one not wholly rejected by the court is the fact that similar, 
if not more blatant, discrimination is practiced by other nations. This 
argument is wholly irrelevant to the question of constitutionality,78 and 
by itself constitutes a weak policy argument.

78 Brief for Appellant at 23-24, Jalil v. Hampton, 460 F.2d 923 (D.C. Cir. 1972); 
Brief for Appellee at 12-15, 460 F.2d 923 (D.C. Cir. 1972). Although refusing to vali
date the exclusion for the sake of international comity, the Jalil court noted that “the 
existence of this universal practice may be relevant to the issue of the reasonableness of 
the discrimination and whether appellant was denied due process of law.” 460 F.2d at 
929 n.13.

79 See 5 U.S.C. § 7311 (1970); note 14 supra.
'"See Exec. Order No. 10501, 3 C.F.R. 115 (Supp. 1953), 50 U.S.C. § 401 (1970).
81 The executive order proclaims the policy of the Government to be “to provide 

etjual opportunity in Federal employment for all persons, to prohibit discrimination in 
employment because of race, color, religion, sex or national origin . . . .” Exec. Order 
No. 11478 § 1 ,3  C.F.R. 134 (Comp. 1969), 42 U.S.C. § 2000e (1970). It is questionable 
whether the second clause was intended to limit the first, or to emphasize some of its 
implications. If the former reading is correct, the Civil Service regulation prohibiting 
noncitizens from applying to the competitive civil service is on its face contrary to 
the order. This interpretation is supported by section six of the order, specifying that 
it shall not apply “to aliens emp’oyed outside the limits of the United States.” Id. at 
5 6, 3 C.F.R. 134 (Comp. 1969), 42 U.S.C. § 2000e (1970). The order is silent concern
ing aliens within the United States.

«2See, e.g., Exec. Order No. 11246 § 202, 3 C.F.R. 611, 612-13 (1968), 42 U.S.C. 2000e 
(1970) (prohibiting discrimination in employment by government contractors); Exec. 
Order No. 10577 § 4.2, 3 C.F.R. 86-87 (Supp. 1954), 5 U.S.C. § 3301 (1970) (prohibiting 
racial, political or religious discrimination in government service). The most familiar 
of these is the Equal Employment Opportunity' Act, which is not applicable to federal 
employment. 42 U.S.C. 2OOOe-2(b) (1970). Section 2(a) of this Act prohibits discrimi
nation because of an individual’s race, color, sex, or national origin.

83 An argument might be made for including discrimination against aliens within 
the prohibition against discrimination on the basis of national origin. This line of 
reasoning is usually ignored, probably to circumvent the practical problems of finding

In the case of both citizens and noncitizens, protection against dis- 
loyalty in government service is provided by the mandatory loyalty 
oath and the statutory prohibition against disloyal persons holding of
fice.79 If the securing of loyal personnel in sensitive federal positions is 
the sole purpose of the regulation prohibiting noncitizens from employ
ment, the statute is overbroad in view of what it seeks to accomplish. 
The problem of ensuring loyalty can be handled effectively in a more 
narrow manner by classifying jobs as to their sensitive or nonsensitive 
nature, a practice used in determining the necessity for various types of 
security clearances for those handling certain materials.80

It is likewise difficult to show that public policy requires this type of 
discrimination. An executive order, entitled Equal Employment Op
portunity in Federal Government,81 and other enactments similar in 
character82 83 prohibit discrimination on the basic of race or national ori
gin.^3 Although these can be viewed as permitting discriminations which
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are not specifically prohibited, more reasonably they are indicative of a 
broader public policy disfavoring arbitrary discrimination against all 
groups of people under the protection of the United States.

The appropriateness of a judicial examination of the type advocated 
by the Jalil court* * * 84 is at best questionable if its purpose is solely to narrow 
the scope of the statute. As Judge Bazelon pointed out in dissent, “it is 
neither proper nor possible for a District Court to undertake to identify 
those particular positions whose special demands make citizenship a com
pelling requirement. This is precisely the task which the Civil Service 
should perform . . .  85

legal justification for the exclusion of aliens in cases when it might be considered neces
sary or reasonable to do so. See Mow Sung Wong v. Hampton, 333 F. Supp. 527, 530
(N.D. Cal. 1971).

84 460 F.2d at 927; see note 22 supra.
85 460 F.2d at 931.
86 Id. at 928; see note 22 supra.
87 460 F.2d at 931, (Bazelon, C.J., dissenting).

Despite the rationale used by the majority to support its decision to 
remand,86 Jalil leaves open no questions of fact or underlying policy 
which might have a bearing on the decision. The primary issue is con
stitutionality vel 71077 : “A regulation which simply excludes all aliens 
from all competitive positions on its face sets no standards, reflects no 
compelling interests and is therefore invalid.” 87 Under these circum
stances, a decision to withhold judgment serves only to undermine the 
administration of justice.

Now, unnecessarily, the case has been returned to the district court. 
On remand, the Government will have one more opportunity at show
ing why people protected by the Constitution should be subject to a 
suspect proscription—why the presence of aliens in the government serv
ice so imperils the national interest that no lesser sanction would be ef
fective.



RECENT DEVELOPMENTS
CONSTITUTIONAL LAW —non-unanimous jury verdicts—The 
Fourteenth and Sixth Amendments Do N ot Require Unanimous Jury 
Verdicts in State Criminal Trials—Johnson v. Louisiana, 40 U.S.L.W. 
4524 (U.S. May 22, 1972); Apodaca v. Oregon, 40 U.S.L.W. 4528 
(U.S. May 22, 1972).

In Johnson v. Louisiana1 and Apodaca v. Oregon,2 the Supreme Court 
ruled that the Constitution does not require that jury verdicts in state 
courts be unanimous. The Court considered, and rejected, three prin
cipal arguments—1) that the due process clause of the fourteenth amend
ment, which requires the state to prove guilt beyond a reasonable doubt, 
compels jury unanimity; 2) that the equal protection clause of the four
teenth amendment, which forbids systematic exclusion of minorities 
from the jury selection process, contemplates that minority views will 
be weighed, a goal achievable only by requiring jury unanimity; and 3) 
that the sixth amendment right to trial by jury, which applies to the 
states through the fourteenth amendment, itself contains a guarantee of 
a unanimous verdict. The grounds on which the Court rejected each 
of these arguments raise numerous questions as to what, if any, require
ments the Constitution does impose on the states with respect to jury 
verdicts.3

1 40 U.S.L.W. 4524 (U.S. May 22, 1972).
2 40 U.S.L.W. 4528 (U S. May 22, 1972).
3 Both cases were decided by a five-to-four vote. In Johnson, Justice W hite delivered 

the opinion of the Court in which Chief Justice Burger and Justices Blackmun, Powell, 
and Rehnquist concurred. In Apodaca, Justice W hite announced the judgment of the 
Court in a plurality opinion joined by Chief Justice Burger and Justices Blackmun and 
Rehnquist. Justice Blackmun also filed a concurring opinion. Justice Powell, in a 
separate opinion, concurred in the judgment of the Court. Justices Douglas, Stewart, 
Brennan, and Marshall dissented in both cases.

4 The Louisiana Constitution provides that “cases, in which punishment is necessarily 
at hard labor, [shall be tried] by a jury of twelve, nine of whom must concur to render 
a verdict . . . .” La. Const, art. VII, § 41; see La. Code Crim. Pro. art. 782 (1966).

s 391 US. 145 (1968).

Fourteenth Amendment Due Process. Frank Johnson was tried
on May 14, 1968, in Louisiana for armed robbery; a twelve-man jury 
convicted him by a nine-to-three verdict, as allowed by Louisiana law.4 
In Duncan v. Louisiana,5 decided May 20, 1968, the Court had ruled 
that the sixth amendment right to trial by jury was applicable to the

[ 223 ]
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states through the fourteenth amendment due process clause.6 Duncan, 
however, was not retroactive;7 and, since Johnson was tried prior to 
the decision in Duncan, he could not assert the sixth amendment rights. 
Johnson, therefore, based his claim primarily on the fourteenth amend
ment due process clause, without reference to the sixth amendment.8

6 Id. at 149.
7 DeStefano v. Woods, 392 U.S. 631, 633 (1968).
8 Petitioner’s Brief for Certiorari at 5-6, Johnson v. Louisiana, 40 U.S.LAV. 4524 

(U.S. May 22, 1972).
9 7w re Winship, 397 U.S. 358, 363-64 (1970).
10 40 U.S.L.W. at 4525.
u  “Indeed, at this point, a ‘dissenting juror should consider whether his doubt was a 

reasonable one . . . [when it made] no impression upon the minds of so many men, 
equally honest, equally intelligent with himself.’ ” Id. at 4526, quoting Allen v. United 
States, 164 U.S. 492, 501 (1896).

12 Id.

The due process clause of the fourteenth amendment requires the 
burden of proof in state court proceedings to be guilt beyond a reason
able doubt.9 Only by requiring jury unanimity, Johnson argued, could 
this reasonable doubt standard be implemented, because to allow non- 
unanimous jury verdicts would be inconsistent with the concept of guilt 
beyond a reasonable doubt. He argued that the nine jurors who voted 
to convict could not have applied the reasonable doubt standard, for, 
faced with arguments sufficiently strong to convince three jurors not 
to convict, these nine jurors could not conscientiously believe the 
defendant guilty beyond a reasonable doubt.10

Justice White, speaking for the Court, however, rejected the argu
ment that evidence sufficient to create a reasonable doubt in the minds 
of three jurors must necessarily create a reasonable doubt in the minds 
of nine other jurors. Rather, he found it more plausible that if only three 
of 12 jurors felt they had a reasonable doubt, perhaps their doubt was 
not reasonable.11 The Court stated that the mere fact that some jurors 
voted to acquit does not mean that the nine who voted to convict did 
not believe that guilt beyond a reasonable doubt had been proved; in 
the absence of evidence, the Court would not impute misconduct to the 
nine jurors voting to convict.12

An apparent logical consequence of the Court’s reasoning is that a 
state can, consistent with the reasonable doubt standard, allow simple 
majority verdicts. Simple majority verdicts might be held to comply 
with the reasonable doubt standard for two reasons—first, the doubts 
of a minority, no matter how large, are more likely to be held unrea
sonable than the affirmative beliefs of the majority, simply because of 
their being in the minority; and, second, even if it is conceded that the
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doubts of the minority might be reasonable, this, the Court might say, 
does not necessarily prevent the members of the majority from subjec
tively believing beyond a reasonable doubt in the defendant’s guilt. 
Thus, it would appear that nothing in the fourteenth amendment’s be
yond a reasonable doubt requirement would prevent a state from allow
ing conviction by a simple majority.

