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REFLECTIONS

Charles Fahy*

It is always a privilege to present any article by Judge Charles 
Fahy. He has served the country for nearly half a century, in
cluding serving as Solicitor General and as the first General Counsel 
to the National Labor Relations Board. It is especially a pleasure to 
present these “Reflections” by the Judge as he this year celebrates a 
quarter-century on the federal appellate bench.

During the last twenty-odd years I have written a good many opin
ions. It has not been easy, but certainly less difficult than using well this 
opportunity to write something that might be interesting to students 
of the Law Center. When I was invited to make a contribution to the 
Journal, my thoughts turned to Eugene Quay who founded the Journal 
in 1912 and asked me to help him. It was a modest beginning of what 
has become a compendium of legal learning. Quay was one of the ex
ceptional characters who graced the Law School, as it was then known, 
and our profession, as well as life at large. In later years he authored 
the study* 1 to which the Supreme Court referred several times in the 
recent abortion decisions,2 not in their support, however, for he would 
have disagreed with them. He died several years ago in Chicago where 
he had practiced for many years.

* Senior Circuit Judge, United States Court of Appeals for the District of Columbia 
Circuit.

1 Quay, Justifiable Abortions—Medical and Legal Foundations (pts. 1-2), 49 Geo. L.J. 
173, 395' (1960-1961).

-See Roc v. Wade, 410 U.S. 113, 130 n.9, 133 n.21, 139 n.33 (1973).

[ 1287 1
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I

When Quay founded the Journal, we were at the beginning of the 
Era of Wilson, the Southerner from New Jersey who came to Wash
ington to inaugurate his New Freedom program of domestic reform. 
To a degree the New Freedom was suggestive of the New Deal 20 
years later when Wilson’s Assistant Secretary of the Navy, Franklin 
D. Roosevelt, became President. Much of the more extensive program 
of the New Deal was modeled structurally upon the Federal Trade 
Commission Act of the Wilson period. Both Presidents came to office 
to concentrate upon arranging a more just domestic order, and yet 
each was obliged to turn from domestic to international affairs in recog
nition of our new status among the nations of the world. The resulting 
responsibility required each to lead the nation in a world war to pre
serve world order. The reluctant Wilson, the idealist, was to atone, as 
it were, for accepting war by using it as the occasion to create an inter
national instrumentality for peace, the League of Nations. But in the 
Senate fearful men, feeding argumentation upon argumentation, con
fused the people and left Wilson’s great hope unfulfilled. Without 
America the League was without an essential strength. Yet his purpose 
and his advocacy ultimately prevailed long after his voice was stilled. In 
1945 Roosevelt, who had profited by the earlier experience,3 was lead
ing the nation into the United Nations when he died. The Senate not 
only approved but invited the organization to establish its headquarters 
among us. A second world war had taught a persuasive lesson. The 
advice of President Washington to avoid “entangling alliances,” which 
permeated the debates over the League, was silenced by the challenge 
of world responsibility to be exercised in aid of peace.

3 While the defeat cannot be laid entirely to mistaken tactics, Wilson made his task 
more difficult by failing to draw to his side a more nationally representative group in 
the Paris negotiations for the League Covenant, which he led in person.

4 This is not to be confused with the international trials at Nuremberg, separately 
organized under direction of Justice Robert H. Jackson.

Mention of the United Nations headquarters calls to mind a per
sonal experience: Upon my return in the summer of 1946 from the 
legal work of our Military Government during the first year of the 
quadripartite government of occupied Germany,4 I became for a while 
the Legal Advisor of the Department of State. Secretary Byrnes placed 
me in charge of the negotiations with the United Nations of what be
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came known as the Headquarters Agreement,5 governing the status of 
the organization and its personnel in the United States. It was a compli
cated negotiation, involving not only the United Nations and our na
tional government but also the state and city governments of New York. 
When completed, the agreement was signed on behalf of the Chief 
Executive by Secretary of State Marshall, who had succeeded Mr. 
Byrnes, and by Secretary-General Trygve Lie on behalf of the United 
Nations, with the approval of the organization itself. A question arose 
whether the unusual agreement should be submitted to the Senate for 
ratification as a treaty. No serious thought was given to considering it 
an executive agreement. I recommended that it be submitted for ap
proval to both the Senate and the House of Representatives.6 Since the 
House would be asked to support our participation in the United 
Nations with necessary appropriations, as well as in other unforeseen 
respects, I felt its interest should be engaged as fully as possible at this 
early stage. After hearings, both Senate and House approved,7 the 
Senate by more than the two-thirds required for ratification of a 
treaty. The situation now was quite different from the Wilson years 
when so many of us had been disappointed.

5 Agreement with the United Nations Regarding the Headquarters of the United 
Nations, June 16, 1947, 61 Stat. 3416, T.I.A.S. No. 1676 (effective Nov. 21, 1947).

6 An earlier personal experience in a complicated international negotiation eventuated 
in the agreement being treated as an executive agreement without ratification by the 
Senate or approval by Congress. It was, however, promptly transmitted to Congress 
by President Roosevelt, and thereafter Congress, by appropriations and in other re
spects, gave it legislative support. This was the Agreement signed in London, March 
27, 1941, setting forth our rights and obligations in naval and air bases to be built by 
us in British possessions in the Western Atlantic growing out of the transfer to the 
United Kingdom the previous fall of 50 over age destroyers. Agreement with Great 
Britain Respecting Leased Naval and Air Bases, March 27, 1941, 53 Stat. 1560, E.A.S. 
No. 235. The story of the 50 destroyers is graphically described by a British author. 
P. Goodhart, Fifty Ships That Saved The World (1965).

7 Joint Resolution of Aug. 4, 1947, ch. 482, 61 Stat. 756.

While, as noted previously, the post-World War I debates over our 
adherence to the League of Nations confused the American people, the 
hearts of the peoples of the world were with Wilson. He gave them 
hope, and they responded with worldwide acclaim, though not all of 
their leaders did so. The hearts of our own people were with him too. 
I recall a symbolic incident. Standing one day on the sidewalk near 
the Treasury, I watched President Harding, Wilson’s successor, lead 
on foot from the Capitol down Pennsylvania Avenue the great funeral 
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procession accompanying the Unknown Soldier on the way to burial 
at Arlington Cemetery. The crowd was quiet to the marching feet 
and dirges. There was a question whether the stricken war President 
would participate. The answer came dramatically when about midway 
between the Capitol and the Treasury, he entered the procession from 
a side street in an open Victoria carriage. The quiet reverence of the 
funeral atmosphere gave way to tumultuous cheering of the people as 
the gaunt Wilson passed.

II

We were disturbed last fall by a constitutional crisis. One of a dif
ferent kind confronted the nation some 37 years before. Following his 
overwhelming reelection in 1936 to the second of his unprecedented 
four terms, President Roosevelt requested congressional authorization 
to add a new justice or judge to any federal court when an incumbent 
reached the retirement age of 70 and failed to retire. The President’s 
basic reason was that his efforts to lift the nation out of the Great 
Depression through legislative measures, supplemented by efforts of 
some of the states, were opposed by a majority of the Supreme Court 
on constitutional grounds. Legislation to advance the social and eco
nomic well-being of the people and to protect them from economic 
exploitation was met by the Court’s ungenerous appraisal of federal 
power. The President’s frustration was deepened by the fact that this 
repudiation of reform occasioned dissents of Justices Brandeis, Stone, 
Cardozo, and, at times, Chief Justice Hughes, each among the most re
spected jurists in the entire history of the Court.

When on March 4, 1933, Roosevelt had repeated on radio across the 
land the centuries-old aphorism of Francis Bacon, “we have nothing to 
fear but fear itself,” the nation was closer to economic collapse than 
at any other time in its history and, except for the period directly as
sociated with the War of the 1860’s, was closer to constitutional col
lapse. The crisis was largely one of growth. In various forms growth 
had brought the nation face-to-face with the question whether consti
tutional authority existed to support national solutions to national prob
lems. The Court’s negative answer so confined the Constitution as to 
impair its adequacy as a governmental plan to meet the problems of the 
times.

The Court itself, around which the crisis revolved, largely overcame 
it by its own actions. In the spring of 1937, in the five Labor Board 
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cases,8 a majority of the Court supported a broad congressional 
exercise of the federal power residing in the commerce clause. New 
scope was given to older legal theories residing, for example, in the 
Shreveport Case9 10 and in Stafford v. Wallace.19 The turning point was 
acceptance, in new areas, of the constitutional position that matters 
which were local when considered alone, came within the federal 
power when their regulation was deemed by’Congress on reasonable 
grounds to be necessary to protect interstate commerce itself. More
over, in West Coast Hotel Co. v. Parrish11 the Court at about the same 
time upheld the power of the states to curtail the liberty employed by 
industry in a manner harmful to the well-being of the working people, 
in this case by paying less than minimum wages prescribed for women. 
These breakthroughs, together with strong Senate opposition, an op
position indirectly encouraged by the Court, led to defeat of President 
Roosevelt’s awkward plan. The President’s basic aim, however, was 
achieved by a continuing course of judicial decisions upholding na
tional regulatory standards theretofore invalidated. Among these de
cisions I mention the remarkably clarifying opinion of Justice Robert 
H. Jackson, in Wickard v. Filburri12 for the unanimous Court. Jackson 
had joined the Court after authoring, when Attorney General, the ab
sorbing study of the constitutional controversy, The Struggle for Ju
dicial Supremacy ,13 Nearly 30 years later, this opening, or reopening 
if one so views the matter,14 of the federal commerce power furnished 
in good part the constitutional foundation for the civil rights legislation 
of the 1960’s, as illustrated by the relationship of the earlier decisions to 
the outlawing of racial discrimination in public accommodations serv
ing interstate travellers.15

s See Washington, Va. & Md. Coach Co. v. NLRB, 301 U.S. 142 (1937); Associated 
Press v. NLRB, 301 U.S. 103 (1937); NLRB v. Friedman-Harry Marks Clothing Co., 
301 U.S. 58 (1937); NLRB v. Fruehauf Trailor Co., 301 U.S. 49 (1937); NLRB v. Jones 
& Laughlin Steel Corp., 301 U.S. 1 (1937).

9 Houston & Texas Ry. v. United States, 234 U.S. 342 (1914).
10 258 U.S. 495 (1922).
n 300 U.S. 379 (1937).
12 317 U.S. Ill (1942).
13 R. Jackson, The Struggle for Judicial Supremacy (1941).
14 I think it was in good part an opening, for the earlier decisions which gave sup

port to the Labor Board Cases were confined to much narrower application.
15 See Katzenbach v. McClung, 379 U.S. 294 (1964); Heart of Atlanta Motel, Inc. v. 

United States, 379 U.S. 241 (1964).
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Returning briefly to the governmental crisis of the 1970’s, it has little 
in common with that of the 193O’s except that it is also, in part, of con
stitutional character. It differs in being heavily laden with the pos
sibility, and in some instances the certainty, of serious infractions of 
existing law by persons in responsible positions of public trust. Moral 
issues pervade the situation. This is not to suggest that the problems 
in the 193O’s did not have their moral aspects too, but they resided in 
the reforms themselves, which were rooted at least in part in love of 
neighbor and in the compassionate desires of the representatives of the 
people to better the conditions under which the people lived. Happily, 
such desires remain the motivations of much of our legislation. The 
constitutional character of the earlier crisis involved primarily the scope 
of the federal legislative power while the more recent crisis arose pri
marily within the executive branch, with ramifications affecting the 
whole elective process.

Ill

Different periods give rise to different trends of constitutional ad
judication. Perhaps it would be more accurate to say that as time 
passes and as the circumstances of a complex national life change, a 
keener awareness of the existence of unattended problems arises. The 
sources of such awareness are diverse and difficult to trace with ac
curacy, although one source must be said to be the legal profession.

The Hughes Court in the 193O’s had been called upon to cope, in a 
primacy of duties, with legislation concerned with social and economic 
conditions. As the constitutional questions thus presented were an
swered, there gradually emerged a concentration upon individual rights 
and a safeguarding of the democratic process itself. Matters of like 
character of course had previously engaged the Court, leading to many 
famous decisions, but it seems clear that in the period of the Chief 
Justiceship of Earl Warren beginning in 1953, the Court made more 
notable progress in these respects than at any other time, whatever may 
have been the diverse factors which gave rise to the situation.

I do not attempt a review of the period, deferring to others who have 
done so.16 The range of decisions was broad. Included were those 

16 See A. Cox, The Warren Court: Constitutional Decisions as an Instrument of 
Reform (1968); A. Goldberg, Equal Justice: The Warren Era of the Supreme Court 
(1971).
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articulating the rights of an individual in congressional investigations,17 
a contribution the significance of which has been somewhat lost, but 
which was badly needed.

17 See Watkins v. United States, 354 U.S. 178 (1957).
18 369 U.S. 186 (1962).
19 377 U.S. 533 (1964).
20 347 U.S. 483 (1954).
21 372 U.S. 335 (1963).
22 384 U.S. 436 (1966).
23 An earlier, full, and notable analysis of the fifth amendment privilege is contained 

in the opinion of Justice Edward Douglass White in Bram v. United States. 168 U.S. 
532 (1897). In a different context from Bram and Miranda, the present Court has con
firmed the integrity of the privilege in Lefkowitz v. Turley. 414 U.S. 70 (1973). The 
remarkable advance in the law with respect to the admissibility of confessions is dem
onstrated by comparing the trial considered by the Court in Wan v. United States with 
that considered in Miranda. See 384 U.S. 436 (1966); 266 U.S. 1 (1924).

Chief Justice Warren himself is said to have given priority to the 
reapportionment decisions. Of these, Baker v. Carr,18 opinion by 
Justice Brennan, was the first, followed by a number of decisions, in
cluding the Chief Justice’s opinion in Reynolds v. Sims19 The re
apportionment decisions have renovated the democratic process by 
assigning to the individual voter his due influence in representative 
government.

First place might well be given to the Chief Justice’s opinion for the 
unanimous Court in Broum v. Board of Education.20 Other decisions 
of great significance during the era include Gideon v. W ainavrigbt21 
opinion by Justice Black, opening to indigents charged with crime a 
broader right to the assistance of counsel, and Miranda v. Arizona22 
opinion by the Chief Justice, which explicated standards to protect in 
state criminal trials the privilege against compelled self-incrimination 
applicable in federal trials by reason of the fifth amendment.23

Previously noted has been the Court’s approval in an earlier period of 
national standards of regulation by legislation of social and economic 
conditions. We may note now during the Warren Era the advance 
of national standards in the administration of criminal justice and the 
equal protection of the laws. The Court accomplished this in the ad
ministration of criminal justice by the direct application of constitu
tional principles without the aid of legislation. This method was also 
available at times in cases involving the equal protection of the laws. 
At other times, however, the decisions involved only the constitutionality 
of legislation.
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Justice Black, in his 1947 dissenting opinion in Adamson v. Cali
fornia,24 had urged the channeling, through the due process clause of 
the fourteenth amendment, of the fundamental guarantees of the Fed
eral Bill of Rights to bring state trials within the same standards ap
plicable to the federal courts. His proposal became the majority position 
of the Court during the Warren Era. The period was one of seasoned 
appraisal and, when necessary, of reappraisal.25

24 332 U.S. 46, 68 (1947) (Black, J., dissenting).
25 The guarantees of the first amendment, however, previously had been held to 

apply to the states. See Cantwell v. Connecticut, 310 U.S. 296, 303 (1940); Gitlow v. 
New York, 268 U.S. 652, 666 (1923). Additional decisions of the Warren Era merit 
attention. See Benton v. Maryland, 395 U.S. 784, 787 (1969) (fifth amendment pro
tection against double jeopardy applied to state proceedings); Katz v. United States, 
389 U.S. 347, 353 (1967) (“Fourth Amendment protects people, not places;” reasonable 
expectation of privacy is test in electronic surveillance); Berger v. New York, 388 
U.S. 41, 51 (1967) (conversation is within the scope of the fourth amendment); Mapp 
v. Ohio, 367 U.S. 643, 655 (1961) (fourth amendment exclusionary rule applied to the 
states); Griffin v. Illinois, 351 U.S. 12, 19 (1956) (indigent appellant entitled to free 
transcript of trial record). The indigent’s right to counsel at the trial and appellate 
levels, previously enlarged in Gideon v. Wainwright, was enlarged further in Douglas 
v. California, where the Court stated:

There is lacking that equality demanded by the Fourteenth Amendment 
where the rich man, who appeals as of right, enjoys the benefit of coun
sel’s examination into the record, research of the law, and marshalling of 
arguments on his behalf, while the indigent, already burdened by a pre
liminary determination that his case is without merit, is forced to shift for 
himself.

372 U.S. 353, 357-58 (1963); see Gideon v. Wainwright, 372 U.S. 335 (1963).

It is interesting to ponder why this special contribution by the Su
preme Court to criminal procedure and the equal protection of the 
laws, the latter especially in the milieu of civil rights, occurred when it 
did. It is to be remembered that the Court was responding to questions 
brought to it for answer, for the Court does not initiate. Diverse fac
tors emanating from the national consciousness—and conscience—com
bined to create a hope that the judiciary might be able to play a larger 
part in answering these questions of deep concern to troubled people. 
The Court was able to afford this help in an enlightened perception of 
what should be the law of the land. The period had a special quality 
recently noted by Justice Goldberg:

It was perhaps the greatest achievement of the Warren Court 
that, in the tradition of Justice McKenna, it sought to bring legal 
rules into consonance with the human reality to which they pur
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port to respond. In this time of rapid social change, it seems to 
me that the law must maintain the perspective of reality per
ceived by the Warren Court. A stifling of the new realism would 
set back the great goal of equal justice under law.26 27 28

26 Goldberg, The Role of Law in a Free Society, 7 Georgia L. Rev. 403, 408-09 
(1973). The reference to Justice McKenna is his statement in Weems v. United States: 
“Time works changes, brings into existence new conditions and purposes. Therefore a 
principle to be vital must be capable of wider application than the mischief which 
gave it birth.” 217 U.S. 349, 373 (1910).

27 See note 24 supra and accompanying text.
28 283 U.S. 605, 627 (1931) (Hughes, C.J., dissenting), overruled, Girouard v. United 

States, 328 U.S. 61 (1946).
29 Id. at 618-19.
30“[I]t has always been recognized that the Supreme power of government may be 

exerted and disobedience to its commands may be punished.” Id. at 631 (Hughes, C.J., 
dissenting).

IV
I referred previously to Justice Black’s dissenting opinion in Adam

son v. California.21 I should like to mention another dissenting opinion, 
also prophetic, which I think was a great one. It was written in 1931 
by Chief Justice Hughes in United States v. Macintosh2* and joined 
in by Justices Holmes, Brandeis, and Stone. The question was whether 
the oath of an applicant for naturalized citizenship to “support and 
defend the Constitution” should be construed to require the bearing of 
arms in a situation in which the applicant believed to do so was not 
morally justified and was offensive to his conscientious belief in the 
will of God. Dr. Macintosh was extremely well qualified for citizen
ship and was willing to “support and defend” in other ways than by 
bearing arms.29 The Court barred him. The dissenting Justices did not 
dispute the power of Congress to require a citizen to bear arms in de
fense,30 but they could not agree that the language “to support and 
defend,” the same language of the oath of civil officers, should be con
strued to require agreement to a particular method of defense. The 
Chief Justice wrote:

When we consider the history of the struggle for religious lib
erty, the large number of citizens of our country, from the very 
beginning, who have been unwilling to sacrifice their religious 
convictions, and in particular, those who have been conscien
tiously opposed to war and who would not yield what they sin
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cerely believe to be their allegiance to the will of God, I find it 
impossible to conclude that such persons are to be deemed dis
qualified for public office in this country because of the require
ment of the oath which must be taken before they enter upon 
their duties. ... I think that the requirement of the oath of 
office should be read in the light of our regard from the begin
ning for freedom of conscience.31

Id.

The Chief Justice approached the problem of statutory construction 
based on the background of those recognized moral values. There 
comes to mind St. Thomas More, lawyer and jurist of remarkable 
qualities, whose stance resounds through the centuries. He could not 
escape the power of the King to punish him for not obeying the King’s 
command, but he preferred to lose his life than to obey in violation 
of his conscience.

As an aside respecting morals and the law, join me in recalling 
an experience of many years ago when I was practicing in Santa Fe, 
nestled below the Sangre de Cristo range in beautiful northern New 
Mexico. My partner and I were retained to appeal to the state su
preme court the convictions of two men for second degree murder. 
Essentially the facts were as follows: On a bitterly cold night on a 
lonely snow-covered road in the high Truchas Mountains, with only 
the moon to shed light on what exactly occurred, a horse-drawn sleigh 
bore three men homeward from one small town to another some nine 
miles distant. Only two arrived, the one farthest along the route se
verely frostbitten when he reached home. When daylight came, the 
mailman traveling the road found the third man frozen to death on the 
roadside. He had walked about a mile before falling, not to rise. There 
were some abrasions on his shins and two small bruises on his face, but 
no serious wound. The survivors’ story was that he had wanted to 
walk. They thought this inadvisable and several times when he got 
off the sleigh they had put him back on. In the end, however, they 
let him have his way and pushed on to escape the cold.

A jury of their peers in that remote and sparsely populated high 
country—“Rio Arriba”—convicted them of second degree murder. The 
indictment eloquently charged that they had wounded the deceased 
and in his wounded, weakened, and sickened condition, “upon a lonely 
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road ... in snow . . . and freezing weather, . . . exposing him to loneli
ness . . . ,” left him to die. Perhaps the verdict of the jury represented 
their moral judgment. The New Mexico Supreme Court reversed, 
however, and ordered the men to be freed.32 The court resorted to 
Justice Field’s opinion in United States v. Knowles:33

32 Berry v. New Mexico, 14 P.2d 434, 437 (1932).
33 26 F. Cas. 800 (No. 15,540) (N.D. Cal. 1864).
34 Id. at 801.
35 B. Cardozo, The Nature of the Judicial Process 133-34 (1934).

It is undoubtedly the moral duty of every person to extend to 
others assistance when in danger; . . . and if such efforts should 
be omitted by anyone when they could be made without im
perilling his own life, he would, by his conduct, draw upon him
self the just censure and reproach of good men; but this is the 
only punishment to which he would be subjected by society.34

So it has been. The moral aspect of a matter does not always con
trol its legal, and sometimes the twain do not meet. But when they do, 
does not our civilization call for acceptance of the influence of the 
moral upon the legal? The Chief Justice thought so in Macintosh, and 
so did Justices Holmes, Brandeis, and Stone. Another of our most 
respected jurists, Benjamin N. Cardozo, has expressed the matter as 
follows: “The judge is under a duty within the limits of his power of 
innovation, to maintain a relation between law and morals, between the 
precepts of jurisprudence and those of reason and good conscience.”35

As we approach the bicentennial of the Declaration of our Inde
pendence and move toward the twenty-first century of the Christian 
Era, I think it is being recognized urgently that one of our basic needs 
today is to place greater emphasis upon the achievement of a higher 
moral tone in our national life, including necessarily life under law. 
Our blessings of liberty have not brought peace within the nation. 
Though domestic tranquility—peace—in a full sense may never be at
tainable, surely its quest can be more faithfully and fruitfully pursued. 
Some guidance and encouragement to do so reside in the Declaration 
itself. There is more there than its array of justifications for declaring 
independence and more than its recitation of those famous self-evident 
truths and unalienable rights, including that very interesting expression, 
the right “to the pursuit of happiness.” There is woven into the Decla
ration recognition of the “God of Nature,” of the “Creator” who en
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dows us, of the “Supreme Judge” of our World, and of the “divine 
Providence.” Whatever differences there may have been among the 
signers in their conception of the God to whom they referred—differ
ences between Charles Carroll, Benjamin Franklin, and Thomas Jeffer
son, for example—there was common accord upon an order of national 
life under God. As expressed years later by Justice Douglas in Zorach 
v. Clauson™ and again by Chief Justice Burger in Walz v. Tax Com
mission,36 37 both writing for the Court, we “are a religious people whose 
institutions presuppose a Supreme Being.” History demonstrates that 
this relationship took its character from the Judeo-Christian civilization 
of which the signers of the Declaration were a part. Along with 
this heritage, there was to be complete religious freedom, as the Con
stitution soon guaranteed. Upon the background of the Declaration 
itself then, the conduct of government in all its branches, as of our
selves, should be consciously influenced to maintain a relation to morals, 
as Cardozo suggested for judges in their administration of law.

36 343 U.S. 306, 313 (1952).
37 397 U.S. 664, 672 (1970).
38 U.S. Const, amend. I.
39 See United States v. Roth, 354 U.S. 476, 483 (1957).
40 See Paris Adult Theatre I v. Slaton, 413 U.S. 49 (1973); Miller v. California, 413 

U.S. 15 (1973).

V
Consider the recent obscenity decisions of the Court involving the 

first amendment, which states that “Congress shall make no law . . . 
abridging the freedom of speech, or of the press. . . ,38 Nor may a state 
abridge these freedoms, for otherwise the due process clause of the 
fourteenth amendment would be violated. Since 1957 it has been estab
lished, explicitly upon moral considerations in part, that the first amend
ment does not protect obscenity.39 While the importance of freedom 
of speech and of press to self-government has brought to these free
doms a judicially recognized preferred position in the hierarchy of 
rights, none of our freedoms is absolute, except freedom of thought 
and conscience, else we would fall into anarchy.

The Court at the last term made a valiant effort to enable state and 
national legislatures to cope with the problem of obscenity.40 Due to 
the difficulties to be overcome, one may not expect complete success, 
but the Court is entitled in my opinion to the country’s support in its 
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effort to enable the states and Congress to ameliorate the evil. The 
Chief Jusice seems to me to stand on solid ground when he states for 
the Court:

Although there is no conclusive proof of a connection between 
antisocial behavior and obscene material, the legislature of Georgia 
could quite reasonably determine that such a connection does or 
might exist. In deciding Roth, this Court implicitly accepted that 
a legislature could legitimately act on such a conclusion to pro
tect “the social interest in order and morality.” Roth v. United 
States, 354 U.S. at 485, quoting Chaplinsky v. New Hampshire, 
315 U.S. 568, 572 (1942).

From the beginning of civilized societies, legislatures and 
judges have acted on various unprovable assumptions.41

41 413 U.S. at 60-61 (emphasis added to Roth).
42 198 U.S. 45, 65 (1905) (Harlan, J., dissenting).
« 113 U.S. 27 (1885).
44 198 U.S. at 65; see Barbier v. Connolly, 113 U.S. 27, 31 (1905).
«96 U.S. 97 (1877).
46 118 U.S. 356 (1886).

A problem has been to determine an acceptable standard by which to 
judge obscenity in comparison with protected speech or press, and 
then to apply the standard. However, the evil is great, and the diffi
culties do not, as seems clear to me, absolve the law from challenging 
the evil. The repetition by the Court of the reference in Roth to a 
legislature’s legitimate interest in protecting the “social interest in order 
and morality” is a reaffirmation of many earlier references by the Court 
to this legitimate interest of the states. In his famous dissent in Lochner 
v. New York,42 the first Justice Harlan stated for himself and Justices 
White and Day, quoting from Barbier v. Connolly:43

[N]either the [14th] Amendment—broad and comprehensive as it 
is—nor any other Amendment was designed to interfere with 
the power of the State, sometimes termed the police power, to 
prescribe regulations to promote the health, peace, morals, edu
cation, and good order of the people.44 *

Pointing to the earlier cases of Davidson v. New Orleans^ and Yick 
Wo v. Hopkins,46 Justice Harlan continued to state the position, never 
I believe repudiated, that the power of the state



1300 The Georgetown Law Journal [Vol. 62:1287

may be lawfully resorted to for the purpose of preserving the 
public health, safety or morals, . . . and a large discretion “is 
necessarily vested in the legislature to determine not only what 
the interests of the public require, but what measures are neces
sary for the protection of such interests.”47

47 198 U.S. at 66 (Harlan, J., dissenting) (citations omitted).
48 412 U.S. 94, 183 (1973) (Brennan, J., dissenting), citing Abrams v. United States, 

250 U.S. 616, 630 (1919) (dissenting opinion). I think Justice Brennan, drawing upon 
his opinion in New York Times v. Sullivan, approached the value of the first amend
ment more accurately by his reference to our “profound national commitment to the 
principal that debate on public issues should be uninhibited, robust, and wide open,” 
and, further, that the first amendment “rests on the assumption that the widest possible 
dissemination of information from diverse and antagonistic sources is essential to the 
welfare of the public.” Id.; see New York Times v. Sullivan, 376 U.S. 254, 270 (1964).

In this new effort better to cope with obscenity the Court cannot 
fairly be said to have departed from the breadth of protection of speech 
or press for which Jefferson, Madison, and the others stood. Obscenity 
in one form or another no doubt existed in their times, as it has through
out history I suppose, but its massive commercialization in our times 
poses a problem which appropriately calls upon the Court to consider 
the subject in light of conditions as they have developed, even if it was 
not the subject of legislation at the beginning of the nation.

VI

The problem of obscenity does not lend itself to solution by apply
ing, if it were feasible to do so, the statement of Justice Holmes, re
cently repeated by Justice Brennan in his dissenting opinion in Colum
bia Broadcasting System, Inc. v. Democratic National Committee: “The 
best test of truth is the power of the thought to get itself accepted in 
the competition of the market. . . .”48 As Justice Brennan noted, Jus
tice Holmes had reference “to the changing problems of our nation,” 
and I do not attribute to him an intention to compare the efficacy of 
public debate with the moral precept, “I am the way, the truth and 
the life.” Even so, I think no one would have been more likely than 
Justice Holmes to refuse to accept as truth the result of the competi
tion of the market if it did not conform with his own conception of 
the truth. For truth to emerge it must be an ingredient of the thoughts 
which compete, and this might not be the case. Market competition 
often leads to a course to be followed, to a decision, and, moreover, to 



1974] Reflections 1301

a correction of error, but, though instructed and hopefully enlightened 
by it, I doubt we should accept it as the best test of truth. Even as a 
means to a decision, any guarantee of the Bill of Rights would super
cede the result of the market competition if inconsistent with the 
guarantee.

VII

What of the abortion decisions? I shall focus my comments upon 
the treatment by the Court of the first trimester of pregnancy.49 In 
excluding the state from regulating50 abortion during the first trimester, 
the Court holds that the pregnant woman has a fundamental right of 
privacy in abortion, that to condition the exercise of the right the 
state, in order to comply with due process of law, must rest its legis
lation upon a compelling state interest, and that no such interest exists, 
apparently because no significant health problem is involved in an 
abortion during the first trimester.51 The majority states: “Until the 
end of the first trimester mortality in abortion may be less than mor
tality in normal childbirth.”52 During this period the Court excludes 
state legislation upon the subject, leaving the decision to the woman 
and her physician. I agree with the following characterization of this 
position of the majority, expressed in the dissenting views of Justice 
White and Justice Rehnquist, that the Court has gone so far as to 
interpret the Constitution to value

49 A number of commentaries have been written, and no doubt the number will 
increase. One critical analysis of the Court’s legal history of abortion deserves note. 
Byrn, An American Tragedy: The Supreme Court on Abortion, 41 Fordham L. Rev. 
807 (1973).

Criticism by me of a decision of the Supreme Court is made with reluctance, in 
this instance overcome because the abortion decisions have an unusually deep impact 
upon an unusually important aspect of our national life. They are sincerely believed 
by me to be constitutionally unsound. In an article such as this I feel I need not refrain 
from comment.

50 I use “regulating” or “conditioning” to include legislation placing abortion among 
offenses against the law of the state.

51 In establishing the right of privacy the Court states that it is not absolute. See 
Roe v. Wade, 410 U.S. 113, 154 (1973). This statement is due to the holding that after 
the first trimester, the Constitution permits the states to condition the exercise of the 
right. But the right is made absolute in actuality during the first trimester, since the 
only requirement suggested is that a physician perform the abortion. This does not in 
a legal sense qualify the absolute character of the right.

52 Id. at 163.
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the convenience, whim or caprice of the putative mother more 
than the life or potential life of the fetus; the Constitution, 
therefore, guarantees the right to an abortion as against any state 
law or policy seeking to protect the fetus from an abortion not 
prompted by more compelling reasons of the mother.53

53Doe v. Bolton, 410 U.S. 179, 221 (1972) (White, J., dissenting).
410 U.S. at 148.

55 Id. at 116.
™Id.
57 Id. at 154. In referring to the fetus as potential life during the first trimester, I do 

not mean that the fetus is only that. I simply accept for purposes of this discussion the 
position of the Court that it is “potential” life.

68 Id. at 130-47.

In arriving at its constitutional position as to the nature—the funda
mental nature—of the right of privacy in abortion and as to the nature 
—the non-compelling nature—of a state’s interest in abortion during the 
first trimester, the Court in each respect, I respectfully maintain, fails 
to consider an important and relevant value. I refer to the moral value 
—the moral factor—inherent in the subject, a factor which has influ
enced state legislation. My reference is not to the moral factor related 
to the discouragement of illicit sexual conduct, reliance upon which 
the state of Texas disclaimed in Roe v. Wade,54 but to the moral factor 
relevant to determining the fate of potential life. How much weight 
should be given to this value in comparison with others I do not dis
cuss. My point is that no judicial weighing of it is expressed in the 
opinions. In the opening paragraphs of Wade, where the sensitive and 
emotional nature of the abortion controversy is mentioned, the Court 
refers to a number of matters which are “likely to influence and to color 
one’s thinking and conclusions about abortion.” 55 Among these the 
Court includes the “moral standards one establishes and seeks to observe” 
for oneself,56 but this is no substitute for the omission of the Court itself 
to give weight to a moral value in reaching its decision, either with 
respect to the fundamental character of the right to an abortion or with 
respect to the interest of the state in conditioning that right. Yet the 
Court recognizes that if during this first trimester the fetus is permitted 
to be destroyed at will, a potential life is destroyed.57 Nothing in the 
Court’s elaborate review of the history of humanity’s attitude toward 
abortion58 supports approaching the constitutional problem in disregard 
of the moral factor which has influenced state legislation and which 
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inheres in the problem. The Court seems to me to strain constitutional 
adjudication to the breaking point by invalidating state legislation with
out weighing this value in determining whether abortion is a fundamen
tal right of privacy of the pregnant woman, and whether the state’s 
interest in potential life is so insubstantial during the first trimester as to 
prohibit the state from conditioning the exercise of the right.59 60 61 62

59 The Court refers to the need for a “compelling” state interest. I assume this is the 
same as the “very substantial” interest referred to by Justice Brennan in his dissenting 
opinion in Paris Adult Theatre I v. Staton. See 413 U.S. 49, 103 (1973) (Brennan, J., 
dissenting).

60 410 U.S. at 184-85.
61 The countervailing convenience of the mother given dominance by the Court often 

is perhaps only a passing decision soon regretted. Moreover, abortion is likely to have 
a lasting psychological effect not considered by the Court.

62 408 U.S. 238 (1972).

Mothers are not refusing to bear children because the mortality rate 
at childbirth is greater than at an early abortion. Pregnant mothers as 
well as the states act upon the basis of other considerations—other 
values—among them the moral. These values press for judicial recog
nition. The potential life permitted to be terminated at will is the 
cradle of the race. A state may deem it to be of transcendental value, 
or at least is reasonably entitled to entertain values with respect to it 
which a court should consider other than the mortality rate.

Though the choice is left to the woman, the decisions obviously en
courage abortions. Moreover, the hardship factors referred to in Doe v. 
Bolton™ do not obscure the fact that the Court’s decisions preclude state 
legislation affecting the first trimester even though no hardship is in
volved. And there is a diminishing of liberty, for liberty depends upon 
life and there is no life without potential life. The living have life be
cause their potential life was permitted to fulfill the natural consequence 
of its nature. One does not acquire liberty for oneself, in its true sense, 
by denying to a creation in which one has participated its natural 

61

VIII

There are interesting references to the influence of morals on con
stitutional decision making in the language of several of the opinions in 
the “death sentence” case of Furman v. Georgia.™ In his separate opin
ion, Justice Marshall stated that “since capital punishment is not a re
cent phenomenon, if it violates the Constitution, it does so because it 
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is excessive or unnecessary, or because it is abhorrent to currently exist
ing moral values.” 63 On this subject the Chief Justice stated:

63 Id. at 332-33 (Marshall, J., separate opinion). Justice Marshall had noted the need 
to recognize changing values. One may recognize some change in attitudes regarding 
abortion, but the Court did not render its decisions on the basis that our highest 
judicial tribunal should read such change as has occurred into constitutional law binding 
the states, and I think it would not have been justified had it done so.

64 Id. at 383 (Burger, C.J., dissenting).

[T]he Court up to now has never actually held that a punish
ment has become impermissibly cruel due to a shift in the weight 
of accepted social values; nor has the Court suggested judicially 
manageable criteria for measuring such a shift in moral consensus. 

The Court’s quiescence in this area can be attributed to the 
fact that in a democratic society legislatures, not courts, are con
stituted to respond to the will and consequently the moral values 
of the people.64

Whether one agrees with the Chief Justice or with Justice Marshall 
in these appraisals of the moral aspects of the case, it seems to me that 
under either approach the Court should have given weight in the abor
tion cases to the views of the people expressed through legislation 
enacted by their representatives over more than a century past and 
still largely maintained. Surely, as the Chief Justice suggests, the moral 
values of the people find response in legislation. If they are to be over
ridden by the courts after due consideration, as Justice Marshall would 
do respecting the death sentence, I suggest this should occur only to 
lift the moral values to a higher place than state legislation has placed 
them. Can this be said of the abortion decisions?

IX
Perhaps I should include at least brief reference to the four wars in 

which we have engaged during my adult life. Our conscience I think 
should be clear as to the two world wars and, also, as to the Korean. 
These wars were really thrust upon us; certainly the world wars. The 
Korean, though borne so heavily by us alone, was in conformity with 
United Nations obligations, and other members of the organization, 
some with armed forces, collaborated with us. As to Vietnam, serious 
questions trouble the nation. I attempt no final judgment of that sad 
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and complicated involvement not now easily appraised with assurance, 
however much its conduct and details disturb us. In the final appraisal, 
if ever satisfactorily made, I hope it will be noted, as it seems to me, 
that the majority of the people we sought to help also desire freedom, 
and let us also hope that the tremendous sacrifices, sufferings, and losses 
have not been without some reward which may in time become more 
obvious.

As I write these lines in early 1974, we are at war with no nation, 
but we do not have peace at home. We have largely fulfilled the thrust 
of our independence toward freedom, but we have not similarly 
achieved the domestic tranquility envisaged by the preamble to the 
Constitution. We do have much individual happiness, as do other peo
ples, yet ours is clouded by the violence in our midst, manifested 
chiefly by crime. Our very awareness of this violence casts a shadow 
upon us all, apart from the effects upon its immediate victims. Private 
organizations and institutions, as well as individuals, devote their efforts 
to the prevention and cure of this national illness. In the front rank 
of these are the good homes, churches, synagogues, charitable and edu
cational organizations, and innumerable, if unknown, individuals spread
ing the Good News by word and example. There are also of course 
the public enforcement agencies of government, including the courts 
and the correctional systems. Obviously, however, something more 
is needed, for “violence stalks the land”.65

65 This is the title of an appraisal of the situation in a recent issue of America, the 
Jesuit Weekly. See Weber, Violence Stalks the Land, America, Dec. 29, 1973, at 501.

66 See National Commission on the Causes and Prevention of Violence, To Estab
lish Justice, To Insure Domestic Tranquility (1969); Report of the President’s 
National Advisory Commission on Civil Disorders (1968); Select Committee of the 
House of Representatives on Crime, Reform of Our Correctional Systems, H.R. 
Rep. No. 93-324, 93d Cong., 1st Sess. (1973); Select Committee of the House of 
Representatives on Crime, Street Crime, Reduction Through Positive Criminal Jus
tice Responses, H.R. Rep. No. 93-5358, 93d Cong., 1st Sess. (1973); Report of the 
President’s Commission on Crime in the District of Columbia (1966).

Several important studies of the subject have been made in recent 
years by Presidential Commissions.66 The wealth of their contents, ac
cumulated by able men and women, is largely unused. A difficulty is 
that these commissions go out of existence upon filing their reports and 
recommendations. Would that they were continuing bodies, with per
sonnel changes from time to time as might be necessary, that could 
pursue application of their recommendations through established legis
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lative, executive, and administrative channels, and at times the judicial, 
depending upon the particular need, and also through nongovernmental 
channels.

I mention again a personal experience. In 1948 at President Tru
man’s request I became chairman of a civilian committee to implement 
his Executive Order No. 9981 declaring the policy of the President 
to be “that there shall be equality of treatment and opportunity for all 
persons in the armed services, without regard to race, color, religion 
or national origin.” 67 After exploring the situation our committee de
cided, with the President’s approval, not to make a report as to what 
should be done to accomplish desegregation of the armed services but 
to take the time to develop with the services a program in actual opera
tion which would accomplish that. Only then did we file our report.68 
I realize that this procedure is not always feasible, but I believe it would 
be worth a great deal were a new group to study the Presidential Com
mission Reports to which I have referred,69 with a view to effectuating 
the recommendations deemed most useful in healing the wounds of 
violence.

67 Exec. Order No. 9981, 13 Fed. Reg. 4313 (1948).
68 President’s Commission on Equality of Treatment & Opportunity in the Armed 

Services, Freedom To Serve (1950).
69 See note 66 supra.
70 The manner of reporting violent crimes is also a proper subject for further study 

in the effort to avoid suggestiveness affecting the immature or impressionable and lead
ing to imitation.

71 413 U.S. 49 (1973).
72 Id. at 60-63.

The help of nongovernmental bodies is essential in many of these 
matters. There is need especially for the voluntary elimination of the 
display of violence, gunplay, and brutality by the media of communica
tion, including the motion picture industry, television, and advertising, 
including that in the daily papers.70 These displays of violence are one 
of its causes. In this connection the same assumptions enumerated by 
Chief Justice Burger in his decision in the obscenity case of Paris Adult 
Theatre 1 v. Slaton?1 as justifying the conclusion that obscenity has 
a tendency to exert a corrupting and debasing impact which leads to 
antisocial behavior,72 justify also the conclusion that widespread public 
display of violence, gunplay, and brutality leads to like behavior. The 
case for nongovernmental help is urgent. The following editorial ap
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peared in The Nerw York Times of October 5, 1973, under the head
ing. “Brutality in Boston”:

Even in an era hardened to criminal violence the mind’s capacity 
for horror and revulsion is overtaxed by the hideous sadism of six 
youths in Boston who forced a young woman to douse herself 
with gasoline and then set her afire. Race hatred of the kind that 
is virulent in many sections of this historic city was apparently 
a motivating element in this demented tragedy, but the television 
screen may well have provided the murderers with instruction in 
the inhuman technique they used.

Boston’s Police Commissioner, Robert J. diGrazia, notes that a 
motion picture shown on network television three nights before 
the killing contained a segment in which Boston teen-agers burned 
derelicts to death for enjoyment.

The dreadful coincidence cannot be ignored, however much 
the experts may continue to argue whether or not violence on the 
screen begets violence on the streets. Common sense and social 
responsibility ought to give the benefit of the doubt to the counsel 
against entertainment senselessly polluted with violence.