I he Court, however, probably did not anticipate such an expansive 
reading of the due process clause. One indication of this is found in the 
Court’s response to Johnson’s second argument that a lack of jury una
nimity established a reasonable doubt per se. Simply phrased, Johnson ar
gued that if three of 12 jurors are not convinced of the defendant’s guilt, 
then that alone establishes a reasonable doubt.13 The Court noted, how
ever, that lack of jury unanimity had not previously been equated with 
the existence of a reasonable doubt, citing as an example the federal 
practice of ordering a retrial, rather than an acquittal, when a jury is 
deadlocked.14 Had the Court gone no further, it would seem that four
teenth amendment due process would allow simple majority verdicts; 
but the Court qualified its position by noting that because here there 
was a “heavy majority” for conviction, it could not accept in Johnson 
that the mere existence of some dissenters automatically raised a reason
able doubt.15 The Court thus found solace in the existence of what it 
termed a “heavy majority,” but it both declined to define “heavy ma
jority" or, more importantly, explicitly say that such a majority was 
an indispensible element of due process. Only Justice Blackmun, in a 
concurring opinion, explicitly gave any indication that simple majority 
verdicts would not be permissible when he said “a system employing

: : ‘‘Thc guilt found by the jury at appellant’s trial was beyond the reasonable doubt 
of a majority only, not beyond the reasonable doubt of the whole jury.” Petitioner’s 
Brief for Certiorari at 8-9, Johnson v. Louisiana, 40 U.S.L.W. 4524 (U.S. May 22, 
1972). There are basically two views of jury deliberations—the first is that a jury 
reaches its verdict as a body, and the second is that a jury reaches its verdict as indi
viduals. If the entity theory’ is accepted, then, clearly, if individual jurors are not con
vinced of the defendant’s guilt, the jury cannot be said to have been convinced beyond 
a reasonable doubt. This is Johnson’s approach. On the other hand, if it is argued that 
rhe jury reaches its verdict as individuals, no collective opinion is necessary; and all 
that is necessary to maintain the reasonable doubt standard is that the majority must be 
convinced beyond a reasonable doubt. See Rvan, Less Than Unanimous Jury Verdicts 
bi Criminal Trials, 58 J. Crim. L.C. & P.S. 211, 214 (1967); Samuels, Criminal Justice 
let, 51 Modern L. Rev. 16, 24 (1968); Comment, Waiver of Jury Unanimity—Some 

Doubts About Reasonable Doubt, 21 U. Chi. L. Rev. 438, 441-42 (1954).
s 40 U.S.L.W7. at 4526. Speaking of the federal unanimity rule, the Court noted: 

If rhe doubt of a minority of jurors indicates the existence of a reasonable doubt 
it would appear that a defendant should receive a directed verdict of acquittal rather 
than a retrial.’’ ld.\ see Fed. R. Crim. P. 31(a).

15 40U.S.L.W. at 4526.
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a 7-5 standard, rather than a 9-3 or 75 [percent] minimum, would 
afford me great difficulty.” * * * 16

l G Id. at 4531 (Blackmun, J., concurring). Justice Powell also implied that he would
not necessarily accept simple majority verdicts. He said: “Approval of Oregon’s 10-2
requirement does not compel acceptance of all other majority verdict alternatives.”
Id. at 4535 n.21 (Powell, J., concurring).

17 See notes 12-13 supra and accompanying text.
1 8 40 U.S.L.W. at 4531 (Blackmun, J., concurring). Justice Blackmun, however, ap

pears to have misread the majority opinion when he states that it does require more 
than a simple majority. He asserts that the Court says “a substantial majority of the 
jury are to be convinced.” Id. In fact, the majority opinion did not say that a sub
stantial majority was required; rather, it merely noted that, in this case, a substantial 
majority had been convinced of the guilt of the defendant. Left unanswered, however, 
is whether a substantial or “heavy” majority is required, despite Justice Blackmun’s as
sumption that it is. Id. at 4526.

19 But see id. at 4535 n.21 (Powell, J., concurring). Justice Powell, implying that he 
would not necessarily accept simple majority verdicts, asserted that due process re
quires the drawing of difficult lines, presumably such as a line between ninc-to-three 
and eight-to-four verdicts. He states: “Full recognition of the function performed by
jury trials, coupled with due respect for the presumptive validity of state laws based 
on rational considerations such as those mentioned above, will assist in finding the

Although, on the facts, the lowest number of jurors allowed to con
vict was nine, the reasoning of the Court provides no basis for the 
assumption that a minimum of nine jurors must vote to convict. The 
Court attached no significance to the number nine. Rather, it simply 
found nothing wrong with nine; the Court’s reasoning would logically 
apply to eight and seven jurors. This same reasoning, however, appar
ently does require at least a majority verdict.17 The question left unan
swered, but raised by Justice Blackmun’s concurring opinion and the 
emphasis of the majority opinion on a “heavy majority,” is whether there 
is, nonetheless, a point at which a certain number of dissenting jurors, 
though still a minority, creates, by itself, a reasonable doubt. Implicitly, 
Justice Blackmun thinks there is such a point, namely where less than 
75 percent of the jurors vote to convict.18 It would seem, however, 
that once unanimity is not required, another stopping place short of 
a simple majority would be difficult to define. It can be argued reason
ably that only unanimity fulfills the reasonable doubt standard; like
wise, it can be argued reasonably that a simple majority fulfills the 
reasonable doubt standard. The latter apparently is the approach of 
the Court. However it would be difficult to justify a decision that the 
reasonable doubt standard is maintained if only one-fourth of the jury 
dissents, but is not maintained if one-third dissents; and yet this is the 
position the Court would have to justify should it insist on a “heavy 
majority.” 19 Nonetheless, at least one Justice apparently would insist 
on more than a simple majority, a “heavy majority.” 20
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Fourteenth Amendment Equal Protection. Robert Apodaca,
Henry Morgan Cooper, Jr., and James Arnold Madden were all con
victed in Oregon by less than unanimous jury verdicts, as permitted by 
Oregon law.* * * 20 21 They challenged the use of non-unanimous jury verdicts 
as inconsistent with a long line of equal protection cases22 * holding that 
minorities could not be systematically excluded from the jury selection 
process. Implicit in this right to participate, the defendants argued, is 
a right to have a meaningful voice in jury deliberation; and the only 
way to ensure that such a voice can be meaningfully heard is to require 
unanimous verdicts. If unanimity is not required, the majority can 
simplv ignore the opinions and arguments of the minority, for their 
votes are no longer needed for conviction. However, if unanimity is 
required, a minority cannot be ignored because, until the majority per
suades them to accept their view, no verdict can be returned. Thus, 
the appellants argued, only a requirement of a unanimous verdict can 
ensure that minority groups may participate meaningfully in the jury 
process.28

required balance when the question is presented in a different context.” Id. Even
though such a line might not be drawn based on the reasonable doubt standard, other
elements of due process might support the drawing of such a line.

20 Id. at 4531 (Blackmun, J., concurring).
21 Apodaca was convicted of assault with a deadly weapon by an 11-to-l jury verdict; 

Cooper was convicted of burglary, also by an 11-to-l jury verdict; and Madden was 
convicted of grand larceny by a 10-to-2 verdict, the minimum requisite vote for 
conviction under Oregon law. The Oregon Constitution provides that “in the cir
cuit court ten members of the jury may render a verdict of guilty or not guilty, 
save and except a verdict of guilty of first degree murder, w’hich shall be found only 
by a unanimous verdict . . . ” Ore. Const, art. I, § 11.

22 Oral Argument for Petitioner at 18, Apodaca v. Oregon, 40 U.S.L.W. 4528 (U.S. 
May 22, 1972); sec Carter v. Jury Comm’n, 396 U.S. 320 (1970); Whitus v. Georgia, 
385 U.S. 545 (1967); Hernandez v. Texas, 347 U.S. 475 (1954); Patton v. Mississippi, 
332 US. 463 (1947); Norris v. Alabama, 294 U.S. 587 (1935); Carter v. Texas, 177 U.S. 
442 (1900); Straudcr v. West Virginia, 100 U.S. 303 (1880).

2 Petitioner's Brief for Certiorari, App. B, at 32, Apodaca v. Oregon, 40 U.S.L.W. 
4528 (U.S. May 22, 1972).

24 40 U.S.LAV. at 4531.
25 Id. It should be noted, however, that even if there is no right to be heard, non-

The Court, however, rejected this claim, pointing out that the Court 
had never held that minority groups had a definite right to be heard; 
rather, they simply had the right not to be excluded from the jury 
selection process.24 Thus, the Court noted, a defendant may not chal
lenge the composition of a jury simply because it contains no minority 
group members. Instead the only basis for a challenge is that such groups 
have been systematically excluded from consideration for selection to 
the jury.25
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However, a related argument raised by petitioners and echoed by 
Justice Douglas in dissent is perhaps more troubling. If unanimity is 
not required, and if a majority can easily ignore the views of a minority, 
surely less thorough jury deliberation will result.* * * * * * * * * * * * * * * 26 When a jury verdict 
must be unanimous, every voice must be heard and considered. But 
when unanimity is not required, a minority opinion need not, and hence, 
may not, be seriously considered. This danger exists without regard 
to whether the minority represents a minority group per se, or whether 
it consists of one or more members of a homogeneous jury who nonethe
less disagree with the majority.27 In oral argument before the Court, 
the attorney for the state of Oregon admitted that no provision in Ore
gon law precluded a jury from entering the jury room, taking a vote 
without deliberation, and, if the requisite 10 jurors voted for convic
tion, delivering a verdict without ever having heard the arguments of 
the minority.28 Studies on jury deliberation indicate that, where unani
mous verdicts are required, the danger of a hasty, ill-conceived verdict 
is small, because the final verdict is frequently not the verdict the 
majority of jurors favored on entering the jury room.29 The Court,

unanimous juries greatly increase the percentage of instances in which minorities mav
not in fact be heard should the majority choose to ignore them. Assuming, for example,
the existence of a minority group comprising 10 percent of the population, and as
suming that juries are drawn randomly, of every 100 twelve-man juries, 72 will contain
at least one member of this minority group, but only 11 will contain three or more
members of this group. Thus, when unanimity is required, this minority group voice
must, in fact, be heard 72 percent of the time; yet, in Oregon, where 10-2 verdicts will
convict, this minority group must be heard only 11 percent of the time. See Zeisel,
. . . And Then There Were None: The Diminution of the Federal Jury, 38 U. Chi.
L. Rev. 710, 723 (1971). It is interesting to note, in this regard, that Frank Johnson was
convicted by a nine-to-three vote by a jury that deliberated less than 20 minutes. Three
of the jurors wrere, like Johnson, black men. The trial court record does not reflect
which jurors voted not guilty; however the record does, at least, suggest a verdict on
the first ballot. Oral Argument for Petitioner at 11-12, Johnson v. Louisiana, 40 U.S.LAV.
4524 (U.S. May 22, 1972).

26 40 U.S.LAV. at 4538 (Douglas, J., dissenting). See also W . Forsyth, H istory of 
T rial By Jury 204 (J. Morgan ed. 1878).

27 Justice Marshall said “the fencing out problem goes beyond the problem of iden
tifiable minority groups. The juror whose dissenting voice is unheard may be a spokes
man, not for any minority viewpoint, but simply for himself . . . .” 40 U.S.LAV. at 
4542 (Marshall, J., dissenting).

28 Oral Argument for Respondent at 34-35, Apodaca v. Oregon, 40 U.S.L.W. 4528 
(U.S. May 22, 1972). It has been suggested that one safeguard against such lack of 
deliberation would be to require a minimum period of deliberation. Comment, supra 
note 13, at 445. At least one state which does not require unanimity in civil cases has 
adopted such a minimum deliberative period. Neb. Rev. Stat. § 25-1125 (1964).

29 The minority is able to reverse an initial majority in about one case in ten. See 
H. K alven, Jr. & H. Zeisel, T he American Jury 490 (1966).
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however, dismissed this danger in Apodaca with the assertion that it 
would not presume misconduct on the part of a jury.30

30 40 U.S.L.W. at 4531.
31 Oral Argument for Petitioner at 11, Johnson v. Louisiana, 40 U.S.L.W. 4524 (U.S. 

May 22, 1972).
Oral Argument for Petitioner at 3-4, Apodaca v. Oregon, 40 U.S.L.W. 4528 (U.S. 

May 22, 1972).
33 In states requiring unanimity, deadlocked juries occur in about 5.6 percent of all 
DCS tried before juries. H. Kai.ven, Jr. & H. Zeisf.l, T he American Jury table 126, 

at 461 <1966). Since the unanimity requirement was removed in Oregon, 11-to-l and 
10 ro-2 verdicts occur in about 25 percent of all cases tried before juries, apparently 
because the jury simply stops deliberating once the requisite majority is reached. 
Kalvcn & Zeiscl, The American Jury: Notes for an English Controversy, 48 Chi. 
I’>'r Rec. 195, 201 (1967). This suggests that, where non-unanimous verdicts are allowed, 
rhe dynamics of jury deliberation will differ considerably from instances where una
nimity is necessary. This tends to discredit the Court’s assertion that a “majority will 
cease discussion and outvote a minority onlv after reasoned discussion has ceased to 
have persuasive effect or to serve any other purpose . . . .” 40 U.S.L.W. at 4526.

3*40 U.S.L.W. at 4539 (Douglas, J., dissenting).
35See Apodaca v. Oregon, 40 U.S.L.W . 4528 (U.S. May 22, 1972); Williams? v. 

Florida, 399 U.S. 78 (1970).
36 Williams v. Florida, 399 U.S. 78. 100 (1970).

Such misconduct seems a legitimate possibility. In Johnson, the jury 
was out for less than 20 minutes;31 in Apodaca, the jury in each of the 
three cases was in the jury room for less than one hour and, in one 
case, for less than one-half hour.32 Each of these decisions was rendered 
bv a non-unanimous jury. Certainly it is possible that the views of the 
minority were not considered by the majority simply because there was 
no need to consider them, the majority already having the necessary 
votes for conviction.33 But even if the dissenters’ views were considered, 
Justice Douglas’s admonition that “human experience teaches that polite 
and academic conversation is no substitute for the earnest and robust 
argument necessary to reach unanimity” 34 suggests grave difficulties.

In determining jury requirements, the Court has taken a functional 
approach; it has looked at each element of a jury and determined 
whether that particular element was a prerequisite to the jury’s fulfill
ment of its function.35 Therefore, if unanimity is necessary in order for 
the jury to fulfill its function, then unanimity is constitutionally re
quired. If the function of a jury is the interposition of the common
sense judgment of the community between the accused and his accuser,36 
then this function is adequately fulfilled only when the judgment is 
derived in the most thorough manner possible, and such a judgment 
can result from onlv the most extensive deliberation. If the only way 
to ensure such extensive deliberation is to compel consideration of 
everv juror’s opinion, and if the only way to ensure that each opinion
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will be considered is to require the assent of each juror to the verdict, 
then, on this basis alone, trial by jury demands unanimity. The major
ity’s facile statement that it will not presume jury misconduct is not 
satisfactory. As Justice Stewart notes in dissent, if one does not assume 
that juries occasionally act improperly, why does the Constitution pro
vide protection against other types of jury misconduct?37

37 W hy, if juries do not sometimes act out of passion and prejudice, does the 
Constitution require the availability of a change of venue? . . . W hy, if 
juries do not sometimes act improperly, does the Constitution require pro
tection from inflammatory press coverage and ex parte influence by court 
officers? . . . W hy, if juries must be presumed to obey all instructions from 
the bench, does the Constitution require that certain information must not 
go to the jury no matter how strong a cautionary charge accompanies it? 
. . . W hy, indeed, should we insist that no man can be constitutionally con
victed by a jury from which members of an identifiable group to which he 
belongs have been systematically excluded?

40 U.S.L.W. at 4528 (Stewart, J., dissenting) (citations omitted).
38See, e.g., Andres v. United States, 333 U.S. 740 (1948); Patton v. United States, 

281 U.S. 276 (1930); Maxwell v. Dow, 176 U.S. 581 (1900).
39 See, e.g., Miranda v. Arizona, 384 U.S. 436 (1966); Pointer v. Texas, 380 U.S. 

400 (1965); Malloy v. Hogan, 378 U.S. 1 (1964).
40 Even Justice Stewart, who dissented in Duncan, conceded that under Duncan the 

sixth amendment right to jury trial had been made wholly applicable to the states. 
“Unless Duncan is to be overruled, therefore, the only relevant question here is

Sixth Amendment. Apodaca, Cooper, and Madden, unlike John
son, were all tried after Duncan and thus were not precluded from 
asserting a sixth amendment right to a unanimous jury verdict as the 
second ground for appeal. They premised this argument on Duncan's 
application of the sixth amendment to the states and on the Court’s 
previous assertions that unanimity was an essential element of the sixth 
amendment right to jury trial.38 They argued that in all instances in 
which the Court had held guarantees of the Bill of Rights binding upon 
the states through the fourteenth amendment, it had declared that such 
rights were to be enforced against the states according to the same 
standards applied against the federal government.39 Under this reason
ing, the less than unanimous verdicts by which they had been convicted 
abridged their sixth amendment jury trial rights.

Eight Justices agreed that under Duncan the sixth amendment’s guar
antee of the right to trial by jury is applicable to the states. They 
further agreed that, since it applies in like manner to both state and 
federal courts, the only relevant questions were exactly what the 
sixth amendment requires and, specifically, whether the sixth amend
ment right of trial by jury includes a right that the verdict be unani
mous.40 On this question, however, these eight Justices split four to
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four. Justice White, who announced the judgment of the Court in a 
plurality opinion joined by Chief Justice Burger and Justices Blackmun 
and Rehnquist, approached the question from a functional viewpoint. 
The function of a jury, he noted, is to interpose the commonsense judg
ment of a group of laymen between the accused and his accusers.* * * 41 
Fulfillment of this function, however, does not require a unanimous 
verdict; rather, the essential features are that the judgment is that of 
the defendant’s peers and is interposed between the defendant and those 
prosecuting him, and that it is not significant whether this judgment 
was expressed as a unanimity or as a majority.42

whether the Sixth Amendment’s guarantee of trial by jury embraces a guarantee that
the verdict of the jury must be unanimous.” 40 U.S.L.W. at 4541 (Stewart, J., dis
senting).

«  Id. at 4530.
42 Justice White was also the author of Williams v. Florida, in which the Court 

said there was little reason to believe that the jury would be unable to achieve its historic 
function with only six members, “particularly if the requirement of jury unanimity is 
retained.” 399 U.S. 78, 100 (1970). Although the Court expressly reserved the question 
of unanimity for later decision, most commentators, nonetheless, assumed that unanimity 
would be held essential to a jury trial. See The Supreme Court, 1969 Term, 84 H arv. 
L. Rev. 1, 169-70 (1970); Comment, Florida's Six-Member Criminal Juries: Constitu
tional, But Are They Fair?, 23 U. Fla. L. Rev. 402, 405 (1971). But see The Supreme 
Court, 1967 Term, 82 H arv. L. Rev. 63, 150 (1968).

43 40 U.S.L.W. at 4536-37 (Douglas, J., dissenting); id. at 4541 (Marshall, J., dis
senting); id. (Stewart, J., dissenting).

44 The selective incorporation theory is the practical result of the past 20 years of 
judicial interpretation of the fourteenth amendment due process clause. During this 
period the Court has extended most of the protections of the Bill of Rights to the 
states through the fourteenth amendment. The test the Court has used is that the 
fourteenth amendment requires fundamental fairness in the judicial process; consequently, 
each time the Court has determined that a particular guarantee of the Bill of Rights 
is required by fundamental fairness, it has made that guarantee applicable to the states. 
The guarantee of the Bill of Rights is made applicable according to the same standards 
as applied against the federal government. Because guarantees of the Bill of Rights 
have been applied on a selective basis, the term “selective incorporation” has evolved. 
See Duncan v. Louisiana, 391 U.S. 145 (1968) (sixth amendment); Malloy v. Hogan, 
378 U.S. 1 (1964) (fifth amendment); Ker v. California, 374 U.S. 23 (1963) (fourth 
amendment); Gitlow v. New York, 268 U.S. 652 (1925) (first amendment). See also 
Henkin, “Selective Incorporation" In the Fourteenth Amendment, 73 Yale L.J. 74 
(1963); Lacy, The Bill of Rights and the Fourteenth Amendment: The Evolution of 
the Absorption Doctrine, 23 W ash. & Lee L. Rev. 37 (1966).

Selective incorporation exists as a compromise between two other interpretations 
of fourteenth amendment due process. One approach, the total incorporation theory,

In contrast, the dissenters looked to both the history and the previous 
judicial interpretations of the sixth amendment, rather than to its func
tion, and concluded that both mandate a sixth amendment requirement 
of jury unanimity.43 Thus, while eight members of the Court adopted 
the incorporation theory of fourteenth amendment due process,44 they
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disagreed as to what must be incorporated because they disagreed as to 
the requirements of the sixth amendment.

The deciding vote was cast by Justice Powell, the only Justice will
ing, at this point, to reject the selective incorporation theory. Justice 
Powell, like the late Justice Harlan,45 believed that fourteenth amend
ment due process requires only a determination of the fundamental 
fairness of state action and that such fundamental fairness is to be judged 
without regard to the specific command of the Bill of Rights. Justice 
Powell agreed that fundamental fairness does require states to give jury 
trials in those instances in which jury trials would be required in federal 
courts and thus did accept the Duncan holding, but he felt that only 
those particulars of a federal jury trial which by themselves are also 
required by fundamental fairness are to be imposed on the states. Thus, 
in his mind, the question was not whether the sixth amendment requires 
unanimous verdicts but rather “whether unanimity is in fact so funda
mental to the essentials of jury trial that this particular requirement of 
the Sixth Amendment is necessarily binding on the States under the 
Due Process Clause of the Fourteenth Amendment.” 46 He determined 
that it was not fundamental and, hence, was not binding.

Justice Powell, like Justice Harlan, objected to the incorporation 
theory both because he thought it historically unsound,47 and, even 
more importantly, because he believed that, in those instances involving 
something not required by fundamental fairness, it necessarily results 
in one of two undesirable consequences. Either it forces the states to 
conform to incidental federal requirements which have no bearing on 
whose adherents included Justices Black, Douglas, Murphy, and Rutledge, contends that 
the fourteenth amendment was intended to make the entire Bill of Rights directly ap
plicable to the states. See Duncan v. Louisiana, 391 U.S. 145, 163-64 (1968) (Black, J„ 
concurring); Adamson v. California, 332 U.S. 46, 71-72 (1947) (Black, J., dissenting). 
The other approach, a purely fundamental fairness test, was espoused by, among others, 
Justices Harlan and Frankfurter. This approach argues that the only thing the four
teenth amendment requires is fundamental fairness, and this fairness is to be judged 
without regard to the specific commands of the Bill of Rights. This approach parallels 
the selective incorporation theory to the extent that it would also make applicable to 
the states those portions of the Bill of Rights required by fundamental fairness. It 
would not, however, necessarily make those guarantees apply against the states exactly 
as they apply against the federal government; rather, only those particular elements of 
the guarantee which, bv themselves, were also required by fundamental fairness would 
be applicable against the states. See Duncan v. Louisiana, 391 U.S. 145, 172 (1968) 
(Harlan, J., dissenting); Adamson v. California, 332 U.S. 46, 67-68 (1947) (Frank
furter, J., concurring).

45 See note 44 supra.
46 40 U.S.L.W. at 4533-34 (Powell, J., concurring).
47 Id. at 4533 (Powell, J., concurring). See also 391 U.S. at 173-76 (Harlan, J., dis

senting).
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fundamental fairness, while ignoring legitimate state problems, as he 
felt had happened in Baldwin v. New York™ or, to avoid imposing 
such requirements on the states, it abrogates what were previously 
unquestioned federal rights, as he felt had happened in Willia7ns v. 
Florida.™ Therefore, Justice Powell believed that fundamental rights 
must apply against the states as well as against the federal government. 
But he also maintained that states need to be given flexibility so as to 
be capable of adapting to local problems. He explained that the entire 
nation would benefit from allowing states to act as laboratories in which 
to experiment with different judicial procedures. These legitimate inter
ests, he felt, should not be subordinated to a requirement of state ad
herence to standards which are not essential to fundamental fairness, 
but which coincidentally happen to be federal requirements. Because 
he felt that jury unanimity was not required by fundamental fairness, 
Justice Powell stressed that in refusing to adopt the incorporation the- 
orv, the Court would avoid both of the undesirable consequences of its 
application—the states would not be hindered by a unanimity require
ment and, on the other hand, the traditional requirement of unanimous 
verdicts in federal trials would be preserved. Therefore, although Jus
tice Powell determined by historical analysis that the sixth amendment 
does require unanimous jury verdicts, in disagreement with those Jus
tices joining in the plurality opinion, he nonetheless concurred in their 
decision that the states are not required to provide unanimous jury 
verdicts. I Ie concurred, however, only because fourteenth amendment 
due process, without regard to the sixth amendment, does not require 
jury unanimity.4 * * * 49 50

4S 399 U.S. 66 (1970). In Baldwin the Court voided a New York City statute under 
vhich all trials in the New York City Criminal Court were without juries. The type 
of crime tried under this statute carried possible penalties of up to one year in jail.
The Court ruled that Duncan required the states to give a jury trial in all serious
crimes and said any crime is serious where imprisonment for more than six months 
is authorized. By imposing this federal standard on the state, however, the Court
ignored very serious local problems of the state, problems not experienced in federal 
courts. Foremost, of course, is the problem of court backlog and the effect jury 
trials have in increasing this backlog.