Dr. David Abrahamsen, an acknowledged expert in this field of 
psychiatry, warned in his book, “Our Violent Society,” that “ag
gression witnessed on television may serve as a stimulus, a trigger
ing for hostile actions. . . .” The mindless violence, which more 
than ever pervades the motion pictures as well as this year’s tele
vision programming, fits that description.73 74

73 N.Y. Times, Oct. 5, 1973, at 30, col. 1.
74 See note 66 supra.

There is a well-balanced treatment of the subject in the 1969 Report 
of the President's National Commission on the Causes and Prevention 
of Violence.14 The following thoughts are brought forward from the 
Report of this exceptionally well-composed group of men and women, 
under the Chairmanship of Dr. Milton Eisenhower:

We do not suggest that television is a principal cause of violence 
in society. We do suggest that it is a contributing factor. Tele
vision, of course, operates in a complex social setting and its 
effects are undoubtedly mitigated by other social influences. But 
it is a matter of grave concern that at a time when the values and 
the influences of traditional institutions such as family, church 
and school are in question, television is emphasizing violent, anti
social styles of life.
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The television industry has consistently argued that its stand
ards for the portrayal of violence and its machinery for enforce
ment of these standards are adequate to protect the public in
terest. We do not agree.
• • • •

We believe that the television networks, network affiliates, 
independent stations, and other members of the broadcasting in
dustry should recognize the strong probability that a high inci
dence of violence in entertainment programs is contributing to 
undesirable attitudes and even to violence in American society. 
It is time for them to stop asserting “not proved” to charges of 
adverse effects from pervasive violence in television programming 
when they should instead be accepting the burden of proof that 
such programs are not harmful to the public interest. Much re
mains to be learned about media violence and its effects, but 
enough is known to require that constructive action be taken at 
once to reduce the amount and alter the kind of violent programs 
which have pervaded television.75

75 National Commission on Cause and Prevention of Violence, supra note 66, at 
199-202.

76 Weber, supra note 65, at 503.

The article in America to which I have referred contains the fol-

We can only conclude that we teach and encourage our chil
dren to be violent, and to accept violence as a normal part of life. 
We do it by feeding children violent movies and TV shows, by 
teaching them violence-oriented games and by buying toy guns 
and other make-believe weapons for them.76

Neither our national devotion to freedom of speech and of the press, 
nor the freedoms themselves, would suffer by measures to alleviate this 
evil. The preferred position of freedom of speech and of the press is 
both their strength and their weakness—their strength because of the 
invaluable service they render in countless ways to the common good 
and to individual rights, their weakness because their preferred position 
leads often to abuse which has been accepted by law to avoid erosion 
of the strength. I know much of the root causes of crime are to be 
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found elsewhere, but the widespread display of brutality, gunplay, and 
violence is also a cause, and this contribution to the national disease is 
not the product of broken homes and poor living conditions, but is in 
the control of corporate management.

Related to the above is the urgent need for a thorough reexamination 
and overhauling of legislation respecting the traffic in and possession of 
firearms and the enforcement of existing legislation, as also recom
mended by the 1969 Report of the President's National Commission 
on the Causes and Prevention of Violence. The following is from the

We conclude that the rising tide of firearms violence in this 
country merits further legislative action at the present time.

It is the ready availability of the handgun, so often a weapon 
of crime and so infrequently a sporting arm, that is the most 
serious part of the current firearms problem in this country. The 
time has come to bring the handgun under reasonable control.

An effective national firearms policy would help to reduce gun 
violence in the United States. It would also have a significance 
beyond the question of firearms. In comparison with most of the 
causes of violence in America, the firearms problem is concrete 
and manageable. But it is also complex and emotion-laden. For 
the United States to move effectively toward its solution would 
signify a new ability to transcend our violent past.77

77 National Commission on Causes and Prevention of Violence, supra note 66, at 
180, 183.

78 N.Y. Times, Nov. 4, 1973, § 1, at 44, col. 1.

John Lindsay, former Mayor of New York City, in November 
1973, as he was preparing to leave office, spoke vehemently from ex
perience as Mayor of the great city: “It is time we ended the war at 
tome. . . . It’s time we made freedom under the law—not the gun— 
once and for all the trademark of America.” 78

Powerful and well-financed influences obstruct needed reform, and 
we suffer the consequences. America is thus seriously wounded. While 
the nation seeks other remedies for crime, among them penological 
reform, those I have mentioned respecting violence also need urgent 
attention.
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X
I have referred to the importance of the reapportionment decisions 

of the Supreme Court in preserving representative government. The 
disclosures of 1973 have brought into the open a different threat to 
representative government from that involved in those decisions. It is 
the use of money and other forms of economic power to dilute the 
representative character of public officials. Before these lines, written 
in early 1974, are read, Congress and state legislatures, hopefully, will 
have devoted themselves to curing this ominous threat. Representative 
government is an illusion when public officials are beholden to other 
than the public interest. Legislative reform is clearly essential.

Perhaps the disclosures have given rise to a deeper understanding of 
the nature of public office and how it should be regarded by its occu
pants, whether elected or appointed. The choice of those elected is 
usually from a relatively small number, among many no doubt equally 
or better qualified. So too with respect to those of us who hold office 
by appointment. We are often chosen fortuitously rather than because 
of superior qualifications. This is a sobering reflection. It should in
spire us to increased efforts always to meet our own responsibilities in 
a manner better to serve the better things.

I appreciate the opportunity to contribute to the Journal with which 
I became associated some 60 years ago. Meanwhile, great things have 
been accomplished by and within the United States. Greater still 
beckon.



HOME TRANSFER COSTS: AN ECONOMIC 
AND LEGAL ANALYSIS

Dale A. Whitman*

Fees assessed by those who provide services relating to real estate 
title transfer often significantly increase the initial cash require
ments of the purchaser of a home aitd may deter or delay home 
purchase. Authorized by Congress to study and to establish 
maximum home transfer fees, the Department of Housing and 
Urban Development on July 4, 1912, announced its proposal for 
the regulation of transfer costs. Professor Whitman analyzes both 
the process used by HUD to develop the proposed regulation and 
the industry and congressional response which has made further 
HUD action unlikely and congressional action necessary. Through 
his examination of the factors which account for the current level 
of home transfer fees, Professor Whitman demonstrates the need 
for and feasibility of decreasing these fees and of spreading out 
their payment, and proposes legislation to effectuate these goals.

Introduction

No one likes to pay transfer costs when goods are transferred. Buyer 
and seller must decide which of them will pay, and the party who pays 
will not receive the full benefit of the bargain represented by the agreed 
purchase price. Although in most kinds of transactions transfer costs are 
trivial,* 1 2 in real estate transactions the costs of transferring title can be 

•Associate Professor of Law, Brigham Young University; B.E.S., 1963, Brigham Young 
University; LL.B., 1966, Duke University. The author was formerly with the U.S. 
Department of Housing and Urban Development, where he was responsible for the 
Department’s efforts to reduce real estate settlement costs. The opinions expressed 
herein are those of the author and not necessarily those of the Department of Housing 
and Urban Development.

1 Perhaps because of their minor importance in most markets, transfer costs have been 
given little attention in economic literature; moreover, most of the available economic 
studies deal with costs associated with the scarcity of market information, a matter 
largely outside the scope of this article. See generally Demsetz, The Cost of Trans
acting^ 82 Q.J. Econ. 33 (1968); Foley, Economic Equilibrium with Costly Marketing,
2 J. Econ. Theory 276 (1970); Stigler, The Economics of Information, 69 J. Pol. Econ. 
213 (1961).

Non-real estate market transfer functions tend to be centralized. For example, stock

[ 1311 )
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quite substantial, including the expenses of title search and examination, 
title insurance, closing and escrow fees, surveys, credit reports, appraisals, 
attorneys’ fees, and myriad other charges.2 In recent years public and 
governmental interest in real estate transfer costs has been aroused, and 
the issue has assumed national importance.

exchanges bring market information to interested parties, assist buyers and sellers in 
reaching contractual agreement, absorb ask-bid spreads, provide title assurance, con
summate the necessary paperwork to transfer title, and often provide purchase-money 
financing. Demsetz, supra at 36. In the real estate market each of these functions is 
typically fulfilled by a separate entity. U.S. Dep’t of Housing and Urban Development 
and Veterans Administration, Report on Mortgage Settlement Costs 33 (1972) 
[hereinafter cited as HUD/VA Report].

2 A study conducted by the Department of Housing and Urban Development (HUD) 
and the Veterans Administration (VA) identified three definitional categories for 
various home transfer costs. “Title-related closing costs” include expenses for title 
search and examination, title insurance, preparation of documents, closing and escrow 
fees, other attorneys’ fees, and miscellaneous unclassified costs. HUD/VA Report, supra 
note 1, at 74-75. “Closing costs” encompass the title-related costs listed above, plus 
charges for surveys, credit reports, lenders’ service charges or origination fees, lenders’, 
Federal Housing Administration (FHA), or VA appraisals, termite inspections, re
cording fees, state and local transfer taxes, and various miscellaneous lender charges. 
Id. at 13. “Settlement costs” comprise all of the closing costs listed above, plus prepaid 
taxes, insurance, interest, loan discount points, and sales commissions. Id. Of these last 
items only the sales commission is functionally related to the transfer of the property. 
Prepaid items represent recurring expenses of ownership rather than costs of transfer, 
and loan discount points paid by sellers in FHA/VA transactions represent interest in 
advance on the new loan being obtained by the buyer.

3 See Sabre Foundation, Expanded Ownership 17 (1972); Hearings on HUD Legisla- 
tion Before the Subcomm. on Housing of the House Comm. on Banking and Currency, 
90th Cong., 2d Sess., pt. 1, at 441 (1968) (statement of Nathaniel S. Keith, President 
of the Nat’l Housing Conference); Message from President Johnson to Congress, The 
Crisis of the Cities, Feb. 23, 1968, reprinted in 114 Cong. Rec. 3959 (1968). In a recent 
national survey, 90 percent of those sampled expressed a preference for living in a 
house rather than an apartment. Louis Harris and Assoc., Inc., A Study of Public 
Attitudes Toward Federal Government Assistance for Housing Low Income and 
Moderate Income Families 11, July, 1973 (prepared for Department of Housing and 
Urban Development). In a more limited survey in Detroit, 59 percent of non home
owners expressed a desire to own a home. Scngstock & Sengstock, Homeownership: A 
Goal for All Americans, 46 J. Urban L. 313, 322 (1969). Approximately 62.9 percent 
of occupied American housing units were owner-occupied in 1970. Bureau of the 
Census, 1 1970 Census of Housing, Housing Characteristics for States, Cities, and 
Counties, pt. 1, at 1-6.

4 See Housing and Urban Development Act of 1968, § 1601, 42 U.S.C. § 1441(a) 
(1970) (goal of 26 million new and rehabilitated housing units for low and moderate 

The cost of transferring residential property may have a major impact 
on two important national goals, widespread homeownership* 2 3 and in
creased housing production,4 since such costs limit the number of 
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prospective home buyers. To illustrate, let us postulate that a young 
family with an annual income of $12,0005 and savings of $3,000 is con
sidering the purchase of a $25,000 home. A 90 percent conventional loan 
is available in the amount of $22,500 requiring monthly payments to
talling $170,6 an amount well within the family’s financial capacity.7 
The required downpayment of $2,500 equals the difference between the 
purchase price and the loan amount and can be covered by the family’s 
savings. If settlement costs exceed $500,8 the family must borrow the 
excess, delay the purchase to accumulate additional savings,9 or forego 
the purchase. The deterrent effect of high settlement costs on home 
purchase is thus both real and powerful.

income families within the 1968-1977 decade). See also Fifth Annual Report on 
National Housing Goals, H.R. Doc. No. 141, 93d Cong., 1st Sess. (1973); H. Aaron, 
Shelter and Subsidies 23-43 (1972) (housing goal critically analyzed).

5 The 1972 national median household income was $11,116. U.S. Dep’t of Commerce, 
Bureau of the Census, Current Population Reports, Consumer Income 1 (Series P-60, 
No. 87, 1973).

6 Assuming an eight percent interest rate and a 30-year term, principal and interest 
payments are $165.10 per month. The mortgage insurance premium, at a typical charge 
of one-fourth percent per year, is $4.68 per month.

7 Most conventional lenders and mortgage insurers follow an underwriting rule re
quiring that monthly payments, including taxes and insurance, not exceed 25 percent 
of income. See Federal Nat’l Mortgage Ass’n, Conventional Selling Contract 
Supplement § 311.03(e) (1971). For our hypothetical family, 25 percent of monthly 
income is $250. If taxes are estimated at two percent of the house’s value and insurance 
at two-tenths percent, total monthly payments are only $216.

8 The $500 figure is not fanciful, since average home buyer settlement costs in 1971 
ranged from $155 in South Dakota to $1,515 in Alaska. HUD/VA Report, supra note 1, 
at 77.

9 During the 1968-1972 period, personal savings of American families averaged 7.16 
percent of disposable personal income, which in turn averaged 85.2 percent of gross 
personal income. U.S. Sav. and Loan League, 1973 Savings and Loan Fact Book 9. 
If, in the hypothetical, the downpayment plus settlement costs exceed savings by 
$1,000 and the family saves seven percent of disposable income, the family will need 
17 months to accumulate sufficient funds to proceed with the purchase.

10 Report of the Commission on Mortgage Interest Rates 72 (1969). An earlier 
report prepared for the Housing and Home Finance Agency had concluded that 
“closing costs are not, in the typical case, exorbitant.” J. Ducey & K. Berliant, Loan 
Closing Costs on Single-Family Homes in Six Metropolitan Areas 35 (1965).

Federal Action and Inaction

The first recent official federal recognition of the real estate closing 
costs problem appeared in the 1969 Report of the Commission on Mort
gage Interest Rates.10 The Commission recommended legislation that 
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would instruct the Department of Housing and Urban Development 
(HUD) and the Veterans Administration (VA) to study the problem 
and to recommend congressional action.11 Congress responded by enact
ing section 701 of the Emergency Home Finance Act of 1970,12 which 
directed HUD and the VA not only to conduct a study of real estate 
settlement costs and to provide Congress with appropriate recommenda
tions,13 but also to set standards governing settlement costs in connection 
with Federal Housing Administration (FHA) and VA home loans.14

11 Report of the Commission on Mortgage Interest Rates 72 (1969).
12 Pub. L. No. 91-351, tit. VII, 84 Stat. 461.
13 Id. § 701(b). The results of the study were published in January 1972. HUD/VA 

Report, supra note 1.
14 Emergency Home Finance Act of 1970, Pub. L. No. 91-351, tit. VII, § 701(a), 84 

Stat. 461.
15 No regulatory action was taken until the study was completed and published, 

because data developed for the study were needed as a basis for the proposed regulation. 
The data base for the study was obtained by taking a sample of loans insured or 
guaranteed by each FHA and VA field office in March 1971. Detailed information about 
settlement charges on these transactions was coded and computerized. HUD/VA 
Report, supra note 1, at 71 & App. F.

16 VA participation in this process was never very active and became less active 
as time passed. VA officials generally seemed to view settlement costs either as a 
minor problem or as intractable. The active debate about the issues took place almost 
entirely within HUD, and for the most part this article will treat the attempted imple
mentation of the statute as a HUD enterprise.

17 Memorandum from David O. Maxwell, General Counsel of Dep’t of Housing and 
Urban Development, to Eugene A. Gulledge, Assistant Secretary for Mortgage Settle
ment and Federal Housing Administration Commissioner, Feb. 4, 1972, on file at 
Georgetown Law Journal.

18Emergency Home Finance Act of 1970, Pub. L. No. 91-351, tit. VII, § 701(a), 84 
Stat. 461.

When the Commission’s report was completed in January 1972, HUD 
and the VA were faced with the problem of prescribing settlement cost 
standards.15 A variety of questions concerning the nature and scope 
of the regulations to be promulgated were raised and were resolved only 
after considerable intramural debate.16 Perhaps the most difficult issue 
facing the federal policy-makers was whether the standards were to 
constitute mandatory rates. HUD’s General Counsel provided a legal 
opinion that the Emergency Home Finance Act granted the agencies 
authority to prescribe mandatory maximums on settlement costs for 
FHA and VA loans.17 The statute, which speaks of the standards as 
reflecting the amounts of settlement costs allowable,18 scarcely lends 
itself to any other interpretation; the standards hardly could govern the 
amounts of settlement costs if they were merely advisory.
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The Secretary’s decision to engage in rate-making raised the difficult 
question of how the rates were to be derived. HUD’s position was 
different from that of typical rate-making agencies, since it had no 
data on the internal costs of providing settlement services and no means 
of compelling the relevant suppliers to produce such information.19 
Because available data concerning the costs of settlement services to the 
providers were limited, HUD was forced to rely on the prices actually 
paid by consumers for various settlement services, data which already 
had been compiled in a survey for the HUD/VA Report.

19 Title attorneys’ records probably would have proven inadequate in any event. 
The author’s survey of nearly 200 North Carolina attorneys with a fairly intensive 
real estate practice disclosed that approximately three-fourths of them kept time 
records only occasionally or not at all. Whitman, Transferring North Carolina Real 
Estate, Part I: How the Present System Functions, 49 N.CT. Rev. 413, 422 (1971).

In many states title insurance companies are required to provide limited data to state 
insurance commissioners. E. Roberts, Public Regulation of Title Insurance Com
panies and Abstractors 25-26 (1961). However, data available from state insurance 
commissioners were incomplete and based on ambiguous definitions and therefore were 
inadequate for an analysis of internal costs. Telephone interview with Dr. Irving 
Plotkin, Economist with Arthur D. Little, Inc., in Cambridge, Mass., Dec. 10, 1972. 
The charges of surveyors, of closing agents, and of other providers of settlement services 
are almost entirely unregulated; these providers are unlikely to volunteer accurate and 
unbiased cost data.

20 Hearings on 1913 Housing and Urban Development Legislation Before the 
Subconnn. on Housing and Urban Affairs of the Senate Comm, on Banking, Housing 
and Urban Affairs, 93d Cong., 1st Sess., pt. 2, at 1697 (1973). The states with low 
settlement costs included Alabama, Colorado, Kentucky, Minnesota, Missouri, Montana, 
Nebraska, Nevada, New Hampshire, Ohio, Rhode Island, Tennessee, Wisconsin, and 
Wyoming. Id.

21 HUD/VA Report, supra note 1, at 91, 92-95; see notes 94-101 infra and accom
panying text.

22 See HUD/VA Report, supra note 1, at 96.

An analysis of this survey undertaken by HUD statisticians identified 
14 states which appeared to have unusually low settlement costs.20 
Although many of these states were in the Midwest, where the abstract 
system of title proof predominates and marketable title legislation is 
common,21 some states using other forms of title proof were repre
sented.22 An econometric model was developed to convert the prices 
charged for various services in the 14 low-cost states to levels which 
could be expected in higher cost states if the providers in the higher 
cost states used the same methods and operated as economically as the 
providers in the low-cost states. Two factors were introduced for this 
calculation; the first represented relative wage rates in the various state 
real estate and insurance industries, and the second represented the 
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relative complexity of title search procedures in various states.23 The 
htrer factor was derived from a study of the types of title records 
commonly used, the prevalence of marketable title legislation or other 
pertinent statutes of limitations, and the utility of public records.24 
Although the index derived for the second factor was necessarily an 
approximate one,25 it probably represented a fair estimate of the relative 
difficulty of title search in the various jurisdictions in question.

23 Hearings on 1973 Housing and Urban Development Legislation, supra note 20, at 
1694-95.

24 Id. at 1924-25.
25 See id. at 1884-1923.
26 37 Fed. Reg. 13185 (1972). See generally Hearings on Real Estate Settlement Costs 

Before the Subcomm, on Housing of the House Comm. on Banking and Currency, 93d 
Cong., 1st & 2d Sess. 197 (1974) (letter from Arthur Andersen & Co. to attorneys 
representing the Maryland Bar).

27 37 Fed. Reg. at 13186. Perhaps the most conspicuous omission from the list of 
regulated items was sales commissipns. Secretary Romney originally had favored 
inclusion of commissions. Hearing on Real Estate Settlement Costs, FHA Mortgage 
Foreclosures, Housing Abandonment, and Site Selection Policies Before the Subcomm, 
on Housing of the House Comm, on Banking and Currency, 92d Cong., 2d Sess., pt. 1, 
at 249-50, 301-02 (1972). The National Association of Real Estate Boards launched 
a vigorous and ultimately successful campaign to persuade HUD to delete sales com
missions from its proposal. See Memorandum Brief of the Nat’l Ass’n of Real Estate 
Bds., submitted to HUD, Apr. 24, 1972. See generally Why It Costs So Much to Buy 
and Sell a House, Forbes, Oct. 15, 1972, at 35.

After these indices had been developed, they were applied to the 
prices charged in the 14 base states in order to predict fair prices for 
similar services in high-cost states and metropolitan areas. This process 
disclosed a number of metropolitan areas in which actual prices appeared 
to exceed by a wide margin the prices predicted by the econometric 
model. Approximately 15 such areas were selected as potential sites for 
initial implementation of a regulation setting settlement cost maximums. 
The econometric model’s predictions were transmitted to the FHA and 
VA field office directors in the areas selected. Comments were solicited 
and received, and in some cases the figures were adjusted upward or 
downward in response to the directors’ recommendations. The figures, 
as adjusted, became the proposed maximums and were published for 
public comment in the Federal Register on July 4, 1972.26

As published, the proposed regulation would have governed only 
six specific settlement charges: title search and examination, title insur
ance, surveys, closing fees, pest and fungus inspections, and credit 
reports.27 One remarkable feature of the regulation went almost entirely
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unnoticed by the affected industry groups; the regulation prohibited 
charging any fees other than those explicitly recognized28 and thus 
disallowed a variety of minor charges, such as those often made by 
lenders for photographs, amortization statements, and notary services. 
The proposed regulation would have applied only in the six metro
politan areas of Newark, Washington, D. C., Cleveland, St. Louis, 
Seattle, and San Francisco.29

28 37 Fed. Reg. at 13186.
29 Id. at 13187.
30 See Memorandum from Eugene A. Gulledge, Assistant Secretary for Mortgage 

Settlement and Federal Housing Administration Commissioner, to George Romney, 
Secretary of HUD, Jan. 19, 1973, attachment at 1, on file at Georgetown Law Journal. 
The comments received by HUD were personally evaluated by the author.

31 37 Fed. Reg. 15383 (1972); 37 Fed. Reg. 17855 (1972).
32See McAuliffe, FHA-VA: Regulatory Overkill, 51 Title News, Oct. 1972, at 7; 

ALTA Statements to HUD, VA Challenge Methodology, Regulation, 51 Title News, 
Nov. 1972, at 8-10. The title industrv also began developing a heightened interest 
in “political action” during this period. See Doggett, Effective Political Action, 52 
Title News, June 1973, at 5; Schmidt, Report of ALTA Federal Legislative Action 
Committee, 52 Title News, Jan. 1973, at 39-40.

33 Despite the fact that Georgia was not affected immediately by the proposed regula
tion, members of the Georgia Bar took an active role in lobbying against the regulation. 
Indeed, Georgia attorneys had begun opposing the HUD regulation even before it was 
published. See Hearings on the Housing and Urban Development Act of 1912 Before 
the House Comm. on Banking and Currency, 92d Cong., 2d Sess. 473 (1972) (testimony 
of Jack Swertfcger).

34 H.R. 16876, 92d Cong., 2d Sess. (1972).
35 See 118 Cong. Rec. H 9002 (daily ed. Oct. 2, 1972) (statement of Congressman 

Patman). The bill and amendment had been reported out by the House Committee on

A virtual avalanche of comments on the regulation poured in, and 
nearly 800 of the 826 comments ultimately received opposed the regu
lation.30 The comment period, initially to expire on July 30, 1972, was 
extended twice at the insistence of the affected industries and did not 
terminate until October 15.31 Congressional opposition to the regula
tion developed rapidly as the principal interest groups expressed their 
fears to Congressmen. The most intensive lobbying efforts came from 
title insurance companies32 and attorneys’ groups.33 Congressmen Ben 
Blackburn and Robert Stephens of Georgia introduced as an amend
ment to the omnibus housing bill, then pending before the House 
Committee on Banking and Currency, a provision repealing HUD’s 
purported authority to set maximum settlement costs.34 Though the 
omnibus housing bill as amended died when the House Rules Com
mittee refused to issue a rule permitting floor debate of the bill,35 the
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continuing opposition of the affected interest groups and of certain 
key Congressmen36 perhaps has accomplished, at least temporarily, its 
goal of averting federal control of settlement fees. HUD has taken no 
action to implement the proposed regulation.37

Banking and Currency. See H.R. Rep. No. 1429, 92d Cong., 2d Sess. (1972); Panel 
Clears Settlement Kickbacks, Wash. Post, Sept. 14, 1972, § A, at 1, col. 1.

36 Congressman Stephens announced his intention to reintroduce his proposal in the 
1973 congressional session and stated that further HUD action on the regulation would 
be inappropriate in light of the possibility of repeal of its authority. 118 Cong. Rec. 
H 9003 (daily ed. Oct. 2, 1972). This view was endorsed by Senator Gambrell of 
Georgia. 118 Cong. Rec. E 8463 (daily ed. Oct. 10, 1972). Congressman Stephens’ re
introduced bill contains a variety of supposed reforms but would repeal HUD’s rate
setting powers. H.R. 9989, 93d Cong., 2d Sess. (1973). Congressman Moakley intro
duced a similar bill but with language confirming HUD’s authority. H.R. 11183, 93d 
Cong., 2d Sess. (1973). Congresswoman Sullivan introduced a bill which also would 
confirm HUD’s authority, would adopt many of the Stephens reforms, and would 
require the lender and buyer to share the payment of all settlement costs equally. 
H.R. 12066, 93d Cong., 2d Sess. (1973). All of these bills would apply to a broad 
range of federally related loans, including all loans made by federally insured financial 
institutions. The House Committee on Banking and Currency has not reported out 
any of these bills at this writing.

On the Senate side, legislation has been introduced on both sides of the issue. Senator 
Brock of Tennessee has introduced two bills which would repeal HUD’s regulatory 
jurisdiction while incorporating various advance disclosure, antikickback, and conflict- 
of-interest reforms. S. 2228, 93d Cong., 2d Sess. (1973); S. 3164, 93d Cong., 2d Sess. 
(1974). In 1973 Senator Proxmire of Wisconsin introduced legislation which would 
order HUD to issue final maximums within six months and would expand HUD’s 
jurisdiction to include most conventional mortgage transactions as well as FHA and 
VA loans. S. 2288, 93d Cong., 2d Sess. (1973). However, Senator Proxmire recently 
introduced an alternative bill which would require lenders to pay all settlement costs. 
S. 3232, 93d Cong., 2d Sess. (1974); see 120 Cong. Rec. S 4346 (daily ed. Mar. 26, 
1974) (introductory statement by Senator Proxmire).

37 James T. Lynn, the new Secretary of HUD, taking no position on the regulation, 
has stated only that the Department continues to study the matter. See Hearings on 
Suspension of Subsidized Housing Programs Before the Subcomm, on Housing of the 
House Comm, on Banking and Currency, 93d Cong., 1st Sess. 29-30 (1973). More 
recently, Sheldon Lubar, Assistant Secretary-Commissioner for Housing Production 
and Mortgage Credit, HUD, virtually admitted that HUD does not intend to implement 
the maximum cost regulations in the absence of further congressional action. Hearings 
on Real Estate Settlement Costs, supra note 27, at 58-60. Lubar indicated that HUD 
“is not comfortable that the mandate of section 701 is sufficiently clear to proceed to 
final implementation of these proposed rules without further congressional guidance.” 

OBJECTIONS TO THE REGULATORY APPROACH

Although there is always a great risk of erroneous prophesy in po
litical matters, direct federal regulation of real estate settlement costs 
is currently a dying issue and its chances for revival do not seem great.
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While the demise of the effort may seem regrettable to those who 
supported the initial goal of lowering settlement costs, the concept 
probably contained the seeds of its own destruction. It would be 
difficult to find a subject less amenable to federal rate-setting than real 
estate transfer costs. The industries involved are extremely fragmented, 
and their roles vary widely from one area of the nation to another.38 
HUD had no previous rate-making expertise or experience. Even if the 
statute clearly directed HUD to set rates, a concession the regulation’s 
opponents did not make, it left a variety of legal and practical issues 
unresolved.

Id. at 59-60. Describing the supposed bureaucratic horrors of the regulatory task, he 
advocated the repeal of section 701 of the 1970 act. Id. at 60.

38 See HUD/VA Report, supra note 1, at 86-98; Payne, Ancillary Costs in the 
Purchase of Homes, 35 Mo. L. Rev. 455, 458 (1970).

39 15 U.S.C. §§ 1011-12 (1970).
40 Id. § 1011.
41 Id. § 1012.
42 Pub. L. No. 91-351, tit. VII, § 701, 84 Stat. 461 (1970).
43 See Memorandum, supra note 30, attachment at 4. The American Land Title 

Association has continued to press this position. See ALTA Presents Testimony at 
Senate Hearings, 52 Title News, Sept. 1973, at 4, 6, 15. Only one of the 12 comments 
received from state insurance commissions favored the proposed regulations. Memo
randum, supra note 30, attachment at 7-8. The approving comment came from an 
employee of the West Virginia Department of Insurance who complained that HUD’s 
proposed title insurance rates were still too high. Id. at 7. The opposition of the 
insurance commissioners seems somewhat strained in light of the fact that many of 
them either have no authority over title insurance rates or exercise sparingly what 
power they do have. See Johnstone, Title Insurance, 66 Yale L.J. 492, 510-11 & 
nn.75-76 (1957); Roberts, Title Insurance: State Regulation and the Public Perspective, 
39 Ind. L.J. 1, 13 n.38 (1963); Note, The Title Insurance Industry and Governmental 
Regulation, 53 Va. L. Rev. 1523, 1532, 1535-36 (1967).

44 See Emergency Home Finance Act of 1970, § 701(a), Pub. L. No. 91-351, tit. VII, 
§ 701(a), 84 Stat. 461.

The McCarran-Ferguson Act39 disclaims any intent by Congress to 
preempt regulation of insurance40 and leaves that regulation to state 
agencies except when a federal law “specifically relates to the business 
of insurance.”41 Title insurers argued that because section 701 of the 
Emergency Home Finance Act42 does not explicitly mention insurance, 
HUD had no power to regulate title insurance rates.43 Although title 
insurance is an important component of settlement costs and Congress 
probably intended that these rates be covered by the HUD/VA regu
lation,44 protracted litigation of this issue might well have ensued if the 
regulation had been finalized.
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The practical result of implementation of the regulation might have 
been adverse to the interests of HUD and the VA. During the period 
in question, the FHA’s share of the home mortgage market was dropping 
precipitously,45 and applications for VA mortgage guarantees also di
minished.46 Mortgage bankers accused the FHA of over-regulating 
its mortgage insurance system and of imposing so many requirements 
and such lengthy processing delays that FHA financing no longer repre
sented an attractive option to mortgage lenders or their customers.47 
Contributing to the decline in FHA applications was the widespread 
availability of privately insured conventional loans in amounts up to 95 
percent of the property’s value.48 Many of the title industry represen
tatives who commented on the proposed regulation asserted that the 
regulation would make obtaining title insurance, surveys, or other settle
ment services on FHA and VA loans increasingly difficult and that the 
net effect would be to diminish the FHA/VA share of the market even 
more drastically.49 In reality, the determinants of FHA’s market share 
are considerably more complex than these comments suggest,50 but the 
possibility of further loss of business was a matter of serious concern to 
HUD and VA officials.

45 Applications for FHA mortgage insurance on new homes decreased from 333,000 
units in January 1972 to 223,000 units in July and 140,000 units in December. Applica
tions on existing homes diminished by comparable proportions. Mortgage Market 
Trends, 33 The Mortgage Banker, No. 6, March 1973, at 28, 32.

46 The VA experienced a slow downward trend in requests for guarantees on new 
homes from a rate of 232,000 in January 1972 to 192,000 in December. Id.

47 See Jackson, Unsubsidized Housing Programs Should Be Spun Off From HUD, 
32 The Mortgage Banker, No. 11, Aug. 1972, at 11-14, reprinted in 118 Cong. Rec. 
E 7727-28 (daily ed. Sept. 6, 1972); Jones, Can FHA Be Replaced?, The Mortgage 
Banker, supra at 2-10, reprinted in 118 Cong. Rec. E 7982-83 (daily ed. Sept. 19, 1972).

48 The Federal Home Loan Bank Board gave great impetus to the concept of the 
95 percent conventional loan by approving such loans as proper investments for federal 
savings and loan associations. 12 C.F.R. § 545.6-1 (a) (5) (1973); see Mathews, Private 
Mortgage Insurance Will Save Time and Money, 32 The Mortgage Banker, No. 12, 
Sept. 1972, at 14, 16, reprinted in 118 Cong. Rec. E 8338 (daily ed. Oct. 4, 1972).

49 Memorandum, supra note 30, attachment at 8.
50 Other factors which appear to affect the FHA’s share of the market include the 

overall availability of mortgage funds, the identity of the particular investors partici
pating most heavily in the mortgage market at any given time, the differential between 
the FHA contract interest rate and conventional market rates, and the prices of 
homes on the market relative to the FHA mortgage limits. It is likely that all of 
these factors contributed in varying degrees to the decline in FHA activity during 
1972. See generally National Center for Housing Management, Inc., 1 Report of 
the Task Force on Improving the Operation of Federally Insured or Financed 
Housing Programs, Single-Family Housing (1973).
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The geographic scope of the proposal raised other problems. HUD 
and the VA had selected Standard Metropolitan Statistical Areas 
(SMSA) as the appropriate boundaries for the regulation’s jurisdiction, 
despite the fact that in many cases title practices and costs are not 
materially different in areas adjacent to SMSA’s. Under the regulation 
attorneys who practiced in two counties, only one of which was within 
a regulated SMSA, would find themselves in the anomalous position of 
being limited to the maximum fees set by the regulation for one county 
but not for the other. Further, many SMSA’s include both urban and 
relatively rural counties, yet these may differ widely in volume of land 
records and their efficiency and ease of use.51

51 Memorandum, supra note 30, attachment at 9.
52See, e.g., Md. Ann. Code art. 48A, § 242A(b)(2) (Supp. 1973); N.Y. Ins. I?aw 

§ 440(1) (McKinney 1966); of. Cal. Ins. Code § 12401 (West 1972) (rates may vary 
from one county to another).

53 Memorandum, supra note 30, attachment at 13; ALTA Presents Testimony at 
Senate Hearings, supra note 43, at 15.

54 Memorandum, supra note 30, attachment at 8.
55 See Hearings on Real F'tate Settlement Costs, supra note 27, at 60 (testimony of 

HUD Assistant Secretary Lubar).
56 See notes 23-26 supra and accompanying text.
57 Title insurers are fond of pointing out that they are principally in the business 

A related problem was raised by title insurance companies. Many 
state insurance statutes prohibit rate discrimination by title insurers 
except when justified by differences in risk or expense.52 Title insurers 
argued that if they were required to observe HUD’s maximum rates 
on FHA and VA loans in a given SMSA, they would be required by 
these statutes to charge those same rates on all FHA, VA, and conven
tional loans throughout the state.53 Thus, they charged that the real 
scope of the regulation far exceeded its apparent coverage.

By far the most widespread complaint of the affected industries was 
that the maximums were too low to permit operation at a reasonable 
profit.54 HUD would have had difficulty answering this charge on 
either practical or legal grounds.55 The econometric model which HUD 
had used to derive the proposed maximums was open to serious criticism 
on the ground that it simply failed to take into account all relevant 
differences between the 14 base states and the areas for which maximums 
were set. Although the model did consider variations in general wage 
rates in the real estate and financial fields,56 the title industry might be 
sufficiently unique that the wage rate data used were inappropriate.57 
The efficiency and complexity of title laws and records also were 
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factored into the model, but the figures used represented approxi
mations reasonably subject to disagreement.58 Other arguably relevant 
factors such as differentials in the cost of renting commercial space, in 
promotional expenses, and in the cost of attracting and keeping cus
tomers were not considered.59 HUD officials found the industries’ 
arguments for increases in certain of the maximums impressive, and the 
rates probably would have been increased had the regulation been made 
final.60

of risk avoidance, and must therefore use highly skilled labor in title searches. See 
Address by Gordon M. Burlingame, President, Am. Land Title Ass’n, Meeting of 
Zone II, Nat’l Ass’n of Ins. Comm’rs., Apr. 28, 1969, on file at Georgetown Law 
Journal.

58 See Hearings on 1913 Housing and Urban Development Legislation, supra note 20, 
at 1924-25.

59 Dealing with such factors would be difficult because the nature and structure of 
the affected industries varies widely. See notes 94 107 infra and accompanying text. 
For example, in some areas, such as California, title companies advertise extensively 
in the public media, while in other areas, such as North Carolina, Virginia, and 
Maryland, promotional efforts are aimed primarily at the real estate fraternity and the 
bar. See generally Hubly, The Marketing of Title Insurance, 52 Title News, Aug. 1973, 
at 4-5.

60 The fee for title search and examination, excluding title insurance, was set for 
most areas at $90 to $100, with the Washington, D. C., suburbs assigned the highest rate 
of $130. 37 Fed. Reg. 13187 (1972). Attorneys from suburban Maryland and Virginia 
argued with considerable persuasiveness that the $130 limit was too low. See Memo
randum, supra note 30, attachment at 10. However, the attorneys disagreed on the 
amount by which the limit should be raised, and many argued that they should be 
permitted to continue charging the fee established by the existing minimum fee 
schedules. Id. The minimum fee schedule for suburban Virginia bar associations 
provides for charges of one percent of the first $50,000 of sale price for title examina
tion plus $25 for title insurance application, $30 for preparation of trust and note, $15 
for preparation of release, and $30 for settlement. See Hearings on Real Estate Settle
ment Costs, supra note 27, at 681-84. Thus, on the sale of a $40,000 house the minimum 
attorney’s fee would be $540. The fee schedules of certain of the Virginia associations 
have been withdrawn. See note 121 infra.

61 Data gathered by HUD and VA field offices in the course of the HUD/VA study 
indicate that rate variations are somewhat more common among companies providing 
“all-inclusive” service than among those using the “approved attorney” system. In the 
“all-inclusive” service the title insurance company provides the search and the insur
ance for a single premium, while in the “approved attorney” system the title insurance 

Title insurance rates represented a particularly perplexing situation. 
The econometric model was not helpful in fixing title insurance risk 
premium maximums, largely because risk premiums charged throughout 
the nation generally were uniform and comparisons among states had 
little meaning.61 Therefore, HUD officials resorted to an arbitrary 
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procedure in fixing title insurance rates for the initial proposal; they 
simply reduced the “going rate” by 50 cents for each $1000 of cover
age.62 Although there is considerable evidence from which one can 
infer that title insurance risk premiums are presently far higher than 
necessary,63 a great deal more data and analysis would be required to 
set reasonable rates.64

premium covers risk only; the search is performed by an independent attorney who 
bills separately. HUD/VA Report, supra note 1, at 103. Among companies of the 
latter type the risk premium is generally $2.50 per thousand doPars of coverage for a 
lender’s policy and $3.50 per thousand for an owner’s policy. See Note, supra note 43, at 
1526 & n.48. But see Johnstone, supra note 43, at 520 (rates in 1954 considered not uni
form).

62 The resulting risk premiums were $2 per thousand for a lender’s policy and $3 
per thousand for an owner’s policy, with simultaneous issuance to be at the owner’s 
rate plus $10 to $15. 37 Fed. Reg. 13187 (1972).

63 Data supplied by the insurance departments of Virginia, North Carolina, South 
Carolina, and Georgia indicate that, for 1971, title insurers operating in those states 
paid claims averaging 1.88 percent of their gross premium income. A large majority 
of these companies operated under the “approved attorney” system, so that very 
little of the premium income reported represented title search expense. (Compilation of 
data on file at Georgetown Law Journal). In a nationwide study of major title 
underwriters conducted in 1971, Senator Proxmire determined that the average ratio 
of loss payments to gross income for 1968-1970 was 2.51 percent. 117 Cong. Rec. 
38182 (1971). The percentage appears to be fairly stable over the long term; it was 
1.69 percent in 1954. Johnstone, supra note 43, at 518 19 (1957). An American Land 
Title Association survey indicates that if loss adjustment expenses (e.g., legal and 
court costs, investigation expenses) are added to actual losses, the average total is 4.2 
percent of gross income for 1968-1971. See Jensen, Research Committee Report Shows 
Cyclical Nature of Title Business, 52 Title News, June 1973, at 7, 8.

64 HUD had hoped that the title insurers would respond to the proposed regulation 
by providing information which would help HUD fix reasonable rates in a final 
version. The title companies uniformly failed to do this for two reasons. First, the 
great majority of the companies did not have the data conveniently at hand; second, 
they apparently felt that the provision of such data was not in their self-interest. With 
the exception of some rather detailed data from one particularly cooperative firm, 

hud’s regulation in the context of traditional rate-making

When HUD initially decided to set rates for real estate settlement 
services, it did not begin by developing a clear rationale for its planned 
regulatory efforts. Nor did it make any serious comparison of its pro
posed approach with the usual processes by which public utilities or 
other industries are regulated. While traditional rate regulation by 
government agencies is not overendowed with either logic or effec
tiveness, the experience of other agencies might have taught HUD 
some valuable lessons.
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HUD proposed to regulate rates in a commercial environment which 
differs greatly from that in which most public utility rate-making 
operates. Federal regulation normally is focused on monopolies or on 
industries in which barriers to entry are high.65 In contrast, the title 
industry is highly fragmented. Perhaps one-quarter of the nation’s 
355,000 attorneys66 are extensively involved in real estate title work;67 
92 title insurance underwriting firms and many times that number of 
abstractors and agents are members of the American Land Title As
sociation,68 and surveying and settlement firms abound. Moreover, 
most regulated industries operate in a rather consistent manner through
out the geographic jurisdiction of their regulating agencies. Title and 
settlement services, on the other hand, are extraordinarily variegated. 
Several different modes of title proof or conveyancing are frequently 
found within a single metropolitan area,69 and the range of forms which 
such services take nationally is mind-boggling.

HUD completed the comment period with virtually no more useful data about the 
costs of insuring land titles than it had at the beginning.

65 See M. Farris & R. Sampson, Public Utilities: Regulation, Management, and 
Ownership 18-21 (1973); Loevinger, Lexonomic Analysis of Rate Regulation, 1970 
Duke L.J. 747. Other characteristics of public utilities cited by these authors include 
relative inelasticity of demand, a product or service which is necessary, for which 
substitutes are not readily available, which cannot be stored or deferred easily, and 
which requires a heavy initial capital investment. The title assurance business rather 
clearly complies with this definition in terms of inelasticity of demand, but it is 
questionable whether the other characteristics mentioned apply to the title industry. 
M. Farris & R. Sampson, stipra.