49 399 U.S. 78 (1970). In Williams, the Court upheld the Florida system of providing 
onlv six-man juries in state criminal trials. Because Duncan had made the sixth amend
ment applicable to the states, in ruling that Florida could use six-man juries, the Court 
was ruling that twelve-man juries were not required by the sixth amendment, thus 
overruling previous decisions requiring twelve-man juries, and altering what had been a 
presumed federal right. Baldwin and Williams were decided on the same date and, 
according to Justice I larlan, clearly revealed the doublv undesirable consequences of 
the selective incorporation theory, a theorv he characterized as creating “constitutional 
schizophrenia.” 399 US. at 136 (Harlan, J., dissenting in part and concurring in part).

0 Thus, Justice Powell said “unanimous verdicts are essential in federal jury trials,
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The decision thus is internally contradictory in that there is now a 
majority on the Court for the following three propositions—1) the sixth 
amendment’s guarantee of a jury trial applies the same way in state 
courts as it applies in federal courts; 2) this guarantee requires a unani
mous jury verdict in federal courts; and 3) this same guarantee does not 
require a unanimous verdict in state courts. Justice Powell has obviously 
not succeeded in laying to rest the doctrine of selective incorporation
eight justices still accept it; rather, he has simply avoided its application 
in an isolated instance, at the cost of considerable confusion.* * * * * * * 51

not because unanimity is necessarily fundamental to the function performed by the
jury, but because that result is mandated by history.” 40 U.S.L.W. at 4533 (Powell, J.,
concurring).

5 i “ [T]he affirmance must not obscure that the majority of the Court remains of the
view that, as in the case of every specific of the Bill of Rights that extends to the States,
the Sixth Amendment’s jury trial guarantee, however it is to be construed, has identical
application against both State and Federal Government.” Id. at 4540-41 (Brennan,
J., dissenting).

52 Justice Black was fearful that a fundamental fairness test would result in a watering
down of the guarantees of the Bill of Rights when applied to the states and that only 
the doctrine of incorporation would prevent such a dilution of these rights. 399 U.S. 
at 106 (Black, J., concurring). It is interesting that here Justice Douglas accuses the ma
jority, most of whom adopted the incorporation theory, of effecting the application of 
such a “watered-down” version of the Bill of Rights to the states. 40 U.S.L.W. at 4538 
(Douglas, J., dissenting).

This case does, however, illuminate another problem posed by the 
incorporation theory. Just as Williams and Baldwin illustrated how the 
incorporation theory could significantly affect federal practices as it 
had previously affected state practices, so Apodaca illustrates that, despite 
the claims of its proponents, selective incorporation is perhaps no more 
objective a standard than fundamental fairness for determining the 
limits of fourteenth amendment due process. The late Justice Black 
feared that the fundamental fairness—in his words, “shock the con
science”—test was too subjective, depending solely on the personal pre
dilections of the Court. He felt, on the other hand, that by strictly 
applying the Bill of Rights to the states the Court was limited in impos
ing its personal views. But when eight justices split four to four on 
what the sixth amendment requires, can it be said that the result is any 
more certain and is any more dictated by precedent than is a fundamental 
fairness test?52

Despite the unsettling impact of these decisions on traditional concepts 
of the right to trial by jury, their practical effect may be very limited. 
It is unlikely that state legislatures will rush to permit non-unanimous 
verdicts; after all, Oregon has permitted non-unanimous verdicts since 
1934, and the validity of this procedure was not seriously questioned
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until 1968, after Duncan. Thus, for 34 years, states generally have been 
presumed to be constitutionally able to dispense with unanimous juries, 
yet very few have done so.53 Nevertheless, Johnson and Apodaca do 
raise many questions which will require later clarification by the 
Court. All that can be said with certainty is that state courts are not 
required by the Constitution to demand unanimous verdicts in jury 
trials, while unanimity is still a requirement in federal trials.54 Unan
swered, however, is whether the Constitution sets any minimum stand
ards with which state court juries must comply. The sixth amendment 
does not demand jury unanimity in state courts, but it may be that even 
the “functionalists” would say that, to fulfill its functions, a jury can 
convict only if a certain minimum number of jurors above a simple 
majority vote for conviction. Since eight members of the Court appar
ently accept the incorporation theory, should the functionalists agree 
that the sixth amendment sets at least minimum standards, these stand
ards would be applicable against the states.

53 Only four states other than Louisiana and Oregon allow non-unanimous jury 
verdicts in criminal cases. In Texas nine of 12 jurors can return a verdict in all 
criminal cases below the grade of felony. T ex. Const, art. V, § 13. In Montana four 
of six jurors can return a verdict in misdemeanor cases. Mont. Const, art. IV, § 23. 
In Idaho five of six jurors can return a verdict in misdemeanor cases. Idaho Const. 
art. I, § 7. Finally, in Oklahoma three-fourths of the jury can return a verdict in all 
criminal cases below the grade of felony. O kla. Const, art. II, § 19.

There are several reasons which may explain this reluctance to discard unanimous 
verdicts. First, unanimity has an appeal as an additional safeguard against wrongful 
conviction, lending a certain confidence to the system. See Hogan, Joseph Stone on 
Juries, 37 Ore. L. Rev. 234, 254 (1958). Second, a very small number of cases are 
actually affected by a change from unanimous to majority verdict. Professors Harry 
Kalven and Hans Zeisel report that the incidence of deadlocked juries in states allow
ing non-unanimous verdicts is 3.1 percent as compared to 5.6 percent when unanimous 
verdicts are required. H. Kalven, Jr. & H. Zeisel, T he American Jury table 126, at 
461 (1966). Thus there is relatively little cost savings in avoiding retrials, and what 
savings there is may not be considered worth the diminished confidence in the system.

It should, however, be noted that in the 2.5 percent of all cases actually affected by 
a change from unanimous to majority verdicts, the prosecution achieves a significantly 
increased conviction ratio. Whereas jury verdicts in general follow the ratio of two 
convictions to one acquittal, where nine-to-three convictions are allowed, in that 2.5 
percent of the cases which would have been deadlocked had unanimity been required, 
jury verdicts split on a ratio of 11 convictions to three acquittals, or almost double the 
standard conviction ratio. Id. table 125, at 460.

54 Fed. R. Crim. P. 31 (a). One newspaper reports that had the Court also per
mitted non-unanimous jury verdicts in federal trials, the Justice Department had 
planned to seek legislation implementing the decision, but that such plans will now be 
abandoned. Graham, Nene the Vote Need N ot Be Unanimous, N.Y. Times, May 28, 
1972, § 4, at 6, col. 2.

Unanswered also is whether, apart from the sixth amendment, the 
fourteenth amendment’s requirement of proof beyond a reasonable
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doubt demands a certain minimum number of jurors to convict. Im
plicit in the Johnson holding is the assumption that at least a majority 
of the jurors must vote to convict in order for a conviction to be valid. 
Is, however, only a majority required, or is a “heavy majority?” And 
if the latter, what is a “heavy majority?” Considering Justice Black- 
mun’s 75 percent minimum,55 and Justice Powell’s warning that he 
would not necessarily accept “all other majority-verdict alternatives," 56 
practically speaking, the Louisiana nine-to-three conviction ratio may 
be the minimum the Court will allow. Unanswered also, however, is 
on what basis the Court will draw such a line if faced with the necessity 
to do so.57

55 40 U.S.L.W. at 4531 (Blackmun, J., concurring).
s^ld. at 4535 n.21 (Powell, J., concurring).
57 Would perhaps one consideration be the punishment involved? For instance, would 

the Court so readily assert the validity7 of non-unanimous verdicts if a capital case was 
before the Court? It should be noted, however, that the cases here before the Court 
did not involve minor penalties—Frank Johnson was sentenced to serve 35 years in 
prison.

58 399 US. at 100.
140 U.S.L.W. 4476 (U.S. May 15, 1972); see 56 Minn. L. Rev. I ll (1971); 48 N.D.L.

Lastly, unanswered is how these cases relate to the earlier Williams 
decision, which allowed smaller juries at least partly because of the 
protection supplied by the unanimity requirement.58 But in permitting 
non-unanimous jury verdicts the Court in no way qualified Williams. 
Apparently, then, juries in state courts may both number less than 12 
and convict by less than unanimous agreement; this raises additional 
questions as to what, if any, minimum constitutional standards are placed 
on the states in this area. Would the Court permit five-to-three, four- 
to-two, three-to-two, or two-to-one decisions? If not, where, and on 
what basis, will the Court draw the line?

First in Williams, and now in Johnson and Apodaca, the Court has 
said what “trial by jury" does not mean; it does not mean a jury of 
twelve and it does not mean a unanimous jury. Still a troublesome 
question, however, is what a “trial by jury” does mean.

FIRST AMENDMENT—freedom of religion— Wisconsin's Compul
sory School Attendance Laav as Applied to Members of the Amish Reli
gion Violates Their Rights Under the Free Exercise Clause of the First 
Amendment—W ’isconsm v. Yoder, 40 U.S.L.W. 4476 (U.S. May 15, 
1972).

In ITwcomm v. Yoder' the Supreme Court ruled that a Wisconsin
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compulsory school attendance law* 2 as applied to members of the Amish 
religion who refuse to enroll their children in the ninth grade or beyond 
unduly infringes upon their rights under the free exercise clause of the 
first amendment,3 as made applicable to the states by the fourteenth 
amendment.4

Rev. 136 (1971); 17 S.D.L. Rev. 251 (1972); 5 V alpariso U. L. Rev. 666 (1971); 24 V and. 
L. Rev. 808 (1971); 47 W ash. L. Rev. 331 (1972); 1971 Wis. L. Rev. 832.

2 Wisconsin law provides:
Unless the child has a legal excuse . . . any person having under his 

control a child who is between the ages of 7 and 16 years shall cause such 
child to attend school regularly during the full period and hours, religious 
holidays excepted, that the public or private school in which such child 
should be enrolled is in session until the end of the school term, quarter or 
semester of the school year in which he becomes 16 years of age.

Wis. Stat. Ann. § 118.15(1) (a) (1972). Section 118.15(5) provides a fine of not more 
than $50 or imprisonment for not more than three months for violation of the school 
attendance law. Id. § 118.15(5).

3 “Congress shall make no law . . . prohibiting the free exercise [of religion].” U.S. 
Const, amend. I.

4 Cantwell v. Connecticut, 310 U.S. 296, 303 (1940). The issue presented in Yoder 
was of concern to religious groups other than the Amish. Five organizations filed briefs 
as Amicus Curiae—Mennonite Central Committee, The National Council of the Churches 
of Christ in the United States of America, The National Jewish Commission on Law 
and Public Affairs, The Synagogue Council of America and its constituents and the 
American Jewish Congress, and the General Conference of Seventh-Day Adventists. See 
generally Time, May 29, 1972, at 67; Washington Post, May 25, 1972, § H, at 1, col. 1; id., 
May 21, 1972, § B, at 6, col. 1; id., May 16, 1972, § A, at 8, col. 1; [Washington] Evening 
Star, Sep. 25, 1971, § A, at 9, col. 1.
5 See J. H ostetler, Amish Society 23-44 (1963) (hereinafter cited as J. H ostetler). 