66 Am. Bar Foundation, The 1971 Lawyer Statistical Report 5 (1972).
67 The proportion of lawyers who do substantial real estate title and settlement work 

is not easy to estimate. The Real Property, Probate and Trust Law Section of the 
American Bar Association has a membership of more than 16,000. History of Section 
of Real Property, Probate and Trust Law, 8 Real Prop. Prob. & Tr. J. 529, 530 (1973). 
A survey of North Carolina lawyers was sent to about 1000 members of the bar, and 
about 200 returned responses indicating that a substantial amount of their practice 
time was devoted to real estate. See Whitman, supra note 19. Allowing for those who 
did not bother to respond, a 25 percent estimate seems reasonable for North Carolina 
and other states with similar modes of real estate practice, but extrapolation to states 
using abstracts or private title plants is not justified.

68 See Am. Land Title Association Directory (1973).
69 B. Burke & N. Kittrie, Report to Federal Housing Administration of Dep’t 

of Housing and Urban Development & the Veteran’s Administration, The Real 
Estate Settlement Process and Its Costs, ch. Ill (1972), reprinted in Hearings on 
Real Estate Settlement Costs, supra note 27, pt. 2; Burke, Conveyancing in the National 
Capital Region: Local Reform with National Implications, 22 Am. U.L. Rev. 527, 
532-551 (1973).
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Theories of rate regulation developed for other industries are ex
ceedingly difficult to apply to the title service industry. Classically, 
gross revenues needed by a regulated firm are determined by first 
arriving at a rate base which represents the value of the firm’s capital 
investment, by multiplying this base by an appropriate rate of return, 
typically in the range of five to ten percent, and by adding to this 
figure the expected operating expense of the firm. The aggregate 
revenue requirements thus derived are then divided among the different 
classes of users to give actual rates, or prices, for various categories of 
the firm’s services.70 71 In Smyth v. Ames11 the Supreme Court adopted 
this approach to rate-setting and implied that it was the only method 
capable of meeting constitutional requirements.72 Although the Court 
later dispelled this notion,73 the rate-making concept of Smyth is still 
very widely applied, and the alternatives which have been developed 
are scarcely more satisfactory.74

70 See Pontz & Sheller, The Consumer Interest—Is It Being Protected by the Public 
Utility Commission?, 45 Temp. L.Q. 315, 316 (1972).

71 169 U.S. 466 (1897), modified, 171 U.S. 361, 364-65 (1898).
72 Id. at 528-550 (rates charged by corporation maintaining highway must give cor

poration fair return on investment); see Pontz & Sheller, supra note 70, at 317-19.
73 See FPC v. Hope Natural Gas Co., 320 U.S. 591, 605 (1944).
74 Pontz & Sheller, supra note 70, at 321-24.
75 See M. Farris & R. Sampson, supra note 65, at 79-80.
76 A survey of more than 85 percent of all American Land Title Association title 

underwriters disclosed that during the 1968 1971 period 42.8 percent of operating in
come was spent on salaries and other employee benefits. This percentage is far higher 
than for other types of insurance underwriters. Jensen, supra note 63, at 8.

The Smyth approach is not readily applicable to the title industry, 
since it is based on an implicit assumption that the regulatee is capital- 
intensive.75 Most activities of the title industry are labor-intensive, and 
the capital investment is small or trivial. Even title insurance firms 
which maintain their own title plants are not nearly as capital-intensive 
as are most public utilities, and the labor costs of maintaining the plant 
and of performing searches constitute a very large element of the 
typical firm’s overall operations.76 Clearly a rate-making formula which 
allowed a reasonable return on invested capital but not on labor would 
fail to meet the needs of the title industry.

The HUD regulation was not based on a rate-of-return analysis but 
rather on a novel econometric model which attempted to compare the 
costs of doing business in high-price areas of the nation with the costs 
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in areas where prices for title services were deemed more reasonable; 
the model then predicted “reasonable” rates for the high-price areas.77 78 
While this approach was vigorously opposed by the industry, it prob
ably would pass constitutional scrutiny. In FPC v. Hope Natural Gas 
Co.™ the Supreme Court, interpreting the Natural Gas Act’s grant of 
rate-making authority to the Federal Power Commission, held that the 
method used to determine rates was unimportant so long as the result 
was just and reasonable.79 Although the Court’s precise holding con
cerned the Act rather than the Constitution, the operative language 
of the statute is substantially similar to that used by the Court in prior 
cases to describe the protection given regulated industries by the due 
process clause.80 Thus, novelty alone should cast no shadow on the 
constitutionality of HUD’s scheme, if the rates prescribed were just 
and reasonable.

77 See notes 23-26 supra and accompanying text.
78 320 U.S. 591 (1944).
79 Id. at 602-03; see Natural Gas Act § 4, 15 U.S.C. § 717c (1970).
80 See Los Angeles Gas & Elec. Co. v. Railroad Comm’n, 289 U.S. 287, 305-06 (1933); 

Simpson v. Shephard (The Minnesota Rate Cases), 230 U.S. 352, 433 (1913).
81 See Hearings on 1913 Housing and Urban Development Legislation, supra note 

20, pt. 2, at 1950 (statement of State Bar of Georgia). Similar situations may exist 
among title insurers, surveyors, and other suppliers of title-related services, although 
the contrasts are not likely to be so great as among attorneys.

82 See Driscoll v. Edison Light & Power Co., 307 U.S. 104, 119-20 (1939) (six 
percent rate of return not confiscatory when utility operates in stable community 
accustomed to use of electricity and close to capital market).

Further complications arise, though, since most public utility rates are 
determined with respect to a single firm or a small group of firms. The 
title industry, by contrast, is composed of numerous firms, many of 
them quite small, of widely disparate efficiency. Consequently, a single 
rate applicable to all providers of a service in a market area will have 
varied effects upon different firms. For example, HUD’s proposed 
maximum fee for an attorney’s title search and examination might be 
acceptable to a firm specializing in real estate practice and enjoying 
resulting economies of scale but might be viewed as confiscatory by a 
firm which performs such services only occasionally.81 There is some 
authority for the argument that each firm must be analyzed individu
ally before rates can be set,82 but in the title industry analysis of each 
firm might result in the setting of hundreds of rates within a single 
market. The task of analyzing firms and establishing rates would be 
extremely difficult for a local or state regulatory agency and nearly 



1974] Home Transfer Costs 1327

impossible for HUD. It is unlikely that the due process clause would 
demand such an elaborate procedure.83

83 Several recent Supreme Court decisions which hold “irrebuttable presumptions” 
violative of the due process clause when they produce results which are frequently 
contrary to fact may cast doubt upon this conclusion. See Board of Educ. v. LaFleur, 
94 S. Ct. 791 (1974) (presumption that school teacher is physically unable to teach 
after third month of pregnancy); United States Dep’t of Agriculture v. Murry, 413 
U.S. 508 (1973) (presumption that persons living in a household claiming food 
stamps who were taken as dependents on another’s prior year tax reform deprives 
the claiming household of its eligibility for food stamps); Vlandis v. Kline, 412 U.S. 
441 (1973) (presumption that those residing outside the state during any part of 
the year prior to entering college are non-residents for entire college career). The 
Court held in these cases that the person deprived of benefits by the presumption has 
the right to an individual determination by the Government as to whether the facts 
of his case justify termination of benefits.

Nevertheless, it seems improbable that the Court would build upon these cases to 
require an agency regulating title service fees to examine each regulated firm before 
fixing rates for the industry. Perhaps the case pointing most strongly in this direction 
is LaFleur, since it involves the right to remain on the job and to earn an income. 
However, all of the cases cited would require hearings to determine the justifiability 
of the factual presumption only relatively infrequently; if individual determinations 
on lawyers’ fees for title work were required, the administrative burden might well 
be deemed so great, and the likely variations among lawyers so slight, that the Court 
would find no constitutional mandate for such hearings.

An apt analogy might be found in the present methods of regulation of domestic 
air carriers by the Civil Aeronautics Board. The agency has power to make rates, but 
a carrier may object and have a hearing to assert that the rate is improper. See Rosen- 
field, Factors in Determination of the Validity of Domestic Airline Fares, 37 Mo. L. 
Rev. 246, 247 (1972); Note, Carrier and Agency-Made Rates: A Distinction Without 
Substance, 3 Rutgers Camden L.J. 129, 130-33 (1971). Observation suggests that cases 
in which two carriers are authorized to use different rates for the same route and 
service are rare, although where the same rate is enforced it is obviously improbable 
that any two carriers will earn precisely the same return. Although the CAB’s pro
cedures long predate the Supreme Court decisions mentioned above, they would appear 
to comply fully with due process requirements. At most, the Court seems to hold 
that any aggrieved party may have a hearing and seek an adjustment of the general 
“presumption” as it applies to him; there is no suggestion that the Government must 
conduct individual investigations of the impact of its rates on all affected persons,

84 See El Paso Natural Gas Co. v. FPC, 281 F.2d 567, 573 (5th Cir. 1960), cert, denied, 
California v. FPC, 366 U.S. 912 (1961).

Assuming that individual rate determinations for each firm are not 
required, marketwide rates must be established which neither punish 
nor reward inefficiency. The public utility cases seem to opt for a 
golden mean: the rate-maker should not take into account costs re
sulting from waste, negligence, or extravagance, for the regulated utili
ties have a duty to operate with reasonable efficiency,84 but rates must 
allow for possible competition and be sufficiently high to enable the 
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ordinary well-managed and well-located firm to stay in business.85 If 
rates fixed by HUD had the effect of eliminating any bur the truly 
inefficient title industry providers, they would be open to serious 
challenge.

The setting of a single rate for a given service in a specific market 
area presents practical as well as legal problems. If the rate were set so 
high that even inefficient firms could continue to operate profitably, 
the impact of the regulation would be negligible and the objective of 
reducing overall consumer costs would be frustrated. If a lower rate 
were set greater concentration inevitably would result since the least 
efficient firms would be forced out of the market. Despite increased 
economies of scale, concentration may not be desirable. Interlocks and 
linkages between title companies and various real estate brokers and 
lending institutions already are prevalent,86 and increasing concentra-

85 See Public Serv. Gas Co. v. Board of Pub. Util. Comm’rs., 84 N.J. 463, 471, 87 
A. 651, 656 (1913), rev'd on other grounds sub novi. Passaic v. Board of Pub. Util. 
Comm’rs., 87 N.J.L. 705, 95 A. 127, appeal dismissed, 242 U.S. 666 (1917).

86 Interlocks and conflicts of interest between savings and loan associations and 
suppliers of ancillary services are especially common. See Herman, Conflict of Interest 
in the Savings and Loan Industry, in 2 I. Friend, Study of the Savings and Loan 
Industry 763, 803-84 (1969); Report and Recommendations of the Ad Hoc Subcomm, 
on Home Financing Practices and Procedures, 116 Cong. Rec. 26880, 26883 (1970) 
(submitted by Congresswoman Sullivan) (12 of 26 Washington, D. C., savings and 
loan associations report personnel having interests in concerns providing appraisal 
services or title insurance services); 116 Cong. Rec. 39495-96 (1970) (remarks of 
Congressman Brasco) (proposing legislation enabling Federal Home Loan Bank Board 
to regulate conflicts of interest by savings and loan personnel.)

Although the study by Irwin Friend proposed some stringent reforms in this area, 
few were enacted by the Federal Home Loan Bank Board and none by Congress. See 35 
Fed. Reg. 12214-18 (1970); I. Friend, supra. The Board’s present regulations prohibit 
conditioning a loan on the use of a specific supplier of title services but make 
an exception for the fee of an attorney representing the savings and loan association. 
12 C.F.R. § 563.35 (1973).

A lender who conditions loan approval on the borrower’s use of a particular provider 
of ancillary services may violate the Sherman Antitrust Act. 15 U.S.C. §§ 1, 2 (1970); 
see Fortner Enterprises, Inc. v. United States Steel Corp., 394 U.S. 495, 500-03 (1969) 
(tying arrangement requiring purchase of prefabricated houses from U.S. Steel as 
precondition to obtaining credit from U.S. Steel subsidiary found illegal); Dam, 
Fortner Enterprises v. United States Steel: "Neither a Borrower nor a Lender be," 
1969 Sup. Ct. Rev. 1, 13-18 (tying arrangement illegal); Ferguson, Business Reciprocity 
as a Sherman Act Violation: A Generally Accepted, But As Yet Unadjudicated, Doc
trine, 74 W. Va. L. Rev. 343, 359 (1972) (if provider not affiliate of lender but has 
other relationships with it, arrangement termed “secondary reciprocity;” possibly

Where the charge is tying or some form of reciprocity, possible defenses include 
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tion in the title industry would make independence even more rare 
than it is today. Yet such independence is desirable because home 
buyers often benefit from engaging the services of a provider who has 
no covert allegiance to a particular broker, lender, or other party to the 
transaction. T hus, the implicit price of lower cost services is an 
exacerbation of the consumer’s inability to find anyone who will safe
guard his interests.

The list of problems inherent in HUD regulation of real estate settle
ment charges is a formidable one. Conceivably, each of them could be 
overcome, but protracted litigation on a variety of issues seems in
evitable if the regulation is made final in a form which resembles that 
of the original proposal. At this writing, bills are pending which would 
both ratify and repudiate HUD’s authority to fix maximum settlement 
charges.87 Plainly, HUD has little desire to act in a way which is 
likely to be attacked in the courts or in Congress, while opponents have 
a significant probability of success in both forums. In all likelihood, the 
Department will do nothing further with the proposal until Congress 
transmits some much stronger signal favoring implementation. This 
prognosis may seem discouraging, but the reality of the manifold prob- 
ems of rate regulation cannot be overlooked. Such regulation has never 

been a viable approach to the problem of high real estate transfer costs. 
In order to devise an acceptable alternative, a somewhat broader per
spective on the problem is essential.

that only a single product is involved, that quality control demands that the lender 
select the ancillary provider, that the lender lacks sufficient economic power in the 
market for the tying product, or that there is an insufficient impact on interstate 
commerce. See Abrams, Tying Arrangements and Exclusive Dealing Contracts, 53 
Chicago B. Record 75 (1971); Wheeler, Some Observations on Tie-Ins, the Single
Product Dejense, Exclusive Dealing and Regulated Industries, 60 Calif. L. Rev. 1557, 
1558-76 (1972).

87 See note 36 supra.
88 HUD/VA Report, supra note 1, at 77.

The Economics of Realty Title Transfer

The 1971 HUD/VA Report provides a data base which can be 
helpful in assessing whether title-related closing costs are excessive. The 
survey disclosed an enormously wide variation in average costs, ranging 
from $56 in North Dakota to $480 in New York. The average of the 
five lowest cost states was $84, and of the five highest cost states, $418.88 
The geographic distribution of the cost spectrum is instructive. Seven 
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of the ten highest cost states are located in the Middle Atlantic area, 
while all but one of the 20 lowest cost states are in Midwest, New 
England, or the Rocky Mountain States.89

89 Id.
90 For example, the highest living cost metropolitan areas in autumn of 1971 were, 

in descending order, Anchorage, Honolulu, Boston, New York City, Hartford, Mil
waukee, San Francisco, Buffalo, Chicago, Philadelphia, Cleveland, and Washington, D. C. 
See How Living Costs Vary in 40 Areas, U.S. News and World Report, May 8, 1972, 
at 57. With the exception of Boston, where title insurance is rarely used, and Mil
waukee, where the abstract system is employed, all of the mainland cities listed are 
areas of rather high settlement costs. See HUD/VA Report, supra note 1, at 52-70, 
86-87.

91 Wage data for title or real estate employees by state or metropolitan area are 
not published. HUD made special arrangements with the Department of Commerce to 
obtain the data used in its econometric model. However, a rough idea of wage varia
tions by metropolitan area may be obtained by examining the average earnings of 
workers on manufacturing payrolls. For October 1971, the highest national hourly wage 
rate was Detroit’s $5.11, while El Paso’s $2.29 was the lowest. See U.S. Dep’t of Labor, 
Employment and Earnings 98 (Dec. 1972). Thus, wages, which cover a range of 
two-to-one from top to bottom, fail to explain the eight-to-one variation in settlement 
costs. See note 88 supra and accompanying text.

92 See HUD/VA Report, supra note 1, at 66; Payne, supra note 38, at 502-10; Kessler, 
The Settlement Squeeze—IV, Boston and Washington: Cost Difference Shocking, Wash. 
Post, Jan. 13, 1972, § A, at 1, col. 1.

REASONS FOR GEOGRAPHIC COST VARIATIONS

Professional field observations and discussions with title practitioners 
yield a variety of explanations for the wide range in closing costs. The 
most obvious is that the high-cost jurisdictions are generally areas of 
dense population, with high wage rates and living costs.90 Because of 
the labor-intensive nature of title work, areas characterized by high 
labor costs could be expected to have higher title costs, but the differ
ences which now exist are far too great to be explained by labor costs 
alone.91

Undoubtedly, mere cost figures are deceptive, since the services 
provided are not necessarily comparable among the jurisdictions in 
question. For example, title insurance is considerably less widely used 
in New England than in Middle Atlantic States, largely because of the 
presence of many large lenders in New England who do not customarily 
sell their mortgage loans on the secondary market and who are therefore 
willing to accept the title opinions of attorneys, without more, as ade
quate title evidence.92 Similarly, in some, areas lending institutions and 
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real estate brokers provide closing services without charge.93 The ab
sence of title insurance or closing charges necessarily lowers the overall 
costs of title transfer and provides an explanation for at least some 
degree of cost differentials.

93 See HUD/VA Report, supra note 1, at III-C-60, III-E-30 (Supplement prepared 
by American University) (St. Louis, Denver).

94 See HUD/VA Report, supra note 1, at 87; Payne, supra note 38.
95 See C. Flick, Abstract and Title Practice §§ 16, 51 (1958).
96 Id. § 32.

The underlying reasons for cost variations, however, are not so easily 
explained. Because costs in the Midwest tend to be significantly lower 
than in other areas, midwestern practice is worthy of special attention. 
That practice is characterized by its use of the abstract, a technique 
which provides significant savings.94 An abstract, as used in the Mid
west, is a book or sheaf of papers containing summaries or full copies 
of all instruments of record concerning a specific parcel of land.95 Ab
stracts commonly are prepared by commercial firms organized for that 
purpose and are handed down from one owner to another as the land 
is transferred. With each transfer the abstract is updated by an abstract 
company, which may rely on its own privately maintained records (its 
“title plant”) or on public records. The cost of updating the abstract 
typically is borne by the seller. The company expresses no opinion 
concerning the state of the title but merely warrants that all relevant 
instruments are represented; an attorney will usually be asked to ex
amine the abstract and provide a title opinion.96

The genius of this system lies in two features. First, it obviates the 
need for an attorney to perform the mechanical and costly task of 
sifting through records to identify those documents that pertain to the 
parcel in question; second, it entirely eliminates repeated searches of 
the same records each time a parcel is transferred. As the parcel changes 
hands, the data are merely updated and not replicated as they are in most 
other systems. The absence of an abstract system, or some alternative 
method similarly avoiding lawyer searches of the public records and 
eliminating search duplication, significantly increases the costs of title 
search.

Two other factors allegedly contribute to lower title costs in the 
Midwest. The first is the prevalence of the government survey system, 
resulting in land descriptions which are simpler, more accurate, and 
more readily reproducible than those which prevail in the East. While 
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this factor has some pertinence, its importance should not be over
emphasized; the majority of residential property transfers in all parts of 
the nation probably rely on references to recorded subdivision plats, 
rather than either government survey descriptions or metes and 
bounds.97

97 The director of a large Los Angeles title company’s computerized title search 
operation estimated that 85 percent of the company’s orders were on parcels in platted 
subdivisions. Interview with James Vorhies, Vice President, Security Title Ins. Co., in 
Houston, Texas, Oct. 4, 1972.

98 The largest title underwriter using the “approved attorney” system historically 
has required a 60-year search. See Lawyers Title Ins. Co., Title Insurance Manual 9 
(1962). A survey of North Carolina attorneys disclosed that approximately three- 
fourths of them utilized at least a 60-year search when title insurance was obtained, 
but that only 47 percent did so absent an order for title insurance. Whitman, supra 
note 19, at 426.

Two of the ten most costly states in terms of title services are Arizona and California, 
even though in both of these states the government survey system is available and 
widely used, and the land records are of relatively recent origin. See HUD/VA Report, 
supra note 1, at 77; 1 Patton on Titles § 116 (2d ed. 1957).

99 See, e.g., III. Rev. Stat. ch. 83, § 10a (1969); Ind. Code § 2-626 (1971); Wis. Stat. 
§ 893.15 (1969). See generally P. Basye, Clearing Land Titles §§ 171-189; L. Simes & 
C. Taylor, The Improvement of Conveyancing by Legislation (I960); Note, A 
Marketable Title Act for Maine, 22 Maine L. Rev. 419 (1970). The statutory periods 
vary from less than 20 to 50 years, with the most common period being 40 years.

A second factor is the relative age of the public land records. Some 
eastern attorneys argue that their task is more difficult than that of 
midwestern or Pacific coast title searchers because the history of land 
titles in the East is simply much longer. The factual assertion is cor
rect but is relevant to the difficulty of title searching only if searches 
•are made back to the sovereign. In reality few attorneys of any juris
diction search beyond 60 years on a normal basis.98 Some title insurers 
do so, but for established companies, cases in which full historical 
searches must be made are extremely rare, since the great majority of 
searches will be for parcels whose base titles have been previously 
examined.

Marketable title statutes were thought by HUD analysts to have a 
significant bearing on the cost of title proof. In principle, these statutes 
permit a reduction of the search period from the conventional 60 years to 
some lesser period. Unfortunately, most of the statutes embody a 
statutory period that is still too long and contain such a range of excep
tions that their actual impact on search periods is probably slight or 
negligible.99 Moreover, they frequently are found in the same states in 
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which the abstract system predominates.100 Although the HUD ana
lysts ultimately concluded that the statutes’ impact on costs was 
significantly beneficial,101 the statutes’ contribution to efficiency and 
low costs probably is small compared to the contribution of the abstract 
system itself.

Exceptions are often found for interests of state and federal governmental bodies, 
future interests, tenants in possession, mineral rights, and railway or utility easements. 
P. Bayse, supra at § 173. The practical effect of these exceptions is to render necessary 
at least a cursory search prior to the “root of title.”

The view that the acts reduce the search period is sometimes judicially accepted. 
See Chicago & North W. Ry. v. Osage, 176 N.W.2d 788, 793 (Iowa 1970). Professor 
John Payne has effectively disputed this view by pointing out that Professor Simes, 
the principal draftsman and exponent of a model marketable title act, was concerned 
principally with states using the abstract system, where the length of the search period 
is far less important in terms of cost than it is in personal search jurisdictions. See 
Payne, hi Search of Title, 14 Ala. L. Rev. 278, 296-98 (1962). In a more recent article, 
Professor Payne observes that in a personal search jurisdiction employing only name 
indices, a searcher cannot uncover the presence of dual chains of title, each of which 
may permit different persons to claim a record title under the typical form of a 
marketable title act. He concludes that marketable title acts are unworkable in these 
jurisdictions. Payne, The Alabama Law Institute's Land Title Acts Project: Part I, 
24 Ala. L. Rev. 175, 184-85 (1972).

i°°HUD/VA Report, supra note 1, at 92-94. In a jurisdiction which has both a 
marketable title act and an abstract system, the act is of consequence only in the 
relatively rare instances in which the elapsed time since the last updating of the 
abstract exceeds the statutory limitation on title defects.

101 Id. at 98.
102 See Letter from Arthur S. Horn, Esq. to HUD Rules Docket Clerk, Sept. 11, 

1972 (personal services rendered by attorney for purchaser described); Letter from 
Arthur S. Horn, Esq. to Dale Whitman, Oct. 30, 1972 (further description of attorney 
services).

103 See In re Kamp, 40 N.J. 588, 194 A.2d 236 (1963) (attorney held to have violated 
professional ethics by representing both buyer and seller). The New Jersey Advisory 
Committee on Professional Ethics, however, recently announced its intention to permit 
simultaneous representation of a mortage lender and borrower, provided the conflict 
is fully disclosed to both parties. New Jersey Advisory Comm, on Professional 
Ethics, Opinion No. 243, N.J.L.J., Nov. 9, 1972, at 1, col. 4. The Maryland State Bar 
Association has expressly approved the conducting of real estate settlements by the

Title practitioners from high-cost states often offer one additional 
justification for the high fees they charge—that the “client” receives 
a degree of personal service and representation which is not generally 
available in lower cost areas.102 For example, in New York and New 
Jersey it is common for three attorneys, representing the buyer, seller, 
and lender respectively, to participate in the transfer of residential 
property.103 Under this system, the buyer, who is most in need of 
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representation, truly appears to receive it, although at an exceedingly 
high cost. By contrast, in most southern Atlantic seaboard states, one 
attorney not formally representing any party usually handles the entire 
transaction.104 In a questionable situation the attorney’s true allegiance 
would probably lie with the lender, broker, or developer if one of these 
referred the case to him,105 yet the buyer often assumes that the at
torney is “his” lawyer, and counsel rarely disabuses him of this view.106 
Both the New York/New Jersey and the southern Atlantic systems 
are fundamentally defective, for neither permits the home buyer to 
make an intelligent choice concerning the extent of personal represen
tation he wishes to obtain. Instead, the degree of personal representa
tion is likely to depend on local custom and on the predilections of 
the individual attorney.

attorney for one of the parties even though the other parties may be unrepresented. 
Maryland State Bar Ass’n Resolution, July 8, 1972, on file at Georgetown Law Journal.

1Q4 See, e.g., Burke, supra note 69, at 549 (buyer, seller, and lender represented by 
one lawyer in “almost all” instances); Whitman, supra note 19, at 420-21 (survey esti
mates 78.9 percent of North Carolina home transfers handled by a single lawyer); 
Maryland State Bar Ass’n, Report of Special Committee on Real Estate Settlement 
Practices, The Daily Record (Baltimore), July 3, 1972, at 1, col. 1 (buyer representation 
by separate counsel “rare”).

105 See Burke, supra note 69, at 547.
100 Whitman, Transferring North Carolina Real Estate, Part II: Roles, Ethics, and 

Reform, 49 N.C.L. Rev. 593, 605 (1971) (only 37 percent of North Carolina attorneys 
surveyed customarily explained to buyers that they represented another party); cf. 
Maryland State Bar Ass’n Resolution, supra note 103 (settlement attorneys required to 
disclose representation of adverse party).

107 See HUD/VA Report, supra note 1, at App. E, Table I (fewer than one percent 
of all cases in Los Angeles County or King County, Washington, involved payment of 
attorneys’ fees).

A major factor in the inefficiency of present real estate transfers is 
the concept that attorneys should search titles and conduct closings. 
The use of legally trained professionals to perform these routine tasks 
constitutes an enormous waste of skill and causes increased overall 
costs to parties. By contrast, on the Pacific coast all of the routine 
aspects of transfer are handled by title and escrow companies.107 The 
most reasonable system would be one in which laymen conducted the 
mechanical work of title transfers, but under which each party could 
determine his own need for legal representation. Indeed, counseling 
and negotiation arguably are not title-related closing services at all 
and should not be included in an analysis of closing costs.
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An unfortunate practice found with great frequency throughout the 
nation except on the Pacific coast and in New England is the require
ment that surveys accompany land title transfers even when there is no 
reasonable ground for believing that a survey is necessary.108 Many 
title companies and lenders commonly require a new survey for every 
transaction, even if the parcel is in a platted subdivision and a survey is 
available from a previous transaction involving the same land.109 In 
such cases, the only significant function of the new survey is to ascer
tain that there are no improvements which encroach upon the parcel’s 
boundaries. A visual check of the boundaries by a nonsurveyor could 
satisfy this function at a much lower cost in the great majority of 
cases.110 Indeed, at least one surveyor has admitted relying on an old 
survey and a visual inspection but charging as though a new survey 
were performed.111 Since survey charges commonly run from $40 
to $60 or more,112 requiring an actual survey only where a visual inspec
tion indicated its necessity would produce a significant savings.

108 A detailed analysis of 12 selected metropolitan areas by HUD revealed that in 
Los Angeles County and Suffolk County, Massachusetts, surveys were made or at 
least paid for in fewer than one percent of all cases, and in King County, Washington, 
in six percent. Id. For the other nine metropolitan areas, the proportion of cases in which 
surveys were required ranged from 53 percent, in Ramsey County, Minnesota, to 93 
percent, in Denver. Id. There is no objective basis for requiring surveys so much 
more frequently in some areas than in others.

109 Some title underwriters impose the requirement that a new survey be made, while 
others leave the decision to the lenders. See Lawyers Title Ins. Co., Title Insurance 
Manual 12-13 (1962).

110 This is the practice of title insurance inspectors on the west coast when title insur
ance is to be written without an exception for boundary and survey matters. See Title 
Ins. and Trust Co., Title Services 4 6 (1965). The lender could also instruct his 
appraiser to inspect the boundaries when making his routine visit to the property. One 
possible objection to this procedure may be the frequently haphazard practices of 
appraisers.

111 Kessler, The Settlement Squeeze—11, Hidden Fees Boost Home's Cost, Wash. Post, 
Jan. 11, 1972, § A, at 1, col. 1.

112 See HUD/VA Report, supra note 1, at 107 (national average survey cost was 
$41). Of the ten major metropolitan areas studied in which surveys were made, survey 
cost averages were lowest in King County, Washington ($18) and highest in Essex 
County, New Jersey ($69). Id. at App. E, Tables Illa-XIVa.

113 Closings by escrow agents predominate in California, Washington, Oregon, Idaho, 
Arizona, Nevada, New Mexico, Texas and Mississippi. Id. at 99. In most Eastern and 
Southern States, closings are conducted by attorneys. See id. at 59, 66, 67 (Jacksonville, 
Boston, and Newark). Where attorneys do this work, separate charges for closing 

Another significant source of inefficiency in the eastern, southern, 
and Pacific coast practice is the use of outside closing agents.113 In 
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cases in which a new loan is being made, lending institutions can most 
economically perform closings. The process by which a lender trans
mits instructions, documents, and checks to an attorney, title company, 
or escrow company is cumbersome, time-consuming, and error-produc
ing. In the Midwest and Mountain States, especially outside metro
politan areas, lenders commonly handle closings without outside as
sistance and often do not charge for the service. There can be no 
doubt that net savings are achieved by this method.114

are customary in some areas, while in others the attorney’s fee for title examination 
is sufficiently inflated so that no further charge for closing is made. See id. at 107. 
See also Report of Northern Virginia Subcomm, on Real Estate Practices, Jan. 27, 
1971, reprinted in Hearings on Real Estate Settlement Costs, supra note 27, at 599.

114 A recent HUD audit showed that lenders performing their own closings without 
charge had significantly lower total costs of loan origination than lenders who farmed 
out closings to title companies or lawyers for a separate fee. HUD Office of Audit, 
Review and Analysis of Mortgagees’ Costs of Origination Services 32, Mar. 23, 1973.

See generally P. Samuelson, Economics 67-69, 459-60 (8th ed. 1970).

THE OPERATION OF MARKET FORCES

The institutional changes needed to reduce title costs in a specific 
jurisdiction are easily listed; however, change occurs with glacial speed, 
if at all. The explanation for the persistence of the status quo may be 
found in the nature of the market for title and closing services. Since 
there are many buyers and sellers of title services, an observer might 
assume that the forces of supply and demand are functioning to allocate 
resources and set prices most efficiently. Ironically, a comparison of 
the characteristics of the market for title services with the character
istics classically thought to be necessary for a perfectly competitive 
market115 points up a number of critical shortcomings in the title serv
ices market.

Buyer Knowledge Is Grossly Inadequate. The purchasers of
title services are usually buyers and occasionally sellers of homes. They 
are typically laymen, inexperienced in coping with the processes by 
which titles are assured and transferred. Even the individual who has 
previously bought or sold several homes is not likely to be knowledgeable 
about the jurisdiction’s laws and systems. More specifically, the buyer, 
unaware of the frequency and significance of myriad title defects which 
may be disclosed by a careful search of the records, does not appreciate 
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the need for a title search, does not understand the added protection 
offered by title insurance, and does not comprehend the methods by 
which title searches, title insurance, and closing services are priced. 
Further, the typical buyer is unaware of the differences in coverage 
between various lawyers’ title certificates116 or between different forms 
of title insurance policies.117 The buyer neither understands the necessity 
for a survey nor is aware that less costly, acceptable substitutes for a 
survey are available. He does not know that many different suppliers 
of title services exist, that some of them offer less costly overall packages 
of services than others, or that there is a possibility of claiming a 
reduced rate for title insurance from the company which wrote the 
□olicy when the parcel was transferred previously.118 The foregoing 
ist is not exhaustive but indicates the layman’s inability to cope with 

the complexities of the process he faces.

116 Coverage of attorneys’ title certificates often varies within a single jurisdiction. 
See Whitman, supra note 19, at 443.

117 The American Land Title Association’s standard forms for title policies have 
introduced a degree of uniformity into the industry, but individual underwriters may 
add or modify language or use an older form. See Howlett, Report of the Standard 
Title Insurance Forms Committee, 49 Title News, Jan. 1970, at 22; Whitman, supra 
note 19, at 452 n.98.

118 Although many underwriters offer “re-issue rates” if the same company has 
previously written a policy on the land in question within a specified period, the 
companies often bill at this rate only when the insured or his lawyer points out that 
he is entitled to it. See Burke, supra note 69, at 546; Kessler, Area Home Buyers 
Entitled to Title Insurance Discounts, Wash. Post, Jan. 23, 1972, § A, at 1, col. 1; 
cf. Kessler, Home Buyers Are Misled at Settlement, Wash. Post, Feb. 6, 1972, § A, at 1, 
col. 6 (District of Columbia underwriters selling unnecessary lenders’ policies on loan 
assumptions).

119 See Bernstein, Is Washington Blind to the Needs of Lawyers?, 1 Barrister 53 
(Feb. 1974); Kessler, Probe Asked of Lawyers' Realty Fees, Wash. Post, Mar. 26,
1972, § D, at 8, col. 1; Justice to Bring Suit on Minimum Legal Fee Schedules, BNA 
Antitrust & Trade Reg. Rep. A-18 (Sept. 25, 1973); Antitrust Chief Hints Lawyers' 
Fee Scales May Be Challenged as Illegal Price Fixing, Wall Street Journal, Jan. 26,
1973, at 7, col. 3; Justice Department Begins Investigating Bar Groups' Fee Lists, Wall 
Street Journal, Apr. 11, 1973, at 1, col. 1. See generally Note, Minimum Fee Schedules 
as Price Fixing: A Per Se Violation of the Sherman Act, 22 Am. U.L. Rev. 439 (1973).

iso See In re Freeman’s Estate, 40 App. Div. 2d 397, 341 N.Y.S.2d 511 (1973) (county 
bar association fee schedule not proved violative of New York antitrust law); Gold

Sellers Do Not Act Independently. There is considerable out
right collusion among sellers of title services, often under color of law. 
Minimum fee schedules for attorneys recently have been investigated by 
the Justice Department,119 attacked by private litigants,120 and abolished 
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in a number of jurisdictions.121 However, even when the schedules are 
abolished, departure from the fees they had listed is likely to occur 
slowly. Title insurance companies engage in formalized price fixing 
under the sponsorship of rating bureaus in many states.122 In other 
states, the presence of a few very large title insurers permits strong price 
leadership, and most smaller firms are unwilling to depart from the 
established rates. These tendencies are sometimes reinforced by state 
insurance commissioners who are willing to acquiesce in rates for all 
companies at levels which permit profitable operation of even the 
most inefficient companies.123 Among other suppliers of title-related 
services, such as surveying, tax service, and pest inspection companies, 
there are discernible but less egregious tendencies toward the establish
ment of “going rates” from which few competitors depart.124

farb v. Virginia State Bar, 355 F. Supp. 491 (E.D. Va. 1973) (fee schedules attacked 
under Sherman Act; two local associations agreed to abolish fees, two ordered to 
abolish fees by court, state association won motion to dismiss on grounds that promul
gation of schedule was state action). See also Green, Price-Fixing Lawyers, The New 
Republic, Feb. 24, 1973, at 14; Comment, Minimum Fee Schedules v. Antitrust: The 
Goldfarb Affair, 45 Miss. L.J. 162 (1974); Price-Fixing Ruled in Va. Lawyer Fees, 
Wash. Post, Jan. 9, 1973, § A, at 1, col. 8.

121 See Kessler, Va. Lawyers to Abolish Fee Schedule, Wash. Post, Nov. 1, 1972, 
§ A, at 1, col. 4.

122 See Pennsylvania Title Ins. Rating Bureau, Schedule of Fees for Title 
Insurance in Pennsylvania (1971).

123 Of the 16 state insurance regulators responding to one survey, 12 indicated that 
they had never disapproved a title company’s filed rate schedule. Note, supra note 43, 
at 1535.

124 See HUD/VA Report, supra note 1, at App. E.
^Hearings on HJR. 13331 Before the Subcomm. on Housing of the House Comm, 

on Banking and Currency, 92d Cong., 2d Sess., pt. 1, at 572-73 (1972) (testimony of 
Benny L. Kass); see Kessler, supra note 118, at 1, col. 7; Kessler, Settlement Kickbacks 
Here Decried by ^ BA, Wash. Post, Feb. 11, 1972, § A, at 1, col. 3; Kicking Back on 
Title Insurance, Business Week, Apr. 13, 1974, at 97.

Another form of lack of independence results from the interrelation
ships which commonly exist among firms which supply various title 
services. For example, in jurisdictions where the “approved attorney” 
system of title insurance is employed, title companies must largely rely 
upon attorneys to direct business to them. The companies compen
sate the attorneys by paying commissions125 and by providing free 
services, entertainment, meals, and other promotional activities. Simi
larly, in jurisdictions in which title insurers perform their own title 
searches, real estate brokers and salesmen, lenders, and builders provide 
referrals to title companies and receive similar inducements.
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Finally, the choice of attorneys in those jurisdictions in which attor
neys perform title services is often in the hands of the real estate broker, 
builder, or lender. It is fairly common for this relationship to take the 
form of a specific “tying arrangement.” 126 In other cases, the choice 
is theoretically left to the home buyer, but because of his lack of knowl
edge of the market and of the services involved, the buyer is an easy 
mark for “steering” by the broker or lender. Where the referring entity 
is a lending institution, the attorney may be a member of its board of 
directors, or may perform non-title work at a reduced charge in return 
for profitable referrals. Reduced-cost legal work is often performed for 
real estate brokers on the same basis. The developer of new homes may 
persuade an attorney to do his base title work at a low rate or without 
charge in return for a promise to refer all home buyers to the same title 
attorney.127

126 See note 86 supra.
127 See Whitman, supra note 106, at 607 (survey revealed fee-cutting in return for 

referrals from subdividers); Kessler, The Settlement Squeeze—I-IV, Wash. Post, 
Jan. 10-13, 1972, § A, at 1, col. 1.

In addition to illustrating sellers’ lack of independence, these practices pose serious 
ethical problems for attorneys. See ABA Standing Comm, on Professional Ethics, In
formal Opinion No. 1261 (1973); Payne, 101 Home Buyers: The Consumer, The Con
veyancing Process, and Some Questions of Professional Conduct, 16 Ala. L. Rev. 275 
(1964); Whitman, supra.

The problems of lack of knowledge by buyers and lack of inde
pendence by sellers of title services are interrelated; the naivete of laymen 
permits collusive practices and rebates among sellers to flourish, while 
sellers make virtually no effort to help buyers understand the nature of 
the services involved and the ways costs might be reduced. Conse
quently, it is not surprising that prices remain high and that industry 
interest in efficiency and reform is meager. Since the consumers who pay 
for title services generally do not shop for or select the suppliers of 
services, standard rates or fees are easy to maintain. In the absence of 
price competition, providers are relatively unconcerned with costs. 
Their principal means of expanding business is to compete for the favor 
of other real estate professionals who supply them with referrals, a 
process which tends to raise rather than lower costs to consumers. The 
providers may give lip service to such concepts as modernization or 
computerization of title records, but probably will take little action to 
effectuate these reforms, for the reforms promise no significant economic 
benefit. On the contrary, better records systems might produce pres
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sure from the public for lower prices. The gross income of providers 
has steadily risen because many title services are priced as a percentage 
of the selling price of the property.128 From the providers’ point of 
view price competition is neither necessary nor desirable, and improve
ments in efficiency have a very low priority.

128 The costs of doing business also have risen but not as rapidly as housing prices. 
During the 1966-1973 period, the average price of new homes in metropolitan areas 
rose by 6.1 percent annually, while average existing home prices rose by 8.6 percent 
each year. Nat’l Ass’n of Home Builders, Journal-Scope, May 7, 1973, at 41. Startling 
increases have occurred during recent periods. Census Bureau data indicate a change 
in the median new home sales price from $26,700 in April 1972 to $32,800 in April 
1973, an annual increment of 23 percent. U.S. Dep’ts of Commerce & HUD Joint 
Release, June 15, 1973.

Meanwhile, wages in the finance, insurance, and real estate industries rose by 42.3 
percent during the 1965-1972 period. U.S. Dep’t of Commerce, Statistical Abstract 
of the United States 233 (1972). The wages rose by 4.1 percent during the 12 
months ending May 1973. U.S. Dep’t of Commerce, Survey of Current Business, 
Aug. 1973, at s-15. Similarly, the national index of prices for consumer services rose 
an average of 5.2 percent during the 1965-1971 period. U.S. Dep’t of Commerce, 
Statistical Abstract, supra at 342. These data suggest that the recent inflation in 
housing prices has more than kept pace with increases in the costs of providing title- 
related settlement services. See also Sumichrast, Housing Production Analyzed by 

These anticompetitive features do not characterize the market for title 
services everywhere; rather, they tend to prevail where costs to con
sumers are highest. The reasons for the appearance of anticompetitive 
features in some markets and not in others are complex. Generally, they 
can be traced to local law, custom, and the presence of greater or less 
cupidity on the part of the suppliers of title services. Where anti
competitive features do exist, it is difficult to see any simple method of 
reform which will make the market more competitive. The prospect of 
educating consumers in the mysteries of title services is not promising. 
Lenders, brokers, and builders may be forbidden to require that title 
services be rendered by a particular provider, but it is probably im
practical to prohibit referrals, which have nearly the same effect. Com
plete restructuring of the market is needed to provide the price com
petition which is now lacking and to provide incentives for sellers of 
title services to implement more efficient techniques.

CHARGES IMPOSED BY LENDERS

Before an alternative approach to the problem of excessive closing 
costs can be developed, one must examine more closely a category of 
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charges about which little has been said thus far—the charges imposed 
by lending institutions when a loan is originated or assumed to finance 
the purchase of a house. These charges should be considered with closing 
costs, because they are of substantial magnitude in many cases129 and 
serve as a barrier to homeownership in the same manner as do other 
closing costs. Moreover, the distinction between title-related closing 
costs and the charges imposed by lenders is blurred, and some items, 
such as lender’s title insurance, seem to fall within both categories.

Economist, Wash. Post, Feb. 24, 1973, § E, at 3, col. 6; U.S. Sav. & Loan League, supra 
note 9, at 26-27.

129 On FHA and VA loans in the 516,000 to $20,000 range, the HUD/VA Report 
disclosed average charges by lenders of the following amounts: initial service charge, 
$178; loan discount payment, $533. HUD/VA Report, supra note 1, at 107. The 
initial service charge is limited by regulation to one percent of the loan amount. 24 
C.F.R. 203.27(a) (2) (i) (1973) (FHA); 38 C.F.R. § 36.4312(d) (1973) (VA). The 
discount payment, which by regulation must be paid by someone other than the 
borrower, reflects the fact that FHA and VA will not permit the lender to charge 
the market interest rate but instead will fix the interest by regulation at a lower 
level—seven percent when the HUD/VA Report was made, eight and three-fourths 
percent at this writing. The lender charges discounts to bring his equivalent yield 
on the loan up to a competitive level. Thus, the level of discounts fluctuates with 
the market. FHA will not permit direct payment of the discounts by the bor
rower, so they are usually paid by the seller of the home. Since conventional 
interest rates are not controlled by FHA or VA regulation, conventional loans almost 
invariably carry considerably higher face interest rates than do FHA and VA loans. 
Limited data from the HUD/VA survey also indicate that the total mortgage “points”— 
origination fees plus loan discount payments—charged to buyers on conventional loans 
are slightly higher than the maximum one-point origination fee allowed on FHA and 
VA loans. See HUD/VA Report, supra at 110. The Report refers to the charges to 
buyers on conventional loans as “loan discount payments,” but they are almost invariably 
called “origination fees” or some similar term in the lending industry.

!30 Id. at App. E, Table I.
131 Id. at 28.

Certain costs necessarily associated with the operation of a mortgage 
lending business include expenses for office space and equipment, sala
ries, telephone, mail, other overhead, advertising and sales, appraisals, 
and credit checks. While these costs and the earning of profit reason
ably could be covered by the interest charged on mortgage loans, the 
custom of collecting “front-end” charges from borrowers at the time 
the loan is originated has become nearly universal.130 The front-end 
charges often are assessed to cover the direct costs of certain activities 
associated with specific loans—the credit report, appraisal, closing or 
escrow services, and provision of amortization schedules, photographs, 
and notarizations.131 Some lenders do not charge for some or all of these 
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items, while others may charge more than the actual costs to them of the 
services in question. The fees for closing services and appraisal are 
the largest and probably the most frequent charges.132

132 The HUD/VA Report is not especially helpful in this respect, for appraisals on 
FHA and VA loans are handled by the respective federal agencies for fixed “applica
tion fees.” In addition, the closing or escrow fee is often included in an attorney’s fee, 
and is not listed separately. The closing fee presents conceptual problems as well, for 
when the loan and sale closings are combined, as is nearly always the case, it is difficult 
to attribute components of cost to the loan and sale, respectively.

On conventional loans, appraisal fees in the $25 to $100 range are common. Closing 
fees, when separately itemized, fall in the same range or are somewhat higher. See 
HUD Office of Audit, supra note 114, at 31-32.

133 24 C.F.R. § 203.27(a)(2) (1973).
134 U.S. Dep’t of HUD, Mortgagees Guide—Application Through Commitment 

§ 8-3 (a) (3) (e), Apr. 1970.
135 See HUD Office of Audit, supra note 114, at 16-17.
136 Id.
137 Such conversion tables are found in financial handbooks. See Professional Pub-

Many lenders have adopted a policy of charging an additional fee 
when the loan is made, purportedly to cover the additional items of 
overhead attributable to the loan in question, the cost of placing the 
loan “on the books.” Usually called an “origination fee,” “service fee,” 
or “processing fee,” this charge is commonly on the order of one to 
two “points,” a “point” defined as one percent of the loan amount. 
FHA regulations, for example, specifically authorize the charge of a 
one-point origination fee to the borrower.133 However, the lender still 
is permitted to employ an outside closing agent and to charge the 
agent’s fee to the borrower on FHA loans.134

These fees are sufficiently large to make the business of originating 
mortgage loans quite profitable. A recent survey of 98 mortgage 
banking firms by the HUD Office of Audit disclosed that their internal 
costs of originating FHA loans averaged about $2 8 5.135 The average 
loan origination fee collected was only $194, superficially implying a net 
loss of $91; however, the firms sold their loans on the secondary market 
at a sufficiently large markup to overcome the apparent loss and to 
recover an average net profit of $102 per loan.136

No fundamental rule of economics makes the various points and fees 
described above more desirable to the lender than higher interest rates. 
If the amounts of all front-end fees and charges applicable to a par
ticular loan are totaled, it is a simple matter to convert that amount 
into an interest rate increment which would give the lender an equiva
lent yield on his investment.137 Thus, the practice of collecting these 
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amounts in the form of front-end fees is most likely an historical acci
dent. Regardless of its origin, the FHA and VA legitimated the practice 
by expressly authorizing the one-point origination fee after World War 
II.138 Usury laws also have played a role in fostering the practice. Until 
recently, the usury limits in some jurisdictions applied to contract 
interest rates but not to front-end fees.139 This rather myopic approach 
encouraged reliance on fees and charges during periods when market 
rates matched or exceeded the usury limits.

lishing Corp., Realty Computer 100 (1971). A convenient table is reprinted in 
Federal Home Loan Mortgage Corp., Sellers Guide FHA/VA. The tables necessarily 
must involve some assumption concerning prepayment and nominal maturity of the 
loan. Based on the typical assumption of 30 year maturity and prepayment in full 
at the end of 12 years, a very close approximation can be made by the rule that each 
point of discount or front-end payment will increase the yield to the investor by about 
one-eighth of one percent.

13824 C.F.R. § 203.27(a) (2) (i) (1973) (FHA); 38 C.F.R. § 36.4312(d) (1973) 
(VA).

139 See note 172 infra and accompanying text.
140 12 C.F.R. § 563.23-1 (d) (1973). Associations are permitted to take two points into 

current income on construction loans. Id. § 563.23-1 (g) (4) (i) (b). They are per
mitted an additional $100 if their own employees perform closing services for which 
no escrow fee is received or if their employees perform appraisals, apparently whether 
or not a separate charge is made. Id. § 563.23-1 (g) (4) (ii).

Once lenders began to use the front-end fee approach, they quickly 
recognized its attractiveness for accounting purposes. Many unsuper
vised lenders found that they could treat all front-end fees as income 
in the year received, thus improving the appearance of their current 
earnings statement. The Federal Home Loan Bank Board for some 
years permitted federally insured savings and loan associations to follow 
this practice but now limits the amount of fees reported as income in 
the year received to one point and requires amortization of all fee income 
above this level over a period of ten years.140

Front-end fees are additionally attractive to lenders because they pro
tect against early payoff or foreclosure. Clearly, a permanent lender 
has no wish to spend the several hundred dollars required to place a loan 
on his books if the borrower will repay within a year or two. Pre
payment penalties in mortgage documents are one method of compen
sating the lender for the loss he incurs when a borrower repays quickly, 
but high front-end fees are even more effective. Unfortunately, they 
are also less equitable to the borrower, who pays the fees whether he 
terminates the loan soon after origination or not. Many lenders find that 
they can maximize their income by making charges of both types.



1344 The Georgetown Law Journal [Vol. 62:1311

Even though in an economic sense front-end fees are interchangeable 
with increased interest charges, public policy considerations demand 
that their use be curbed. By increasing the cash requirements for home 
purchase, front-end fees discriminate against families with limited sav
ings but with sufficient income to make loan payments at the full 
economic interest rate. Front-end fees also make comparative shopping 
by prospective mortgage borrowers extremely difficult.141 The problem 
is exacerbated when lending institutions limit the consumer’s choices by 
requiring that he employ a specific law firm, title insurer, or surveyor, 
as they frequently do.142 Further, the Truth-in-Lending Act,143 which 
was intended to permit consumers to shop more intelligently by giving 
them information on effective interest rates, has largely failed in the 
mortgage field because it excludes charges for some services while 
including others144 and because pertinent information on true interest 
rates rarely is available to the consumer until after he has accepted a 
loan commitment and ceased shopping.145

141 This is illustrated by the following hypothetical. A prospective mortgage bor
rower submits applications to two lenders. Institution A offers to make him a loan at 
seven and three-fourths percent interest but charges a two-point origination fee, $75 
for an appraisal, and requires that the closing be handled by a specific title company, 
which will charge $50. Institution B offers a loan at eight percent interest but charges 
only a one-point origination fee, no appraisal fee, and will handle the closing itself 
without charge. In order to calculate which institution is offering the better deal, the 
borrower would have to use conversion tables. See note 137 supra. Assuming a $25,000 
loan, the equivalent interest on loan A is 8.096 percent, and on loan B is 8.139 percent.

142 See notes 125-127 and accompanying text.
143 15 U.S.C. §§ 1601-1613, 1631-1634, 1671-1677 (1970).
444 See id. § 106, 15 U.S.C. § 1605 (1970). The Act requires that the “finance charge” 

to be disclosed to the mortgage borrower must include loan origination or service 
fees and mortgage insurance premiums but does not require that fees for title examina
tion or insurance, document preparation, notary7 services, appraisals, or credit reports 
be included. Id. The statute fails to recognize the ease with which a lender may pad 
one charge or another so as to move in and out of the prescribed categories.

145 The prevailing view is that the disclosure need not be made until loan closing. 
See Bissette v. Colonial Mortgage Corp., 477 F.2d 1245 (D.C. Cir. 1973); Stavrides v. 
Mellon Nat’l Bank, 353 F. Supp. 1072, 1078-79 (W.D. Pa. 1973). The decisions rely 
on the specific statutory language which merely requires that the disclosure be made 
“before the credit is extended.” Truth-in-Lending Act § 129(b), 15 U.S.C. § 1639(b) 
(1970).

On August 3, 1972, the Federal Reserve Board published a proposed regulation which 
would have required disclosure ten days in advance of consummation of any transaction 
involving the acquisition or refinancing of a dwelling. See 37 Fed. Reg. 15522 (1972). 
Comment from the lending industry was overwhelmingly negative. Most opposition 
came from small-town banks and savings associations, which generally claimed that 
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The problem is more complicated in the case of FHA and VA loans, 
for which the federal government currently fixes a maximum contract 
interest rate of eight and three-fourths percent.146 A maximum one-point 
origination fee may be, and usually is, charged to the borrower,147 but 
there is no limit on the charge which may be exacted by the lender 
from the seller of the property. Since the FHA/VA maximum contract 
interest rate is typically well below the market interest rate for con
ventional loans, lenders are unwilling to make FHA or VA loans with
out compensation in the form of “discount points” paid by sellers, who 
in turn usually attempt to recover these fees by raising their sales prices 
accordingly.148 In substance, the seller is required to pay prepaid in
terest on the buyer’s loan as the price of offering FHA or VA financing. 
Both buyer and seller are thus involved in shopping for the loan, and 
competition for the most favorable rates tends to be further diluted. 
Moreover, the seller often will rely upon the real estate broker to 
arrange an FHA or a VA loan. The broker, who probably will have 
a continuing business relation with one or more lending institutions, may 
be tempted to enter into a loan arrangement with such an institution at 
a higher number of discount points than might have been obtained by 
hard bargaining and to tell his client, the seller, that the discount he has 
arranged is the “going rate.”

they rarely took ten days between loan commitment and closing and argued that the 
proposal would unnecessarily delay many closings. Interviews with Griffith Garwood, 
Chief, Truth-in-Lending Section, Federal Reserve Board, in Washington, D.C., October- 
December, 1972.

146 24 C.F.R. § 203.20 (1973), as amended, 39 Fed. Reg. 18094 (1974) (FHA); 38 
C.F.R. § 36.4212 (1973), as amended, 39 Fed. Reg. 17441 (1974) (VA).

147 See note 129 supra.
148 See Question and Answer Sheet Accompanying HUD Press Release 73-241 

(July 5, 1973). Elimination of the FHA/VA interest ceilings and banning of discount 
points frequently has been proposed. See S. 2507, 93d Cong., 1st Sess. § 104 (1973); 
President Nixon’s Recommendations to Congress for Changes in the U.S. Financial 
System, Aug. 3, 1973, reprinted in 1 B.N.A. Housing & Devel. Rep. pt. 1-A (Aug. 8, 
1973) (no reference to ban on discount points); Report of the President’s Commission 
on Financial Structure & Regulation 77 (1971); Report of the Commission on 
Mortgage Interest Rates 68 (1969).

Condemnations of the present interest ceiling/discount system, especially by lenders, 
are plentiful. See Hearings on Mortgage Interest Rate Comm’n Report Before Senate 
Comm. on Banking and Currency, 91st Cong., 1st Sess. 109, 112, 129, 220 (1969). 
Most consumer-oriented comment, incorrectly perceiving the consumers’ real interests, 
has favored the present system. A more dispassionate analysis has been written by 
Professor Guttentag, but he gives too little weight to the disadvantages of the present 
system. See Guttentag, Changes in the Structure of the Residential Mortgage Market: 
Analysis and Proposals, in I. Friend, supra note 86, at 1486-1510.
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Lenders’ origination fees and discount points thus possess two im
portant negative characteristics already attributed to other types of 
closing costs. They tend to increase the front-end cash required of 
home buyers, thus discriminating against low-asset households. Addi
tionally, they are sufficiently complex and obscure to the typical home 
buyer that they perpetuate the widespread absence of price competition 
among suppliers of settlement services.

A Proposal for Reform

This section will present a proposed statute149 which has two goals— 
to reduce charges for settlement services by putting competitive market 
forces to work and to permit financing of legitimate settlement costs 
as a component of mortgage interest.150 The proposal has the following 
elements:

149 See Appendix infra.
150 A bill embodying the essential concepts advocated in this proposal has been 

introduced by Senator William Proxmire. S. 3232, 93d Cong., 2d Sess. (1974); see 
120 Cong. Rec. S. 4346 (daily ed. Mar. 26, 1974) (introductory comments by Senator 
groxmire).

(1) Mortgage lenders would be required by federal law to pay all 
costs, both those attributable to the transfer of the property and 
those related to financing.
(2) Mortgage lenders would be required to provide for home buy
ers title and settlement services equivalent in quality to those serv
ices obtained by lenders for their own benefit, and in all events 
meeting federally-prescribed quality standards.
(3) Mortgage lenders would not be permitted to charge to home 
buyers or sellers any fees, discounts, or other charges except simple 
interest. All loans would be required by law to be made “at par” 
from the borrower’s viewpoint; the full face amount of the loan 
would be disbursed to the borrower to be applied toward the 
purchase of the property.

The proposed statute would be structured to cover virtually all FHA, 
VA, and conventional loans on one- to four-family, owner-occupied 
homes.

ADVANTAGES OF THE PROPOSAL

Impact on the Title Services Market. If this proposal were
implemented, the market for title-related settlement services would be
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come far more competitive than at present. Since lenders are highly 
knowledgeable, they could bargain more effectively with the providers 
of these services than can home buyers under the present system. Lend
ers would eliminate unnecessary services and could purchase essential 
ones at bulk rates. Lenders also would tend to use staff attorneys, or 
even experienced laymen, rather than outside law firms, to prepare 
and review documents.151 Lending institutions probably would persuade 
title companies to accept simple inspections in place of full surveys in 
the vast majority of cases; the inspections might be made by the lenders’ 
own appraisers as part of their regular duties.152 Lenders also could be 
expected to use their considerable political influence to support the 
reformation of archaic public records systems and even conversion to a 
title registration system.153 The net effect of these changes would be to 
reduce substantially the costs of transferring residential real estate.

151A shift to drafting by laymen would encounter stiff resistance from a pro
tectionist bar in many jurisdictions, even in cases in which the draftsman is an employee 
of a lending institution which is a party to the transaction. See Kentucky State Bar 
Ass’n v. Central Kentucky Enterprises, Inc., 41 U.S.L.W. 2338 (Ky. Ct. App. Dec. 15, 
1972) (employee of lending institution may not prepare mortgage documents). But 
see North Carolina v. Pledger, 257 N.C. 634, 127 S.E.2d 337 (1962) (employee may 
draft trust deeds incident to real estate company’s business).

152 See notes 109-110 supra and accompanying text.
153 Various techniques for records improvement could be utilized. See generally 

Cook, Land Law Reform: A Modern Computerized System of Land Records, 38 U. 
Cin. L. Rev. 385 (1969); Leary & Blake, Twentieth Century Real Estate Business and 
Eighteenth Century Recording, 22 Am. U. L. Rev. 275 (1973); Maggs, Automation of 
the Land Title System, 22 Am. U. L. Rev. 369 (1973); Whitman, Optimizing Land 
Title Assurance Systems, 42 Geo. Wash. L. Rev. 40 (1973).

154 For example, the substantial improvements in the American Land Title Associa
tion title insurance policy forms in 1970 were largely a result of the demands of 
institutional mortgage investors. Whitman, supra note 19, at 452 n.97.

The proposal also is attractive on political grounds. It utilizes market 
phenomena rather than government directives to reduce prices, and it 
requires no bureaucracy to promulgate, update, or enforce appropriate 
charges. The proposal is not arbitrary, and its administration would 
require little knowledge of local conditions and practices. It raises no 
problem of interference with the private practice of law or of conflict 
with state insurance regulators.

Assuring Adequate Consumer Services. Historically, lenders
have been extremely scrupulous in demanding title evidence, housing 
inspections, and other settlement services of the highest quality.154 Since 
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lenders always have passed the costs of these services on to borrowers, 
their willingness to spare no expense is understandable. If the proposal 
advocated here were adopted, lenders might become willing to accept 
title evidence or other services of a less thorough nature, and home 
buyers might thus be deprived to some extent of the indirect protection 
they traditionally have received. For example, lenders might begin to 
obtain title insurance on a “casualty” basis, without any search or with 
only a minimal search of the title records.155 To the lender, for whom 
the mortgage is merely a financial investment, this type of title evidence 
might be wholly acceptable; however, for the home buyer, failure of 
title can be catastrophic in terms of the necessity of moving to a new 
home, even if the direct pecuniary loss is fully indemnified.

155 This sort of underwriting is expressly prohibited in some states. See N.C. Gen. 
Stat. § 58-132 (Supp. 1973); Tex. Ins. Code art. 9.34 (Supp. 1974).

156 See Interview with Preston Martin, Chairman of Federal Home Loan Bank Board, 
Journal of Homebuilding, Sept. 1971, at 20; J. Ducey & K. Berliant, supra note 10, 
at 35 (high degree of competition found among lenders for first mortgage loans secured 
by desirable homes).

157 See note 141 supra and accompanying text.

Such results could be avoided by the establishment of minimum stan
dards for the quality and type of settlement services to be provided to 
home buyers. Statutory standards would be impractical because legis
lation could not readily take into account regional variations or experi
ence. However, appropriate legislation could give HUD the authority 
to set standards in any areas in which the Secretary found they were 
needed. Although the standards might need occasional revision, this 
task would require only minimal staff effort. This procedure also would 
facilitate greater nationwide uniformity in settlement practices.

Impact on the Conventional Mortgage Market. The proposed
reform would lead to a slight rise in long-term interest rates to reflect 
the additional costs absorbed by lenders in loan originations. However, 
from a public policy viewpoint, this result is an entirely acceptable price 
for bringing the bargaining power of lenders to bear on the problem of 
excessive settlement costs. The market in mortgage interest rates 
already is quite competitive156 and would become even more so. Pro
spective home buyers would be able to compare directly the interest 
rates offered by various lenders, without having also to consider the 
impact of the miscellaneous fees and charges now exacted157 and thus 
would be far more likely to make an intelligent choice. The consumer
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also would be saved the annoyance of shopping for a title attorney, a 
title insurance company, an escrow company, and a surveyor. More
over, the probability that the home buyer would retain his own attorney 
to represent him in negotiating the purchase contract and the loan 
commitment would be greatly increased, since the buyer would not be 
required to pay a fee for the title examiner or the lender’s attorney; the 
buyer would no longer labor under the often incorrect impression that 
the attorney handling the settlement for all parties is his representative. 
The net result probably would be a significant increase in the amount 
of legitimate representational work for lawyers in small real estate trans
actions.

The ultimate costs of the services in question still would be passed 
on to the borrower, although expenses would be reduced by the com
petitive forces previously described. However, this format would fa
cilitate payment for the typical home buyer by enabling him to finance 
the costs over the life of the loan. If the aggregate of transfer charges 
to be financed amounted to two percent of the mortgage loan,158 the 
standard yield table, assuming a 30-year loan with full prepayment to 
occur after 12 years, indicates that the charges could be absorbed by an 
increase in the interest rate of about one-fourth percent. The monthly 
payment on a $25,000 loan would be increased by only $4.25. The vast 
majority of home buyers probably would prefer to pay the increased 
monthly charge, and those who did not could simply increase their 
downpayments accordingly. Paying for settlement services in the form 
of higher interest rates has an additional advantage to the homeowner, 
for interest is deductible in his federal tax return,159 while settlement 
costs ordinarily are not deductible.160

158 Two percent seems a fair assumption. See note 129 supra. Certain miscellaneous 
lender charges, such as appraisal fees, photographs, and amortization statements, also 
would be covered by earned interest rather than charged separately to the borrower 
under the proposed system.

159 Int. Rev. Code of 1954, § 163; see note 161 infra.
160 If paid by the seller, settlement costs may be treated as selling expenses and 

applied to reduce the seller’s gain. Int. Rev. Code of 1954, § 1001. If paid by the 
buyer, most types of settlement costs may be treated as part of the price paid for 
the property, thus reducing any gain on a subsequent sale. Id. § 1012; see Estate of 
Jones v. Commissioner, 127 F.2d 231 (5th Cir. 1942) (title litigation expense); Warner 
Mts. Lumber Co., 9 T.C. 1171, 1174 (1947) (attorney’s fees for title examination). 
Transfer taxes paid by the seller or buyer of a personal residence are not deductible 
from income but may be added to cost of purchase, thus reducing gain on a future 
sale. Rev. Rul. 65-313, 1965-2 Cum. Bull. 47.

The opportunity to apply settlement expenses to reduce a potential capital gain 
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Similar advantages would accrue to borrowers if the lender charges 
which relate to loan origination were collapsed into mortgage interest.161 
Many mortgagees appear to assume that origination should be cost-free 
to the lender, with all expenses paid by the borrower. This assumption 
is evidenced by the demands of lenders that the one percent origination 
fee presently allowed by FHA be increased, as well as by the efforts of 
lenders to charge against borrowers not only major items, such as 
lenders’ title insurance and attorneys’ fees for loan disbursement, but 
also trivia such as photographs, amortization statements, and Truth-in- 
Lending statements.162 Of course, these charges must be paid by some
one, but even if reasonable in amount, they all are part of the cost of 
being in the mortgage-lending business. The interest charged by a 
lender ought to be sufficient to cover not only his “wholesale” cost of 
money, but also his operating expenses, and to provide a reasonable

may be deferred for many years because of the nonrecognition of gain on the sale 
of a principal residence when another residence is purchased at a price equal to or 
exceeding the sale price. See Int. Rev. Code of 1954, § 1034. The gain may go entirely 
unrecognized because the taxpayer reaches age 65 or because his death results in a 
stepped-up basis. See id. §§ 121, 1014(a).

161 Loan processing or “origination” fees are not deductible as interest if they are 
compensation for services rendered by the lender. See Rev. Rul. 67-297, 1967-2 Cum. 
Bull. 87 (VA origination fee). However, a fee paid by the borrower for the use 
of money rather than for services is deductible as interest despite the fact that it is 
paid in a lump sum and is called a “loan processing fee.” Rev. Rul. 69-582, 1969-2 
Cum. Bull. 29; Rev. Rul. 69-188, 1969-1 Cum. Bull. 54. Discounts or points on the 
buyer’s loan paid by the seller are not deductible as interest. Robert T. Hunt, 24 CCH 
Tax Ct. Mem. 915 (1965). They may be treated as a selling expense, reducing the 
seller’s gain. Rev. Rul. 68-650, 1968-2 Cum. Bull. 78. See generally CCH 1974 Stand. 
Fed. Tax Rep. 51 1416.253b.

The distinction between fees as compensation for lenders’ services and as compensa
tion for the use of money is almost wholly meaningless in the usual transaction. The 
only services rendered by the lender—appraisal, title review, credit review, and coun
seling with the borrower—are actually services to the lender, benefiting it and making 
its loan more secure. The only real service to the borrower is the loan itself. However, 
under the proposed reform, lenders would render some services beyond the making 
of the loan, and the Internal Revenue Service might reasonably disallow deductions of 
some small component of interest paid to account for this. It is likely that the 
administrative burden of doing so would not be worthwhile.

162 See HUD/VA Report, supra note 1, at 56, 64 (miscellaneous fees in Los Angeles 
and Washington, D. C.).

Impact on the FHA/VA Mortgage Market. Under the present
system of administered interest rates, the proposal would oblige 
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FHA/VA lenders either to reduce profits, an improbable result, or 
to pass on the costs of origination and settlement services in the form 
of higher discounts paid by developers and sellers. The system of 
discount points already causes serious distortions in the residential mort
gage market, especially in periods of monetary stringency,163 and an 
increase in discounts resulting from the lenders’ need to recoup origi
nation and settlement costs would magnify these problems. From the 
borrowers’ viewpoint, the net result still might be desirable; since lenders 
would be encouraged to bargain down the costs of title and other 
settlement services, competitive forces would pass this saving to bor
rowers. Alternatively, the present proposal could be effectuated with 
minimum adverse impact on the housing market by simply raising the 
FHA/VA interest ceiling by approximately one-fourth of one percent. 
However, a much more attractive situation would exist if the ceiling 
were abandoned entirely and all discounts were prohibited, as the present 
administration recently has suggested.164

163 See Guttentag, supra note 148, at 1503.
164 See note 148 supra.
165 Perhaps the most vocal and powerful opponet of such a change would be 

Chairman Wright Patman of the House Committee on Banking and Currency. See 
Report of the Commission on Mortgage Interest Rates 121-34 (1969) (Representa
tives Patman and Sullivan dissenting).

166 Consumer advocates generally have opposed the allowance of an optional free 

While disallowing discounts seems a radical departure from the 
present system, under which FHA and VA loans usually are originated 
at a discount and are sold on the secondary market at a somewhat 
smaller discount, the difference really is insignificant in economic terms. 
In either case, the mortgage banker who originates the loan must sell 
it on the secondary market at a price higher than his investment in it 
in order to earn a profit. Under the proposed system secondary market 
investors would be willing to purchase loans at a premium, since the 
loans would carry materially higher contract interest rates than do 
loans in the present market. The net yield of home mortgages to 
secondary market investors would not differ from that which would 
be realized under the present system under comparable market condi
tions.

OBJECTIONS TO THE PROPOSAL

Higher interest rates in the primary market might meet resistance 
from some politicians165 and purported consumer representatives.166
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Opposition from lenders also should be expected. Many lending insti
tutions are accustomed to taking fees and points into current income 
for accounting purposes;167 lenders usually make a profit on such 
charges when the loans are sold on the secondary market.168 In addition, 
kickbacks and rebates sometimes are given to lenders by providers of 
settlement services.169 The instant proposal would eliminate all non
interest charges to borrowers and would require lenders to amortize the 
costs of settlement services exclusively by interest income.170

interest/no discount system, a so-called “dual rate” system, for FHA/VA loans. See 
Hearings on Mortgage Interest Rate Comnrin Report, supra note 148, at 119, 127, 
137, 148, 201. Homebuilders also have opposed such a change. Id. at 89.

167 Id. at 115 (testimony of Lon Worth Crow, Mortgage Bankers Ass’n).
168 See notes 135-136 supra and accompanying text.
!69 See Kessler, supra note 127.
170 See note 140 supra and accompanying text.
171 The credit shortages of the 1966 and 1969-1970 periods resulted in major increases 

in mortgage usury ceilings, particularly in those states in which the limits were rela
tively low prior to 1966. For example, in 1966, ten states had ceilings at six percent, 
six more at seven percent, and 12 plus Puerto Rico and the District of Columbia at 
eight percent. Fand, Mortgage Market Impediments and Uniform State Transaction 
Laws, in Housing the Poor 68, App., Table 4.6 (D. Reeb & J. Kirk eds., 1973). By 
1969 no state remained at six percent, four were fixed at seven percent, three more at 
seven and one-half percent, and 15 at eight percent. Report of the Commission on 
Mortgage Interest Rates 115-16 (1969). By September 1973 only Vermont had a 
mortgage limit lower than eight percent. See Mathews, Housing Squeeze Spurs State 
Legislators to Act on Usury Laws, 34 The Mortgage Banker, No. 4, Jan. 1974, at 40, 
44-47. The last major holdouts were New Jersey and New York, which raised their 
limits from seven and one-half to eight percent on July 16 and August 15, 1973, respec
tively. See Mortgages Grow Harder to Obtain, N.Y. Times, Aug. 12, 1973, § F, at 13, 
col. 1; Useless Usury Laws, Time, Sept. 20, 1973, at 86. Despite these increases, prevail
ing mortgage rates were reported to have reached the ceilings in 19 states by September 
1973. See The High Cost of Money, Newsweek, Sept. 10, 1973, at 62.

Usury laws are widely regarded as ultimately harmful to the prospective borrowers, 
the persons the laws are intended to protect, since they tend to divert the flow of 
mortgage funds to other jurisdictions with higher ceilings during periods of high 
interest rates. See generally Benfield, Money, Mortgages and Migraine—The Usury 
Headache, 19 Case W. Res. L. Rev. 819 (1968); Cooper, A Study of Usury Laws in 
the United States to Consider Their Affect on Mortgage Credit and Home Construc
tion Starts: A Proposal for Change, 8 Am. Bus. L.J. 165 (1970); Prather, Mortgage 
Loans and the Usury Laws, 16 Bus. Lawyer 181 (1960); Report of the Commission 
on Mortgage Interest Rates 114 (1969)

Conflict 'with State Usury Laws. Since this proposal contem
plates a rise of about one-fourth to three-eighths percent in the general 
level of home mortgage interest rates, it could generate conflicts with 
some state usury ceilings.171 In jurisdictions in which prevailing rates 
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already are high, the resulting increment could cause them to exceed 
the ceilings. Some state usury laws do not take into account discounts 
and origination fees but limit only the interest shown on the face of 
the borrower’s note.172 Such laws are, of course, unrealistic in failing 
to recognize that points and fees are a form of interest. The present 
proposal would force the conversion of points and fees into stated 
interest, thus pushing interest toward or above the ceilings.

172 Until recently, this was the New York practice. See Benfield, supra note 171, 
at 859-61. The New York statute has been supplemented by regulation to require that 
points and fees be taken into account in determining total interest for usury purposes. 
N.Y. Banking Bd. Gen. Beg. § 4.2 (1969). In some jurisdictions no decisions appear 
on discounts as such, but it is likely that they would fall under the ambit of cases 
involving “interest in advance.’’ See Annot., 57 A.L.R. 2d 630, 649-54 (1958).

It has sometimes been held that advance interest payments are to be spread over the 
entire term of the loan in computing their impact on total interest, notwithstanding 
the fact that the loan may be prepaid prior to maturity. See B.F. Saul Co. v. West 
End Park North, Inc., 250 Aid. 707, 713-20, 246 A.2d 591,'595-99 (1968). Experience has 
led mortgage lenders to conclude that the usual 25-vcar or 30-ycar loan actually will 
be prepaid in full in an average of roughly 12 to 15 years. See Federal Reserve Staff 
Study: Ways to Moderate Felci cations in Housing Construction 245 (1972). Under 
this assumption, discount points have a much greater upward impact on total yield 
than if the loan is held to maturity. I he rather myopic judicial view thus tends to 
understate seriously the increment in yield attributable to discounts. The proposal 
advanced would require that lenders charge only stated interest and would therefore 
result in higher total interest, according to the prevailing judicial definition, than docs 
the present system of stated interest plus discount points.

To the extent that the present proposal brings interest rates into 
collision with usury laws, the lending institutions in the affected states 
will be faced with the necessity of having the laws amended. Efforts to 
raise the usury ceilings generally have been successful during recent 
periods of credit shortage. At present mortgage rates are at historically 
high levels, and many state legislatures are being pressed to increase 
the ceilings. If the reform proposed here were introduced now, pro
ponents could take advantage of existing pressures on legislatures.

Inequity Between Short-Term and Long-Term Borrowers. It
may be argued that the proposal creates an inequity between home 
buyers who pay off their loans within a few years and those who have 
loans outstanding for a longer period. The latter group will pay the 
increment of interest attributable to the cost of settlement and origina
tion over a longer period of time and thus will pay more than will home 
buyers who prepay their loans. This problem is not a novel one; it 
exists today with consumer credit, where origination fees rarely are 
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charged, and with the FHA/VA discount points, which are built into 
the prices for which houses are sold. Prepayment penalties would tend 
to offset this apparent inequity, but such penalties are not currently in 
favor.173 In any event, the inequity between the classes of home buyers 
is not great and is outweighed by the social utility of reducing front
end costs.

173 See Federal Nat’l Mortgage Public Meeting on Conventional Mortgage Forms, 
S. Doc. No. 92-21, 92d Cong., 1st Sess. (1971). The lending fraternity generally favored 
retention of prepayment penalties in the standard forms for the Federal National 
Mortgage Association (FNMA) and the Federal Home Loan Mortgage Corporation 
(FHLMC), while consumer advocates opposed them. FNMA and FHLMC split on 
the issue; the form finally adopted by FNMA contains no penalty clause. The 
FHLMC form incorporates an interesting compromise; the penalty is charged only if 
there is a complete payoff “with money lent to the undersigned [mortgagor] by a 
lender other than the holder hereof” and only if prepayment is made within the first 
three to five years of the loan term. Thus, only prepayments to refinance, presumably 
at a lower interest rate, are penalized.

The FHA and VA standard mortgage forms have never permitted lenders to charge 
a prepayment penalty. FHA formerly collected an “adjusted mortgage insurance 
premium” of one percent of the original balance when a loan was prepaid in full 
within the first ten years, but this charge has been discontinued. 24 C.F.R. § 203.288 
(1973).

174 See H.R. 16704, 92d Cong., 2d Sess. § 901 (1972). The term “home” is used 
here to refer to one- to four-family structures, both farm and nonfarm. On multifamily 
and nonresidential loans, settlement costs and requirements are much less standardized, 
and borrowers are more likely to be sophisticated bargainers; it would be inappropriate 
to apply the proposal to them.

175 At the end of 1972, holdings of home mortgage loans in the United States were 
distributed as follows:

Savings & loan associations 49.7%
Commercial banks 15.8%
Mutual savings banks 14.7%

Conclusion

The legislative proposal should be applied to both conventional and 
government-insured and -guaranteed mortgages. While congressional 
action would be necessary to implement the proposal, an adequate statute 
could be drafted simply. Such a statute should cover all federally 
insured or guaranteed home loans or loan pools, all home loans originated 
or held by federal agencies or federally insured financial institutions, 
and all home loans purchased or eligible for purchase by the Federal 
National Mortgage Association or the Federal Home Loan Mortgage 
Corporation.174 These categories would encompass a very large propor
tion of the home loans made in the United States.175
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State and local charges, including transfer and property taxes, would 
not be affected. Although these charges are a significant burden on 
home buyers, other techniques are available to reduce them or to

Federal credit agencies 7.8%
Life insurance companies 6.6%
GNMA pools and FHMA blocks 3.1%
Other 2.1%

U.S. Dep’t of HUD, Housing in the Seventies 3-7 (1973). Ninety-seven percent of 
the assets of savings and loan associations are held by institutions insured by the Federal 
Savings and Loan Insurance Corporation. U.S. Sav. & Loan League, supra note 9, at 
122. The Federal Deposit Insurance Corporation insures banks that hold 98.8 percent of 
all commercial bank assets. Federal Deposit Ins. Corp., Assets and Liabilities—Com
mercial and Mutual Savings Banks, June 30, 1972, at 2 (1972). About two-thirds of 
all mutual savings banks are insured by the Federal Deposit Insurance Corporation. 
Nat’l Ass’n of Mut. Sav. Banks, National Fact Book of Mutual Savings Banking 
12 (1973). From these data it can be estimated that the definition in the text would 
cover between 85 and 90 percent of all United States home loans.

However, coverage of loans is not synonymous with coverage of transfers, since many 
transfers do not involve new institutional financing. Transfers not covered will include 
sales financed by sellers or by private third parties, gifts of homes, purchases for cash, 
and, probably most important, loan assumptions. In the great majority of these cases, 
the buyer is not faced with the array of interested institutions who cooperate to provide 
title and settlement services at higher-than-necessary prices. Indeed, it is probable 
that in many cases which do not involve new loans the buyer receives little title pro
tection or none at all. If the proposal advocated here were adopted, many lenders 
probably would become direct providers of title services. These lenders should be 
permitted to offer their title services to persons not obtaining new loans, thus com
peting with existing providers.

The percentage of home transfers involving new loans may be estimated as follows. 
During the period January 1, 1969, to March 31, 1970, 4,288,403 heads of households 
moved into owner-occupied units. U.S. Dep’t of Comm., Bureau of Census, Mover 
Households HC (7)-5, at 1 (1973). First mortgage loan originations by institutional 
lenders on one- to four-family houses totalled approximately $36.4 billion in 1969 and 
$35.6 billion in 1970, or approximately $45.3 billion during the census period men
tioned above. See Third Annual Report on National Housing Goals, H.R. Doc. No. 
136, 92d Cong., 1st Sess. 63-70 (1971); Fourth Annual Report on National Hous
ing Goals, H.R. Doc. No. 319, 92d Cong., 2d Sess. 72-85 (1972). An average 
loan amount during the period was approximately $22,000. See 1971 HUD Statistical 
Yearbook at 336. Thus approximately 2.06 million loans were made; roughly 48 percent 
of all move-ins of owner-occupied houses involved new institutional loans.

The methodology described above neglects the distinction between one- to four- 
family structures, some of which are acquired for rental rather than owner occupancy, 
and owner-occupied units, some of which are cooperative apartments and condominium 
units in multifamily buildings. It does not consider the fact that some refinancings do 
not involve a transfer of ownership and does not attempt a season adjustment of the 
1970 loan origination data in allocating a portion of the loans to the first quarter of 
1970. Moreover, the 1969-1970 period was one of a rather extreme shortage of mort
gage funds, a fact which probably produced a higher proportion of loan assumptions 
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mitigate their impact.* 176 In addition to charges imposed by state or 
local governments, only the downpayment, hazard insurance premiums, 
prorations of rents and other utilities, and attorney’s or other counselor’s 
fees would have to be paid by the buyer at closing, if this proposal 
were adopted. The home buying capacity of the American public would 
be significantly enhanced. At the same time, actual settlement costs 
would be reduced as competitive pressures exerted by lenders were felt 
by those who supply settlement services.

and installment contract sales than would be expected during normal times. Nonetheless, 
it is reasonable on the basis of this methodology to estimate that the proposal in the 
text will directly cover about half of all owner-occupied home transfers.

176 There are three categories of charges imposed by state and local governments on 
home buyers. The first, recording fees, average $18. HUD/VA Report, supra note 1, 
at 27. Arguably these fees should be increased to finance improvements in records 
systems.

The second category, transfer taxes, appeared in about two-thirds of the cases in 
the HUD/VA survey and averaged $70. HUD/VA Report, supra at 27. They are 
highest in New York, the Middle Atlantic States, Florida and Washington state; in the 
Philadelphia area they averaged $367 on homes selling in the $16,000 to $19,999 range. 
Id. at 107. These sales taxes discriminate against mobility and seem irrational in taxing 
home buyers but not tenants, since they cut against the generally recognized policy 
favoring homeownership. See note 3 supra. The federal government might induce 
states to eliminate or reduce such taxes simply by withholding federal funds for com
munity development from jurisdictions which fail to do so.

The third category is comprised of prepaid ad valorem property taxes. The buyer 
must reimburse the seller for any taxes already paid by the seller which apply to a 
portion of the tax year not elapsed at the time of closing. The buyer also may be 
required to deposit into the lender’s “escrow”, “impound”, or “trust” account an 
amount sufficient to cover annual taxes when added to the monthly payments of one- 
twelfth of the annual taxes which the borrower will make between the time of closing 
and the end of the tax year. Such accounts are required by FHA, VA, and many 
conventional lenders. 24 C.F.R. § 203.23(a)(2) (1973); 38 C.F.R. § 36.4012(b) (1971); 
see Comment, Payment of Interest on Mortgage Escrow Accounts: Judicial and Legis
lative Developments, 23 Syracuse L. Rev. 845, 849-50 (1972). Therefore, the net 
cash required of the buyer for property taxes at closing is directly related to the time 
during the tax year when settlement occurs. If taxes are paid early in the tax year, 
the sum of the proration paid to the seller and the initial deposit to the lender’s 
escrow account will total nearly one full year’s raxes; if paid late in the year, the 
proration usually will favor the buyer and will offset the escrow deposit, leaving 
the buyer with a cash outlay of only a small fraction of a year’s taxes. Indeed, the 
buyer’s net cash outlay is exactly equal to the taxes which accrue between the date 
taxes are due and the end of the tax year plus any “cushion” required by the lender.

Taxing jurisdictions can mitigate the hardship on home buyers by shifting cither to 
a later tax collection date or to a more frequent collection of taxes. At the same time, 
it is necessary to compel lenders maintaining tax escrow accounts to pay the taxes as 
frequently as permitted by local law. The author is aware of several institutional 
lenders in the District of Columbia, for example, which pay taxes only annually despite 
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Other, less heroic, measures are conceivable. Some appear to believe 
the deficiencies of the present system could be remedied by making 
more extensive information available to consumers,177 by prohibiting 
kickbacks and unearned referral fees,178 by providing federal funding 
for experimental, computerized records systems,179 and by banning 
interlocking ownerships or directorates among lenders and providers 
of settlement services.180 While the outcome of such actions cannot be 
predicted with certainty, their probability of success in producing sig
nificant cost reductions to consumers must be adjudged slight. Such ac
tions ignore the fundamental economics of the system and discount the 
ingenuity of those operating in it. The very fact that some of these 
half-reforms have been welcomed by the title and lending industries 
casts grave doubt on their potential for genuine change.181 Moreover, 
housing purchasers still would be obliged to pay significant settlement 
costs in cash at closing—a serious fault in terms of public policy, even 
if the costs were reasonable in amount. Only the kind of fundamental 
structural reform embodied in rhe instant proposal is likely to improve 
materially the home buyer’s position.182

the option offered by the District government of paying semiannually. While much 
higher initial escrow account deposits are necessitated by this practice, lenders find it 
more convenient administratively and also enjoy the use of the money in the account, 
generally interest-free. See Comment, supra at 849 50; Comment, Applying Federal 
Antitrust Law to Banking Services—Noninterest-Bearing Mortgage Escrow Accounts, 
25 Maine L. Rev. 315, 316-19 (1973).

177 See S. 2228, 93d Cong., 1st Sess. §§ 103-05 (1973).
178 See S. 2228, 93d Cong., 1st Sess. § 105 (1973); S. 2288, 93d Cong., 1st Sess. 8-9 

(1973).
179 See S. 2288, 93d Cong., 1st Sess. § 11 (1973); H.R. 16704, 92d Cong,. 2d Sess. 

§ 911 (1972).
180See S. 2288, 93d Cong., 1st Sess. § 12 (1973); H.R. 13337, 92d Cong., 2d Sess. 