The Amish insisted upon strict observance of three practices which became the center 
of the controversy. First, the Amish demand strict observance of the Meidung which 
requires members of the church to shun all former members who have been excommuni
cated. The purpose of the Meidung is to force a member to choose between a life with 
his family and the church or the life of an exile. According to the Meidung, an excom
municated member cannot buy from or sell to a member, eat at the same table with a 
member, or continue marital relations with a member spouse. A woman who speaks 
falsehoods must be excommunicated. Finally, the Amish do not accept the contention of 
their brethren that “nobleheartcd persons” will be saved. They believe that only those 
who follow the strict rules of the faith can attain salvation. Neither a sympathizer with 
their cause nor an excommunciated member can be saved. J. Hostetler 28, 63.

The Amish are a distinctive minority in American society. Late in 
the seventeenth century, the followers of Jakob Ammann—later to be 
called the Amish—separated from the Swiss Anabaptists during a con
troversy in which the Amish insisted upon strict adherence to their 
religious practices.5 T he Amish in America continue to adhere to their 
traditional practices based on biblical teachings and the ways of their
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ancestors.6 To them “ [t]he old is the best, and the new is of the 
devil.” 7

The Ordnung, or rules of daily life, is promulgated by each church 
district? It specifies the type of clothing to be worn, materials to be 
used, and occupations to be encouraged, and it generally forbids worldly 
influences? Violation of the Ordnung can subject a member to the 
Meidung, or ostracism from the congregation.10

One rule of the Ordnung, promulgated by most church districts, for
bids formal education beyond the elementary grades. The Amish pre
pare their children for a life of farming or farm-related occupations; 
and, while recognizing the need for a basic education in reading, writ
ing, and arithmetic, they believe that education beyond the elementarv 
grades is unnecessary for a life of farming.* 11 Some contact with worldly 
influences is unavoidable, but the Amish endeavor to keep such contact 
to a minimum. Until recent years, their rural life has meant that Amish 
children would attend small country schools, but the trend toward con
solidation of high schools has exposed the Amish children to greater 
external influences.12

6 See id. at 8; Note, The Right N ot to be Modern Men: The Amish and Compulsory 
Education, 53 Va. L. Rev. 925, 933 (1967).

7 J. H ostetler 10.
8 See id. at 58-62. The church district is composed of 30 to 40 households which meet 

biweekly at rotating homes for Sunday church services. The unit is limited by the size 
of the homes and by the limitations of horse and buggy travel. Id. at 12-13.

9 The most universal practices which set the Amish apart from the average American 
are that they allow no electricity, telephones, central heating systems, automobiles, or 
tractors with pneumatic rubber tires. Id. at 61; see 40 U.S.L.W. at 4479.

10 See note 5 supra.
11 J. H ostetler 18-19, 61, 143-45, 193-203; Council of Amish Bishops & Amish Com

mittee of Education, Statement of Policy, Feb. 22, 1950, reprinted in Brief for Men- 
nonite Central Committee as Amicus Curiae, addendum, at 31-34, Wisconsin v. Yoder, 
40 U.S.L.W. 4476 (U.S. May 15, 1972).

12 See 40 U.S.L.W. at 4479; J. H ostetler 19; Casad, Compulsory High School A t
tendance and the Old Order Amish: A Commentary on State v. Garber, 16 Kan. 1 . 
Rev. 423, 426-27 (1968).

13 40 U.S.L.W. at 4477; J. H ostetler 16, 51-58.
14 The Amish believe the duty to instruct their children is God’s command. “Train 

up a child in the way he should go: and when he is old, he will not depart from it.” 
Yroverbs TT.6 (King James).

Adolescence is an important stage in the religious life of the young 
Amish. The Amish do not recognize infant baptism; the decision to 
join or leave the church is made during the late teens.13 Furthermore, 
Amish parents are under a duty to instruct their children in the tradi
tional Amish way of life.14 Boys learn the rudiments of farming w'hile 
girls are taught the skills of good homemaking. Education beyond the
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elementary stage would expose the child to an alien world of science, 
higher math, and the competitive value system of American society, 
in addition to preventing the child from being at home for the requisite 
parental training.15 Thus, the Amish believe that compulsory school 
attendance laws infringe upon the free exercise of their religion.

15 J. H ostetler 143-45.
16 Prior to the Supreme Court’s consideration of the effect of the compulsory educa- 

rion laws on the Amish, three states had held that such legislation was constitutional as 
applied. Kansas rejected the argument that Kansas law infringed upon the freedom of 
religion. State v. Garber, 197 Kan. 567, 571, 419 P.2d 896, 902 (1966), cert, denied, 389 
US. 51 (1967). In Garber, an Amish father refused to send his 15 year old daughter to 
public school. Even though she was taking a correspondence course and attending a 
day school conducted in a home, the court found that the education did not meet 
rhe requirements of the compulsory education statute. The court, distinguishing between 
the freedom to believe and the freedom to act, found that compelling the Amish to 
send their children to school did not infringe upon their freedom to worship. Id. at 
'72-74, 419 P.2d at 901-02. The result of Garber was legislatively reversed when the 
Amish were granted a statutory exemption. See Kan. Stat. Ann . § 72-1111 (Supp. 
1971).

In State v. Hershberger the Ohio Court of Appeals found that the private elementary 
school conducted by the Amish did not give instruction equivalent to that in the 
public schools. The one teacher for eight grades had less than an eighth grade educa
tion and no teaching experience. 103 Ohio App. 188, 190, 144 N.E.2d 693, 695 (1955). 
The court stated that there was no question of religious freedom since appellant was 
free to worship as he pleased and provide religious instruction for his children. ZJ. at 
192, 144N.E.2d at 697.

A Pennsylvania court, in Commonwealth v. Beiler, held that the Amish must com
ply with the state compulsory education law. 168 Pa. Super. 462, 79 A.2d 134 (1951). 
An earlier county court decision had held that the law was unconstitutionally applied. 
Commonwealth v. Petersheim, 70 Pa. D. & C. 432 (Somerset County Ct. 1949), appeal 
dismissed, 166 Pa. Super. 90, 70 A.2d 395 (1950). Pennsylvania law provides that an 
exemption may be granted to children who are 14 years of age and are engaged in farm 
work or domestic service in private homes. Pa. Stat. tit. 24, § 13-1330 (1970). In 
Petersheim, the defendant had applied for the exemption, but it had been denied pur
suant to a regulation of the Superintendent of Public Instruction. The court held that 
the regulation defeated the purpose of the statute and granted the exemption. 70 Pa. D. 
& C. at 437-38. As an alternative holding, the court found that enforcement of the 
law against the Amish infringed upon their constitutional rights of religious liberty 
and conscience. Id. at 442. The decision was appealed but dismissed since a criminal 
acquittal is not appealable. In Beiler, there had been no application for an exemption; 
and the court, not finding any infringement upon constitutional rights, held that the state 
as parens patriae may restrict the parents' control of their children by requiring school 
attendance. 168 Pa. Super. 467-68, 79 A.2d at 136-37; see note 33 infra and accompanying 
text.

In I Visconsin v. Yoder, the Supreme Court for the first time consid
ered the first amendment claim of the Amish,16 and held that the state’s 
compulsory school attendance law unduly infringed upon their free 
exercise of religion. Chief Justice Burger, writing the opinion of the
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Court,17 acknowledged the state’s interest in universal education. He 
explained, however, that when there is a claim that this interest im
pinges upon first amendment rights,

17 Since his appointment to the Supreme Court, Chief Justice Burger has written the 
Court’s opinion in the major constitutional cases involving freedom of religion 
questions. See Wisconsin v. Yoder, 40 U.S.L.W. 4476 (U.S. May 15, 1972); Tilton v. 
Richardson, 403 U.S. 672 (1971) (federal aid to church related schools); Lemon v. 
Kurtzman, 403 U.S. 602 (1971) (state aid to parochial schools); Walz v. Tax Commis
sion, 397 U.S. 664 (1970) (tax exemption for church property).

18 40 U.S.L.W. at 4478-79.
19 When a statute places a burden on religion, it is not automatically unconstitutional. 

“ [T]he freedom to act, even when the action is in accord with one’s religious convic
tions, is not totally free from legislative restrictions.” Braunfeld v. Brown, 366 U.S. 599, 
603 (1961) (Sunday closing law enforceable against Sabbatarians who do not open on 
Saturdays); Cantwell v. Connecticut, 310 U.S. 296, 303-04 (1940) (Jehovah’s Witnesses’ 
free exercise of religion restrained when required to obtain a certificate before soliciting 
support for their views).

Courts have placed limitations on religious practices on numerous occasions. See, e.g., 
Prince v. Massachusetts, 321 U.S. 158 (1944) (child labor law enforced against Jehovah’s 
Witnesses whose faith made performance of the work a religious duty); Reynolds v. 
United States, 98 U.S. 145 (1878) (polygamy conviction upheld despite duty of Mor
mons to practice polygamy); In re President & Directors of Georgetown College, Inc., 
331 F.2d 1000 (D.C. Cir.), cert, denied, 377 U.S. 978 (1964) (parents may not refuse to 
allow blood transfusion for seriously ill child on basis of religious beliefs); Cude v. 
State, 237 Ark. 927, 377 S.W.2d 816 (1964) (vaccination required); State v. Perricone, 
37 N.J. 463, 181 A.2d 751 (1962) (blood transfusion required). In each of these cases, 
the court found that the state interest could not be protected by means other than 
those which placed a burden on the exercise of religion. See note 16 supra.

20 366 U.S. 599 (1961).
21 374 U.S. 398 (1963).

it must appear either that the State does not deny the free exercise of 
religious belief by its requirement, or that there is a state interest of 
sufficient magnitude to override the interest claiming protection under 
the Free Exercise Clause. . . . [O]nly those interests of the highest 
order and those not otherwise served can overbalance legitimate claims 
to the free exercise of religion.18

The Yoder decision is a further refinement of the Court’s balancing 
of state interests against claims of religious freedom arising under the 
free exercise clause.19 In two earlier cases, Braunfeld v. Brown20 and 
Sberbert v. Verner21 the Court discussed the factors to be considered 
when a statute is claimed to infringe upon the free exercise of religion. 
In Braunfeld, the Court declared that if the state enacts a law which is 
within its regulatory power, and its purpose and effect is to advance a 
secular goal, the statute is valid despite its indirect burden on religion, 
unless the state mav reach the same goal without imposing such a bur-
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den.22 The Court thus held that a state law which compelled all stores 
to close on Sunday was a valid exercise of the regulatory power which 
advanced the secular goal of providing a uniform day of rest for all the 
citizens of the state. The burden placed upon members of the Orthodox 
Jew ish religion was not a direct one which compelled them to do affirma
tive acts repugnant to their religion. Rather, it was an indirect burden 
on the exercise of their religion which made their practice of religion 
more expensive—they were required to close on Saturday by their reli
gion and on Sunday by law. The state, however, could not achieve its 
goal of a uniform day of rest without imposing this indirect burden.

22 366 U.S. at 607. The Court has defined an indirect burden as one where the legis
lation “does not make unlawful the religious practice itself,” but operates to make the 
practice more difficult. Id. at 606. A direct burden is one where the individual has 
a choice of either abandoning his religious principle or facing criminal prosecution. 
The accommodation of the “religious action and [the] exercise of state authority is a 
particularly delicate task.” Id. at 605; see Prince v. Massachusetts, 321 U.S. 158 (1944); 
Reynolds v. United States, 98 U.S. 145 (1878). See generally Casad, supra note 12, at 
431-32; Note, Church-State: A Legal Survey—1966-68, 43 N otre Dame Law. 684, 764 
(1968); Note, A Braunfeld v. Brown Test for Indirect Burdens on the Free Exercise 
of Religion, 48 Minn. L. Rev. 1165, 1168, 1171 (1964); Comment, Religious Accommoda
tion under Sherbert v. Verner: The Common Sense of the Matter, 10 V ill. L. Rev. 337, 
340 (1965).

23 374 U.S. at 403. Three Justices believed that Sherbert necessarily overruled Braun
feld. Justice Stewart, concurring with the result of Sherbert, believed that the statute 
in Braunfeld placed a more direct burden on the practice of religion than the statute 
in Sherbert in that the former statute imposed criminal sanctions. Id. at 417-18 (Stewart, 
J., concurring); see note 22 supra. Justice Harlan, joined by Justice White, dissenting 
in Sherbert, believed that the result required a case-by-case inquiry into religious beliefs 
and forced the state to ascertain if the behavior was religiously motivated. 374 U.S. at 
422 (Harlan, J., dissenting). See generally note 25 infra. Justice Harlan further stated 
that although it would be permissible for the state to carve out an exception, they were 
not constitutionally compelled to do so. 374 U.S. at 423 (Harlan, J., dissenting). In 
Braunfeld refusal to define an exception led the Court to uphold the validity of the 
statute. 366 U.S. at 608-09.

In Sherbert, a Seventh-Day Adventist claimed that South Carolina’s 
unemployment compensation law unconstitutionally infringed upon the 
free exercise of her religion. The statute provided that unemployment 
compensation was available only to those who accepted any offer of 
suitable work, and appellant’s refusal to accept Saturday work because 
of her religious beliefs was insufficient cause to excuse her failure to 
accept employment. The Court stated that a statute which imposes even 
an incidental burden on the free exercise of religion can only be justified 
if it furthers a compelling state interest and is within the constitutional 
power of the state.23 The Court deemed the state’s goal of providing 
an unemployment fund for those individuals who are unable to find 
suitable work commendable. However, before determining that the
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state interest underlying the particular statute was compelling, the Court 
considered whether an alternative method existed which would lessen 
the burden without impeding the state goal. In Sberbert, the state could 
have allowed the appellant to qualify for the benefits even though she 
refused to accept Saturday employment. Because there existed this al
ternative which lessened the burden on free exercise of religion, the 
Court concluded that the state interest was not compelling.24

24 374 U.S. at 408-09.
25 Two of the fathers were members of the Old Order Amish religion and the third 

a member of the conservative Amish Mennonite Church. No evidence was presented 
at trial to show that the Conservative Amish Mennonites differ in teachings from the 
Old Order Amish with respect to any of the beliefs in question, and the sincerity of the 
defendants’ religious beliefs was stipulated in the record. 40 U.S.L.W. at 4477.

The Court has consistently refused to evaluate religious beliefs. In Presbyterian 
Church v. Mary Elizabeth Blue Hull Memorial Presbyterian Church, the Court reversed 
a jury determination that settled a dispute regarding church property when the jury 
was requested to determine whether the national church had deviated from its original 
tenets and doctrines. 393 U.S. 440 (1969). The Court stated that “civil courts [have] 
no role in determining ecclesiastical questions in the process of resolving property dis
putes.” Id. at 447. If the courts are allowed to determine the validity of the tenets 
of one or all orthodoxies, it would place the official support of rhe state or federal 
government behind a particular belief, a result prohibited by the establishment clause, 
and would restrict the right to freely choose among religions, a result prohibited bv 
the free exercise clause. School Dist. v. Schempp, 374 U.S. 203, 222 (1963). In United 
States v. Ballard, the Court approved an instruction to the jury that they were not 
to evaluate the truth of the defendant’s belief that he was selected as a divine messenger 
by Saint Germain and had talked to Jesus; but, in order to convict the defendant of 
using the mails to obtain money by fraud, they must find that he did not believe his 
own statements. 322 U.S. 78 (1944); cf. Wisconsin v. Yoder, 40 U.S.L.W. 4476, 4487 
(U.S. .May 15, 1972) (Douglas, J., dissenting in part); United States v. Seeger, 380 U.S. 
163, 184-85 (1965).

26 40 U.S.L.W. at 4480.
27 Id. at 4479-80; see notes 5-15 supra and accompanying text.
28 40 U.S.L.W. at 4480.

In Yoder, three Amish fathers25 were convicted of violating the com
pulsory attendance law and fined five dollars each. These parents chose 
to subject themselves to a criminal penalty rather than abdicate their 
religious duty to raise their children in the Amish way of life.26

The unchallenged testimony at trial and a history of three centuries 
as a separate segment of society established that the Amish religious 
faith and mode of life are inseparable and interdependent.27 28 Although re
ligiously motivated actions, unlike religious beliefs, may at times be sub
ject to state control under the state’s power to promote the public 
health, safety, and general welfare,2S the religiously grounded conduct 
of the Amish was found to be “inseparable from and a part of the basic 
tenets of their religion” and within the protection of the free exercise
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clause.29 To compel the Amish children to attend school until they are 
16 years old is to deny one of the basic tenets of the Amish faith.30

29 Id.
30 Id. The Court examined the history of the compulsory attendance laws and the 

more recent development of requiring attendance after completion of the eighth grade. 
Id. at 4481-83. Although the origins of the requirement for school attendance are not 
quite clear, to some extent the laws reflect the movement to prohibit child labor under 
age 16. Thus compulsory schooling to age 16 was aimed not merely at providing edu
cational opportunities, “but as an alternative to the equally undesirable consequence of 
unhealthful child labor displacing adult workers, or, on the other hand, forced idleness.” 
Id. at 4483.

31 Id. at 4481.
32 Id. at 4478; see Brown v. Board of Educ., 347 U.S. 483 (1954).

Today, education is perhaps the most important function of state and local 
governments. Compulsory school attendance laws and the great expenditures 
for education both demonstrate our recognition of the importance of edu
cation to our democratic society. It is required in the performance of our 
most basic public responsibilities, even service in the armed forces. It is 
the very foundation of good citizenship. Today it is a principal instrument 
in awakening the child to cultural values, in preparing him for later profes
sional training, and in helping him to adjust normally to his environment. 
In these days, it is doubtful that any child may reasonably be expected to 
succeed in life if he is denied the opportunity of an education.

Id. at 493.
33 40 U.S.L.W. at 4481. The state argued that it had a duty to educate the Amish 

children not only for the state’s benefit, but in its role as parens patriae, to extend the 
benefit of secondary education to children regardless of the wishes of the parents. Id. 
at 4483. In numerous cases where parents, because of their religious practices, refused 
to permit medical treatment for their children, courts have allowed the state to inter
vene over the objection of parents to protect the child. See, e.g., In re President & 
Directors of Georgetown College, Inc., 331 F.2d 1000 (D.C. Cir.), cert, denied, 377 U.S. 
978 (1964); Wright v. Dewitt School Dist., 238 Ark. 906, 385 S.W.2d 644 (1965); 
Cude v. State, 237 Ark. 927, 377 S.W.2d 816 (1964); State v. Perricone, 37 N.J. 463, 181 
A 2d 751 (1962).

In Yoder, the Court ruled that the power of the state as parens patriae is limited to 
those cases where harm to the physical or mental health of the child or to the public 
safety, peace, order, or welfare can be demonstrated or properly inferred. 40 U.S.L.W. 
at 4483. The state also urged that a decision exempting the Amish children from com
pliance with the compulsory school attendance law fails to recognize the substantive 
right of the Amish child to a secondary education. Id. However, since the children 
were not parties to the litigation, the Court refused to consider the issue. The parents 
were subject to criminal prosecution for refusing to cause their children to attend 
school and Wisconsin’s imposition of criminal penalties on the parents violated their

Finding that the compulsory attendance statute did deny the free 
exercise of religious belief, the Court examined the state’s interest and 
found it not so compelling that the rights of the Amish must yield.31 
The Court recognized that the state has an interest in the education of 
its youth.32 Compulsory school attendance laws are a valid means by 
which to ensure that each child has the necessary tools to participate 
in our political system and to become self-reliant and self-sufficient.33
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However, after eight years of formal education, the Amish parents want 
to educate their children at home in the practical skills which will give 
them the tools necessary for participation in the Amish community. 
When Amish children are withdrawn from school, they are not rele
gated to a life of ignorance, but, rather, given an education of “learning- 
by-doing” to prepare them for life in Amish society.* * * * * * * * * * * * * * * * 34 Moreover, one 
or two additional years of formal education would not significantly 
affect the child’s ability to participate effectively and intelligently in 
the democratic process.35

right of free exercise. Resolution of the possible competing interests of the parent,
child, and state were reserved.

Although not accepting the state’s argument that the Amish child has a substantive
right to an education which the state can exercise by compelling attendance, Justice
Douglas in his partial dissent, believed that the right of the Amish children to religious
freedom was squarely presented to the Court. Children are “persons” within the mean
ing of the Bill of Rights. 40 U.S.LAV. at 4487 (Douglas, J., dissenting in part); see,
e.g., In re Winship, 397 U.S. 358 (1970); Tinker v. Des Moines School Dist., 393 U.S.
503 (1969); In re Gault, 387 U.S. 1 (1967); Haley v. Ohio, 332 U.S. 596 (1948). The
disposition of the questions presented in Yoder would inevitably affect the rights of
the Amish child and the child has no effective way of asserting these rights. 40 U.S.LAV.
at 4487 & n.l (Douglas, J., dissenting in part).

Justice Douglas would have joined the judgment of the Court as to the Amish de
fendant whose child had testified that her religious views were opposed to high school
education, but would have remanded the case to determine the views of the other
Amish children. Id. at 4486-87.

34 40 U.S.LAV. at 4482. Expert testimony was presented at trial that the method of 
learning-by-doing was the ideal system to prepare the children for life in the Amish 
Community. Id. at 4478, 4481.

35 Id. at 4481. The state contended that individuals who have completed high school 
have significantly higher lifetime incomes. For example, in 1966, males 25 years old 
and older who had completed high school had an annual mean income of $7,494; those 
with one to three years of high school, $6,294; those who completed eight years, $4,867; 
and those with less than eight years of education, $3,520. Brief for Petitioner at 20, 
Wisconsin v. Yoder, 40 U.S.LAV. 4476 (U.S. May 15, 1972). Even though the Amish 
are unconcerned with the amount of money they earn, the state argued that the Court 
should show concern for those Amish who will leave the community. Unfortunately, 
there are no precise statistics on the number of Amish who leave. See J. H ostetler 
80-81 n.4, 210; Casad, supra note 12, at 423, 434 n.51. Hostetler states that in one 
Pennsylvania church 30 percent did not join the church of their parents. J. H ostetler 
210. However, this does not mean that those who do leave the church reject their 
established life style. Most join churches which are similar to the Old Order Amish 
in their way of living, but not as strict in their rules. Id. Furthermore, the decision 
to join the church is made in the late teens when it would still be feasible for those who 
so desired to return to school, take correspondence courses, or attend night school. 
Hostetler, who acquired a Ph.I)., was the son of Amish parents. Loomis, Introduction 
to J. H ostetler, Amish Society at xvii (1963).

The Court refused to accept the state’s claim that a brief additional period of formal 
education would have a significant effect on those Amish children who might leave the 
Amish community. Moreover, there was nothing in the record to suggest that “the
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The Amish believe that the additional education which the state 
desires to impose is not only unnecessary, but detrimental to their sal
vation/" If the parents continue to send their children to school after 
thev have acquired a basic knowledge of reading, writing, and arith
metic, the parents will be disobeying God’s commandment to teach their 
children.* * 36 37 The Amish also fear that if their children are forced to attend 
high school, they will become dissatisfied with the simplistic rural life 
and leave the church.38 With its youth drawn away, the Amish society 
would disappear within one or two generations. To avoid the feared 
results of compulsory higher education for their children, many Amish 
have subjected themselves to fines and imprisonment, while others have 
moved, seeking new homes where they can practice their religion with
out fear of persecution. Thus, the Amish, who came to the United States 
in the 172O’s to escape religious persecution, are now leaving the coun- 
trv to continue practicing their religion in the manner which their 
conscience dictates.39

Amish qualities of reliability, self-reliance, and dedication to work would fail to find
ready markets in today’s society.” 40 U.S.LAV. at 4482.