§§ 601-02 (1972).
181 See Hearings on 1913 Hotising and Urban Development Legislation, supra note 20, 

at 1539 (statement of Chester C. Sudbrack, Chairman, Realtors’ Legislation Comm., 
Nat’l Ass’n of Realtors); id. at 1611 (statement of James G. Schmidt, Chairman, Fed. 
Legislation Action Comm., Am. Land Title Ass’n); id. at 1770-72 (statement of Special 
Comm, on Real Estate Transaction of the Am. Bar Ass’n); id. at 1813 (statement of 
B. George Ballman, Chairman, Montgomery Co. (Md.) Lawyers’ Ass’n); id. at 1945-46 
(statement of the State Bar of Ga.); id. at 1955 (statement of Angelo A. Mastrangelo, 
Chairman, Special Comm, on Real Estate Fees, N.J. State Bar); id. at 1975 (statement 
of the U.S. Sav. and Loan League).

182 An interesting although unintentional expression of support for the type of reform 
advocated here is found in a recent letter from Chairman Preston Martin of the 
Federal Home Loan Bank Board to Congressman Wright Patman commenting on the
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APPENDIX

Proposed Real Estate Closing Costs Act of 1974
DEFINITIONS

Section 1. (1) For purposes of this Act, the term “federally related 
mortgage loan” includes any loan which—

(A) is secured by real property on which a residential structure 
for one to four families to be occupied by the borrower 
exists or will be placed or constructed with the proceeds of 
the loan; and

(B) (i) is made in whole or in part by any financial institution the 
deposits or accounts of which are insured by any agency of 
the Federal Government, or is made in whole or in part by 
any financial institution which is itself regulated by any 
agency of the Federal Government; or
(ii) is made in whole or in part, or insured, guaranteed, sup
plemented, or assisted in any way, by the Secretary of Hous
ing and Urban Development or by any other officer or 
agency of the Federal Government or under or in connec
tion with a housing or urban development program adminis
tered by the Secretary of Housing and Urban Development 
or a housing or related program administered by any other 
such officer or agency; or
(iii) is guaranteed or is eligible for purchase by the Federal

settlement costs provisions in the House Housing Subcommittee’s 1972 bill. In this 
correspondence Chairman Martin stated:

The Board fully supports section 910 of the Subcommittee bill which pro
hibits the charging of a fee for the preparation of Truth-in-lending State
ments. The argument is sometimes made in favor of such fees that it is 
the borrower who ultimately pays for the preparation of the statements 
and that it is therefore a matter of indifference whether the borrower pays 
in the form of a direct fee or an increase in the lending rate. It is true that 
it is the borrower who ultimately pays, but it is not true that the method 
of payment is a matter of indifference. Prohibiting a direct charge forces 
the cost of preparation to become an internal business expense to the in
stitution, and the institution, due to its profit motive, will tend to minimize 
the cost. More generally stated, it is the view of the Board that full com
petition cannot be restored to the real estate settlement market unless the 
transactional costs for the delivery of price information are minimized.

Hearings on 1913 Housing and Urban Development Legislation, supra note 20, at 1724. 
Plainly the same principle applied by Chairman Martin to the cost of preparation of 
Truth-in-Lending statements is equally applicable to the cost of every settlement service.



1974] Home Transfer Costs 1359

National Mortgage Association, the Government National 
Mortgage Association, or the Federal Home Loan Mortgage 
Corporation, or by any financial institution from which it 
could be purchased by the Federal Home Loan Mortgage 
Corporation.

(2) For purposes of this Act, the term “settlement services” includes—

(A) search and examination of title records, certification of the 
state of title, and title insurance;

(B) inspection or survey of the location of the boundaries, im
provements and other physical features of real property;

(C) appraisal or estimate of the value of real property, made by 
or for the lender;

(D) inspection, warranty, or certification of the condition of 
structures on real property, made by or for the protection of 
a lender;

(E) preparation and completion of all documents incident to the 
making of a loan and to the transfer to the borrower of title 
to property securing such loan, except documents necessary 
to clear title defects;

(F) the settlement of a loan and of the transfer to the borrower of 
title to property securing such loan, including the disburse
ment of loan proceeds and other funds to all persons entitled 
thereto and the delivery and recordation of documents;

(G) mortgage insurance to reimburse the lending institution for 
default by the borrower, including mortgage insurance by a 
government agency.

Except as specifically provided in this section, settlement services do 
not include services rendered or charges made by federal, state, or 
local governments.

LENDING INSTITUTIONS TO FURNISH SETTLEMENT SERVICES

Section 2. Any lender who makes a federally related mortgage loan 
shall pay all charges for settlement services in connection with such 
loan and shall provide for the borrower settlement services which are 
adequate to protect the borrower’s interests and which give the bor
rower protection at least substantially equivalent to the protection 
obtained by the lending institution for its own interests; provided that 
mortgage insurance protecting only the interest of the lender may or 
may not be obtained as the lender may determine.
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LENDING INSTITUTIONS PROHIBITED FROM CHARGING FEES AND POINTS

Section 3. No lender who makes a federally-related mortgage loan shall 
impose upon the borrower any fees or “points,” at the time of or as a 
condition of the making of the loan, or any charge for settlement serv
ices or any other services related to the origination of the loan. This 
section shall not be deemed to prohibit the charging of interest (except 
prepaid interest) or penalties for late payments.

HUD AUTHORIZED TO SET STANDARDS FOR SETTLEMENT SERVICES

Section 4. The Secretary of Housing and Urban Development is author
ized to establish standards of quality and type for settlement services 
rendered to borrowers or lenders in connection with federally related 
mortgage loans in any area of the nation in which he determines that 
such standards are necessary to adequately protect the interests of 
borrowers and lenders. No lender shall make any federally related 
mortgage loan secured by property located in any area for which 
the Secretary has established such standards unless the settlement serv
ices rendered in connection with such loan are in substantial conformity 
with the established standards.

PENALTY FOR VIOLATION

Section 5. If any lender makes a federally related mortgage loan in 
violation of the provisions of this Act, such lender is liable to the bor
rower in an amount equal to—

(1) twice the actual damages resulting or $500, whichever is 
higher, and

(2) in the case of any successful action to enforce the foregoing 
liability, the costs of the action together with a reasonable 
attorney’s fee as determined by the court.

REPEAL OF PRIOR AUTHORITY

Section 6. Section 701 of the Emergency Finance Act of 1970 is re-
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NOTES
DESEGREGATION OF PRIVATE SCHOOLS: 
SECTION 1981 AS AN ALTERNATIVE TO 
STATE ACTION

In Jones v. Alfred H. Mayer Co.1 the Supreme Court awakened sec
tion one of the Civil Rights Act of 18662 from over a century of slum
ber. The Court held that the portion of section one now codified at 
section 1982 of title 42 of the United States Code3 bars all racial 
discrimination, public or private, in the sale or rental of property, and 
that the statute, thus construed, is a valid exercise of Congress’ power 
under the thirteenth amendment to eradicate all vestiges of slavery.4 
In subsequent decisions lower courts have utilized a companion statute, 
section 1981,5 in order to reach other forms of private racial discrimi
nation. Recently, the United States District Court for the Eastern 
District of Virginia in Gonzales v. Fairfax-Brewster School, Inc.6 ex
tended section 1981 to prohibit discrimination by private schools. The 
court held that a private school’s refusal to admit a black child, solely 
on the basis of race, was an infringement of the section 1981 guarantee 
that blacks have the same right to make or enforce contracts as is 
enjoyed by whites.7 This decision, if upheld on appeal, portends signifi
cant changes in the sphere of private racial discrimination.

1 392 U.S. 409 (1968).
2 Civil Rights Act of 1866, ch. 31, § 1, 14 Stat. 27, reenacted, Civil Rights Act of 

1870, ch. 114, §§ 16, 18, 16 Stat. 144, codified at, 42 U.S.C. §§ 1981, 1982 (1970).
3 Civil Rights Act of 1866, § 1, 42 U.S.C. § 1982 (1970). “All citizens of the United 

States shall have the same right, in every State and Territory, as is enjoyed by white 
citizens thereof to inherit, purchase, lease, sell, hold, and convey real and personal 
property.” Id.

4 392 U.S. at 413.
5 Civil Rights Act of 1866, § 1, 42 U.S.C. § 1981 (1970). “All persons within the 

jurisdiction of the United States shall have 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 proceedings for the security of persons and property as is 
enjoyed by white citizens, and shall be subject to like punishment, pains, penalties, taxes, 
licenses, and exactions of every kind, and to no other.” Id.

6 363 F. Supp. 1200 (E.D. Va. 1973), appeal docketed, No. 73-2351, 4th Cir., Nov. 13, 
1973.

7 Id. at 1203; see Civil Rights Act of 1866, § 1, 42 U.S.C. § 1981 (1970).

1 1363 ]
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The manner in which section 1981 was used by the Gonzales court 
represents a new method of desegregating private white schools, which 
have experienced tremendous growth in recent years. Such schools 
previously have been attacked on grounds of state action. However, this 
approach is no longer viable, because in response to court decisions 
striking down various forms of state aid to private white schools, state 
involvement has become more attenuated. Further, the Supreme Court 
has demonstrated a reluctance to find state action in situations in which 
state benefits are slight. These developments and the concurrent exten
sion of section 1981 to proscribe private racial discrimination led in
evitably to the Gonzales decision. The possible extension of section 1981 
to other instances of private discrimination raises the issue of whether 
there are any statutory or constitutional limits on the statute’s scope. 
In particular, the constitutional rights of association and privacy may 
provide constraints on the application of section 1981 to “truly private” 
conduct.

Rise of the Private White School in the South

While historically the South maintained fewer private schools than 
the North,8 in the past decade the number of southern private schools 
has increased dramatically, largely in response to efforts to desegregate 
the public school systems.9 In 1954 the Supreme Court held in Brown 
v. Board of Education10 that a racially segregated public school system 
violates the equal protection clause of the fourteenth amendment.11 Yet 
it was not until the enactment of the Civil Rights Act of 1964,12 when 
the federal government more effectively began to implement desegrega
tion, that the white private school movement in the South gained mo
mentum.13

8 Note, Post-Brown Private White Schools—An Imperfect Dualism, 26 Vand. L. Rev. 
587 (1973).

9 See Note, Segregation Academies and State Action, 82 Yale L.J. 1436, 1441-50 
(1973).

10 347 U.S. 483 (1954).
11 Id. at 493-94.
12 Pub. L. No. 88-352, 78 Stat. 241 (codified in scattered sections of 5, 28, 42 U.S.C.).
is See Note, supra note 8, at 587; Note, supra note 9, at 1437-40.
The rapid expansion of white private schools in the last few years primarily is 

traceable to the Supreme Court’s 1968 decision in Green v. County School Board. 391 
U.S. 430 (1968); see Note, supra note 9, at 1441. The Court, cognizant of the fact 
that, despite Brown, southern schools scarcely had begun to integrate, held that every 
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Private school enrollment in the South climbed to nearly 859,000 
students in 1972, a 41 percent increase from about 610,000 in 1968.14 
Although a few of the southern private schools have at least token in
tegration, the vast majority of students represented by these figures 
attend so-called ‘‘segregation academies,” 15 which are concentrated in 
cities or counties where the proportion of black students is high.16 
Statistics demonstrate that as the percentage of blacks in a district in
creases, white flight increases correspondingly.17

school board had an affirmative duty to take direct action to desegregate its schools 
and to convert to a unitary school system. 391 U.S. at 436 39. The amount of integra
tion resulting from Green and its progeny has been substantial. In 1965-1966, 84.9 percent 
of southern black students attended all-black schools. The figure was only 9.2 percent 
in 1972-1973. Note, supra note 9, at 1436.

14 In South, Eitrollment in Private Schools Continues to Climb, Wall Street Journal, 
Dec. 17, 1973, at 1, col. 4. Reliable statistics are difficult to obtain since reporting 
by private schools is voluntary in some Southern States. Thus, the figures may be 
considerably understated. See Note, supra note 9, at 1441-43.

15 The term “segregation academy” in the South has come to mean an institution 
which is one of “a system of private schools operated on a racially segregated basis as 
an alternative available to white students seeking to avoid desegregated public schools.” 
Coffey v. State Educ. Fin. Comm’n, 296 F. Supp. 1389, 1392 (S.D. Miss. 1969).

The quality of instruction, teachers, and physical plant varies widely among such 
schools. Some private white schools are well-equipped and boast an excellent staff. For 
example, the Briarcrest Baptist School System, Inc., in Memphis, Tennessee, offers all the 
standard academic subjects in addition to religious training. All of Briarcrest’s staff are 
certified by the state, and 20 hold master’s degrees. Wall Street Journal, supra note 14, 
at 1, col. 4. However, many southern private schools are woefully inadequate. Housed 
in unsuitable, often previously abandoned buildings, these schools lack libraries, audio
visual equipment, and scientific laboratories. Note, supra note 9, at 1449-50; see Walden 
& Cleveland, The South's New Segregation Academies, Phi Delta Kappan, Dec. 1971, 
at 234-35, 238-39.

Segregation academies are not to be confused with southern parochial schools nor 
with the southern preparatory schools in operation before the advent of desegregation. 
Although most of the parochial school students are white, this de facto segregation 
results mainly from the fact that few southern blacks are Catholic. Similarly, the low 
percentage of blacks enrolled in long established southern preparatory schools is 
understandable since tuition charges are high. The Mid-South Association of Inde
pendent Schools, with which most of these schools are affiliated, has refused to 
admit true segregation academies. Many of the elite private schools have attempted 
to recruit blacks by offering them substantial scholarships. Note, Supra note 9, at 1443-44.

16 Note, stipra note 9, at 1451-52.
17 Walden & Cleveland, supra note 15, at 234. In districts in which blacks constitute 

more than half of the students, the white exodus often destroys the attempt to achieve 
integration. Id. White flight is particularly prevalent in school districts in which 
court-ordered busing has been implemented. Events in Memphis, Tennessee, illustrated 
this phenomenon. After protracted litigation, busing was implemented in the Memphis 
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The proliferation of segregated private schools has had a significant 
impact on financial support for public education. State funds for local 
public school systems have been reduced as a consequence of decreased 
enrollment, since state aid generally is based on average daily attend
ance.18 Further, support for public education by legislatures and local 
school boards often has declined, and local electorates have become un
willing to approve new bond issues.19 Thus adequate financing of public 
education is threatened by the rise of the private white school.20

public schools in January 1972. Presently, only about 25 percent of the city’s 119,000 
pupils are involved in the busing program. However, during the last three years, nearly 
half the white students in the Memphis public schools have left the system to avoid 
integration. In 1970 there were 69,809 white pupils in the Memphis system; in 1973 
the number declined to 35,799. The white students have been absorbed by 42 new 
private schools, most of them church-sponsored. Private school enrollment has risen 
from 13,071 students in 1970 to 33,012 students in 1973. Thus, Memphis school officials 
report that only one in every three white pupils assigned by the court to a formerly 
all-black school actually is attending that school. Wall Street Journal, supra note 14, 
at 17, col. 3.

18 Note, supra note 9, at 1452 & n.86.
™Id. at 1452-53.
20 Walden & Cleveland, supra note 15, at 238. In many southern areas citizens have be

come polarized into two groups, those who continue to support the public schools and 
those who actively promote the new private schools. This division in turn leads to greater 
difficulty in maintaining adequate financial support for public education. Historically, 
those southern states which now have the strongest private school movement have 
been remiss in supporting public education. Id.

21 See, e.g., Reitman v. Mulkey, 387 U.S. 369, 381 (1967) (state action found in 
state constitutional amendment designed to displace fair housing laws); Evans v. 
Newton, 382 U.S. 296, 302 (1966) (state action found in city’s maintenance of park under 
will mandating racial discrimination); Burton v. Wilmington Parking Authority, 365 
U.S. 715, 726 (1961) (state action found in private restaurant located in public building 
and operated under state lease). But cf. Moose Lodge No. 107 v. Irvis, 407 U.S. 163,

State Action and the Private School System

Racial discrimination usually has been attacked as violative of the 
fourteenth amendment or of a statute grounded in that amendment. 
Difficulty is encountered in using the fourteenth amendment, however, 
because it bars only discriminatory action by the state. The Supreme 
Court has partially alleviated this problem by holding that the state 
violates the fourteenth amendment if it becomes significantly involved 
in supposedly private racial discrimination.21 Using this state action 
test, various state programs which aid the creation and operation of 
private discriminatory schools have been held unconstitutional.
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In the early period of growth of segregation academies, state involve
ment often was so extensive that violation of the equal protection clause 
of the fourteenth amendment was clear. Louisiana, for example, enacted 
a statutory scheme which essentially converted local public systems into 
private systems through the use of a “local option” which provided for 
transfer of all public resources to the private schools.* 22 When courts 
invalidated such plans, some states instituted a system of tuition grants 
to private school students.23 In addition, many private schools utilized 
public property which was abandoned, leased, or sold to them by 
public systems. Invariably, state action was found, and the transactions 
were voided.24 Recently, the Supreme Court found impermissible 
state action in the provision of free textbooks to private schools having 
discriminatory selection policies,25 and an attack on federal tax laws 
benefitting segregation academies also has succeeded.26

171-72 (1972) (state action not found in state liquor license requirement for operation 
of private club). See generally Black, The Supreme Court, 1966 Term—Foreword: 
“State Action,” Equal Protection and California's Proposition 14, 81 Harv. L. Rev. 69 
(1967); Henkin, Shelley v. Kraemer: Notes for a Revised Opinion, 110 U. Pa. L. Rev. 
473 (1962); Silard, A Constitutional Forecast: Demise of the “State Action” Limit on 
the Equal Protection Guarantee, 66 Colum. L. Rev. 855 (1966).

22 See Hall v. St. Helena Parish School Bd., 197 F. Supp. 649 (E.D. La. 1961) (three- 
judge court), aff'd, 368 U.S. 515 (1962) (per curiam) (scheme merely “transparent 
artifice” designed to circumvent blacks’ “constitutional right to attend desegregated 
public schools”). See also Griffin v. County School Bd. of Prince Edward County, 
377 U.S. 218 (1964).

23 See, e.g., Coffey v. State Educ. Fin. Comm’n, 296 F. Supp. 1389 (S.D. Miss. 1969) 
(three-judge court) (per curiam); Lee v. Macon County Bd. of Educ., 267 F. Supp. 
458 (M.D. Ala.) (three-judge court), aff'd sub nom. Wallace v. United States, 389 
U.S. 215 (1967); Poindexter v. Louisiana Financial Assistance Comm’n, 275 F. Supp. 
833 (E.D. La. 1967) (three-judge court), aff’d, 389 U.S. 571 (1968) (per curiam). 
Although each of these cases applies a slightly different test, the common basis is 
that tuition grant plans are unconstitutional because they encourage and support the 
establishment of racially segregated private schools. Coffey v. State Educ. Fin. Comm’n, 
supra at 1392.

24 See McNeal v. Tate County School Dist., 460 F.2d 568 (5th Cir. 1971), cert, denied, 
413 U.S. 922 (1973); Wright v. Brighton, 441 F.2d 447 (5th Cir.), cert, denied, 404 U.S. 
915 (1971). See generally Note, supra note 8, at 588-614.

25 Norwood v. Harrison, 413 U.S. 455, 467 (1973). At issue in Norwood was the 
constitutionality of a Mississippi law which authorized free textbooks for all school 
children, regardless of race and regardless of whether the child attended public, private, 
or parochial school. Id. at 458. Although the legislation was enacted in 1940 and 
therefore obviously was free from intent to avoid desegregation, the Court found that 
in terms of benefit to the private discriminatory schools themselves, the textbook lending 
program was indistinguishable from tuition grant plans. Id. at 458, 463-65.

26 See Green v. Connally, 330 F. Supp. 1150 (D.D.C.) (three-judge court), aff’d sub 
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The concept of state action, however, no longer can be heavily relied 
upon to desegregate private schools. State involvement in private schools 
has become relatively subtle and provides little basis for finding state 
action in most cases.27 The concept’s utility has been diminished further 
by the failure of courts to interfere with private aspects of discrimina
tion. Thus, while proof ot state action results in injunctions against 
state involvement, the accompanying private aspects of discrimination 
are not subjected to judicial scrutiny.28 Considering this limited remedy, 
as well as the attenuated nature of present state involvement in private 
schools, it is doubtful that the state involvement approach will lead to 
private school desegregation. Decreased state support has rendered 
the state action test, at best, a difficult evidentiary problem.29

nom. Coit v. Green, 404 U.S. 997 (1971) (mem.) (school denied status as charitable 
institution to avoid placing imprimatur of federal government on discrimination).

27 See Note, supra note 8, at 622.
See, e.g., McNeal v. Tate County School Dist., 460 F.2d 568 (5th Cir. 1971), cert, 

denied, 413 U.S. 922 (1973) (school board enjoined from selling property to segregated 
private school; school not enjoined from excluding blacks); Coffey v. State Educ. Fin. 
Comm’n, 296 F. Supp. 1389 (S.D. Miss. 1969) (three-judge court) (per curiam) (state 
enjoined from paying tuition of students in segregated private schools; schools not 
enjoined from excluding blacks); Hall v. St. Helena Parish School Bd., 197 F. Supp. 
649 (E.D. La. 1961) (three-judge court), affd, 368 U.S. 515 (1962) (per curiam) (state 
enjoined from financially aiding private segregated schools; schools not enjoined from 
excluding blacks); Note, supra note 8, at 622-23.

Only one court has considered the possibility of ordering the integration of private 
white schools to eliminate the private discrimination. See Lee v. Macon County Bd. of 
Educ., 267 F. Supp. 458 (M.D. Ala.) (three-judge court), affd sub nom. Wallace v. 
United States, 389 U.S. 215 (1967) (per curiam). The court stated that if state 
support and involvement with the private school system continued to be significant, 
“then this ‘private’ system will have become a state actor within the meaning of the 
Fourteenth Amendment and will need to be brought under this Court’s statewide de
segregation order.” Id. at 478.

29 Cf. Burton v. Wilmington Parking Authority, 365 U.S. 715, 722 (1961) (finding 
state action necessitates “sifting facts and weighing circumstances”).

30 See Evans v. Newton, 382 U.S. 296, 299 (1966) (state action found in city’s 
maintenance of park under terms of will mandating raciai discrimination, even though 

Abandoning traditional notions of state action in favor of a more 
flexible interpretation might prove fruitful for opponents of private 
white schools. The Supreme Court is more likely to find state action 
when the discriminating private entity is performing a public function 
which otherwise would be performed by the state.30 Opponents of 
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private white schools could assert that education is a public responsi
bility and that those who provide education are state agents, subject 
to the equal protection clause despite a lack of overt state involvement. 
Under this theory discrimination by private white academies would be 
unconstitutional under the fourteenth amendment.31

city had yielded position to private trustees; Court emphasized “public character” of 
park); Terr}’ v. Adams, 345 U.S. 461, 469 (1953) (private political club held subject 
to fifteenth amendment standards since it had produced equivalent of the official 
Democratic primary election). See also Food Employees Local 590 v. Logan Valley 
Plaza, Inc., 391 U.S. 308, 319-20 (1968) (Pennsylvania trespass law cannot be used 
to bar union from exercising first amendment activity in private shopping center); 
Marsh v. Alabama, 326 U.S. 501, 605-10 (1946) (exercise of first amendment rights on 
streets of a company town may not be prohibited by its private owner). But see Lloyd 
Corp. v. Tanner, 407 U.S. 551, 567-70 (1972) (privately owned shopping center has 
right to bar distribution of handbills unrelated to center operations).

31 See Note, supra note 8, at 614; Note, supra note 9, at 1455. There is dicta that 
there is no such thing as private education due to its importance to society. See Guillory 
v. Administrators of Tulane Univ., 203 F. Supp. 855, 858-59 (E.D. La. 1962) (education 
is a matter affected with greatest public interest; private college performs public func
tion). See also Larson, The New Law of Race Relations, 1969 Wise. L. Rev. 470, 501-02.

32 See Moose Lodge No. 107 v. Irvis, 407 U.S. 163, 171-73 (1972). In Moose Lodge 
the Court held that the operation of Pennsylvania’s liquor regulations did not sufficiently 
implicate the state in the club’s discriminatory guest policies so as to denominate 
those practices state action within the purview of the fourteenth amendment. Id. at 
171-72. Justice Rehnquist, writing for the Court, indicated that the state action concept 
cannot be stretched indefinitely. Noting that the Court had never held that state action 
is established when the private entity receives any benefit at all from the state, he 
emphasized that such a holding would “utterly emasculate” the distinction between 
private and state conduct. Id. at 173. See also Columbia Broadcasting Sys., Inc. v. 
Democratic Nat’l Comm., 412 U.S. 94, 115-21 (1973); Lloyd Corp. v. Tanner, 407 U.S. 
551, 565-70 (1972).

This theory, however, employs too strained a construction of state 
action. The Court seems to regard the public function performed by 
the entity as merely an element in a finding of state action, not as a 
factor in itself determinative of the application of the equal protection 
clause. Moreover, the Supreme Court recently has tended to limit 
the state action doctrine.32 Thus, from a practical viewpoint, the con
stitutional remedy through state action is not a workable device to 
combat the problem of the private white school. The statutory remedy 
provided by section 1981 is a more direct and expedient alternative to 
obviate what has become a substantial threat to the achievement of 
integrated public education in the South.
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Judicial Development of the 1866 Civil Rights Act

THE JONES DECISION AND THE EXPANSION OF SECTION 1981
Use of section 1981 to proscribe racial discrimination in private 

schools would have been improbable before the Supreme Court’s re
vitalization of both the thirteenth amendment and the Civil Rights Act 
of 1866 in Jones v. Alfred H. Mayer Co?* Prior to Jones, the Supreme 
Court had construed the 1866 Act33 34 and the thirteenth amendment 
narrowly.35 Although the thirteenth amendment was viewed by many 
of its congressional supporters as the final step in the elevation of the 
black man from his inferior status,36 many other Congressmen interpreted 

33 392 U.S. 409 (1968). Jones sued a private real estate company which had refused 
to sell him a house because of his race. The plaintiff claimed that such a refusal was 
a violation of section 1982. The Supreme Court agreed, holding that section 1982 pro
scribed private racial discrimination in the sale and rental of property. Id. at 420-22.

The Jones decision has been commented upon extensively. See, e.g., Casper, Jones v. 
Mayer: Clio, Bemused and Confused Muse, 1968 Sup. Ct. Rev. 89; Kinoy, The Consti
tutional Right of Negro Freedom Revisited: Some First Thoughts on Jones v. Alfred 
H. Mayer Company, 22 Rutgers L. Rev. 537 (1968); Larson, supra note 31; Note, 
Section 1981 and Private Discrimination: An Historical Justification for a Judicial 
Trend, 40 Geo. Wash. L. Rev. 1024 (1972); Note, The “Neve” Thirteenth Amend
ment: A Preliminary Analysis, 82 Harv. L. Rev. 1294 (1968).

34 The Act was intended, by many of its supporters, to translate the “abstract truths” 
of the thirteenth amendment into “practical freedom.” See Cong. Globe, 39th Cong., 
1st Sess. 474, 1151 (1866). After the passage of the thirteenth amendment, Congress 
had received numerous reports of violence toward and mistreatment of the freedmen, 
and the Act was seen by many as a remedy for such degradation. See generally 
J. McPherson, The Struggle for Equality 221-37 (1964); K. Stampp, The Era of 
Reconstruction, 1865-1877, 73-75 (1965).

35 See Hodges v. United States, 203 U.S. 1, 17-19 (1906); Slaughterhouse Cases, 83
U.S. (16 Wall.) 36, 69-70 (1872); notes 48-50 infra and accompanying text. The 
severely limited view of the thirteenth amendment taken in Hodges and Slaughterhouse 
Cases can be contrasted with the broader approach taken by Justice Bradley in his lower 
court decision in United States v. Cruiksbank. 25 F. Cas. 707, 711 (No. 14,897) (C.C. 
La. 1874) (thirteenth amendment gives Congress power to give full effect to the be
stowal of liberty), aff’d, 92 U.S. 542 (1876) (the Supreme Court did not deal
with thirteenth amendment). Nine years later, however, Justice Bradley retreated 
from his opinion in Cruikshank, and, in the Civil Rights Cases, he wrote that “[i]t 
would be running the slavery argument into the ground to make it apply to every act 
of discrimination which a person may see fit to make . . . .” 109 U.S. 3, 24-25 (1883). 
Justice Harlan in his dissent in the Civil Rights Cases continued to espouse an expansive 
view of the thirteenth amendment. Id. at 33-43 (Harlan, J., dissenting). He propheti
cally warned that unless the thirteenth amendment retained its vitality, the freedmen 
would take on a status of second-class citizens similar to their former status of in
feriority and degradation. Id. at 61-62.

36 See Cong. Globe, 38th Cong., 1st Sess. 1313-14 (1864); tenBroek, The Thirteenth 
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it to abolish human bondage only.37 This restricted reading of the 
amendment spawned doubts as to the sufficiency of the constitutional 
foundation of the Civil Rights Act of 1866, which prohibited a variety 
of discriminatory actions, not simply slavery.38 Consequently, the 1866 
Act was reenacted in 1870 under the aegis of the fourteenth amend
ment.39 This maneuver was only partially successful, since reliance on 
the government-oriented fourteenth amendment led courts to interpret 
the 1866 Act as prohibiting only state-sponsored discrimination.40

Amendment to the Constitution of the United States, 39 Calif. L. Rev. 171, 174-99 
(1951).

37 See Cong. Globe, 39th Cong., 1st Sess. 113, 317-18 (1865); id. at 476, 499 (1866).
38 See id. at 2459, 2462, 2465, 2467, 2538 (1866); H. Flack, The Adoption of the 

Fourteenth Amendment 94-95 (1908); Gressman, The Unhappy History of Civil 
Rights Legislation, 50 Mich. L. Rev. 1323, 1329 (1952). A large number of courts did 
not share Congress’ views that the thirteenth amendment was to be narrowly construed 
or that the foundations of the Civil Rights Act of 1866 were of doubtful validity. See, 
e.g., In re Turner, 24 F. Cas. 337 (No. 14,247) (C.C. Md. 1867); United States v. 
Rhodes, 27 F. Cas. 785 (No. 16,151) (C.C. Ky. 1866); People v. Washington, 36 Cal. 
658 (1869); Smith v. Moody, 26 Ind. 299 (1866); Hurt v. Hoss & Elder, 22 La. Ann. 
90 (1874). But see People v. Brady, 40 Cal. 198, 216-17 (1870) (thirteenth amendment 
aimed exclusively at slavery); Bowlin v. Commonwealth, 65 Ky. 5, 7-8 (1867) (thir
teenth amendment did not give power to legislate on civil rights).

39 See Civil Rights Act of 1870, ch. 114, §§ 16, 18, 16 Stat. 144, reenacting Civil 
Rights Act of 1866, ch. 31, 14 Stat. 27, codified at 42 U.S.C. §§ 1981, 1982 (1970). 
Section one of the Civil Rights Acts of 1866 was specifically reenacted in section 18 
of the Civil Rights Act of 1870, and the language of section one of the 1866 Act was 
repeated, with slight alterations, in section 16 of the 1870 Act. See Note, Section 1981 
and Private Discrimination: An Historical Justification for a Judicial Trend, 40 Geo. 
Wash. L. Rev. 1024, 1036 40 (1972). The Court in Jones held that reenactment had no 
effect on the scope of the 1866 Act. 392 U.S. at 436.

40 See Hurd v. Hodge, 334 U.S. 24, 31 (1948) (section 1982 directed only to govern
mental discrimination); Corrigan v. Buckley, 271 U.S. 323, 330-31 (1926) (private 
restrictive covenants themselves do not violate sections 1981, 1982, and 1983). See 
also Jones v. Alfred H. Mayer Co., 392 U.S. 409, 420 n.25.

44 See 392 U.S. at 420-40. '
42 Civil Rights Act of 1866, § 1, 42 U.S.C. § 1982 (1970).
43 392 U.S. at 426. The Court further reasoned that since section two of the 1866 

Act prohibited public discrimination and was explicit in exempting private discrimina

This limitation remained in effect until 1968 when Jones finally 
extended the Act into the private sphere. The Jones Court, focusing 
on the legislative history of the thirteenth amendment and of the 1866 
Act and quoting extensively from the congressional debates,41 concluded 
that section 1982, which guarantees blacks the “same right” to lease, sell, 
hold, and convey personal property as whites,42 was meant to prohibit 
all racial discrimination, private as well as public.43 The Court held 
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that the enabling clause of the thirteenth amendment, which gave Con
gress the power to abolish the “badges and incidents” of slavery, sup
ported the enactment of such legislation.44

tion, section one would be mere surplusage if it did not reach private acts. Id. at 
424-26.

44 Id. at 437-44; see Civil Rights Cases, 109 U.S. 3, 22 (1883) (thirteenth amendment 
empowered Congress to abolish “incidents of slavery”) (dictum); Blyew v. United 
States, 80 U.S. (13 Wall.) 581, 601 (1871) (Bradley, J., dissenting) (thirteenth amend
ment empowered Congress to “do away with the incidents and consequences of 
slavery”). See also tenBroek, supra note 36, at 174-80, 186-93.

45 Compare Cong. Globe, 39th Cong., 1st Sess. 322 (1865) (Senator Trumbull’s 
statement that the 1866 Act would destroy all discrimination) with id. at 476 (1866) 
(Trumbull’s statement that the Act would have no operation in a state whose laws are 
not discriminatory). See also Larson, supra note 31, at 488.

46 This rationale was evidenced at one point in the majority’s opinion when Justice 
Stewart analogized present-day racial discrimination in housing to the former Black 
Codes. 392 U.S. at 441-43.

It has been suggested that the framers, in using the word “slavery,” designed the 
thirteenth amendment to be a full response to the problems they perceived. Conse
quently, as the view of the problems which attend the inferior status of blacks changes, 
the word “slavery” can be expanded to respond to the problems. Note, The “New” 
Thirteenth Amendment: A Preliminary Analysis, 82 Harv. L. Rev. 1294, 1302 (1969).

One commentator argues that even if one could discern the congressional intent 
underlying the 1866 Act, one could never know how that same Congress would react 
to today’s problems. Hence, he concludes that one should “accept the plain meaning 
of the words in the statutes and apply them faithfully to the problems of today.” 
Larson, supra note 31, at 489-90. See also Note, supra at 1301-02.

47 392 U.S. at 441-43.
48 203 U.S. 1 (1906); see 392 U.S. at 441-43 n.78.

The legislative history of the 1866 Act and the thirteenth amendment 
is not so clear as the Jones Court indicated; indeed, the debates are 
more contradictory than conclusive.45 The Court in Jones simply was 
applying the 1866 Act, the history of which did not belie the Court’s 
conclusion, to a present-day problem, rather than “rediscovering” the 
Act’s original purpose.46 Nevertheless, the impact of Jones on private 
conduct is clear, and the attack on private school discrimination through 
section 1981 relies heavily upon this seminal decision.

Although Jones dealt primarily with an interpretation of section 
1982, the Court indicated that section 1981 has a similar scope and also 
can be applied against private discrimination. First, the Court noted that 
both sections are derived from section one of the Civil Rights Act of 
18 6 6.47 48 Second, and more importantly, the Court overruled Hodges v. 
United States** in which the Court had held that section 1981 did not 
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prohibit certain private discriminatory acts.49 The Jones Court stated 
that Hodges was incompatible with the history and purpose of the 
thirteenth amendment.50 51

49 Id. at 18-19. In Hodges the Court examined a white terrorist conspiracy designed 
to coerce blacks into leaving their jobs. The court denied relief. Id. at 2-4.

50 392 U.S. at 441-43 n.78.
51410 U.S. 431 (1973). In Tillman the Court of Appeals for the Fourth Circuit 

affirmed the district court’s grant of summary judgment for defendants on the ground 
that Wheaton-Haven was exempt from sections 1981, 1982, and 2000a of title 42 of 
the United States Code as a private club. Tillman v. Wheaton-Haven Recreation 
Ass’n, 451 F.2d 1211, 1214 21 (4th Cir. 1971). The Supreme Court reversed on the 
theory that Wheaton-Haven was not a private club since there was no selective element 
other than race. 410 U.S. at 438; see notes 127, 129-130 infra and accompanying text.

52 410 U.S. at 435-39.
53 Id. at 440.
54 Id.
65 See Civil Rights Act of 1866, § 1, 42 U.S.C. 1981, 1982 (1970).
56 392 U.S. at 421.
57 Although Congress did not debate the scope of the term “contract” during the 

The demise of Hodges and the Court’s reference to the common 
derivation of sections 1981 and 1982 clearly indicate that section 1981 
should be construed to reach private incidents of discrimination. This 
conclusion is buttressed by the Court’s recent decision in Tillman v. 
Wheaton-Haven Recreation AssociationT Although the Tillman Court 
focused on the applicability of section 1982 to discrimination in granting 
membership rights in a private association,52 a claim concerning dis
crimination towards guests was remanded for consideration under section 
1981.53 The Court specifically stated that, in light of their historical 
relationship, there is no reason to construe sections 1981 and 1982 
differently.54

Finally, the Supreme Court’s interpretation in Jones of the “same 
right” to purchase and lease property in section 1982 as encompassing 
more than civil capacity is equally applicable to the identical language 
of section 1981, which guarantees blacks the “same right” to contract.55 
The Jones Court stated that refusal to sell or rent property to blacks 
simply because of their race denied them the same right as whites.56 
Refusal to contract simply on the basis of race clearly constitutes a 
similar deprivation of rights.

LOWER COURT APPLICATION OF SECTION 1981 TO PRIVATE DISCRIMINATION

Since Jones, federal courts have applied section 1981 mainly to cases 
involving private discrimination in employment.57 In Young v. Inter
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national Telephone & Telegraph Co.™ the Third Circuit, relying par
ticularly on the Jones Court’s overruling of Hodges, held that section 
1981 prohibits private employers from discriminating on the basis of 
race.58 59 The court also held that the enactment of title VII of the Civil 
Rights Act of 196460 did not repeal section 1981.61 The propositions 
that section 1981 extends beyond state action to reach private discrimi
nation in employment and that title VII is simply a parallel method 
of redress62 have been accepted by a significant number of courts.63

passage of the 1866 Act, the one contract often discussed was the employment contract. 
Representative Lawrence stated, “It is a mockery to say that a citizen may have a right 
to live, and yet deny him the right to make a contract to secure the privilege and 
the rewards of labor.” Cong. Globe, 39th Cong., 1st Sess. 1833 (1866). According to 
Representative Windom, the Act’s purpose was “to secure to a poor, weak class of 
laborers the right to make contracts for their labor, the power to enforce the payment 
of their wages, and the means of holding and enjoying the proceeds of their toil.” Id. 
at 1159.

58 438 F.2d 757 (3d Cir. 1971).
59 Id. at 759-60; see Hackett v. McGuire Bros., Inc., 445 F.2d 442, 476-77 (3d Cir.

1971).
6042 U.S.C. §§ 2000e to 2000e-15 (1970), as amended, Equal Employment Opportunity 

Act of 1972, 42 U.S.C. §§ 2000e to 2OOOe-17 (Supp. II, 1972). Title VII prohibits 
discrimination in employment on the basis of race, color, religion, sex, or national 
origin. Id. § 2OOOe-2. The Equal Employment Opportunity Act of 1972 covers only 
employers in interstate commerce who have 15 or more employees, and thus in 
terms of employers covered, it is narrower than section 1981. 42 U.S.C. § 2000e(b) 
(Supp. II, 1972). However, title VII aids many more classes of victims of discrimina
tion. Title VII also created the Equal Employment Opportunity Commission, which 
oversees elaborate procedural mechanisms reflecting a policy of conciliation when 
possible. Id. § 2000e-4. In 1972, the Senate defeated a proposal to make title VII the 
exclusive remedy for employment discrimination. 118 Cong. Rec. S1525 (daily ed. 
Feb. 9, 1972). Thus, it appears that title VII is not a serious threat to the efficacy of 
section 1981.

61438 F.2d at 761. The court noted that there could not have been an intentional 
repeal, since the revitalization of sections 1981 and 1982 by Jones did not occur until 
1968. Id. at 760 61. Repeals by implication are not favored in the law. See Jones v. 
Alfred H. Mayer Co., 392 U.S. 409, 437 (1968), quoting Posadas v. National City 
Bank, 296 U.S. 497, 503 (1936).

62 The Seventh Circuit has held that title VII is preeminent, not merely parallel, 
so that while title VII did not repeal section 1981, a section 1981 plaintiff first must exhaust 
his title VII remedies or plead a reasonable excuse for failure to do so. See Waters v. 
Wisconsin Steel Works of Int’l Harvester Co., 427 F.2d 476, 487 (7th Cir.), cert, 
denied, 400 U.S. 911 (1970). The court took this position because the legislative history 
of title VII indicated that Congress had emphasized the resolution of such disputes 
by conciliation. Id. at 485-87.

63 See Macklin v. Spector Freight Sys., Inc., 478 F.2d 979, 993-94 (D.C. Cir. 1973); 
Btady v. Bristol-Myers, Inc., 459 F.2d 621, 622-24 (8th Cir. 1972); Brown v. Gaston 
County Dyeing Mach. Co., 457 F.2d 1377, 1385-87 (4th Cir.), cert, denied, 409 U.S. 
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A few cases have expanded application of section 1981 to areas other 
than employment. In Scott v. Young64 plaintiff alleged that the owner 
of a private recreational facility admitted all whites upon payment of 
an admission fee but excluded blacks.65 Relying on Jones and on another 
section 1982 case, Sullivan v. Little Hunting Park, Inc.,66 the court con
cluded that, because admission to a facility in return for a fee was 
unquestionably a contract and was available to whites, refusal to extend 
the same contractual opportunity to blacks violated section 1981.67 68 69 
Grier v. Specialized Skills, lnc.6S presented facts closely analogous to 
those of Gonzales v. Fairfax-Brewster School, Inc.6Q In Grier the plain

982 (1972); Caldwell v. National Brewing Co., 443 F.2d 1044, 1045-46 (5th Cir. 1971), 
cert, denied, 405 U.S. 916 (1972) (title VII parallel to 1981); Sanders v. Dobbs 
Houses, Inc., 431 F.2d 1097, 1099-1101 (5th Cir. 1970), cert, denied, 401 U.S. 948 
(1971); Rice v. Chrysler Corp., 327 F. Supp. 80, 86-87 (E.D. Mich. 1971); Washington 
v. Baugh Constr. Co., 313 F. Supp. 598, 605 (W.D. Wash. 1969); Clark v. American 
Marine Corp., 304 F. Supp. 603, 609-11 (E.D. La. 1969); Dobbins v. Local 212, IBEW, 
292 F. Supp. 413, 442 (S.D. Ohio 1968). Contra, Cook v. The Advertiser Co., 323 
F. Supp. 1212, 1216-17 (M.D. Ala.), affd on other grounds, 458 F.2d 1119 (5th Cir.
1972) (section 1981 plaintiff must allege state action); Smith v. North Am. Rockwell 
Corp., 50 F.R.D. 515, 519 (N.D. Okla. 1970) (section 1981 applicable only to state 
action; title VII preempts section 1981); Tennessee ex rel. Davis v. Hartman, 303 
F. Supp. 411, 412 (E.D. Tenn. 1969) (section 1981 reaches state action only).