36 40 U.S.LAV. at 4477; see notes 5-15 supra and accompanying text.
37 40 U.S.LAV. at 4477; see note 14 supra.
38 40 U.S.LAV. at 4477, 4480; J. H ostetler 144-45.
30 40 U.S.LAV. at 4780; see Brief for Respondents at 26-27, Wisconsin v. Yoder, 40 

U.S.I.AV. 4476 (U.S. May 15, 1972); Brief for Alennonite Central Committee as Amicus 
Curiae at 8-9, Wisconsin v. Yoder, 40 U.S.LAV. 4476 (U.S. May 15, 1972). See gen
erally J. H ostetler 38, 49, 143; Casad, supra note 12, at 423 n.5.

40 See note 20 supra and accompanying text.
41 In State v. Garber there was some evidence that the Kansas compulsory attendance 

law was enacted with a view towards placing a burden on religion. 197 Kan. 567, 419 
P.2d 896 (1966), cert, denied, 389 U.S. 51 (1967). The legislative history revealed 
that one main purpose was to “facilitate the ‘integration’ of certain separated religious 
subsocieties into the mainstream of American culture by forcing them to send their 
children to high school.” Casad, supra note 12, at 483.

There is evidence that enforcement of the Wisconsin statute was not to ensure an 
education for the Amish children, but to ensure that the school district did not lose 
m $18,000 reimbursement from the state. It appears that the Amish had attempted to 
open a parochial school, and the withdrawal of these children would reduce the state 
contribution to the public schools. Brief for Respondent at 3, Wisconsin v. Yoder, 40 
I'N.I A\ . 4476 (U.S. May 15, 1972). See also State v. Yoder, 49 Wis. 2d 440, 443, 182 
NAX'.2d 539, 454 (1970). Justice Hefferman, dissenting in the Wisconsin Supreme Court 
decision, felt that this consideration may have been the reason the state did not attempt to

It was thus incumbent upon the Court to balance the state interest in 
universal education against the burden placed on the free exercise of the 
Amish religion by compulsory school attendance laws. Under the Braun- 
feld analysis,40 a compulsory school attendance law is within the state’s 
regulatory power and its purpose and effect is to advance a secular 
goal,41 but the statute will not be upheld if the state could accomplish
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the goal without imposing a burden on religion. Likewise, under the 
Sberbert analysis,* * 42 the state has a valid interest in a compulsory school 
attendance statute which furthers the goal of universal education, but 
this interest will not be deemed compelling if an alternative is available 
which lessens the burden on religion without undermining the educa
tional goal. Under the Yoder analysis, the state’s interest in universal 
education cannot override the Amish’s legitimate claim to the free 
exercise of religion if the interest of the state can otherwise be served. 
Therefore, the Wisconsin compulsory school attendance law can be a 
constitutional exercise of state power only if there is no viable alternative 
which serves the state interest and lessens the burden on the free exer
cise of the Amish religion.

deal realistically or imaginatively with the problem by encouraging private parochial
schools. Id. at 453, 182 NAV.2d at 550; see notes 47-49 infra and accompanying text.

42 See note 21 supra and accompanying text.
43 See note 2 supra. A state may not compel attendance at public school. Pierce v. 

Society of Sisters, 268 U.S. 510 (1925). The state’s interest is still served if the secular 
training is integrated with religious training. Nevertheless, the state maintains a right 
to impose regulations as to the quality and nature of the curriculum. Id. at 534; see 
Board of Educ. v. Allen, 392 U.S. 236, 245 (1968); Everson v. Board of Educ., 330 U.S. 
1, 18 (1947).

44 J. H ostetler 143; see note 34 supra.
45 In an attempt to meet certification requirements to establish private elementary 

schools, the Amish have permitted some of their members to go to college for teacher 
training. They have also used non-Amish teachers and Mennonitcs. However, many 
of the teachers are still unqualified according to state standards. J. Hostetler 229-30.

4 6 See State v. Hershberger. 103 Ohio App. 188, 190, 144 N.F..2d 693, 695 (1955); 
note 9 supra.

4? 40 U.S.L.W. at 4485; see J. H ostetler 198-208. Several state legislatures have 
exempted the Amish from compliance with the compulsory attendance law once the

The Wisconsin statute presently allows the Amish to satisfy the edu
cational requirements by attending a private school,43 but the Amish do 
not believe that this lessens the burden placed on their freedom of reli
gion. For farming and homemaking, the Amish believe that the best 
classroom is not the schoolhouse, but the home.44 Additionally, it is 
difficult for the Amish to meet the secular education standards imposed 
by the state on private schools. They want teachers of their own faith, 
but Amish adults, who are limited to an eighth grade education, cannot 
become certified teachers;45 46 and most states also have minimum standards 
for the physical plant of a private school, requirements such as electric 
lighting, which violate the Ordmmg.AQ

Several states have exempted the Amish from complete compliance 
with the compulsory school attendance statutes and allowed them to 
establish “Amish vocational schools” which do not comply with the 
standards set for traditional private schools.47 Such a compromise was
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sought by the Amish with Wisconsin, but the proposal was rejected 
because it would not afford the Amish children “substantially equivalent 
education." * * * * 4S * * 48 The Yoder decision, in holding that the first and four
teenth amendments prevent the state from compelling the Amish to 
cause their children to attend formal high school until age 16, does not 
preclude Wisconsin from reaching a satisfactory accommodation with 
the Amish as other states have done.49

children have completed the eighth grade. See, e.g., Iowa Code Ann . § 299.2 (1971
Supp.) (completion or equivalent of eighth grade qualifies students for exemption);
Kan. Stat. Ann. § 72-1111 (1971 Supp.) (members of recognized church or religious de
nomination that object to a regular public high school education and provide additional
regularly supervised program of instruction exempted); Va. Code Ann. § 22-275.4
(1972 Supp.) (excuses students whose parents conscientiously object). See also 40
US.L.W. at 4477 n.3, 4482 n.15, 4485 n.23.

4 8 40 U.S.L.W. at 4477 n.3.
« Id. at 4485.
51 An Amish man with an eighth grade education has acquired the ability to read and 

write which would allow him to vote. Testimony at the Yoder trial indicated that no 
member of the Old Order Amish group had been apprehended or arrested for a crime 
or had received public assistance or unemployment compensation. 40 U.S.L.W. at 
4481 n.ll.

51 I'he Amish do not accept assistance from outsiders and they are opposed to any 
type of insurance. Id. An exemption for members of religious groups opposed to in
surance has specifically been written into the Social Security Act. Int. Rev. Code of 
1954, § 1402(h). The exemption is limited to sects which for a substantial period of 
time have provided for dependent members and applies only to the self-employment tax 
and persons who by reason of their religious beliefs limit their work almost entirely to 
farming. See H ouse Comm , on W ays and Means, Social Security Amendments of 
1965, H.R. Rep. N o. 213, 89th Cong., 1st Sess. 101-02 (1965).

In spite of the eighth grade education, the Amish have a reputation for being 
successful farmers. This achievement is remarkable in view of the Amish’s refusal to 
use many of the technological advances in agriculture. J. H ostetler 67.

53 “Congress shall make no law respecting the establishment of religion . . . .” U.S. 
Const, amend. I.

The Court in Yoder thus held that, absent an accommodation or com
promise, the state cannot compel Amish parents to comply with the 
compulsory school attendance law after their children have completed 
the eighth grade. The exemption from compliance lessens the burden 
on the free exercise of religion while not defeating the interest of the 
state in education because the children have completed the elementary 
grades and acquired the rudimentary knowledge necessary for good 
citizenship.50 Nor does the state need to fear that lack of higher educa
tion would cause the Amish to become dependent upon the state,51 since 
most of the Amish will continue to live and work upon the farms.52

Moreover, the exemption of the Amish from a compulsory school 
attendance law does not violate the establishment clause of the first 
amendment.53 When a court or legislature adopts measures to ensure
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the vitality of the free exercise clause, the courts must determine whether 
these measures tend to sponsor religion or to involve the government 
affirmatively in religious activity.54 To exempt the Amish from a com
pulsory school attendance law would not be to sponsor the Amish reli
gion;55 the effect would be to lessen the governmental involvement in 
religion.56 An exemption is the only way in which the government can 
be neutral in its dealings with the Amish.57

54 40 U.S.L.W. at 4480, 4485 n.22. Both of the religion clauses are couched in ab
solute terms. However, if both are carried to their logical extreme, they would be ir
reconcilable. See Walz v. Tax Commission, 397 U.S. 664, 668-70 (1970). In Levion v. 
Kurtznian, the Court considered the constitutionality of statutes enacted in Pennsylvania 
and Rhode Island which authorized state funds to be given to parochial schools to 
supplement teachers’ salaries, the costs of textbooks, and other secular materials. While 
the Court recognized the financial pressures on parochial schools and the right of 
parents to send their children to sectarian schools, the statutes were held to violate the 
establishment clause. Although the subsidy was limited to the secular activities of the 
schools, there was no way to ensure that religion would be kept totally separate from 
these activities. 403 U.S. 602 (1971). See also Walz v. Tax Commission, 397 U.S. 664 
(1970) (tax exemption for church property does not violate the establishment clause); 
School Dist. v. Schempp, 374 U.S. 203 (1963) (daily Bible reading in public school violates 
establishment clause); McGowan v. Maryland, 366 U.S. 420 (1961) (Sunday closing does 
not violate the establishment clause); Zorach v. Clauson, 343 U.S. 306 (1952) (releasing 
children from school to attend religious instruction does not violate establishment 
clause).

55 The mere fact that the Amish are exempt from the compulsory attendance laws 
after completion of the eighth grade would not attract new members to join the strict 
sect. In fact, the Amish generally do not attempt to gain converts. J. H ostetler 48-51.

56 W hen the Amish are compelled to attend high school, the government necessarily 
becomes involved with their religious beliefs. An exemption would avoid this con
frontation. The Supreme Court has determined that an exemption from a particular 
statute does not necessarily violate the establishment clause. See, e.g., In re Jenison, 
375 U.S. 14 (1963); Sherbert v. Verner, 374 U.S. 398 (1963) (Sabbatarian who does not 
accept work on Saturday is not precluded from unemployment benefits); Board of 
Educ. v. Barnette, 319 U.S. 624 (1943) (exemption from flag salute ceremony when 
forbidden by religious scruples).

An argument is often advanced that an exemption necessarily requires more govern
mental involvement because in each instance the state must determine whether the 
particular individual qualifies under the exemption. However, the Supreme Court in
dicated in Sherbert v. Verner that it would allow such administrative problems to 
defeat a feasible alternative only if they would lead to “gravfe] abuses, endangering 
paramount interest . . . .” 374 U.S. 398, 406 (1963), quoting Thomas v. Collins, 323 U.S. 
516, 530 (1945). In Sherbert the Court stated that the possibility of fraudulent claims or 
feigned religious beliefs did not present problems which would justify a continued in
fringement on free exercise rights. 374 U.S. at 407.

If the compulsory attendance statute infringes upon the free exercise of the Amish 
religion, an exemption for that religion is not unconstitutionally narrow in scope. It 
would, of course, be unnecessary to provide an exemption for any group whose con
stitutional rights are not violated. The legislative exemption provided for the Amish in 
the Social Security7 laws was found not to be unconstitutionally narrow in scope. See 
William E. Palmer, 52 T.C. 310, 314-15 (1969). Under the terms of the Social Security
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Universal education is a valid state interest which compulsory school 
attendance laws were enacted to protect. However, the tenets and be
liefs of the Old Order Amish forbid formal high school education. More
over, the Amish have demonstrated that the state interest in education 
is protected by the practical training given to Amish children which 
enables them to fulfill the roles which they will assume in the Amish 
society.* * * * * * * 57 58 Thus, the state’s requirement that the Amish comply with 
the compulsory school attendance law after the child has completed the 
eighth grade was held to deny the Amish their first and fourteenth 
amendment rights. Although the state’s interest in universal education 
mav be of the highest order, when that interest is otherwise served it is 
not of sufficient magnitude to override legitimate claims of free exercise 
of religion.

Act, the courts could determine who fell within the exemption without becoming un
necessarily involved in evaluating religious beliefs. See note 25 supra.

In the area of control of narcotic drugs, the California Supreme Court granted an
exemption to the Native American Church to use peyote in its ritualistic worship. The
exemption did not subvert the purpose of the narcotics laws, but it lifted the burden
placed on the free exercise of religion. People v. Woody, 61 Cal. 2d 716, 394 P.2d 813, 40
Cal. Rptr. 69 (1964).

57 Courts, in their attempt to follow the commands of the religion clauses, have 
adopted a policy of benevolent neutrality. In Walz v. Tax Commission, the Supreme 
Court stated that “we will not tolerate either governmentally established religion or 
governmental interference with religion. Short of those expressly proscribed govern
mental acts there is room for play in the joints productive of a benevolent neutrality 
which will permit religious exercise to exist without sponsorship and without inter
ference.” 397 U.S. 664, 669 (1970).

58 The Court cautioned the extension of its holding in Yoder to other groups which 
might claim exemption from compulsory attendance laws. The Amish’s three cen
turies as an identifiable religious sect and an adherence to their beliefs and practices 
in spite of a rapidly changing world demonstrated the sincerity of their religious beliefs 
and mode of life. In states where there has been an accommodation between the govern
ment and the Amish, there would be no necessity’ of granting the Amish an exemption as 
long as reasonable standards have been established which do not impair the free exercise 
of religion. 40 U.S.LAV. at 4485, see note 47 supra and accompanying text.





BOOK REVIEW
Townsend, Claire. Old Age: T he Last Segregation. New York, 

N.Y.: Grossman, 1971. Pp. 229. $6.95.

In the mid-nineteenth century, the missionary James Moffat recorded 
in his diary his conversation with an old Hottentot woman whom he 
had found abandoned in a desert: “Yes,” she said, “my own children, 
three sons and two daughters have left me here . . .  to die . . .  . I am 
very old, you see, and am not able to serve them. When they kill 
game, I am too feeble to help with carrying home the flesh. I am not 
able to gather wood and make a fire, and I cannot carry their children 
on my back as I used to do.” 1

9

This scene unfortunately has its modern counterpart, as revealed in 
Ralph Nader’s Task Force Report on Nursing Homes. Seeing old age 
as the “last segregation,” the Nader group, led by six seniors and an in
structor at Miss Porter’s School in Farmington, Connecticut, has docu
mented the tragedy of many of the one million elderly citizens institu
tionalized in the 24,000 nursing homes across the country.

Nursing homes represent only a part of the over-65 subculture, 
affecting five percent of the 20 million elderly Americans. The federal 
government pays 40 percent of a $2.5 billion a year nursing home in
dustry. Fifty chains of nursing homes now have their stock listed on 
Wall Street, and the elderly are treated in too many instances as digits 
in a profit and loss statement rather than as human beings.

The study group’s main conclusion is that neither the government nor 
the nursing home industry nor the medical profession accepts responsi
bility for the quality of elderly health care. This disinterest is aggra
vated by a decentralized bureaucratic maze which ranges through a half 
dozen federal agencies, through multiple agencies in each of the states, 
and through local licensing and inspecting boards.

The bedsores and boredom of the aged can be traced through in
adequate government programs and through the failure of national 
leaders to make a firm commitment to decent care for the aged. The 
medical profession appears to abdicate professional responsibility, and 
a profit-oriented nursing home industry appears willing to cut costs at 
the expense of its patients. Finally, our youth-oriented society is in
sensitive to the plight of elder Americans, rushing them to nursing 
homes regardless of the homes’ quality.

The Nader Report first reveals the national disgrace of our treatment
1 2 T he M atabele J ournals of R obert M offat (J. W allis  ed. 1945).

(251 ]
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of the aged by tracing the history of efforts to enact legislation provid
ing health insurance for all citizens, a struggle whose fate is still before 
the Congress. Attention is focused on the ebb and flow of support for 
national health insurance, the opposition being crystallized at various 
points by the American /Medical Association, the American Hospital 
Association, and the American Nursing Home Association. Even par
tial victories in behalf of the aged have been hard-fought and few— 
the Social Security Act of 1935, the Hill-Burton Hospital Survey and 
Construction Act of 1946, Old Age Assistance in 1950, Social Security 
benefits for the disabled over age fifty in 1956, the Kerr-Mills bill in 
1960—the forerunner of Medicaid—and Medicare and Medicaid in 1965. 
But no national policy was defined to offer strict enforceable standards 
and close inspection of the nation’s nursing homes.

A single nursing home, for example, may be inspected under three 
sets of standards—state licensing codes, Medicare standards, and Medi
caid standards. The consequences of bureaucratic fragmentation are 
made clear: “in the absence of one agency clearly designated as respon
sible, and capable of assuming that responsibility, the public interest 
in insuring high-quality care in nursing homes has been frustrated.” 2

2  C. T ownsend, O ld Age: T he Last Segregation 39 (1971).
3 Id. at 48.

It should come as no surprise that 80 percent of the nursing homes 
that receive public tax dollars do not meet minimal federal standards. 
The reaction of a sympathetic Medicare inspector in Maryland is in
dicative of the attitude which persists at the state and local—as well as 
national—level: “the ultimate step of closing nursing homes is avoided 
because neither the homes nor the states has an alternative to offer the 
patients.” 3

This points again to the helplessness of the elderly patient who may 
be forced to choose between an inferior home or no home at all.

Nursing home inspections are often less revealing than they might 
be because of the almost universal practice of notifying homes well 
in advance of the inspection. The Nader Report found it not uncom
mon for homes to hire additional personnel for the inspection day in 
order to qualify under the staffing requirements, or to move staff mem
bers from floor to floor as the inspector made his tour. Deficiencies and 
Door conditions, whether camouflaged or not, are usually exacerbated 
Dy exorbitant costs, especially since older persons have less than one- 
half the income of younger people, while their medical expenses are 
three times as great.

Although doctors may attend individual patients, they neglect the 
home itself. With no medical supervision at all in many homes, the
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aged must fend for themselves. Female patients in urine-soaked night
gowns a week old, catheter tubes without urinal bags, bleeding from 
unattended wounds, call buzzers put deliberately out of reach, baths 
given but once a month, bedsores and urine burns, stale and even 
spoiled food are but a few of the agonies found by the Nader investi
gators.

Whether or not the many nursing home organizations deny that 
these horrors are widespread, the fact that they exist at all requires 
national attention and action, and their existence libels those institutions 
and administrations dedicated to the quality of care of their patients.

Most tragic of all have been the fatal consequences of the prevailing 
attitude of disinterest in and neglect of the health of our elderly citi
zens. On January 9, 1970, 32 patients died of smoke asphyxiation at 
I Iarmar House Convalescent Home in Marietta, Ohio. The scenario 
of death should not have been an unexpected one—deficient alarm 
signals, no fire evacuation procedures, doors too narrow to admit hos
pital beds, no water sprinklers or fire extinguishers, flammable and 
smoke-producing carpet.

Similar conditions in the enforcement of sanitation standards last 
vear made Gould Convalesarium in Baltimore, Maryland, the scene of 
twenty-five deaths due to salmonella poisoning. Hearings later revealed 
that the home did not meet state requirements for kitchen hygiene or 
food handling. Disaster recently struck again, this time in a Homesdale, 
Pennsylvania nursing home, where in the words of Arkansas Congress
man David Pryor, “fifteen people met unforgivable deaths in a night 
of horror.” * 4 The fire which extinguished those lives came just a few 
weeks after the Pennsylvania Association of Nursing and Convalescent 
1 lomes had strongly, and successfullv, opposed a regulation tightening 
state regulations governing fire procedures.

4 Address by Congressman David Pryor. Women’s National Democratic Club, Nov.
4, 1971.

An important aspect of the nursing home scandal revealed by the 
Xader inquiry is the role of the administrator in maintaining high 
standards of care. Educational credentials or experience in the field have 
been virtually nonexistent among a large percentage of nursing home 
administrators. For that reason, this writer sponsored an amendment to 
require educational standards for nursing home administrators. Yet, as 
the study points out, it would be wholly consistent with current regu
lations to have “an eighteen-year-old high school dropout running a 
house for the elderly, with sole responsibility for hiring and directing 
personnel, managing food services, coordinating patient care activities,
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as well as handling business and financial arrangements and community 
relations.” 5

Another major problem is holding owners accountable for homes 
they operate. Ninety percent of all nursing homes are privately owned, 
profit-making operations. There are strong indications that stricter 
regulations are needed to prevent abuse by owners, particularly in in
stances such as those found by the Nader study where entrance con
tracts require patients to sign over all of their possessions to the nursing 
home—often even including the deed to their burial plot.

Perhaps the most startling revelation of the task force study concerns 
drug abuse. Nursing home patients are at times “direct victims of the 
irresponsible administration of drugs, unchecked prescriptions, unau
thorized drug experiments, and the widespread practice of administering 
tranquilizers to keep the patients quiet.” 6 This situation requires imme
diate remedial action.

Both present and future members of the legal profession should by 
now be aware that they bear a significant responsibility to the elderly. 
The composition of local licensing boards may be in open violation of 
state licensing regulations. In Maryland, a nine-man board was at one 
time comprised of four owners of commercial nursing homes, plus a 
salesman of ambulance service and nursing home supplies. Yet, the 
study notes that Maryland law forbids board members to have any 
financial interest in nursing homes. As Nader and his associates report, 
“it was only when the family threatened to sue the home for negligence 
and the doctor for malpractice that the home released the woman from 
the contract and returned her property.” 7 It can only be hoped that 
our lawyers take up the responsibility to bring dignity to the nation’s

The study group concludes with a number of important recommenda
tions to upgrade the quality of nursing homes and elderly health care 
in general. They include strict federal enforcement of nursing home 
standards and regulations; the publication of quality ratings for homes 
receiving federal money; medical review of homes to ensure adequate 
policies and practices; improved training of nursing home aides; higher 
standards in the licensing of administrators; better means of identifying 
nursing home owners and holding them accountable for deficient prac
tices; stricter control over the use of experimental drugs on patients; 
and an active program of alternatives for elderly citizens outside the

5  C . T ow nsend , O ld A ge: T he L ast Segregation 82 (1 9 7 1  ) .
a t  1 2 1 -2 2 .

7  I d .  a t 9 3 .
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nursing home, including adequate community housing, employment op
portunities, and home care programs.

The Nader Report has painfully reminded us that the elderly repre
sent one of the most wasted human resources in this country. No truly 
great nation can afford to abandon a commitment to end the present 
demoralization of growing old—what one writer has described as the 
process of disengagement. The anguish of this national disgrace is per- 
laps best summed up in a recent letter to Congressman David Pryor 
from a young nursing home employee. She writes:

I'm sick of the smell of urine and feces and the silent eyes of old 
people who have no one left; forced to die in a place that has no 
regard for their dignity or worth as human beings. . . . What is 
going on today is bad enough and we can’t sweep our old people 
under the rug and pretend they don’t exist. If we have the means 
to keep them alive we have the means to allow them to live a mean
ingful old age.8

We have subjected a vast portion of our elderly population to an in
stitution itself sick, feeble, and in need of care. W e have consistently 
ignored the special needs of what is perhaps America’s last minority, 
a status which our aged seem to escape only in the death to which we 
rush them. That this minority is an ever-increasing one may be seen 
in the trend toward earlier retirement at a time when the average life 
expectancy is rising. As the number of elderly citizens increases, their 
health care needs expand by an even greater proportion. So also does 
our moral responsibility to meet those needs. We must not allow one 
million of our fellow human beings to live out their golden years as 
victims of a bleak and tarnished tragedy. W e must instead restore to 
old age the dignity envisioned by the Roman philosopher Cicero: “For 
herein is old age honest and honorable, in defending and maintaining 
itself, in saving itself free from bondage and servitude . . . even until 
the last hours of death.’’

H onorable E dward K ennedy* *

8 Id. at 195-96.
• United States Senator, Massachusetts.