64 421 F.2d 143 (4th Cir.), cert, denied, 398 U.S. 929 (1970).
65 Id. at 144.
66 396 U.S. 229 (1969) (corporation’s refusal to approve assignment of membership 

share to a black held to interfere with right to lease guaranteed by section 1982; 
section 1981 claim not considered); see The Supreme Court, 1969 Term, 84 Harv. L. 
Rev. 32, 85 (1970).

67 421 F.2d at 145. The court also found that the facility was a place of public 
accommodation with operations affecting commerce; thus it was subject to the pro
visions of section 2000a of title 42 of the United States Code. Id. at 144; see Civil 
Rights Act of 1964, § 201, 42 U.S.C. § 2000a (1970). See also Daniel v. Paul, 395 U.S. 
298, 302-08 (1969).

Another case brought under section 2000a as well as under sections 1981 and 1982 
is United States v. Medical Society of South Carolina. 298 F. Supp. 145 (D.S.C. 
1969). This was an action to restrain a medical society from operating a hospital on 
a segregated basis and from discriminating against black employees. In sustaining the 
claim under the Civil Rights Act of 1964, the court further held that the rights of 
blacks to admission to the hospital as patients and to equal employment opportunity 
were protected by sections 1981 and 1982. Id. at 152. Although the court did not 
explain its rationale, the apparent basis for the application of section 1981 is that the 
right to be treated at a hospital in return for a fee is a contractual right which may 
not be denied solely because of race. See Note, supra note 39, at 1043 (1972).

68 326 F. Supp, 856 (W.D.N.C. 1971).
69 363 F. Supp. 1200 (E.D. Va. 1973), appeal docketed, No. 73-2351, 4th Cir. Nov. 13, 

1973.
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tiff sought injunctive relief to compel a barber school to admit blacks 
as students and to allow blacks the opportunity to have their hair cut 
by barber trainees.70 The Court held that refusal of the school to 
contract with blacks for barber training and haircuts was prohibited by 
section 1981.71

70 326 F. Supp. at 857.
71 Id. at 860. Citing Jones and Sullivan, the court determined that section 1981, like 

section 1982, should be interpreted to effect the remedial intent of Congress. Id. at 
860-61. The court also found state action in the discrimination against plaintiffs, 
because all barber schools are licensed by the state, all barbers must attend a school, 
and all licensed schools in North Carolina were segregated at the time. Thus the 
court found that the state had “turned over to a private agency part of its state 
prerogatives and [was] supporting that agency in its performance of a state function.” 
Id. at 862. This alternative holding perhaps is significant in view of the court’s later 
remark in dictum that Jones and Sullivan have not resolved all the questions concerning 
discrimination in contract matters. Id. at 863. The court stated that these cases should 
not be read “to portend the complete irrelevance of ‘state action’ in assessing the 
constitutionality or legality of discriminatory conduct.” Id. The court also recognized 
that personal discrimination in a variety of private matters is a constitutional freedom. 
Id. See also Sims v. Order of United Commercial Travelers, 343 F. Supp. 112 (D. 
Mass. 1972) (sections 1981 and 1982 extended to insurance contracts).

72 Gonzales v. Fairfax-Brewster School, Inc., 363 F. Supp. 1200, 1202 (E.D. Va.
1973), appeal docketed, No. 73-2351, 4th Cir., Nov. 13, 1973.

The application of section 1981 to racial discrimination in private 
schools was a logical step in the expansion of the scope of the statute 
which has occurred since Jones. Admission to a private school involves 
a contract similar to that encountered in Grier. Further, the limitations 
inherent in a state action approach to desegregating private schools 
necessitates adoption of an alternative theory to invalidate racial dis
crimination. Thus, the growing viability of section 1981 clearly fore
shadowed the decision in Gonzales v. Fairfax-Brewster School, Inc.

Gonzales v. Fairfax-Brewster School, Inc.
In May of 1969, responding to an advertisement in the “yellow pages” 

of the telephone directory, the parents of Colin Gonzales, a black child, 
filed an application for the child’s admission to the Fairfax-Brewster 
School’s day camp. The application was rejected without explanation. 
Attempting to discover the reasons for his son’s rejection, Mr. Gonzales 
called the school, whereupon school authorities allegedly told him that 
the school was not integrated. Mr. Gonzales then called Bobbe’s School, 
where again he was told that only Caucasians were accepted. Mr. 
Gonzales filed no application at Bobbe’s School.72 In August 1972, Mrs.
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Sandra McCrary, also responding to a “yellow pages” advertisement, 
telephoned Bobbe’s School to inquire about enrolling her son in a nursery 
school. She allegedly was told that the school did not accept black chil
dren. No formal application was filed.73

73 Id.
74 The district court determined that this was not and could not be a class action. 

Id. On appeal the plaintiffs assert that the district court erred in its decision as to 
class representation and contend that rule 23(b)(2) of the Federal Rules of Civil 
Procedure was intended to reach situations such as this. Brief for Plaintiffs at 29, 
Gonzales v. Fairfax-Brewster School, Inc. (4th Cir., filed Nov. 13, 1973); see 7 A 
C. Wright & A. Miller, Federal Practice and Procedure § 1776 (1972).

75 Id. at 1203. Originally, the plaintiffs based these actions on section 2000a of 
title 42 of the United States Code. Id. at 1203 n.2; see Civil Rights Act of 1964, § 201, 
42 U.S.C. § 2000a (1970). Following the Supreme Court’s decision in Tillman v. 
Wheaton-Haven Recreation Association, this claim was withdrawn. 363 F. Supp. at 
1203 n.2; see 410 U.S. 431 (1973); notes 51-54 supra and accompanying text.

The plaintiffs did not seek an injunction on state action grounds since both schools 
relied completely on tuition and private gifts for their support. 363 F. Supp. at 1201.

76 363 F. Supp. at 1202. Bobbe’s School stated in defense that no child could be
considered without a formal application and a personal interview. Id. Fairfax-
Brewster School argued that the Gonzaleses should have submitted records of Colin’s 
previous schooling and that the application was rejected because of this omission. 
However, the school handbook provided for an entrance examination if previous
scholastic records were inadequate. Colin was never given the opportunity to take
such a test. Id. at 1204 n.4.

77 The Southern Independent School Association represents 395 private schools in 
seven states. Joint Appendix-Part I, Brief for Intervenor at 52-53, Gonzales v. 
Fairfax-Brewster School, Inc. (4th Cir., filed Nov. 13, 1973) (affidavit of William J. 
Simmons, President of the Southern Independent School Association). On appeal, an 
amicus curiae brief in support of the plaintiffs was filed jointly by the National Inde
pendent School Association, the Council for American Public Education, and the 
Southern Association on Independent Schools, which represent 90 percent of the non
public schools in the United States. Brief for Amicus Curiae at 1-2, Gonzales v. 
Fairfax-Brewster School, Inc. (4th Cir., filed Nov. 13, 1973). The brief states that 
these associations are unilaterally opposed to racial discrimination in private education. 
Id. at 3.

Colin Gonzales filed suit against Fairfax-Brewster and Colin and the 
McCrarys instituted an action against Bobbe’s School.74 The plaintiffs 
contended that the schools’ actions denied them the same right to con
tract as is enjoyed by whites and therefore violated section 1981.75 
Defendant schools, denying that the alleged telephone conversations 
had taken place, asserted that race was not a factor in their admissions 
determinations and that plaintiffs either had failed to file or had filed 
incomplete applications.76 The Southern Independent School Associa
tion,77 of which neither Fairfax-Brewster nor Bobbe’s School is a 
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member, intervened as a party defendant in the action against Bobbe’s 
School.78 While conceding that race is a factor in the admissions de
terminations of some of its member schools, the Association contended 
that section 1981 could not be used to compel such schools to admit 
black applicants.79

78 363 F. Supp. at 1203.
79 Id. at 1203.
80 Id. Plaintiffs’ contention that the schools admitted discrimination was corroborated 

by two other witnesses who also called the schools. Id.
si Id.
82 Id. at 1204.
83 Id. at 1203, citing Tillman v. Wheaton-Haven Recreation Ass’n, 410 U.S. 431, 

439-40 (1973); see notes 51-54 supra and accompanying text. See also Jones v. Alfred 
H. Mayer Co., 392 U.S. 409, 421-22 (1968).

84 396 U.S. 229, 236 (1969).
85 363 F. Supp. at 1204. The court’s statement on this matter is curious in light 

of its earlier holding that section 1981 must be read literally to reach private acts of 
discrimination. Id. at 1203; see notes 120-135 infra and accompanying text.

86 363 F. Supp. at 1204. The intervenor asserted that the Supreme Court had sanc
tioned such discrimination in Norwood v. Harrison. Brief for Intervenor, supra note 
77, at 15; see Norwood v. Harrison, 413 U.S. 455, 468-69 (1973). The Gonzales court, 
however, determined that Norwood had not considered the right of citizens to maintain 
private schools with admissions restricted to the students of a particular race. 363 
F. Supp. at 1204-05.

The court also found unpersuasive the intervenor’s analogy to black academies and 
Chinese schools. Noting that such schools do not fall within the ambit of section 1981, 
the court stated that they thus are free to discriminate against other non-whites or 
whites. Id. 1204 n.3.

The court found that Colin Gonzales and Michael McCrary were 
denied admission to the schools solely because of their race.80 The court 
stated that the failure of the plaintiffs to file formal applications was 
unimportant since such a filing would have been futile.81 Concluding that 
state action is unnecessary for the application of section 1981,82 District 
Court Judge Albert Bryan, Jr., stated that the statute must be read 
literally to provide redress to the plaintiffs since they were denied the 
right to make contracts merely because they were not white.83 84 Quoting 
from Sullivan v. Little Hunting Park, Inc.,M the court further reasoned 
that these schools were not “truly private” since their admissions criteria 
evidenced “no plan or purpose of exclusiveness other than race.”85 The 
court rejected the schools’ argument that private bias that results in 
restricted admissions policies is constitutionally protected by the guaran
tees of freedom of association and right of privacy.86 Consequently, 
the district court permanently enjoined the defendants and the inter
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venor from discriminating on the basis of race or color87 and awarded 
plaintiffs compensatory damages for embarrassment, humiliation, and 
mental anguish,88 as well as attorney’s fees.89

87 363 F. Supp. at 1205.
The Gonzales court enjoined all member schools of the intervenor association from 

further racial discrimination in admissions. Id. at 1203. The Court in Jones, holding that 
section 1982 could be enforced by an injunction, stated that the failure of the statute 
to provide an explicit method of enforcement does not prevent a court from fashioning 
an effective equitable remedy. 392 U.S. at 414 & n.13. Several lower courts have relied 
on Jones and have used injunctions in cases involving section 1981. See, e.g., Young v. 
International Tel. & Tel. Co., 438 F.2d 757, 760 (3d Cir. 1971); Sanders v. Dobbs 
Houses, Inc., 431 F.2d 1097, 1101 (5th Cir. 1970), cert, denied, 401 U.S. 948 (1971); 
Waters v. Wisconsin Steel Works of Int’l Harvester Co., 427 F.2d 476, 490 (7th Cir.), 
cert, denied, 400 U.S. 911 (1970). See generally Larson, The Development of Section 
1981 as a Remedy for Racial Discrimination in Private Employment, 7 Harv. Civ. 
Rights-Civ. Lib. L. Rev. 56, 96 & n.241 (1972).

Attempts to enforce the judgment against these schools in subsequent litigation may 
raise a due process problem. Unless bound by the decision under rule 23.2 of the 
Federal Rules of Civil Procedure, the member schools could argue that since they 
were not parties to the original lawsuit, the court’s decree does not apply to them. 
See Hansberry v. Lee, 311 U.S. 32, 40-44 (1940); Fed. R. Civ. P. 23.2. On appeal, 
Fairfax-Brewster School argues that because class representation was denied, injunctive 
relief was improper. Brief for Fairfax Brewster School at 29-30, Gonzales v. Fairfax- 
Brewster School, Inc. (4th Cir., filed Nov. 13, 1973); see note 74 supra.

88 363 F. Supp. at 1205. Jones specifically left undecided a plaintiff’s right to damages 
in an action under the Civil Rights Act of 1866. 392 U.S. at 414-15 n.14. Subsequently, 
however, in Sullivan v. Little Hunting Park, Inc., the Court recognized the right to 
damages under section 1982. 396 U.S. 229, 239 (1969). Relying on section 1988 of 
title 42 of the United States Code, the Court held that “[bjoth federal and state rules 
on damages may be utilized, whichever better serves the policies expressed in the 
federal statutes.” ZJ. at 240; see Civil Rights Act of 1866, § 3, 42 U.S.C. § 1988 (1970).

The right to compensatory damages also has been recognized in cases arising under 
section 1981. See, e.g., Brown v. Gaston County Dyeing Mach. Co., 457 F.2d 1377, 
1379 (4th Cir.), cert, denied, 409 U.S. 982 (1972); Young v. International Tel. & Tel. 
Co., 438 F.2d 757, 760 (3d Cir. 1971); Sanders v. Dobbs Houses, Inc., 431 F.2d 1097, 
1101 (5th Cir. 1970), cert, denied, 401 U.S. 948 (1971). See also Larson, supra note 87, 
at 98 n.248.

The court in Gonzales denied plaintiffs’ claims for punitive damages since it found 
that the defendants’ actions were not motivated by a willful disregard of the law. 
363 F. Supp. at 1205 n.5. Under the broad damages principles set forth in Sullivan, 
awards of punitive damages should be permissible but have been awarded in only one 
section 1981 case. See Brooks v. Moss, 242 F. Supp. 531, 532 (W.D.S.C. 1965). However, 
the right to punitive damages has been recognized in suits involving other civil rights 
sections. See, e.g., Basista v. Weir, 340 F.2d 74, 87 (3d Cir. 1965) (section 1983); Terry 
v. Elmwood Cemetery, 307 F. Supp. 369, 377 (N.D. Ala. 1969) (dicta) (section 1982); 
Walker v. Pointer, 304 F. Supp. 56, 63-64 (N.D. Tex. 1969) (section 1982). See also 
Niles, Civil Actions for Damages Under the Federal Civil Rights Statutes, 45 Texas L. 
Rev. 1015, 1027-28, 1030-35 (1967).

89 363 F. Supp. at 1205. Attorney’s fees generally are not recoverable in the absence
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Interpretation of Section 198l’s “Same Right” to Contract

The Gonzales opinion is significant as the first case to interpret section 
1981 to prohibit discrimination against blacks in private schools. Conse
quently, the validity of the decision depends in the first instance on the 
correctness of the court’s statutory interpretation.* 90 While plaintiffs 
in Gonzales argue that the phrase “same right” inherently prohibits any 
refusal to contract on the basis of race, defendants maintain that the 
statute was intended to guarantee only an equal legal status for blacks.91 
The Gonzales court accepted the plaintiff’s position,92 predominantly 
on the authority of Jones, which construed the “same right” language of 
section 1981 to encompass more than mere legal capacity.93 If the plain
tiff in Jones could claim under section 1982 only the bare legal right to 
purchase property, no relief could have been granted, since a discrim
inatory refusal to sell, not an impediment in law, was at issue.94

of express statutory authorization. Fleischmann Distilling Corp. v. Maier Brewing Co., 
386 U.S. 714, 717-18 (1967). Nevertheless, such awards are within a court’s discretion 
when the action is such that a favorable judgment will advance an avowed public 
policy and will benefit others similarly situated. Mills v. Electric Auto-Lite Co., 396 U.S. 
375, 390-92 (1970). See also Newman v. Piggie Park Enterprises, 390 U.S. 400, 402 
(1968) (per curiam) (award of fees encourages suit for relief from racial discrimina
tion); Larson, supra note 87, at 101. On this basis attorney’s fees have been awarded 
in other actions involving sections 1981 and 1982. See, e.g., Cooper v. Allen, 467 F.2d 
836, 841 (5th Cir. 1972) (section 1981); Knight v. Auciello, 453 F.2d 852, 852-53 (1st 
Cir. 1972) (sections 1981, 1982, 1983); Lee v. Southern Home Sites Corp., 429 F.2d 290, 
295-96 (5th Cir. 1970) (section 1982).

90 See 363 F. Supp. at 1203; note 5 supra. The Fourth Circuit possibly may seek to 
limit section 1981 on statutory grounds to avoid raising substantial constitutional ques
tions. See Lynch v. Overholser, 369 U.S. 705, 710-11 (1962) (if possible, statute should 
be interpreted in such a way as to free it from substantial constitutional doubts).

91 See Brief for Fairfax Brewster School, supra note 87, at 21-26.
92 363 F. Supp. at 1203.
93 Jones v. Alfred H. Mayer Co., 392 U.S. 409, 418 (1968); see notes 55-56 supra and 

accompanying text.
94 See Jones v. Alfred H. Mayer Co., 392 U.S. 409, 418-20 (1968). The basic issue is 

whether A’s right to buy property logically implies a corresponding duty on the part 
of B to sell to A if A offers to buy property put up for sale by B; that is, the plain
tiffs could prevail only if “same right” implies such a duty. See Casper, supra note 33, at 
96; Henkin, The Suprente Court, 1961 Term—Foreword: On Drawing Lines, 82 Harv. 
L. Rev. 63, 85 (1968).

In contrast to the Jones view is the fact that the word “right” often 
is used to connote simply a freedom from legal disability. For example, 
the grant by a legislature to 18-year-olds of the right to make contracts 
contains no implication that private persons may not refuse to contract
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with 18-year-olds on grounds of age.95 Similarly, the right to make and 
enforce contracts, guaranteed by section 1981, is part of a series of 
phrases which logically could be interpreted to grant only a freedom 
from legal disability.96 For example, the statute provides that blacks 
shall have the same right as is enjoyed by whites to sue, to be parties 
and to give evidence in legal proceedings;97 arguably, the entire tenor 
of the statute is an effort to establish equality in legal matters for blacks.

95 The Supreme Court, 1961 Term, 82 Harv. L. Rev. 95, 96 (1968).
99 Id.
97 Civil Rights Act of 1866, § 1, 42 U.S.C. § 1981 (1970).
98 363 F. Supp. at 1204.
99 368 F. Supp. 392 (M.D. Fla. 1973).
100 Id. at 393-94. There was no written or established policy concerning the minimum 

standards for admission to the school. The headmaster testified that he exercised a 
purely subjective judgment in terms of each applicant; mental ability and level of 
achievement, as well as family background, were considered. At least some white girls 
had been refused admission in the past. Id.

101 Id. at 398.
102 Id. at 394. Indeed the court acknowledged that “the evidence as a whole is 

irresistibly suggestive of a contrary conclusion.” Id.

Even viewing the language literally, however, it is difficult to maintain 
that a black person who is denied a contractual opportunity because of 
his race has the same right to make a contract as does a white person. 
In the typical circumstance, a white person may be rejected for employ
ment or for admission to a private school on the basis of various other 
objective or subjective criteria, but he is not excluded because of his 
race. In contrast, rejection of a black for racial reasons precludes con
sideration of any other standards of selection. The legal capacity to 
make a contract would be essentially meaningless if opportunities to 
do so effectively were foreclosed by racial discrimination.

The Gonzales court based its conclusion that the schools had denied 
plaintiffs the “same right” to contract on a factual finding that plaintiffs 
were rejected by the defendant schools solely on racial grounds.98 99 The 
court in Riley v. Adirondack Southern Schools for Girlsapplying a 
“same right” analysis to a different factual situation,100 held that section 
1981 does not prohibit a “truly private” school’s rejection of a black 
applicant unless it can be shown that but for her race, the black child 
would have been admitted.101 While finding as a fact that race was not 
altogether irrelevant in the decision to reject the child,102 the Riley 
court determined that other subjective considerations were present as 
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well.103 The court distinguished Jones, Sullivan, and Tillman by noting 
that in each of these cases the denial of benefits was based solely on 
race and that but for race, each of the plaintiffs would have received 
the benefits sought.104

103 Id. at 393, 395.
104 Id. at 396-97. While race was the sole factor impeding plaintiff in Jones, there 

were other qualifications for membership in the respective associations in Sullivan and 
Tillman. Besides the requirements of residence within the geographic area, minimum 
age, and payment of fees, membership applications in each of the associations were 
subject to approval by the board of directors. Tillman v. Wheaton Haven Recreation 
Ass’n, Inc., 410 U.S. 431, 433 (1973); Sullivan v. Little Hunting Park, Inc., 396 U.S. 
229, 234 (1969). Despite the possible intrusion of other subjective factors through 
the device of board approval, in both cases the Supreme Court recognized the realities 
of these situations and held that neither organization was “truly private” because there 
was no selective element other than race. 410 U.S. at 438; 396 U.S. at 236.

105 368 F. Supp. at 398.
106 Id.
107 Id. The Riley holding finds support in the conclusions of the court in Bush v. 

Kahn. 297 F. Supp. 151 (N.D. Ohio 1969). In an action brought under section 1982, the 
Bush court found that the decision of the defendant property owners not to rent 
their home to a black family was based solely on race. Id. at 159. The court empha
sized, however, that section 1982 does not purport to grant blacks rights which exceed 
those of other citizens. Therefore, while an owner may not refuse to rent to a 
black because of his race, he may refuse to rent to a black on the basis of any other 
subjective factor—that is, for any reason that he would refuse to rent to a white person. 
Id. at 162-63. Recognizing that such subjective factors present primarily questions of 
evidence and credibility, the court in Bush seemed to place a heavier burden on 
defendants than did the Riley court. The Bush court explained that once the plaintiff 
has established a prima facie case of discrimination, the owner must rebut this inference 
by demonstrating that other factors were responsible for the decision not to rent to the 
plaintiff. “It is not sufficient that differences between the plaintiff and other applicants 
exist. The owner must also show that he actually considered these other factors and 
used them, rather than race, as the basis for making his decision.” Id. at 163.

The Riley court postulated that if it allowed relief in the case before 
it, blacks would enjoy a higher or superior right to contract than that 
enjoyed by whites.105 The court maintained that a black rejected on 
the basis of another criterion, such as academic aptitude, plus race, and 
a white rejected on the basis of academic aptitude alone, still have the 
“same right” to contract. Since the black would have been rejected 
regardless of race, to allow him redress under section 1981 would be to 
grant him a preeminent right to contract, not an equal one.106 Thus, 
the court concluded that section 1981 applies exclusively to factual 
situations in which race is the only selective element.107
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In the context of section 1982, the Seventh Circuit in Smith v. Sol 
D. Adler Realty Co.108 reached a different conclusion than that of the 
Riley court on the meaning of “same right.” The district court had held 
that black plaintiffs alleging a racially motivated refusal to sublease a 
rental apartment were not entitled to relief, since racial bias was not the 
sole reason for the refusal.109 The court of appeals, in reversing, held 
that even if there were other viable grounds for the refusal to rent, any 
consideration of race in the decision violated section 1982. The court 
stated that race is an “impermissible factor” and that it cannot be 
“brushed aside” because it was not the sole reason for discrimination; 
there is no acceptable place in the law for “partial racial discrimina
tion.” 110

10% 436 F.2d 344 (7th Cir. 1971).
109 Smith v. Sol D. Adler Realty Co. (N.D. Ill., Feb. 6, 1969) (oral opinion); see 

436 F.2d at 348. Defendants had claimed that their refusal to rent to the black plaintiffs 
was based on (1) a late deposit on the rental application, (2) inadequate income, and 
(3) a policy against renting to employed parents with infant children. 436 F.2d at 
349.

n° 436 F.2d at 349-50. See also Stevens v. Dobs, Inc., 483 F.2d 82, 83-84 (4th Cir. 
1973) (per curiam) (plaintiff allegedly denied housing due to offensive odor; race 
found to be at least an “important element”); Long v. Ford Motor Co., 352 F. Supp. 
135, 141 (E.D. Mich. 1972) (termination of employment impermissible because race 
a factor); Hall v. Freitas, 343 F. Supp. 1099, 1101 (N.D. Cal. 1972) (mem.) (“real and 
sole reason” for denial of housing was race); Williamson v. Hampton Management 
Co., 339 F. Supp. 1146, 1147-48 (N.D. Ill. 1972) (mem.) (race established as reason 
for refusal to lease; other excuses discounted).

in 363 F. Supp. at 1203.
H2 This appears to have been the case in Riley. Mrs. Riley arranged an appointment

The interpretation of “same right” in Adler furthers the policies im
plicit in section 1981 far better than does the interpretation of the 
Riley court. By permitting race to be considered as one factor, the 
Riley decision places on plaintiffs the tremendous burden of proving 
that race was the only factor. The disparate results of Gonzales and 
Riley can be ascribed to that burden. In Gonzales the court found 
that the schools admitted a policy of excluding blacks in the telephone 
calls made by plaintiffs to the schools;111 in Riley no such admission 
existed. Arguably the “but for” test in Riley renders section 1981 
practically impossible to enforce unless the defendant concedes dis
crimination.

It is difficult to see how other factors meaningfully can be explored 
if race is a permissible criterion at all, for if a school may consider race, 
other selective elements are likely to be mere excuses.112 The addi
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tional factor of race, which black persons cannot overcome, effectively 
negates the operation of the “same right.” Assuming race is determined 
to be one factor in rejection of a black, a better result might be ob
tained if the existence of other factors justifying rejection of the 
black child were considered only on the question of damages. Proof 
by a defendant that, totally apart from race, the black applicant did 
not meet the established standards of the school would justify a reduc
tion of damages. However, if race were part of the decision, plaintiff 
would still suffer the humiliation of discrimination and would not be 
afforded the “same right” to contract. Thus a cause of action still 
would exist under section 1981.

As additional support for their argument that section 1981 grants 
to blacks only legal capacity to contract, appellant schools in Gonzales 
draw on the common law concept of the right to contract. They argue 
that contract law requires acceptance as well as offer; consensual agree
ment, rather than unilateral constraint, is necessary.113 This view is 
supported by Cook v. The Advertiser Co.,114 in which the Fifth Circuit 
held that a newspaper’s refusal to print news of the wedding plans of 
blacks on its regular society page did not give rise to a claim for relief 
under section 1981.115 The court reasoned that a newspaper’s offer to 
orint wedding announcements does not create a contract right that can 
be enforced by either blacks or whites.116

with the headmaster, Dr. Longstaff, but when she arrived at the school with her 
daughter, Dr. Longstaff assumed that she was applying for the position of cook which 
was then available and being advertised. 368 F. Supp. at 393-94. The school previously 
had had no black applicants. Id. at 394. Dr. Longstaff also claimed that applicants had 
to be six years old by the opening of school, and Marcellette Riley’s sixth birthday would 
not occur until about a month later. Yet other students not yet six had been admitted 
in the past, if the headmaster ascertained that they were emotionally mature. Id. at 393-94. 
The headmaster decided that Marcellette lacked the requisite emotional maturity be
cause she cried when left alone in a room to take a test. Id. at 394. Although the child’s 
performance on the test was good, Marcellette’s behavior and Mrs. Riley’s somewhat 
antagonistic attitude after being mistaken for a prospective cook led the headmaster to 
reject the child. Id. Arguably these subjective criteria were merely pretextual. Cf. Bush 
v. Kaim, 297 F. Supp. 151, 162-63 (N.D. Ohio 1969).

ns Brief for Intervenor, supra note 77, at 17.
H4 458 F.2d 1119 (5th Cir. 1971).
ns Id. at 1122.
H3 Id. Since whites had no “contract” right to have announcements published, the 

plaintiffs were not deprived of a right “enjoyed by white citizens.” Id.; see Civil 
Rights Act of 1866, § 1, 42 U.S.C. § 1981 (1970).

The district court in Cook had concluded that section 1981 actually was derived from 
the 1870 Civil Rights Act rather than from the 1866 Act and consequently was based
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In view of the Jones Court’s expansive interpretation of “same 
right,” * 117 however, it is doubtful that a restricted construction of the 
term “contract” is justified in Gonzales. The right of admission to a 
school in return for a fee involves contract rights.118 Courts which have 
applied section 1981 to other instances of racial discrimination—includ
ing employment, recreation facility membership, and professional school 
entrance—have held uniformly that a refusal on racial grounds to make 
a contract with a black violates the statute.119 Arguably, the under
lying assumption of these cases is that discrimination on the basis of 
race prevents a black’s offer to make a contract from being truly viable 
when there is no possibility of acceptance.

on the fourteenth rather than the thirteenth amendment; thus, state action was necessary. 
Cook v. The Advertiser Co., 323 F. Supp. 1212, 1215-17 (M.D. Ala. 1971). Subsequent 
to the lower court decision in Cook, however, the Court of Appeals for the Fifth 
Circuit announced that section 1981 did apply to private discrimination. See Sanders 
v. Dobbs Houses, Inc., 431 F.2d 1097, 1099 ( 5th Cir. 1970), cert, denied, 401 U.S. 948 
(1971). Plaintiffs in Cook then requested reconsideration of their case, citing Sanders. 
In a memorandum opinion denying the motion for reconsideration, the district court 
maintained that even if plaintiffs did have a statutory right under section 1981, it was 
outweighed by the first amendment rights of the newspaper. 458 F.2d at 1121. On 
appeal, the Fifth Circuit avoided the first amendment issues by holding no contract 
was involved. Id. at 1122.

117 See notes 55-56 supra and accompanying text.
us See Scott v. Young, 421 F.2d 143 (4th Cir.), cert, denied, 398 U.S. 929 (1970).
U9 See notes 57-71 supra and accompanying text.
120 No court has applied section 1981 to a private club. In Sims v. Order of Com

mercial Travelers of America the court, stating that section 1981 does not prohibit 
discrimination by truly private clubs, permitted suit to proceed under section 1981 

In light of Jones, limitations on the scope of section 1981 cannot 
validly be derived from narrow construction of the terms “contract” 
or “same right.” Avoiding an application of the statute on these 
grounds does violence to its spirit. If some contracts of a personal 
nature are exempt from its coverage, such limitation must result from a 
balancing of section 1981 rights in the particular situation with the 
competing constitutional guarantees of freedom of association and right 
of privacy.

Possible Limitations on the Application of Section 1981

APPLICABILITY TO THE “TRULY PRIVATE” CONTRACTUAL SITUATION

A literal reading of section 1981 indicates that the statute can be 
extended to bar racial discrimination by private clubs,120 as well as by 
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private schools, for the relationships of clubs with their members are 
essentially contractual. The scope of section 1981 may be limited, how
ever, to the extent that an organization is “truly private.”121 The 
meaning of “truly private” and the effect this label has on section 1981 
are matters of some confusion, as is aptly illustrated in the Gonzales de
cision. Judge Bryan held that section 1981 applies to private racial 
discrimination122 but later stated that Fairfax-Brewster and Bobbe’s 
School were not “truly private” since the opportunity to attend these 
schools was open to every white child.123 Yet if section 1981 does apply 
to private discrimination, the fact that the school is “truly private” 
should be of no consequence, since the discrimination still is barred by 
the statute.

only after concluding that the defendant was primarily a public seller of insurance 
rather than a private fraternal order. 343 F. Supp. 112, 113 (D. Mass. 1972).

121 See Tillman v. Wheaton-Haven Recreation Ass’n, Inc., 410 U.S. 431, 438-39 
(1973); Sullivan v. Little Hunting Park, Inc., 396 U.S. 229, 236 (1969).

122 363 F. Supp. at 1204.
123 Id.
124 396 U.S. 229 (1969).
125 410 U.S. 431 (1973).
126 396 U.S. at 236.
127 410 U.S. at 438.
128 363 F. Supp. at 1204. In making this finding, Judge Bryan avoided the problem 

of whether section 1981 also is applicable where there are other criteria for admission—

Judge Bryan apparently was attempting to fit the facts before him 
within the language of the Supreme Court’s opinions in Sullivan v. Little 
Hunting Park, Inc.124 and Tillman v. Wheaton-Haven Recreation As
sociation,125 the two cases which raised the problem of the meaning and 
impact of “truly private.” An analysis of these two cases indicates that 
for an organization to be “truly private,” its admissions decisions must 
not be premised solely on race. In Sullivan the Court held that the 
recreational nonstock corporation in question was not a private social 
club because there was no plan or purpose of exclusiveness other than 
race; membership in the corporation was open to every white person 
within the geographic area served.126 Similarly, in Tillman the Court 
found that defendant swimming pool association was not a “truly pri
vate” club, again because the association used no selective element other 
than race.127 In line with these two cases, Judge Bryan in Gonzales found 
that the admission policies of both Fairfax-Brewster and Bobbe’s School 
evidenced no plan of exclusiveness other than race and that, therefore, 
the schools were not “truly private.” 128
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In Tillman the Supreme Court’s consideration of whether the organi
zation was “truly private” was linked to the issue of the effect on the 
scope of the 1866 Act of section 2000a(e) of title 42 of the United 
States Code, which exempts private clubs from the public accommoda
tions section of the Civil Rights Act of 1964.129 In holding in Tillman 
that Wheaton-Haven was not a private club, the Court found it un
necessary to consider whether there was any implied limitation on 
the application of section 1982 to a “truly private” club falling 
within the ambit of section 2000a(e).130 Although the Supreme Court has 
not addressed the question of any implied exemption from section 
1981 by private organizations which can fit themselves under section 
2000a(e),131 it is by no means clear that the Court would find any such 
limitation were it faced with the issue. In light of the Court’s statements 
in both Jones and Sullivan that the 1964 and 1968 Civil Rights Acts do 
not affect the coverage of section 1982,132 it seems more likely that the 
Court would find that section 2000a(e), as part of the Civil Rights Act 
of 1964, does not affect the coverage of section 1981.

the problem faced by the court in Riley v. Adirondack Southern School for Girls 
and resolved in favor of the discriminatory school. 368 F. Supp. 392 (M.D. Fla. 
1973).

This finding is vigorously disputed on appeal by appellant schools, which contend 
that their standards are high and that many white children are unable to qualify for 
admission. Brief for Fairfax-Brewster School, supra note 87, at 4-5.

129410 U.S. at 438; see Civil Rights Act of 1964, § 201, 42 U.S.C. § 2000a (1970). 
One could posit that section 2000a(e) would have to override section 1981’s ban on 
private discrimination; otherwise, section 1981, in effect, would repeal section 2000a(e). 
Section 2000a(e) resulted, at least in part, from a congressional intent to permit 
discrimination by clubs not actually open to the public. See 110 Cong. Rec. 6008, 6534 
(1964) (remarks of Senator Humphrey); id. at 13697-98 (1964) (remarks of Senators 
Long, Hill, and Humphrey). See also Note, Private Clubs and the Right to Discriminate 
in Admissions Policies, 34 U. Pitt. L. Rev. 447 , 449-56 (1973). If section 1981 is utilized 
to forbid such discrimination, section 2000a(e) effectively would be repealed as to 
race.

130 410 U.S. at 438 39. The Court then cited Moose Lodge No. 101 v. Irvis. Id. at 
439; see Moose Lodge No. 107 v. Irvis, 407 U.S. 163 (1972). In Moose Lodge racial 
discrimination by a private club was not enjoined, since no state action in the club’s 
activities was established. Id. at 172-77. However, Moose Lodge was brought solely 
under the fourteenth amendment without mention of section 1981. See id. at 165.

131 In Gonzales Judge Bryan in dicta stated that section 2000a(e) is not a limitation 
on section 1981 and that consequently the later statute’s exemption for private estab
lishments would not have been applicable. 363 F. Supp. at 1205. Yet he felt constrained 
to rule that the schools in question were not “truly private,” a finding which should 
be immaterial if section 1981 prohibits private discrimination unrestricted by section 
2000a(e). See id. at 1204.

132 396 U.S. at 237-38; 392 U.S. at 413-17.
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Because section 2000a (e), at issue in Tillman, explicitly applies only 
to private clubs, not to private schools,133 the discussion of “truly 
private” in Tillman is not directly applicable to Gonzales. However, in 
Sullivan the Court did not specifically link “truly private” to section 
2000a(e), and thus the “truly private” inquiry is not restricted to cases 
involving section 2000a(e).134 The implication of Sullivan is that a 
truly private organization, one which considers factors other than 
race, perhaps falls outside the scope of section 1981. Therefore, regard
less of the fact that the section 2000a(e) exemption does not apply to 
private schools, the schools may claim to be “truly private” under the 
Sullivan rationale, if they consider factors other than race.

133 See generally Note, Public Accommodations Laws and the Private Club, 54 Geo. 
L.J. 915, 925-37 (1966).

134 The Gonzales court believed that the Supreme Court in Sullivan was attempting 
to establish a new definition of “private.” 363 F. Supp. at 1205; see Sullivan v. Little 
Hunting Park, Inc., 396 U.S. 229, 236 (1969). According to the Sullivan Court, if an 
organization admits all white persons, excluding only blacks, it is essentially open 
to the public.

135 See generally Note, supra note 129, at 453-55; Note, Discrimination in Private 
Social Clubs: Freedom of Association arid Right to Privacy, 1970 Duke L.J. 1181, 
1186; Note, The Private Club Exemption to the Civil Rights Act of 1964: A Study in 
Judicial Confusion, 44 N.Y.U.L. Rev. 1112, 1121-22 (1969); Note, supra note 133, at 918.

136 See notes 152-205 infra and accompanying text.
137 When the government decrees that one cannot refuse to eat with, work with, or 

A conflict between the concept of “truly private” and the scope 
of section 1981 remains. The vitality of the 1866 Act lies specifically 
in its application to private discrimination. The premise underlying 
both Tillman and Sullivan appears to be that an organization which 
actually is highly selective in its membership should be free from govern
mental regulation135—that is, a “truly private” organization may be able 
to assert that its rights to freedom of association and privacy outweigh 
the governmental interest in eradicating racial discrimination, as reflected 
in the 1866 Act. If these rights completely override section 1981 and 
the 1866 Act, the vitality of the Act as a valuable tool against private 
school racial discrimination will be lost.

CONSTITUTIONAL LIMITATIONS ON THE APPLICATION OF SECTION 1981
The confrontation between the right to be free from racial dis

crimination, embodied in the precepts of the thirteenth amendment, and 
the right to discriminate, derived from the rights of association and 
privacy,136 creates a dilemma.137 A resolution of this apparent conflict 
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necessarily must result in abridgement of one of these rights.138 The prob
lem is compounded by the fact that the Supreme Court has never deter
mined the outer limits of either the right to discriminate or the right 
to be free from discrimination.139

play with a black, one is deprived, to some extent, of his right to decide freely with 
whom he wishes to associate. See Sengstock & Sengstock, Discrimination: A Constitu
tional Dilemma, 9 Wm. & Mary L. Rev. 59, 61 (1967).

138 See, e.g., id. at 59 62; Note, Discrimination in Private Social Clubs: Freedom of 
Association and Right to Privacy, 1970 Duke L.J. 1181, 1206-14; Note, Association, 
Privacy and the Private Club: The Constitutional Conflict, 5 Harv. Civ. Rights-Civ. Lib. 
L. Rev. 460, 463-67 (1970).

It may be argued that since the rights of association and privacy are constitutional 
rights, they outweigh blacks’ rights under section 1981, a statutory right. However, the 
thirteenth amendment abolishes all “badges and incidents” of slavery, and section 
1981 is merely the exercise by Congress of its power under section two of the thirteenth 
amendment to define “badges and incidents of slavery.” Jones v. Alfred H. Mayer Co., 
392 U.S. 409, 438-40 (1968). Thus, section 1981 is within the constitutional domain 
of the thirteenth amendment, and blacks’ rights under section 1981 can be considered 
constitutional rights. See Katzenbach v. Morgan, 384 U.S. 641, 648-51 (1966) (legislation 
enacted pursuant to section five of the fourteenth amendment accorded constitutional 
stature).

139 Lower courts have applied section 1981 to prohibit discrimination in recreational 
facilities, hospitals, professional schools, and employment contracts. See notes 57-71 
supra and accompanying text. The Supreme Court, however, has yet to rule on the 
propriety of the application of section 1981 to such situations. See generaPy Emerson, 
Freedom of Association and Freedom of Expression, 74 Yale L.J. 1, 1-20 (1964); Seng
stock & Sengstock, supra note 137, at 120.

140 Pierce v. Society of Sisters, 268 U.S. 510, 535 (1925). The Supreme Court recently 
has reaffirmed this right. See Norwood v. Harrison, 413 U.S. 455, 457-58 (1973); Roe 
v. Wade, 410 U.S. 113, 153 (1973) (dicta).

141 Brief for Intervenor, supra note 77, at 12-16.
142 413 U.S. 455 (1973).
143 Brief for Intervenor, supra note 77, at 12 16; see 413 U.S. at 470. Appellant schools 

in Gonzales also rely on certain language in Green v. Connally. 330 F. Supp. 1150 
(D.D-C ), aff'd sub nom. Coit v. Green, 404 U.S. 997 (1971) (per curiam); see note 26 

Norwood Dicta: The Right to Discriminate. The right of par
ents to send their children to private schools is not disputed.140 How
ever, the issue in Gonzales is the narrow one of whether federal law 
can prohibit private schools from using race as an admissions criterion. 
Asserting that the right of schools to discriminate in admissions is 
guaranteed by the rights of association and privacy,141 appellant schools 
in Gonzales contend that the Supreme Court’s decision in Norwood v. 
Harrison142 recognizes that racial discrimination by private schools is 
constitutionally protected.143 Yet, only by drawing inferences from 
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ambiguous dicta in Norwood can the appellant schools find support for 
"heir position.144

supra. However, while the court in Green discussed the vitality of Pierce in terms 
of the freedom of association and the right of privacy, it also emphasized that the 
strong state interest in interdicting racial discrimination stands “on highest constitutional 
ground” and is “dominant over other constitutional interests to the extent that there 
is complete and unavoidable conflict.” 330 F. Supp. at 1167; see Pierce v. Society of 
Sisters, 268 U.S. 510 (1925). Section 1981 was not at issue in Green and the court 
specifically stated that it need not decide whether such a state interest is sufficiently 
compelling to justify outright prohibition of racial discrimination in education by private 
or public schools. 330 F. Supp. at 1168.

144 The Court did seem to lend some support to the position of the private white 
schools by stating that “[s]uch private bias is not barred by the Constitution, nor does 
it invoke any sanction of laws, but neither can it call on the Constitution for material 
aid from the State.” 413 U.S. at 469. But see id. at 470 (though private bias is not 
proscribed, invidious private discrimination is not affirmatively protected by the Con
stitution).

145 Id. at 457-58.
146 While recognizing that section 1981 was not mentioned explicitly in Norwood, 

defendants in Gonzales argue that the denial of governmental assistance in Norwood is 
based on the Court’s recognition that the schools in question were segregated and 
would continue to practice racial discrimination. Thus, they maintain, if section 1981 
prevents the continuance of such an admissions restriction, state action would not have 
had to be enjoined in Norwood. Brief for Intervenor, supra note 76, at 15.

147 363 F. Supp. at 1204-05.
148 Brief for Intervenor, supra note 76, at 15. The intervenor’s interpretation gains 

some plausibility from the fact that immediately after the statement, the Norwood 
Court cited Pierce v. Society of Sisters, a case which established the right of private 
schools to exist. 413 U.S. at 458; see 268 U.S. 510 (1925). Further, by linking admission 
limited to a particular religion with that of restrictions by race or national origin, the 
Court implied that a similar first amendment rationale permitted racially restricted 
schools.

The statement in Norwood most in dispute is the following:
This case does not raise any question as to the right of citizens to 
maintain private schools with admission limited to students of par
ticular national origins, race or religion or of the authority of a 
state to allow such schools.145 146

In Gonzales Judge Bryan interpreted this comment to mean that the 
Supreme Court was leaving the question open. This analysis, together 
with the absence of any consideration of section 1981 in Norwood 
compelled him to reject Norwood as authority for the right of the 
schools to discriminate.147 Although the intervenor argues that this 
statement is an affirmation that the Court did not question the right 
of citizens to maintain racially discriminatory private schools,148 Judge 
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Bryan’s conclusion appears correct because the statement, in context, 
was merely a notation that this issue had not been raised. Viewed as a 
whole, Norwood certainly is not strong authority for the right to dis
criminate.

In Norwood the Supreme Court emphasized that the rights of private 
schools are not without limits; while a state may not prohibit private 
schools, such schools do not have a right to demand state aid.149 More
over, though acknowledging that invidious private discrimination might 
be characterized as an aspect of freedom of association, the Court em
phasized that the right to discriminate “has never been accorded affirma
tive constitutional protections” 150 and that some private discrimination 
is prohibited by law.151 If there is a right to discriminate, it must be 
premised on the constitutional rights of association and privacy. Whether 
these rights provide a constitutional basis for racial discrimination by 
private schools, and whether they can be overridden by the substantial 
governmental interest in eliminating discrimination must be determined.

149 413 U.S. at 462. Noting that Brown v. Board of Education had established that 
discriminatory treatment exerts a pervasive influence on the entire education process, 
the Norwood Court explained that discriminatory actions by the schools cannot be 
separated from their educational function, since a belief in segregation is an essential 
aspect of the “educational message” that is communicated to students. Id. at 469. See 
generally Brown v. Board of Educ., 347 U.S. 483 (1954). Thus, the Norwood Court 
enjoined state donation of free textbooks to private schools which discriminate on 
the basis of race, explaining that while “the Constitution may compel toleration of 
private discrimination in some circumstances [this] does not mean that it requires state 
support for such discrimination.” 413 U.S. at 463.

150 413 U.S. at 470.
151 Id. The Court cited Jones v. Alfred H. Mayer Co. as one example of a pro

hibition of private discrimination. Id. at n.10; see 392 U.S. 409 (1968) (racial discrimi
nation in private sale of real estate prohibited).

!52 NAACP v. Alabama ex rel. Patterson, 357 U.S. 449, 460 (1958); see Palko v. 
Connecticut, 302 U.S. 319, 324 (1937); Gitlow v. New York, 268 U.S. 652, 666 (1925); 
C. Antieau, Rights of Our Fathers 82-85 (1968); C. Rice, Freedom of Association 
34-41 (1967). See also 1 A. deTocqueville, Democracy in America 196 (Bradley ed. 
1954).

153 See, e.g., Sweezy v. New Hampshire, 354 U.S. 234, 250 (1957); American Com
munications Ass’n v. Douds, 339 U.S. 382, 409 (1950); Whitney v. California, 274 U.S. 
357, 371 (1927). See also Emerson, supra note 139, at 7-15; Note, Discrimination in 

Freedom of Association. Although freedom of association is not
specifically guaranteed by the Constitution, it long has been a funda
mental concept of American democracy.152 The Supreme Court often 
has referred to the right of association in its decisions,153 but it did not 
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formally recognize the constitutional stature of the right until 1958 in 
NAACP v. Alabama ex rel. PattersonN[ Stating that group association 
is an essential element in effective advocacy of both public and private 
points of view, the Court in NAACP found the right of association 
to be encompassed within the penumbra of the first amendment.154 155

Private Clubs: Freedom of Association and the Right to Privacy, 1970 Duke L.J. 1181, 
1192 n.57.

154 357 U.S. 449 (1958).
155 Id. at 460; accord, Healy v. James, 408 U.S. 169, 181 (1972) (right of individuals 

to associate to espouse beliefs among the rights protected by the first amendment).
156 e.g., United States v. Robel, 389 U.S. 258 (1967) (members of the Com

munist Party employed by defense facility in violation of Subversive Activities Control 
Act); Elfbrant v. Russell, 384 U.S. 11 (1966) (violations of loyalty oath); Gibson v. 
Florida Investigating Comm., 372 U.S. 539 (1963) (refusal by NAACP to divulge mem
bership to committee investigating Communist infiltration); Scales v. United States, 
367 U.S. 203 (1961) (violation of membership clause of Smith Act); Communist Party 
v. Subversive Activities Control Bd., 367 U.S. 1 (1961) (Communist Party found to be 
within purview of Subversive Activities Control Act).

457 See Note, supra note 153, at 1195-1201.
458 See United Mine Workers v. Illinois Bar Ass’n, 389 U.S. 217, 222 (1967); Railroad 

Trainmen v. Virginia Bar Ass’n, 377 U.S. 1, 8 (1964); NAACP v. Button, 371 U.S. 415, 
429-30 (1963); Thomas v. Collins, 323 U.S. 516, 530-31 (1945); Note, supra note 153, 
at 1194-95; Note, Freedom of Association: Constitutional Right or Judicial Technique?, 
46 Va. L. Rev. 730, 754 (1960). Justice White, however, has indicated that whether 
the right of association is an independent right awaits definitive answer. United States 
v. Robel, 389 U.S. 258, 238 n.l (1967) (White, J., dissenting).

159 Cf. Communist Party v. Subversive Activities Control Bd., 367 U.S. 1 (1961); 
NAACP v. Alabama ex rel. Patterson, 357 U.S. 449 (1958); Pierce v. Society of Sisters, 
268 U.S. 510 (1925).

160 The schools cannot rest their first amendment argument on the right to educa
tion, which is not protected by the first amendment. See San Antonio Independent School 

After NAACP, cases involving members of the Communist Party, 
known collectively as the subversive activities cases,156 presented the 
Court with further opportunities to define the scope of freedom of 
association. These cases indicated that the nature of the activity engaged 
in by the organization and the reasonableness of the restriction sought 
to be placed on that activity are essential components of an analysis of 
the right of association.157 The right of association, as formulated in 
NAACP and the subversive activities cases, is an ancillary right, to be 
invoked only when the organization is engaged in other first amendment 
activities such as speech, assembly, or exercise of religion.158 Hence to 
rely on the right of association, the private schools in Gonzales, assuming 
that they can assert the rights of the parents,159 must demonstrate that 
they are engaged in the exercise of other first amendment rights.160
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Expression, however, is a first amendment right,161 and exercising one’s 
right of association has been held to be a form of expressing oneself.162 
Justice Douglas, speaking for the majority in Griswold v. Connecti
cut,1™ stated that the right of association includes not only the right 
to attend a meeting but also the right to express one’s opinion by mem
bership in the association.164 Moreover, he concluded that in this con
text, the right of association is a form of expression protected by the 
first amendment.165

Dist. v. Rodriguez, 411 U.S. 1, 35 (1973) (education not among the rights explicitly 
or implicitly protected by Constitution). See also Tribe, The Supreme Court, 1912 
Term—Foreword: Toward a Model of Roles in the Due Process of Life and Law, 87 
Harv. L. Rev. 1, 43 (1973).

161 Acts of pure expression assume a preferred position. See Cox v. Louisiana, 379 
U.S. 536, 555 (1965); Thomas v. Collins, 323 U.S. 516, 530 (1945).

162 See Griswold v. Connecticut, 381 U.S. 479, 483 (1965).
163 381 U.S. 479 (1965).
164/d. at 483.
165 Id. See also Gibson v. Florida Investigating Comm., 372 U.S. 539, 565 (1963) 

(joining a political party crucial to expression of one’s views); Lathrop v. Donohue, 
367 U.S. 820, 882 (1961) (Douglas, J., dissenting) (joining is one method of expression).

166 Sec Brief for Intervenor, supra note 77, at 23-33.
167 The test for determining at what point conduct becomes so “intertwined” with 

expression that the first amendment is invoked has not been fully established. See 
Cowgill v. California, 396 U.S. 371, 372 (1970) (per curiam) (Harlan, J., concurring).

Thomas Emerson has devised an “expression-action” manner of viewing such con
duct. If the conduct is closer to pure expression, it is constitutionally protected, 
while if the conduct engaged in by the organization is more action than expression, 
then it is not protected and is subject to government regulation. T. Emerson, Toward 
a General Theory of the First Amendment 16-25 (1966); Emerson, supra note 139, 
at 13-15 (1964).

Other commentators have developed a similar theory distinguishing between prejudice 
and discrimination. Sengstock & Sengstock, supra note 137, at 59. Under this view 
prejudice is a personal belief not subject to regulation, while discrimination is the 
translation of that belief into action, and such action is subject to reasonable regulation. 
Id. at 60. But cf. Wisconsin v. Yoder, 406 U.S. 205, 219-20 (1971) (in religious context, 
belief and action cannot be neatly separated).

Consequently, parents who send their children to private white schools 
may assert that through these schools, they are expressing their views 
on racial separation;166 thus, since there is a nexus between sending their 
children to the schools and first amendment expression, the schools’ 
admissions policies, necessary to the expression of the parents’ views, 
are protected by the right of association. However, the concept that 
an act which conveys an idea or opinion constitutes protected expression 
apparently is not broad enough to embody every expressive act.167 For 
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example, in United States v. O'Brien1™ the Supreme Court held that 
burning one’s draft card is not protected symbolic speech within the 
first amendment.109 Hence the act of sending one’s child to a private 
school that discriminates conceivably falls outside expression.168 * 170 To 
align their activities more closely with first amendment protections, the 
schools seemingly would have to actively espouse racial separation and 
substantially inculcate these beliefs in their students.171

168 391 U.S. 367 (1968).
!69 Id. at 376. The Court refused to accept the view that an apparently limitless variety 

of conduct can be labelled “speech” whenever a person engages in the conduct for the 
purpose of expressing an idea. The Court stated that when “speech” and “non-speech” 
elements are combined, a sufficiently important governmental interest in regulating 
the nonspeech element can justify incidental limitations on first amendment freedoms. 
Id.; see Alfange, Free Speech and Symbolic Conduct: The Draft-Card Burning Case, 
1968 Sup. Ct. Rev. 22-38. See also Street v. New York, 394 U.S. 576, 616 (1969) 
(Fortas, J., dissenting) (action not entitled to protections given speech alone; action 
subject to reasonable regulation balancing competing interests).

Although Justice Douglas dissented in O'Brien, he nevertheless adheres to the speech
conduct dichotomy and recognizes that reasonable regulation may be imposed on con
duct which, though communicating ideas, interferes with the rights of others. See 
Eisenstadt v. Baird, 405 U.S. 438, 458 (1972) (Douglas, J., concurring).

170 See Street v. New York, 394 U.S. 576, 590-94 (1969) (flag burning; conviction 
overturned because it might have rested on speech alone; court refused to deal with 
symbolic speech); cf. Tinker v. Des Moines Independent Community School Dist., 
393 U.S. 503, 505-07 (1969) (silent wearing of black armbands by school students 
found “closely akin” to pure speech). The Supreme Court this term has an opportunity 
to define clearly the parameters of symbolic speech in State v. Spence. 81 Wash. 2d 
788, 506 P.2d 293 (1973), prob, juris, noted, 42 U.S.L.W. 3194 (U.S. Oct. 9, 1973) 
(No. 72-1690) (drawing peace symbol on the United States flag in violation of state 
statute).

171 Cf. Healy v. James, 408 U.S. 169, 181-83 (1972); National Socialist White People’s 
Party v. Ringers, 473 F.2d 1010, 1015-17 (4th Cir. 1973); In re Association for the 
Preservation of Freedom of Choice v. Shapiro, 9 N.Y.2d 376, 383, 174 N.E.2d 487, 
490, 214 N.Y.S.2d 388, 392 (1961). However, in Brown v. Board of Education the Court 
emphasized the implied assertion of racial inferiority which necessarily arises from the 
mere fact of segregation. 347 U.S. 483, 493-94 (1954). If private segregation carries the 
same implied assertion, that may be sufficient to invoke the first amendment. See Gris
wold v. Connecticut, 381 U.S. 479, 483 (1965).

172 See Healy v. James, 408 U.S. 169, 184 (1972); Scales v. United States, 367 U.S. 
203, 229 (1961); NAACP v. Alabama ex rel. Patterson, 357 U.S. 449, 463-66 (1958).

173 See Emerson, supra note 139, at 13-14.

Even if the schools are able to invoke the right of association, the 
right does not provide an absolute shield.172 The right of association is 
subject to a balancing test which weighs the state’s interest in restricting 
certain conduct against the state’s interest in individual freedom.173 Such 
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a balancing was recognized in NAACP174 and in the subversive activities 
cases.175 Certainly the state’s interest in prohibiting discrimination is sub
stantial. Congress enacted the Civil Rights Acts of 1964176 and 1968177 
which prohibit discrimination in employment, public accommodations, 
education, and housing. Further, the judiciary has acted to desegregate 
public schools,178 to eliminate tax exemptions for private schools which 
discriminate,179 and to proscribe discrimination in the private sale of 
land.180 In Railway Mail Association v. Corsi181 the Supreme Court 
recognized that the state has a legitimate interest in abolishing discrimi
nation in union membership.182

174 357 U.S. 449, 463-64 (1958).
175 See note 156 supra. See also Griswold v. Connecticut, 381 U.S. 479, 497-98 (1965) 

(Goldberg, J., concurring); Bates v. Little Rock, 361 U.S. 516, 524 (1960); Green v. 
Connally, 330 F. Supp. 1150, 1167 (D.D.C.), affd sub nom. Coit v. Green, 404 U.S. 
997 (1972) (per curiam).

176 Civil Rights Act of 1964, Pub. L. No. 88-352, 78 Stat. 241 (codified in scattered 
sections of 5, 28, 42 U.S.C.).

177 Civil Rights Act of 1968, Pub. L. No. 90 284, 82 Stat. 73 (codified in scattered 
sections of 18, 25, 42 U.S.C.).

178 Brown v. Board of Educ., 347 U.S. 483 (1954).
179 Green v. Connally, 330 F. Supp. 1150 (D.D.C.), affd sub nom. Coit v. Green, 404 

U.S. 997 (1972) (per curiam).
180 Jones v. Alfred H. Mayer Co., 392 U.S. 409 (1968).
181 326 U.S. 88 (1945) (union unsuccessfully challenged a New York Civil Rights 

Law prohibiting labor organizations from denying membership or services because of 
race, color, or creed as a violation of the due process clause of the fourteenth amend
ment).

782 Id. at 94. Concurring in the Court’s decision, Justice Frankfurter stated: “[insist
ence by individuals on their private predudices . . . ought not to have a higher con
stitutional sanction than the determination of the State to extend the area of non
discrimination . . . .” Id. at 98; accord, Sigma Chi Fraternity v. Regents of the Univ, 
of Colo., 258 F. Supp. 515, 525-27 (D. Colo. 1966).

183 See, e.g., Roe v. Wade, 410 U.S. 113, 115 (1973); Griswold v. Connecticut, 381 
U.S. 479, 485 (1965); Aptheker v. Secretary of State, 378 U.S. 500, 508 (1964).

184 347 U.S. 483 (1954).

Since legislation is subject to close scrutiny and must be drawn nar
rowly, however, the government arguably must show more than a 
general interest in proscribing discrimination when it seeks to deny a 
group its right to make certain policy decisions;183 it must show the 
necessity for prohibiting discrimination in the particular activity. The 
necessity for prohibiting discrimination in education was established in 
Brown v. Board of Education,184 where the Supreme Court emphasized 
the adverse impact of segregated education on black children. Such 
separation “generates a feeling of inferiority as to their status in the 
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community that may affect their hearts and minds in a way unlikely 
to be undone.”185 This psychological effect on blacks need not be 
confined to segregation in public education; racial discrimination by 
private schools may be equally devastating.

185 id. at 494.
186 363 F. Supp. at 1204-05.
187 See Bush v. Kaim, 297 F. Supp. 151, 162-63 (N.D. Ohio 1969); note 107 supra.
188 Healy v. James, 408 U.S. 169, 181-83 (1972); National Socialist White People’s 

Party v. Ringers, 473 F.2d 1010, 1015-17 (4th Cir. 1973); re Association for the 
Preservation of Freedom of Choice v. Shapiro, 9 N.Y.2d 376, 383, 174 N.E.2d 487, 490, 
214 N.Y.S.2d 388, 392 (1961).

189 See, e.g., Healy v. James, 408 U.S. 169 (1972); Scales v. United States, 367 U.S. 
203 (1961); NAACP v. Alabama ex rel. Patterson, 357 U.S. 449 (1958). Dicta of 
Justice Douglas, however, suggests that the right of nonassociation is inherent in the 
right of association. See Evans v. Newton, 382 U.S. 296, 299 (1966) (private golf club 
limited either to black or white membership is one expression of freedom of associa
tion); Moose Lodge No. 17 v. Irvis, 407 U.S. 163, 179-80 (1972) (Douglas, J., dissenting) 
(“associational rights” permit “all white, all black, all brown and all yellow clubs”). 
See also Norwood v. Harrison, 413 U.S. 455, 470 (1973).

190See Note, supra note 153, at 1203-05.
191 See Bell v. Maryland, 378 U.S. 226, 313 (1963) (Goldberg, J., concurring) (right 

of nonassociation found in right of privacy); Emerson, supra note 139, at 20-21. It 
could be argued that the right of privacy is available only to individuals and not to

Balanced against the state’s strong interest in proscribing discrimina
tion in private as well as public education, the restrictions imposed by 
section 1981 on the parent’s freedom of association are slight. First, the 
Gonzales court did not direct the private schools to admit the black 
plaintiffs but simply stated that students could not be excluded solely 
on the basis of race.186 Black students still could be rejected if they 
failed to meet legitimate admissions criteria.187 Second, the Gonzales 
decision could not be used to curtail the teaching of particular doctrines 
or the espousal of educational philosophies, however unpopular or un
orthodox; schools could advocate white supremacy or racial separa
tion.188 On balance the substantial interest of the state in eliminating 
discrimination in education and the narrowness of the imposed restric
tions would seem to overcome any claimed right of association.

Not only is the right of association outweighed, but it also may be 
inapplicable in Gonzales. By its terms, the right of association is the 
right to come together; it is not clear that it comprehends the right to 
stay apart.189 This right to stay apart is the basis of the claimed right to 
discriminate.190 Thus, perhaps the right to discriminate can be ap
proached better through a right of privacy analysis.191
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Right of Privacy. The right of privacy, like freedom of as
sociation, is not explicitly guaranteed by the Constitution.192 Despite 
disagreement among members of the Court as to the derivation of the 
right,193 there is general consensus that privacy is constitutionally 
protected.

The right of privacy delineates a private sphere with which the 
government may not interfere. The problem arises in circumscribing 
this sacrosanct area.194 At one pole is the solitary individual in his home,

groups, for when one joins a group he gives up his privacy. Cf. Eisenstadt v. Baird, 
405 U.S. 438, 453 (1972); Griswold v. Connecticut, 381 U.S. 479, 495-96 (1965). The 
right of privacy, however, should also be available to groups of individuals. See Note, 
Association, Privacy, and the Private Club, 5 Harv. Civ. Rights—Civ. Lib. L. Rev. 
460, 466-70 (1969). If the group neither harms others nor interferes with avowed 
public policy, the group of individuals should be permitted to assert both its right to 
join together—the right of association—and its right to be “let alone” once its members 
have chosen their social intimates—the right of privacy. See Bell v. Maryland, supra.

The right of private schools to refuse to admit blacks also could be analyzed in terms 
of substantive due process. See Roe v. Wade, 410 U.S. 113, 168-69 (1973) (Stewart, J., 
concurring). But see Doe v. Bolton, 410 U.S. 179, 212 (1973) (Douglas, J., concurring) 
(peripheral rights analysis preferred over substantive due process); Ferguson v. Skrupa, 
372 U.S. 726, 730-31 (1963) (abandonment of use of “vague contours” of due process 
to nullify laws believed by Court to be socially or economically unwise). Using the 
substantive due process rationale, the right of the schools to discriminate—liberty 
within the fourteenth amendment—must be balanced against the right of blacks to be 
free from the badges and incidents of slavery—protected by the thirteenth amendment 
and section 1981. Such a balancing is similar to that which a court must undertake 
when characterizing the right of the schools to discriminate as an associational or 
privacy right. However, liberty is much more difficult to quantify than are the rights 
of assocation or privacy. See Ferguson v. Skrupa, supra at 729-31; National Mut. Ins. 
Co. v. Tidewater Transfer Co., 337 U.S. 582, 646 (1949) (Frankfurter, J., dissenting).

Certainly the right of parents to send their children to private schools is an aspect 
of liberty under the due process clause. See Pierce v. Society of Sisters, 268 U.S. 510, 
534-35 (1925); Meyer v. Nebraska, 262 U.S. 390, 399 400 (1923). However, Gonzales 
does not question the right of parents to send their children to private schools, but 
rather questions the right of the schools to refuse to admit blacks. Characterizing 
the right to discriminate against blacks as inherent in liberty is less tenable. The 
refusal of the schools to admit blacks is better analyzed in terms of the right to come 
together—the right of association—and the right to exclude others—the right of privacy.

192 Roe v. Wade, 410 U.S. 113, 152 (1973).
193 See, e.g., id. (fourteenth amendment); United States v. United States Dist. Ct., 407 

U.S. 297, 317-19 (1972) (fourth amendment gives rise to right of privacy); Stanley v. 
Georgia, 394 U.S. 557, 564 (1969) (first amendment); Tehan v. United States, 382 U.S. 
406, 416 (1966) (fifth amendment); Griswold v. Connecticut, 381 U.S. 479, 484-85 (1965) 
(penumbra of Bill of Rights); id. at 486 (Goldberg, J., concurring) (ninth amendment); 
Meyer v. Nebraska, 262 U.S. 390, 399 (1923) (fourteenth amendment); see Emerson, 
Nine Justices in Search of a Doctrine, 64 Mich. L. Rev. 219, 219-30 (1965).

194 The Supreme Court has yet to define the precise dimensions of the right of privacy. 
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where the state is willing to grant total freedom in determining associ
ates.* 195 At the other pole is the government as symbolized by its schools, 
hospitals, and other institutions. These governmental entities must re
main neutral, treating all persons alike. Many organizations, however, 
stand in the grey area between these two poles; they possess both pri
vate and public characteristics and consequently are subject to varying 
degrees of impairment of their right of privacy.196

See Sengstock & Sengstock, supra note 137, at 120. Indeed, it is unlikely that it ever 
will. Rather, the Court will decide on a case-by-case basis what is and what is not 
within the scope of the concept. Cf. Note, supra note 46, at 1313-15.

195 The thesis that one may discriminate in a totally private environment enjoys 
nearly unanimous approval among commentators. See, e.g., Larson, supra note 31, at 
503; Sengstock & Sengstock, supra note 137, at 116; Note, supra note 191, at 460; cf. 
Stanley v. Georgia, 394 U.S. 557, 564-65 (1969). Difficulty arises because while everyone 
is willing to grant total freedom to discriminate in the “private” domain, few are willing 
to define the scope of this area.

Courts long have recognized that when one steps beyond his private sphere, within 
which he enjoys freedom, he must submit to some impairment of that freedom, imposed 
by his fellow citizens  ̂qt by the state. See International Ass’n of Machinists v. Street, 
367 U.S. 740, 775 (1961) (Douglas, J., concurring); Ferguson v. Giles, 82 Mich. 358, 
367-68, 46 N.W. 718, 721 (1890); Note, supra note 153, at 1211 n.57.

196 The impairment of the right of privacy by the state is subject to close scrutiny. 
See Roe v. Wade, 410 U.S. 113, 153 (1973). The Court in Roe states that the right to 
an abortion, although guaranteed by the right of privacy, is, nevertheless, not an 
absolute right and that reasonable state regulation is permissible. Id. at 153-54.

197 363 F. Supp. at 1201.
198 Brief for Plaintiff, supra note 74, at 16.
199 363 F. Supp. at 1204.
200 Each school enrolls approximately 200 students. Id. at 1201-02.
201 An important element in a private association is the direct or indirect participation 

The private schools in Gonzales are within the grey area. Fairfax- 
Brewster and Bobbe’s School are private in the sense that they are 
financed by parents whose children attend them, with no state assist
ance.197 However, these schools exhibit various public characteristics. 
Both schools advertised for potential students in the “yellow pages” of 
the telephone directory and also distributed material concerning their 
respective schools by mail addressed to “Resident.” 198 The court in 
Gonzales found that since nearly all applicants were admitted, the schools 
were not truly selective.199 200 The schools are large290 and to that extent are 
devoid of the intimate, personal atmosphere of a truly private organiza
tion. Furthermore, parents or pupils do not choose other students; 
rather, the administrators of the school simply admit children who meet 
minimum standards and whose parents can pay the tuition.201 Finally, 
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a private school is a fundamentally different entity from a private social, 
religious, or political association, since the primary purpose of a school 
is to educate its pupils, not to gather for social pleasure or to attain 
common goals.

Courts have recognized that the state can impose reasonable restrictions 
on private schools.202 On numerous occasions private schools have been 
held subject to regulations concerning their educational adequacy or 
involving some other legitimate legislative purpose.203 State authority 
to regulate the fundamental operations of private schools is premised 
on the substantial state interest in the education of its citizens.204 Clearly, 
then, the right of parents to direct their children’s education by sending 
them to private schools is not unfettered.205

of members in the process of selecting new members. See Note, supra note 133, at 
926-31.

202 See Pierce v. Society of Sisters, 268 U.S. 510, 534 (1925); Meyer v. Nebraska, 262 
U.S. 390, 402 (1923).

203 See, e.g., Farrington v. Tokushige, 273 U.S. 284, 298-99 (1927); Zucht v. King, 
260 U.S. 174, 176 (1922); Schneider v. Pullen, 198 Md. 64, 67-70, 81 A.2d 226, 228-30 
(1951); Meyerkorth v. Nebraska, 173 Neb. 889, 900-05, 115 N.W.2d 585, 592-95 (1962); 
North Carolina v. Williams, 253 N.C. 337, 341, 117 S.E.2d 444, 447 (1960); Washington 
ex rel. Shoreline v. Superior Ct., 55 Wash. 2d 177, 181-83, 347 P.2d 999, 1001 04, cert, 
denied, Wold v. Shoreline School Dist., 363 U.S. 814 (1959). See also San Antonio 
Independent School Dist. v. Rodriquez, 411 U.S. 1, 36-37 (1973); Wisconsin v. Yoder, 
406 U.S. 205, 213 (1972).

In general, state regulation of private schools has been confined to dictating minimum 
education standards and to licensing teachers. In contrast, use of section 1981 to pro
hibit discrimination in admissions involves state regulation of school policy.

The Commissioner on Uniform State Laws has promulgated a Model Comprehensive 
Anti-Discrimination Act. The Act prohibits public or private educational institutions 
from excluding, expehing, limiting or otherwise discriminating against an individual 
because of race, color, religion or national origin. Uniform Law, Commissioner’s Model 
Anti-Discrimination Act 501, 502 (1966 Handbook). See also Ind. Stat. Ann. 
§ 40-2307 to 4O-2317a (1965, Supp. 1973) (equal opportunity in education); Mass. Gen. 
Laws Ann. ch. 151C, §§ 1-5 (1973) (fair educational practices act); Minn. Stat. Ann. 
363.03, Subd. 5 (Supp. 1973) (discrimination by private schools prohibited); N.Y. 
Educ. Law § 313 (McKinney 1969 & Supp. 1973) (discrimination in private education 
prohibited).

204 See Pierce v. Society of Sisters, 268 U.S. 510, 534 (1925); Meyer v. Nebraska, 262 
U.S. 390, 402 (1923).

205 See Doe v. Bolton, 410 U.S. 179, 211-13 (1973) (Douglas, J., concurring). See 
also Prince v. Massachusetts, 321 U.S. 158, 166-67 (1944) (state has a wide range of 
power to limit parental freedom in things affecting children’s welfare).

Since the schools in Gonzales demonstrate various public character
istics and since private schools are subject to reasonable regulation by 
the state, it is evident that the right of privacy asserted by these schools 
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is not absolute. On balance the state’s compelling concern with eradi
cating racial discrimination in education probably outweighs the schools’ 
right of privacy. The infringement on the schools’ right to be free from 
the regulation that Gonzales postulates is indeed slight in comparison 
with the overriding necessity to abolish the vestiges of segregated edu
cation. However, while it is clear that the government’s interest in 
providing blacks equal access to housing, employment, and education, 
in the private as well as the public sector, is substantial, section 1981 
probably has some limits. For example, small and intimate private or
ganizations which choose their own members may assert the rights of 
association and privacy as a countervailing limitation on section 1981. 
Such an argument has more validity when propounded by private clubs 
than when asserted by private schools, which have more public charac
teristics. Further, the state’s interest in desegregating private clubs is not 
as compelling. In view of the primacy of education in our society, the 
policy reasons for employing section 1981 to eradicate discrimination in 
private schools are persuasive.

Conclusion

The decision in Gonzales v. Fairjax-Brerwster School, Inc. probably 
will not significantly deter the burgeoning system of private white 
schools in the South. Nor will it result in a reversal of the depletion 
of public school resources and support which has occurred since the 
rise of the private white school. Gonzales is premised on the factual 
conclusion that the schools involved rejected the black applicants solely 
on the basis of race. Since the rights established by section 1981 must 
be enforced by individual lawsuits, each case will require proof that 
the defendant school impermissibly considered the plaintiffs’ race in 
denying them admission. The fact that each case will turn on issues 
of conflicting evidence and credibility will enable those private schools 
seeking to neutralize the impact of Gonzales to resort to subtle methods 
of discrimination.206 Furthermore, the admission of a few blacks to

200 For example, a school seeking to neutralize the impact of Gonzales easily could 
institute a system of tokenism by carefully selecting a handful of black students who 
meet high standards. If some blacks were accepted, proving racial discrimination 
would be quite difficult. However, certain principles, recently applied in litigation 
under title VII of the Civil Rights Act of 1964, may make it easier for plaintiffs to 
prove subtle discrimination. See Larson, supra note 87, at 91-96 (1972). The first 
of these principles is that statistics of racial imbalance may be used to create a prima 
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what were originally all-white schools will likely not lead to significant 
white withdrawal.* 207

facie case of discrimination, thereby causing the burden of proof to shift to the de
fendant. See, e.g., Turner v. Fouche, 396 U.S. 346, 360 (1970) (jury selections); Jones v. 
Georgia, 389 U.S. 24, 25 (1967) (per curiam) (jury discrimination); Gomillion v. 
Lightfoot, 364 U.S. 339, 346 (1960) (voter redistricting). Second, willful intent is not 
required to prove racial discrimination. See Griggs v. Duke Power Co., 401 U.S. 424, 
432 (1971) (violations of title VII of the Civil Rights Act of 1964). Judge Skelly 
Wright stated in Hobson v. Hemsen that “the complaint that analytically no violation 
of equal protection vests unless the inequalities stem from a deliberately discriminatory 
plan is simply false.” 269 F. Supp. 401, 497 (D.D.C. 1967), affd sub nom. Smuck v. 
Hobson, 408 F.2d 175 (D.C. Cir. 1969) (en banc). The third principle is that sup
posedly neutral practices are unlawful if employed in such a manner as to create or 
perpetuate discrimination. See, e.g., Swann v. Charlotte-Mecklenburg Bd. of Educ., 
402 U.S. 1, 28 (1971) (public school desegregation plan); Turner v. Fouche, 396 U.S. 
346, 353-55 (1970) (jury selection criteria); Armstead v. Starkville Municipal Separate 
School Dist., 325 F. Supp. 560, 570 (N.D. Miss. 1971) (tests and degree requirements 
for teachers).

Several of these principles recently have been utilized in cases involving section 1981. 
See Carter v. Gallagher, 452 F.2d 315 (8th Cir.) (en banc), cert, denied, 406 U.S. 950 
(1972) (statistical evidence makes out a prima facie case; willful intent not a pre
requisite for sections 1981, 1983); Chance v. Board of Examiners, 330 F. Supp. 203, 
215 (S.D.N.Y. 1971) (showing of intent not a requirement to prove racial discrimina
tion) .

207 Statistics have revealed that there has been little white flight from public schools 
which have a small percentage of blacks; it is only when blacks approach a majority 
of the school population that whites begin to leave. See notes 16-17 supra and accom
panying text.

Further, from the viewpoint of blacks, there are several considerations which will 
make most “segregation academies” unattractive. Most black parents will not desire 
to send their children to schools which actively espouse racial separation. In addition, 
black parents will not want their children subjected to racial hatred by white students 
and to recriminations from other blacks who consider them “Uncle Toms.” Wall 
Street Journal, supra note 14, at 1.

Nevertheless, Gonzales will compel those schools which attract black 
applicants to consider them on their merits, not on racial grounds. The 
use of section 1981 to proscribe racial discrimination in private schools 
is reasonable in light of the statute’s evolution in the post-J ones years. 
The diluted nature of present state participation in most private schools, 
as well as the apparent unwillingness of the Supreme Court to extend 
the concept of state action, indicates that that doctrine is no longer 
useful to combat this problem. If private schools are to be desegregated, 
section 1981 is the most effective weapon.

Mark R. Kravitz 
Carol A. Mutter





FEDERAL SECURITIES REGULATION OF 
CONDOMINIUMS: A PURCHASER’S 
PERSPECTIVE

The dramatic growth of the condominium industry in recent years 
has precipitated concern over potential and actual abuses by developers 
and promoters of condominiums.1 Various states have enacted statutes 
specifically directed at regulating the condominium form of owner
ship.2 While no comparable federal regulation of condominiums exists,3 
federal securities laws afford protection to condominium purchasers 
whose units are securities as defined by the Securities Act of 1933 (Secur
ities Act)4 and the Securities Exchange Act of 1934 (Securities Ex
change Act).5 6 The applicability of the federal securities laws to offer

2The customary definition of a condominium is a separately owned, single unit in a 
multiple dwelling with common elements. However, the determination of what consti
tutes a condominium is primarily a matter of state law. See 1 P. Rohan & M. Reskin, 
Condominium Law & Practice § 1.01 [1], at 1-1 to -5 (1971). Compare Fla. Stat. Ann. 
§ 711.03(7) (1969) with Idaho Code § 55-1O1B (Supp. 1973) and Va. Code Ann. 
§ 55-79.2 (c) (Supp. 1972).

2 The most comprehensive state regulatory statutes are those of California and New 
York. See Calif. Civ. Code Ann. 1350-59 (West Supp. 1973); N.Y. Real Prop. Law 
§§ 339-d to -ii (McKinney 1968) ; Off. Comp, of Codes, Rules & Reg. of State of N.Y., 
tit. 13, ch. II, §§ 19.1-.5 (1964). Other state statutes provide less extensive regulation. 
See, e.g., Hawaii Rev. Stat. §§ 514-1 to -55 (1968); Mich. Comp. Laws Ann. §§ 559.1-.31
(West 1967); Va. Code Ann. §§ 55-79.1 to -79.38 (1969).

3 This Note will not analyze the coverage of condominium offerings under the Inter
state Land Sales Full Disclosure Act. 15 U.S.C. §§ 1701-20 (1970). Many condominium 
offerings fall within the Act’s numerous exemptions, which include transactions in which 
the contract of sale is for an already constructed dwelling unit and transactions in 
which the contract obligates the seller to erect the condominium within two years. 
See id. § 1702(a)(3). See also Coffey & Welch, Federal Regulation of Land Sales: Full 
Disclosure Comes Down to Earth, 21 Case W. Res. L. Rev. 5 (1969); Applicability of 
Interstate Land Sales Full Disclosure Act to Condominium Developers, 1 Land Dev. L. 
Rep. I-B, at 184-90 (1973).

4 15 U.S.C. §§ 77a-aa (1970).
6 15 U.S.C. §§ 78a to hh-1 (1970). Protections similar to those provided by federal 

securities regulation of condominiums and discussed herein may be available under state 
blue sky laws. See N.Y. Real Prop. Law § 339-ee (McKinney 1968) (subjecting con
dominiums to regulation under state blue sky laws); Md. Securities Act Release No. 8 
(Feb. 5, 1973), 2 Blue Sky L. Rep. 23,624 (adopting SEC position on securities regu
lation of condominiums); 1 H. Marsh & R. Volk, Practice Under the California 
Securities Laws § 5.12[2], at 5-36 (rev. ed. 1973) (offerings of condominiums coupled 
with collateral rental arrangements are securities subject to state regulation). Bitt see

[ 1403 ]
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ings of condominiums and the scope of the related rights of the purchaser 
and duties of the developer or promoter deserve consideration.

The threshold question confronting the developer or promoter con
cerns when an offering of condominiums comes within the ambit of the 
federal securities laws. Once security status attaches to a condominium 
offering, two complementary regulatory strategies provide the purchaser 
with significant protections. One strategy, based on the full disclosure 
provisions of the Securities Act, requires the developer to disclose in
formation which the prospective purchaser should possess prior to mak
ing a knowledgeable decision to buy. The second protective strategy is 
found in the private remedies available to a purchaser.

The Condominium as a Security

DEFINITION OF A SECURITY

The statutory definition of the term “security” encompasses far more 
than the ordinary stock or bond.6 The inclusion in the definition of such 
general terms as “certificate of interest or participation in any profit 
sharing agreement,” “investment contract,” and “any interest or instru
ment commonly known as a ‘security’ ” * 6 7 has provided the flexibility 

Hawaii Rev. Stat. § 485-6(14) (1968) (exempting from state blue sky law all condo
miniums offered and sold with rental management contracts by licensed real estate 
brokers and salesmen).

6 Section 2(1) of the Securities Act of 1933 defines a security as follows:
The term “security” means any note, stock, treasury stock, bond, debenture, 
evidence of indebtedness, certificate of interest or participation in any 
profit-sharing agreement, collateral-trust certificate, preorganization certifi
cate or subscription, transferable share, investment contract, voting-trust 
certificate, certificate of interest in oil, gas, or other mineral rights, or, in 
general, any interest or instrument commonly known as a “security”. . . .

15 U.S.C. § 77b (1) (1970). A virtually identical definition is contained in section 3(a) (10) 
of the Securities Exchange Act of 1934. 15 U.S.C. § 78c(a)(10) (1970); see Tcherepnin 
v. Knight, 389 U.S. 332, 335-36 (1967). The federal legislation was the basis for the 
definition of a security contained in section 401(1) of the Uniform Securities Act, 
which has been enacted in whole or in part by 29 states, the District of Columbia, and 
Puerto Rico. See 1 Blue Sky L. Rep. 51 4901 (1973). The reliance of state and federal 
courts on each other in interpreting the definitional language of their respective secur
ities acts reflects the similarity of the statutes. See, e.g., SEC v. W.J. Howey Co., 328 
U.S. 293 (1946); SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344 (1943); Gallion v. Ala
bama Mkt. Centers, Inc., 282 Ala. 679, 213 So. 2d 841 (1968).

7 Securities Act of 1933, § 2(1), 15 U.S.C. § 77b (1) (1970); Securities Exchange Act 
of 1934, § 3(a) (10), 15 U.S.C. § 78c(a) (10) (1970). Courts frequently have treated these 
variable terms as interchangeable. See Long, An Attempt to Return “Investment Con-
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needed to regulate the various schemes devised by those who seek the 
use of the money of others with the lure of profits.* 8 9

tracts" to the Mainstream of Securities Regulation, 24 Okla. L. Rev. 135, 138 (1971). 
But see SEC v. Glenn W. Turner Enterprises, Inc., 348 F. Supp. 766, 772-76 (D. Ore. 
1972), aff'd, 474 F.2d 476 (9th Cir.), cert, denied, 414 U.S. 821 (1973) (variable terms 
considered separately; multilevel distributorship held to be a “security” within each 
term).

8 SEC v. W.J. Howey Co., 328 U.S. 293, 299 (1946).
9 320 U.S. 344 (1943).
10 Id. at 351; see Securities Act of 1933, § 2(1), 15 U.S.C. § 77b(l) (1970). Defendants 

had sought to finance a test oil well through the sale of assignments of oil leases of 
adjoining property. Prospective purchasers were attracted by the offering since a suc
cessful test well would increase the value of the oil rights on their parcels. 320 U.S. at 
346-48. The Court, finding the exploration enterprise to be “the thread upon which 
everybody’s beads were strung,” emphasized that it was an economic interest in the 
well-drilling which gave rise to the instruments and gave them most of their value and 
all of their attraction. Id. at 348-49.

11/J. at 352-53.
12 328 U.S. 293 (1946).
13 Id. at 299-300. Although prospective investors were free to enter into a service 

contract with any company, the Howey Company stressed the superiority of its affiliate 
over other service companies. Id. at 295. Since the majority of investors were nonresi
dents of Florida and lacked the requisite knowledge, skill, and equipment to cultivate 
citrus trees, it was not surprising that 85 percent of the acreage sold was covered by 
service contracts with the Howey firm. Id. at 295-96.

The Supreme Court first considered the breadth of the definition of 
“security” in SEC v. C.M. Joiner Leasing Corp? Emphasizing the eco
nomic realities of the offering, the Court held that the sale of certain 
assignments of oil leases was within the terms “investment contract” or 
“any interest . . . commonly known as a ‘security’ ”; therefore, the sale 
of the assignments constituted a sale of securities within the meaning of 
section 2(1) of the Securities Act.10 The Court articulated as the test 
for determining the existence of a security the “character the instrument 
is given in commerce by the terms of the offer, the plan of distribution 
and the economic inducements held out to the prospect.” 11 However, 
the Court did not attempt to isolate the constituent elements of an in
vestment contract.

Three years later, in SEC v. W.J. Hozuey Co.,12 the Court again con
sidered the breadth of the term “security.” In holding that the sale of 
Florida orange groves, coupled with an optional service contract for 
cultivation, harvesting, and marketing of the oranges, was the sale of a 
security,13 Justice Murphy enunciated a definition of “investment con-
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tract” which can be broken easily into component elements and applied 
in determining whether a particular scheme is a security: “[A]n invest
ment contract for purposes of the Securities Act means a contract, trans
action or scheme whereby a person invests his money in a common en
terprise and is led to expect profits solely from the efforts of the pro
moter or a third party . . . 14 This construction of the term “invest

14 Id. at 298-99. See generally Long, supra note 7, at 139-59.
15 See, e.g., SEC v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476, 482 (9th Cir.), 

cert, denied, 414 U.S. 821 (1973) (multilevel distributorship); SEC v. MacElvain, 417 
F.2d 1134, 1137 (5th Cir. 1969), cert, denied, 391 U.S. 972 (1970) (interest in lawsuit); 
Continental Mktg. Corp. v. SEC, 387 F.2d 466, 471 (10th Cir. 1967), cert, denied, 391 
U.S. 905 (1968) (beavers); 1050 Tenants Corp. v. Jakobson, 365 F. Supp. 1171, 1175 
(S.D.N.Y. 1973), appeal docketed, No. 74-1023, 2d Cir., Jan. 7, 1974 (cooperative housing 
corporation); SEC v. Haffenden-Rimar Int’l, Inc., 362 F. Supp, 323, 327 (E.D. Va. 1973) 
(whiskey warehouse receipts); Huberman v. Denny’s Restaurants, Inc., 337 F. Supp. 
1249, 1251 (N.D. Cal. 1972) (lease arrangement). Compare Marshall v. Lamson Bros. & 
Co., 368 F. Supp, 486 (S.D. Iowa 1974) (discretionary commodities trading account an 
investment contract) with Milnarik v. M-S Commodities, Inc., 457 F.2d 274, T16-11 (7th 
Cir.), cert, denied, 409 U.S. 887 (1972) (discretionary commodities trading account not 
investment contract).

16 See, e.g., Mr. Steak, Inc. v. River Steak, Inc., 460 F.2d 666, 669-70 (10th Cir. 1972); 
SEC v. Koscot Interplanetary, Inc., 365 F. Supp. 588, 591-92 (N.D. Ga. 1973); Beefy 
Trail, Inc. v. Beefy King Int’l, Inc., 348 F. Supp. 799, 804 (M.D. Fla. 1972); Gallion v. 
Alabama Mkt. Centers, Inc., 282 Ala. 679, 683-84, 213 So. 2d 841, 845-46 (1968); Georgia 
Mkt. Centers, Inc. v. Fortson, 225 Ga. 854, 858-59, 171 S.E. 2d 620, 623-24 (1969); Bruner 
v. State, 463 S.W.2d 205, 214-15 (Tex. Crim. App. 1970); Koscot Interplanetary, Inc. v. 
King, 452 S.W.2d 531, 536-39 (Tex. Civ. App. 1970).

17See, e.g., Andrews v. Blue, 489 F.2d 367, 375 (10th Cir. 1973); Lino v. City Investing 
Co., 487 F.2d 689, 692 (3d Cir. 1973); SEC v. Glenn W. Turner Enterprises, Inc., 474 
F.2d 476, 482-83 (9th Cir.), cert. denied, 414 U.S. 821 (1973); Mitzner v. Cardet Int’l, 
Inc., 358 F. Supp. 1262, 1266-68 (N.D. Ill. 1973). Although recently acknowledging the 
attractiveness of the less restrictive approach, the Sixth Circuit postponed a determina
tion of the extent to which it would apply this approach until it was faced with a proper 
factual situation. See Nash & Associates, Inc. v. Lum’s of Ohio, Inc., 484 F.2d 392, 395 
(6th Cir. 1973).

ment contract” has been adopted by federal courts in a wide variety of 
situations where the sale of a particular item is combined with service 
contracts, which typically provide for the maintenance, use, or market
ing of the item sold.15

The most troublesome aspect of the Homey test has been the require
ment that the investor be led to expect profits solely from the efforts of 
others. Although some courts have applied this element of the test liter
ally,16 an increasing number of courts have expressed dissatisfaction with 
such an approach.17 Courts rejecting a restrictive interpretation have 
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recognized that overly mechanical application of the “solely” require
ment could seriously undermine the statutory policy of affording broad 
protection to the investor.18 According to these courts, the inquiry 
should focus on whether any significant managerial efforts have been 
made by the investor;19 insignificant efforts not affecting the success or 
failure of the enterprise would be insufficient to remove the scheme from 
the ambit of the securities laws.

Lino v. City Investing Co., 487 F.2d 689, 692 (3d Cir. 1973); SEC v. Glenn W. 
Turner Enterprises, Inc., 474 F.2d 476, 482 ( 9th Cir.), cert, denied, 414 U.S. 821 (1973); 
Mitzner v. Cardet Int’l, Inc., 358 F. Supp. 1262, 1266 (N.D. Ill. 1973).

19 Andrews v. Blue, 489 F.2d 367, 375 (10th Cir. 1973); SEC v. Glenn W. Turner 
Enterprises, Inc., 474 F.2d 476, 482 (9th Cir.), cert, denied, 414 U.S. 821 (1973); Mitzner 
v. Cardet Int’l, Inc., 358 F. Supp. 1262, 1266 (N.D. Ill. 1973); see Continental Marketing 
Corp. v. SEC, 387 F.2d 466, 470 (10th Cir. 1967), cert, denied, 391 U.S. 905 (1968).

20 The risk capital test is popularly thought to have had its origin in Silver Hills 
Country Club v. Sobieski. 55 Cal. 2d 811, 815-16, 361 P.2d 906, 908-09, 13 Cal. Rptr. 186, 
188-89 (1961) (Traynor, J.). The general concept, though in a less concise form, pre
dates Silver Hills. See Long, supra note 7, at 169.

21 See State v. Hawaii Mkt. Center, Inc., 52 Hawaii 642, 648-49, 485 P.2d 105, 109 
(1971) ; State ex rel. Park v. Glenn Turner Enterprises, Inc., 3 Blue Sky L. Rep. 51 71,023 
(Dist. Ct. Idaho Mar. 29, 1972); State ex rel. Fisher v. World Mkt. Centers, Inc., 3 Blue 
Sky L. Rep. 5i 71,034 (Dist. Ct. Okla. June 2, 1972); State ex rel. Healy v. Consumer 
Business Sys., Inc., 5 Ore. App. 19, 29, 482 P.2d 549, 554 (1971).

In State v. Hawaii Market Center, Inc. the Hawaii Supreme Court, rejecting the 
Howey test as too restrictive and mechanical, reformulated the definition of “investment 
contract” as follows:

(1) An offeree furnishes initial value to an offeror, and
(2) a portion of this initial value is subjected to the risks of the enterprise, 
and
(3) the furnishing of the initial value is induced by the offeror’s promises 
or representations which give rise to a reasonable understanding that a valu
able benefit of some kind, over and above the initial value, will accrue 
to the offeree as a result of the operation of the enterprise, and
(4) the offeree does not receive the right to exercise practical and actual 
control over the managerial decisions of the enterprise.

52 Hawaii at 649, 485 P.2d at 109. See Coffey, The Economic Realities of a “Security”: 
Is There a More Meaningful Formula?, 18 W. Res. L. Rev. 367, 377 (1967).

22See Okla. Stat. Ann. tit. 71, § 2(2O)(P) (Supp. 1973); Long, supra note 7, at 174 

Some courts, attempting to avoid the problems involved in applying 
the Howey test, have employed a risk capital analysis in determining 
the existence of a security.20 The risk capital approach focuses on 
whether an investor is supplying capital to an enterprise over which he 
exercises no managerial control and on whether his investment is subject 
to the risks of the enterprise’s failure. This analysis has been adopted by 
several state courts21 and one state legislature22 and may be creeping into 
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the federal arena.23 The risk capital analysis has freed courts from the 
semantic difficulties of the Ho'wey test and has allowed them to focus 
more readily on the economic realities of a relationship. While con
tinuing to rely on the Ho'wey test, the SEC, in recent cases, has utilized 
the risk capital analysis when arguing that a scheme is an “interest com
monly known as a ‘security.’ ” 24

Under section 2(20) (P) a security exists where there is “investment of money or money’s 
worth including goods furnished and/or services performed in the risk capital of a 
venture with the expectation of some benefit to the investor where the investor has no 
direct control over the investment or policy decision of the venture.” Okla. Stat. Ann. 
tit. 71, § 2(20) (P) (Supp. 1973).

23 Sec SEC v. Glenn W. Turner Enterprises, Inc., 348 F. Supp. 766 (D. Ore. 1972), 
aff'd on other grounds, 474 F.2d 476 (9th Cir.), cert, denied, 414 U.S. 821 (1973). But see 
L.H.M., Inc. v. Lewis, [Current] CCH Fed. Sec. L. Rep. 51 94,424 (D.N.J. Feb. 22, 1974) 
(refusing to apply risk capital analysis). One court has indicated in dictum its willing
ness to apply the risk capital analysis in cases of exceptionally high risk. See Mr. Steak, 
Inc. v. River Steak, Inc., 324 F. Supp. 640, 647 (D. Colo. 1970), aff’d, 460 F.2d 666 
(10th Cir. 1972). Another court has observed that the risk capital concept has merit 
but is not sufficiently established to be valid precedent. See SEC v. Koscot Interplanetary, 
Inc., 365 F. Supp. 588, 593 (N.D. Ga. 1973).

SEC v. Glenn W. Turner Enterprises, Inc. involved Mr. Turner’s well-publicized 
and frequently litigated Dare To Be Great pyramid scheme. SEC v. Glenn W. Turner 
Enterprises, Inc., supra-, see 51 Texas L. Rev. 788 (1973). See generally Note, Pyramid 
Schemes: Dare To Be Regulated, 61 Geo. L.J. 1257 (1973). In Glenn Turner the district 
court found the risk capital approach appropriate in determining the meaning of “an in
terest commonly known as a ‘security.’” 348 F. Supp. at 774; see Securities Act of 1933, 
§ 2(1), 15 U.S.C. § 77b (1) (1970). This is an unusual use of the test. More typically, it 
has been used to define “investment contract.” See State v. Hawaii Mkt. Center, Inc., 
52 Hawaii 642, 648-49, 485 P.2d 105, 109 (1971); State ex rel. Healy v. Consumer Busi
ness Sys., Inc., 5 Ore. App. 19, 29, 482 P.2d 549, 554 (1971).

24 See SEC v. Koscot Interplanetary, Inc., 365 F. Supp. 588, 591-92 (N.D. Ga. 1973); 
Memorandum of Authorities in Support of Plaintiff’s Motion for Preliminary Injunction 
at 11-22, SEC v. Marasol Properties, [1973 Transfer Binder] CCH Fed. Sec. L. Rep. 
51 94,159 (D.D.C. Sept. 28, 1973).

25 See SEC No-Action Letter, In re Surftides Condominiums, Inc. (pub. avail. Feb. 
7, 1972), [1971-1972 Transfer Binder] CCH Fed. Sec. L. Rep. 51 78,686 (units sold with
out any offering of an arrangement for managing or renting them, not subject to reg
istration under the Securities Act).

A possible exception might be the sale of condominium units prior to construction 
where the developer uses the sale proceeds to finance the construction. The need for 

APPLICATION OF THE DEFINITION TO OFFERINGS OF CONDOMINIUMS

The offer and sale of condominiums normally does not constitute the 
offer and sale of securities within the definition of the federal securities 
laws.25 However, the result may be otherwise when the condominium 
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offering also includes a collateral agreement by the developer or a third 
party to perform certain income-generating services for the purchaser. 
In 1966 the SEC took its first action on a condominium offering, ad
vising the Hale Kaanapali Apartment Hotel Development Co. that the 
offer and sale of condominium apartments coupled with an option by 
which the purchaser could have his unit operated as part of a resort hotel 
was the offer and sale of a security requiring registration under the 
Securities Act.26

investor protection is relatively strong under these circumstances. Under the risk capital 
approach such an offering could be considered an offering of securities. See 3 H. Bloom- 
enthal, Securities and Federal Corporate Law 51 2.15, at 2-42 (1972); Hoisington, 
Condominiums and the Corporate Securities Laws, 14 Hastings L.J. 241, 247-48 (1963); 
Wenig and Schulz, Government Regulation of Condominium in California, 14 Hastings 
L.J. 222, 234-35 (1963).

26 See Rohan, The Securities Law Implications of Condominium Marketing Programs 
Which Feature a Rental Agency or Rental Pool, 2 Conn. L. Rev. 1, 7-8 (1969). The 
SEC intervened after 152 units out of a project of 253 had been sold. All but nine of the 
purchasers had elected to have their units operated as a part of the hotel. The SEC 
compelled the developer to cease sales and to register his offering plan. The prospectus 
stipulated that the 152 original purchasers could opt to rescind their contracts and re
ceive reimbursement of all money paid with interest, to accept the new registered plan 
and enter once again into a rental arrangement with the developer, or to retain their 
units for personal use. Of the 152 original owners, 48 elected to rescind, 81 opted to 
reenter the rental arrangement, and 23 chose to retain their units for personal use. Re
funds and interest payments of over $200,000 were made. In addition, the developer 
was faced with the task of selling 148 units. Id.

27 No-action letters contain informal advice by SEC staff members in response to 
written requests by individuals; the staff indicates what its enforcement recommendation 
to the Commission will be if a transaction is consummated exactly as described in the 
request. See 17 C.F.R. § 200.81 (1973); SEC Securities Act Release No. 5127, 3 CCH 
Fed. Sec. L. Rep. 51 66,481.10 (describing procedure and form for no-action requests).

28 See SEC No-Action Letter, In re Edward S. Jaffry (pub. avail. Sept. 24, 1971), 
[1971-1972 Transfer Binder] CCH Fed. Sec. L. Rep. 51 78,395.

Two SEC no-action letters27 28 published in 1971 further revealed the 
Commission’s position. In Edward S. Jaffry2S the SEC informed an at
torney for an undisclosed developer that an offering of condominium 
units involving a leaseback rental arrangement was an offering of secur
ities within the meaning of the Securities Act. Under the arrangement, 
the purchaser was to lease his unit for a period of not less than twenty 
years to a subsidiary of the developer, and the subsidiary was to furnish 
to the owners rental brokerage and maintenance services. A stated pur
pose of the arrangement was to obtain rental income to cover mainte
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nance expenses and a portion of the mortgage principal payments.29 In 
Desert Heritage Corp.30 the SEC informed a developer that the offer 
and sale of condominium units coupled with an optional rental pool 
arrangement was an investment contract subject to the registration re
quirements of the Securities Act.31

2» id.
30 See SEC No-Action Letter, In re Desert Heritage Corp. (pub. avail. Dec. 9, 1971).
31 Id. The typical rental pool is an arrangement whereby the developer, promoter, or 

designated third party, acting as the participating owners’ representative, undertakes to 
rent the owners’ units. The rental receipts and the expenses attributable to the operation 
of the rental service are combined, and each participating owner receives a ratable 
share of the net income regardless of whether his individual unit is actually rented. 
Owner participation in the rental pool arrangement may be made optional or mandatory. 
See SEC Securities Act Release No. 5347 (Jan. 4, 1973), [1972-1973 Transfer Binder] 
CCH Fed. Sec. L. Rep. 79,163; SEC, Report of the Real Esiate Advisory Comm. 77 
(1972) [hereinafter cited as Real Estate Advisory Rep.]. See also Rohan, supra note 26, 
at 3-5 (analysis of operation of typical rental arrangement).

32 Real Estate Advisory Rep., supra note 31, at 1.
33 Id. at 74.
34 Id. The Committee stated that where these requirements are met, the unit probably 

is being marketed primarily as an investment. In addition, the degree of third party con
trol involved indicates a need for investor protection. Id. at 79.

35 Id. at 78.
36 See SEC Release, supra note 31.

In May 1972, William J. Casey, then Chairman of the SEC, estab
lished the Real Estate Advisory Committee to review disclosure pro
cedures and policy objectives in the area of real estate securities.32 The 
Committee’s report recommended that security status attach to an offer
ing of condominium units first, if a rental pool is offered,33 and second, 
irrespective of any pooling arrangement, if the purchaser is required 
either to hold his unit available for rental for a portion of the year or to 
use the owner, developer, promoter, or an entity controlled by them as 
exclusive rental agent.34 The Committee posited that the degree of cer
tainty provided by these rather mechanical tests was preferable to a sys
tem involving a variety of subjective determinations.35

On January 4, 1973, the SEC issued a Securities Act release which sub
stantially adopted the recommendations of the Committee.36 The Com
mission indicated that the offering of condominium units in conjunction 
with any one of several collateral arrangements would constitute an 
offering of securities. The collateral arrangements included the follow
ing: a rental arrangement or similar service offered and sold with em
phasis on the economic benefits to the purchaser to be derived from the 
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managerial efforts of others;37 a rental pool arrangement;38 and a rental 
or similar arrangement requiring the purchaser to hold his unit available 
for rental for any part of the year, to use an exclusive rental agent, or to 
otherwise materially restrict his occupancy or rental of his unit.39

37 Id. at 3. Compare SEC No-Action Letter, In re Ansin, Inc. (pub. avail. Aug. 1, 
1973) (economic benefits emphasized) with SEC No-Action Letter, In re Jackson Hole 
Ski Corp. (pub. avail. Nov. 23, 1973) (economic benefits not emphasized) and SEC 
No-Action Letter, In re Culverhouse, Tomlinson, Mills, DeCarion & Anderson (pub. 
avail. Nov. 5, 1973), [Current] CCH Fed. Sec. L. Rep. U 79,612 (economic benefits not 
emphasized).

38 SEC Release, supra note 31, at 3; see SEC No-Action Letter, In re Morton Dietz 
(pub. avail. Feb. 25, 1974); SEC No-Action Letter, In re Little Squaw Mountain Town
ship (pub. avail. April 25, 1973). Security status also should attach where the developer 
rotates condominium rentals in such a way as to spread the rental income uniformly 
among the participants in the rental program.

39 SEC Release, supra note 31, at 3; see SEC Litigation Release No. 6170 (Dec. 6, 1973). 
Timing is an important factor in the determination of whether security status will at
tach. For example, if no plan exists to avoid the registration requirements of the Secur
ities Act and the condominium unit has not been sold with emphasis on the economic 
benefits to be derived from the managerial efforts of others, an owner is free after pur
chasing his unit to enter into a nonpooled rental arrangement with an agent not desig
nated or required to be used as a condition to purchase, whether or not such agent is 
affiliated with the developer. Id.; see SEC No-Action Letter, In re Outdoor Resorts of 
America, Inc. (pub. avail. Apr. 4, 1973). See also Real Estate Advisory Rep., supra note 
31, at 77 (registration should not be required where owners after purchasing their units 
voluntarily decide to create a rental pool).

40 SEC Release, supra note 31, at 4.
^Id.
42 The Commission recently filed a complaint in a federal district court in California, 

seeking to enjoin developers and promoters of a condominium project in Santa Cruz 
from violations of the registration and anti-fraud provisions of the federal securities 
laws. See SEC Litigation Release No. 6170 (Dec. 6, 1973).

43 [1973 Transfer Binder] CCH Fed. Sec. L. Rep. 51 94,159 (D.D.C. Sept. 28, 1973).

The Commission, however, refused to limit the attachment of security 
status only to the above guidelines. Although acknowledging the need 
for certainty, the Commission noted the difficulty of anticipating the 
variety of collateral schemes that could accompany the offering of con
dominiums.40 Accordingly, the Commission warned developers that 
collateral arrangements other than those referred to in the release might 
cause security status to attach to the condominium offering; this deter
mination would necessarily depend upon the facts and circumstances of 
each case.41

Since the January 1973 release, only one action brought by the SEC 
to restrain the offer and sale of unregistered condominium units has been 
decided.42 In SEC v. Marasol Properties43 the SEC obtained a permanent 
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injunction against four defendants engaged in the offer and sale of con
dominium units located in Spain.44 The defendants had attracted in
vestors through newspaper advertisements advising readers to “invest 
now in the future” in condominiums, townhouses, and villas “easily 
rentable for exceptional returns.” 45 Individuals responding to the ad
vertisements were asked if they were interested in purchasing a con
dominium as a second home or as an investment. If the potential investor 
was interested in the latter, he was immediately informed of a leaseback 
program, which, in effect, was a rental pool arrangement.46 Under the 
leaseback program the investor, contemporaneously with his purchase of 
the condominium unit, surrendered, for a period of ten years, almost 
complete control over his unit to a rental management company set up 
by the developer.47 In exchange the company agreed to rent the unit to 
tourists on a short-term basis, to manage the condominium building, to 
pay all condominium fees and taxes, and to pay annually a stated return 
of between nine and 12 percent to the investor.48 In addition, de
fendants claimed that the purchaser could expect unit tax benefits, easy 
resale, and a yearly appreciation of ten percent on the value of his con
dominium.49

Id. at 94,660-61. Defendants included the Spanish developer, Marasol Properties, 
and two of its affiliates in the United States, which were providing public relations and 
travel services in connection with the offer and sale of the condominium units. Id. at 
94,661-62.

45 Memorandum, supra note 24, at 4.
46 Id. at 4-5.
47 Id. at 5. The purchaser retained only the right to stay, upon advance notice, at a 

condominium unit in his project at no cost for two weeks per year during the slow 
season. An owner desiring to occupy the unit for more than two weeks, or during the 
high season, had to pay rent at a reduced rate. Id.

48 Id. at 5-6. The court emphasized the fixed guaranteed annual return on the invest
ment. See [1973 Transfer Binder] CCH Fed. Sec. L. Rep. D 94,159, at 94,662.

49 Memorandum, supra note 24, at 6.
50 The offer and sale of nonexempt unregistered securities is made unlawful by section 

5(c) of the Securities Act. Securities Act of 1933, § 5(c), 15 U.S.C. § 77e(c) (1970). 
For a discussion of the more important exemptions available to the condominium de
veloper see note 173 infra.

51 Memorandum, supra note 24, at 11-16. The Commission’s argument was a straight
forward application of the Howey test to the factual situation at bar. The Commission 
noted that the defendants’ scheme contained all of the characteristics set forth in the 
SEC’s release. Id. at 16; see notes 37-39 supra and accompanying text.

The Commission charged that under this scheme the defendants were 
offering and selling nonexempt unregistered securities50 in the form of 
an investment contract,51 a certificate of interest or participation in a
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profit-sharing agreement,52 or an interest “commonly known as a ‘secur
ity.’ ” 53 The SEC further alleged that the developer, in failing to dis
close the full facts and circumstances regarding the guaranteed annual 
return and the risks inherent in the purchase of the unit or in the rental 
operation, had violated the anti-fraud provisions of the securities acts.54 
The district court permanently enjoined the defendants from further 
violations of the registration and anti-fraud provisions.55 Citing SEC v. 
W.J. Howey Co.5& and SEC v. C.M. Joiner Leasing Corp.,57 the court 
without elaboration held that the offer to sell or the sale of condominium 
units primarily for investment purposes, coupled with a rental arrange
ment for the benefit of the purchasers, is an offer to sell or a sale of a 
security as statutorily defined.58 The Marasol Properties decision is an 
effective warning to condominium developers that courts are willing 
to look beyond form to the economic realities and the substance of a 
scheme.59 60

52 Memorandum, supra note 24, at 16-17.
^ld. at 17-22. The Commission largely relied upon the district court’s analysis in 

SEC v. Glenn W. Turner Enterprises, Inc. but augmented the district court’s argu
ment with references to Joiner and several other Supreme Court decisions. See 348 F. 
Supp. 766, 773-74 (D. Ore. 1972), aff’d on other grounds, 474 F.2d 476 (9th Cir.), cert, 
denied, 414 U.S. 821 (1973).

54 Memorandum, supra note 24, at 22-25; see Securities Act of 1933, § 17(a), 15 U.S.C. 
§ 77q(a) (1970); Securities Exchange Act of 1934, § 10(b), 15 U.S.C. § 78j(b) (1970); 
17 C.F.R. § 240.10b-5 (1973). The Commission alleged that in advertisements, interviews, 
and literature, the defendants had emphasized “guaranteed rental income at absolutely 
no risk to the investor.” Memorandum, supra note 24, at 23-24.

55 [1973 Transfer Binder] CCH Fed. Sec. L. Rep. at 94,660-61.
56 328 U.S. 293 (1946).
57 320 U.S. 344 (1943).
58 [1973 Transfer Binder] CCH Fed. Sec. L. Rep. at 94,662.
59 See SEC v. W.J. Howey Co., 328 U.S. 293, 298 (1946); accord, Tcherepnin v. 

Knight, 389 U.S. 332, 336 (1967).
60See Securities Act of 1933, § 7, 15 U.S.C. § 77g (1970). A purpose of the Securities 

Act was to make available to the buyer the information available to the seller. See ’ll 
Cong. Rec. 2818 (1933); H.R. Rep. No. 85, 73d Cong., 1st Sess. 8 (1933); Folk, Civil 
Liabilities Under the Securities Acts: The BarChris Case, 55 Va. L. Rev. 1, 17 (1969).

Purchaser Protection Through Full Disclosure

The determination that certain condominiums are securities under 
federal securities laws affords the potential condominium purchaser two 
significant protections: disclosure of material facts necessary to under
standing the intricacies of the transaction*50 and remedies to deter fraud, 
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manipulation, or questionable business practices of the seller.61 To meet 
the requirement of full disclosure, the condominium developer must 
comply with the registration requirement of the Securities Act.62 
By filing a registration statement and by delivering a prospectus to pros
pective purchasers, the seller theoretically provides the potential pur
chaser with the information necessary for an intelligent investment de
cision and coincidentally enables the government to monitor the ade
quacy and accuracy of such information.63 Attempts to sell a security 
without filing a registration statement or without disseminating a final 
prospectus subject the seller to liabilities.64

61 See Securities Act of 1933, § 11, 15 U.S.C. § 77k (1970) (civil liability for untrue 
statement of material fact and omissions to state material fact in a registration statement);

§ 12(2), 15 U.S.C. § 771(2) (1970) (civil liability for untrue statement of material 
fact or omission of material fact in connection with a sale by means of a prospectus 
or oral communication). Other sections of the federal securities acts provide implied 
rights of action for the purchaser. See id. § 17(a), 15 U.S.C. § 77q(a) (1970) (sale of 
securities by use of a scheme to defraud or use of untrue statements of material fact or 
omission to state a material fact illegal) ; Securities Exchange Act of 1934, § 10(b), 15 
U.S.C. § 78j(b) (1970) (use of manipulative or deceptive device contravening SEC 
rules in connection with purchase or sale of any security illegal); notes 166-209 
infra and accompanying text. See also SEC, Disclosure to Investors: A Reappraisal of 
Federal Administrative Policies under the ’33 and ’34 Acts 10 (“The Wheat Report” 
CCH ed. 1969) [hereinafter cited as The Wheat Report].

62 See Securities Act of 1933, § 5, 15 U.S.C. § 77e (1970).
63 See SEC v. Capital Gains Research Bureau, 375 U.S. 180, 186 (1963); H.R. Rep. No. 

85, 73d Cong., 1st Sess. 2 (1933); The Wheat Report, supra note 61, at 46.
64 See Securities Act of 1933, § 5, 15 U.S.C. § 77e (1970). See generally 1 L. Loss, 

Securities Regulation 178-265 (2d ed. 1961). A preliminary “red herring” prospectus 
may be distributed prior to the effective date of the registration. 17 C.F.R. § 230.433 
(1973). The SEC requires delivery of the preliminary prospectus to any person desiring 
a copy. 17 C.F.R. § 240.15c2-8 (1973).

65 See Securities Act of 1933, § 5(b)(2), 15 U.S.C. § 77e(b)(2) (1970) (unlawful to 
carry or cause to be carried through mails or in interstate commerce any security for 
sale or for delivery after sale unless accompanied or preceded by prospectus).

The prospectus is derived from the registration statement and must be written in detail 
sufficient to inform three distinct classes of investors: (1) the amateur who looks only 
for general information, (2) the professional advisor and manager who studies the 
prospectus closely, (3) and the securities analyst who uses the prospectus as a source 
for investigating the issuer. See Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 
544, 565-66 (E.D.N.Y. 1971); The Wheat Report, supra note 61, at 52.

See Securities Act of 1933, § 10, 15 U.S.C. § 77j (1970).

The prospectus is an integral part of full disclosure to the purchaser.65 
Generally a prospectus will contain the information supplied in the reg
istration statement and other information that the SEC has ruled appro
priate or necessary for protection of the investor.66 However, the ef
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fectiveness of the prospectus in informing the offeree of a security has 
been questioned.67 Critics have contended that prospectuses often lack 
clarity,68 are too long,69 and do not include information crucial to an 
investment decision.70

67 See, e.g., Heller, Disclosure Requirements Under Federal Securities Regulation, 16 
Bus. Law. 300 (1961); Kripke, The SEC, the Accountants, Same Myths and Some Reali
ties, 45 N.Y.U.L. Rev. 115 (1970); Mann, Prospectuses: Unreadable or Just Unread?—A 
Proposal to Reexamine Policies Against Permitting Projections, 40 Geo. Wash. L. Rev. 
222 (1971); Schneider, Nits, Grits, and Soft Information in SEC Filings, 121 U. Pa. L. 
Rev. 254 (1972); Comment, The SEC Policy for Projections: New Problems in Dis
closures, 21 U.C.L.A.L. Rev. 242 (1973).

68 The common use of boilerplate language, for example, obscures what should be dis
closed clearly. See Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 544, 565 
(E.D.N.Y. 1971); notes 133-137 infra and accompanying text.

69 See SEC Securities Act Release No. 1503 (July 12, 1937); American Hotel and 
Motel Ass’n, Condominium Registration and Management Conference 28, 36 (1973) 
[hereinafter cited as Condominium Conference].

70 See Mann, supra note 67, at 223-24; Schneider, supra note 67, at 264-70.
71 See In re Franchard Corp., SEC Securities Act Release No. 4710 (July 31, 1964), 

[1964-1966 Transfer Binder] CCH Fed. Sec. L. Rep. 51 77,113.
72 See Condominium Conference, supra note 69, at 20; Donovan, Which SEC Form 

to Use?, in D. Augustine & J. Donovan, Resort Condominiums 85, 91 (1973).
73 See generally Rifkind and Borton, SEC Registration of Real Estate Interests: An 

Overview, 27 Bus. Law. 649 (1972).
74 17 C.F.R. § 230.405(1) (1973). Case law has produced numerous variations of the 

materiality definition. See note 178 infra.

CONTENTS OF THE CONDOMINIUM PROSPECTUS

The registration forms provided by the SEC are designed to facilitate 
the registrant’s fulfillment of the statutory duty of full disclosure;71 
however, narrow responses to specific items on the applicable registra
tion form will not yield absolute protection from liability. Narrow ad
herence to the requirements of the S-l form, currently recommended 
for condominium registration72 but not designed for real estate secur
ities,73 may result in the omission of material facts. Both the registrant, 
who faces potential liability, and the investor, who seeks maximum in
vestment information, have an interest in seeing that all material facts 
concerning the transaction are included in the prospectus. The SEC 
formulation of materiality, which illustrates the difficulty of defining 
precisely its parameters, defines as material matters about which an ordi
nary, prudent investor reasonably ought to be informed prior to pur
chasing a security.74 To assist the registrant in determining what in
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formation to include, the SEC has provided several model prospectuses.75 
Registrants should include the categories of information contained in the 
model prospectuses or explain to the SEC why a particular disclosure 
is unwarranted.76

75 See SEC No-Action Letter, In re Little Squaw Mountain Township (pub. avail. 
Apr. 25, 1973). In Little Squaw Mountain two specific prospectuses were cited by the 
staff. Id.; see Montaneros Prospectus, Shareholder Recreation Programs, Inc. (Oct. 13, 
1972), reprinted in, 2 Land Dev. L. Rep. § V, at 1 (1973); Inn of the Seventh Mountain 
Prospectus, Condominiums Northwest, Inc. (Mar. 1, 1973), reprinted in, 2 Land Dev. 
L. Rep. § V, at 86 (1973). The prospectuses of two additional condominium develop
ments which have been registered successfully also will be used to demonstrate examples 
of important disclosure information. Villa Dorado Prospectus, Dorado Beach Estate, Inc. 
(Apr. 28, 1971), reprmted in, D. Augustine & J. Donovan, supra note 72, at 175; Inn at 
Otter Crest Prospectus, Condominiums Northwest, Inc. (Oct. 8, 1971), reprinted in, 2 
Land Dev. L. Rep. § V, at 66 (1973); see Condominium Conference, supra note 69, at 17.

76 See Condominium Conference, supra note 69, at 18. Failure to disclose necessary in
formation promptly can result in long delays before the registration statement becomes 
effective. One registration was delayed nearly a year, partly because the SEC staff re
quired several amendments to the original information. Id.-, see Securities Act of 1933, 
§ 8, 15 U.S.C. § 77h (1970); 17 C.F.R. § 230.473 (1973).

71 See SEC Securities Act Release No. 5396, Guide 5 (June 1, 1973), [1973 Transfer 
Binder] CCH Fed. Sec. L. Rep. *[ 79,384. The risk factors should be cross-referenced to 
places in the prospectus where they are described in detail. Id.

78 See Montaneros Prospectus, supra note 75, at 5. Information about conditions prece
dent put the purchaser on notice that the income-producing source may not reach 
fruition. Completion of construction may be affected by factors beyond the registrant’s 
control. Strikes, weather conditions, and inability to obtain materials would delay 
construction of the units and hence would delay occupancy of the units and operation 
of the rental arrangement.

79 See also Villa Dorado Prospectus, supra note 75, at 179, 187.
80 See Montaneros Prospectus, supra note 75, at 16.

Introductory Statement. The SEC has recommended that an
organized series of concise, subcaptioned paragraphs summarizing the 
principal risk factors connected with the offering should immediately 
follow the cover page of any prospectus.77 For example, conditions 
precedent to the construction of the condominium are important risk 
factors and should be disclosed to condominium purchasers.78 Similarly, 
the purchaser should be apprised that financial transactions involving 
construction money and bonds are incomplete or that efforts to secure 
occupancy or zoning permits are unfinished.79 If the condominium com
plex already is developed, the registrant should inform the purchaser of 
any conditions precedent to possession.80 Requirements that certain pay
ments be made prior to possession or that certain payments are non- 
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refundable are examples of specific information that should be included.81

81 See Donovan, Guidelines and Considerations for Preparation of a Registration State
ment, in D. Augustine & J. Donovan, supra note 72, at 99, 108. These payments might 
include downpayments, progress payments, attorney’s fees, closing costs, or insurance 
costs. Id.

82 See Montaneros Prospectus, supra note 75, at 1. The prospectus should state that 
there is no certainty of profits from either the sale or the rental arrangement. See gen
erally Schneider, supra note 67, at 264.

83 See Villa Dorado Prospectus, supra note 75, at 178-79. A short statement should be 
included to advise the purchaser that occupancy levels may be low in the first few 
years. If occupancy levels are low, the purchaser should not rely on rental income from 
the pooling arrangement to meet the operating costs and mortgage payments allocable 
to his unit. Id.

84 See Montaneros Prospectus, supra note 75, at 28.
85 This disclosure might include notation of the existence and duration of a grace 

period and identification of who will initiate legal proceedings.
88 See Montaneros Prospectus, supra note 75, at 40. The registrant may encounter dif

ficulty in obtaining accurate and nonmisleading information about competitors. Informa
tion may be incomplete or unverifiable and hence unreliable. See Schneider, supra note 
67, at 299-302. See generally Escott v. BarChris Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 
1968). Many deficiencies were found in the BarChris prospectus. A significant portion 
of the deficiencies involved failure to disclose adverse consequences of industry over
saturation. The court did not consider the failure to disclose specific adverse conse
quences a deficiency.

87 Size and location of competing facilities should be listed. If the facility is prin
cipally of a resort nature, competing facilities may include outdoor camp sites and 
trailer accommodations. See Inn at Otter Crest Prospectus, supra note 75, at 66, 77.

88 If the rental pool is to be divided so that owners of one type of unit—units facing 
the ocean, penthouses—will share rent derived from only that type of unit, the owners 
of the less attractive types of units—units facing the road, without air conditioning—will 
compete not only with other condominium or housing facilities, but also with units in 
the same project.

The standard disclaimer that there is no certainty of profits82 may 
be insufficient to counter the pervasive belief that real estate investments 
guarantee financial success; therefore, the disclaimer should state care
fully not only that profits from the investment are uncertain, but also 
that required condominium expenses may exceed returns from the rental 
pool.83 The liability of the purchaser for the difference between expenses 
and income ought to be outlined. For example, the offeror, in disclosing 
that a lien on the unit will be foreclosed and the unit sold,84 should ex
plain the factors which would precipitate foreclosure.85

The existence of competition might be an important consideration to 
the potential investor.86 Competition includes both similar develop
ments87 and units within the investor’s own development that may com
pete against him.88 The decline of rental business in the area may or may 
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not result from competition, but the developer should disclose any de
cline which has occurred and the factors causing the decline.89 The ex
tent of the registrant’s experience in the field of condominiums and 
rental pool arrangements also is relevant to the success of the project 
and, therefore, should be revealed.90 The absence of experience renders 
the offering more speculative,91 particularly where expertise in the rental 
pool operation is lacking.

89 During the late 1960’s and early 1970’s, stiff competition for the Caribbean vacation 
market from Europe, caused by sharply reduced air fares and the expansion of package 
deals, cut into the Puerto Rican resort hotel business. Disclosure of such facts is neces
sary. See Villa Dorado Prospectus, supra note 75, at 197.

90 See Donovan, supra note 81, at 105-06. The experience information should describe 
the kind of buildings that previously have been constructed by the organization. Knowl
edge that the previous construction business involved prefabricated housing or bridge 
building, for example, might influence the purchaser’s investment decision. Id. The Inn 
of the Seventh Mountain listed the years of experience and employers of the manager of 
the rental arrangement. See Inn of the Seventh Mountain Prospectus, supra note 75, at 
86, 99.

91 See generally Doman Helicopter, Inc., 41 S.E.C. 431 (1963); Universal Camera 
Corp., 19 SJE.C. 648 (1945).

92 See Real Estate Advisory Rep., supra note 31, at 40; Dickey, What Lies Ahead for 
Real Estate Regulation, 3 Real Estate Rev. 13, 15, 16 (Spring 1973). When the con
dominium association is in the form of a limited partnership, as it was in the Montaneros 
project, potential conflicts of interest are numerous. A developer may become the gen
eral partner and may hire an affiliate to serve as the insurance agent for the condo
minium, as the rental agent, or as the accountant and administrator for the partnership. 
These arrangements, though perhaps beneficial to the condominium owners, may be 
self-serving for the developer. When the general partner is associated with an affiliate 
who can provide the services, the partner may give the affiliate the work rather than 
seek a more efficient nonaffiliated group to provide the services. Real Estate Advisory 
Rep., supra at 40-46.

93 See Montaneros Prospectus, supra note 75, at 7, 8.
94 See Real Estate Advisory Rep., supra note 31, at 40.

The risk of conflicts of interest is great in the area of real estate secur
ities because the registrant frequently owns or has interests in related 
business entities which perform functions for the condominium.92 The 
registrant may be affiliated with other condominiums, with rental pools, 
or with a company engaged in the acquisition, development, or manage
ment of real estate.93 To maximize the benefit of the conflict of interest 
disclosure, the registrant should summarize in the risk factor section 
each type of transaction in which an affiliate may be engaged and the 
manner in which the registrant will resolve the conflict.94

Any restraints on use of the condominium, such as limitations on the 
number of people who may occupy rooms, restrictions on decorative 
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lighting fixtures, or prohibitions against unsightliness, should be set out 
as risk factors.95 Restrictions on the transfer of the condominium unit 
or of an interest in the rental pool also should be disclosed.96 The po
tential investor would find particularly important any provisions pro
hibiting the rental of the unit by the owner.97

y5 See Montaneros Prospectus, supra note 75, at 29.
^Qld. at 5-7, 33. One restriction on the transfer of a unit provided that after transfer 

by an owner, the unit remained subject to use by the condominium association until 
reservations that could not be transferred had expired. See Inn of the Seventh Mountain 
Prospectus, supra note 75, at 99.

97 See Villa Dorado Prospectus, supra note 75, at 179. An example of a stringent re
striction appeared in the Villa Dorado Prospectus, which provided that a purchaser 
who had not entered into a rental pool management agreement with the company 
could not independently rent his unit on a daily or weekly basis or for any period less 
than 60 days during the winter season. Id.

98 See Montaneros Prospectus, supra note 75, at 9.
See Securities Act of 1933, § 27, 15 U.S.C. § 77aa (1970).

190 Condominiums may be constructed in phases with one building being completed 
before another. If the unfinished building is near the completed one, the rental value 
may be diminished by the commotion of nearby construction.

101 See Montaneros Prospectus, supra note 75, at 9; Villa Dorado Prospectus, supra 
note 75, at 188.

192 Some rental pool arrangements divide the units into types based upon their size 
and individual amenities. If such a division is contemplated, the specifications of the 
particular types should be listed, since one type probably will be preferable to the 
renting public. See Inn at Otter Crest Prospectus, supra note 75, at 69-70, 76.

Offering. The offering usually follows the introductory state
ment in the prospectus. Initially, condominiums offered should be de
scribed in detail.98 Because of the obvious effect on rental potential and 
condominium expenses, the total number of units and buildings should 
be disclosed. Since some condominium developments are constructed in 
phases, the offering section should contain specific information on 
planned price differentials or rights retained by the developer to modify 
prices.99 Plans for future development alert the purchaser to potential 
problems of diminution of rental value of units already built while con
struction is carried on nearby and of consequent delay in realizing a 
return on his investment.100 The offering also should state the size and 
price of units.101

To enable the purchaser to maximize the allure of his property, the 
prospectus should describe the availability of amenities such as air con
ditioning or fireplaces.102 Access to the condominium and to public recre
ation facilities also are inducements to the renting public, and therefore, 
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the offeror should disclose such information. The ease of air, train, and 
car travel to the site should be described to assist in evaluation of the 
probable success of the project.103 Further, a description of the site it
self, including relevant climatic factors, should be disclosed.104 Disclosure 
of ownership rights to adjoining property may reveal that the adjoining 
property is owned by third parties with development interests contrary 
to those of the prospective buyer.105

103 See generally Montaneros Prospectus, supra note 75, at 20; Villa Dorado Prospectus, 
supra note 75, at 184.

104 See Montaneros Prospectus, supra note 75, at 20; Villa Dorado Prospectus, supra 
note 75, at 184-85.

ios A small airstrip was located one-quarter mile south of the Villa Dorado condomin
ium site. Safety and noise considerations, obviously of importance to the potential pur
chaser, were disclosed. See Villa Dorado Prospectus, supra note 75, at 184.

Disclosure that a ski lift terminal was located 50 yards from the Montaneros con
dominium site might have induced or deterred purchase of a unit. See Montaneros 
Prospectus, supra note 75, at 21.

i°6 Some purchasers have received long-term renewable leases rather than fee interests. 
While the net effect is similar in terms of rent proceeds, there will be a reversion to the 
seller after the purchaser’s leasehold interest terminates. See Donovan, supra note 81, 
at 112.

107 Inn of the Seventh Mountain Prospectus, supra note 75, at 96. Because the Inn of 
the Seventh Mountain project involved condominiums built on land leased to the reg
istrant by an affiliate for a 65-year term with an option to renew for 35 years, the pur
chaser owned the unit but not the land on which it was built. Id.

108 See Montaneros Prospectus, supra note 75, at 25. The percentage of the purchaser’s 
undivided ownership interest in the common elements may be measured by the proportion 
of the square footage of floor space contained in his condominium to the aggregate 
square footage contained in all condominium units. The prospectus should include a 
table presenting the number of square feet in the differing units and the percentage of 
effective interest in the common elements to assist the purchaser. Id.

The condominium association usually establishes procedures for action to be taken if 
the unit owner fails to meet his common element expenses. The Montaneros association 
provided that a lien would attach to each condominium unit to secure payment of any 

In addition to the physical characteristics of the condominium, the 
offeror should describe the nature of the real estate interest to be sold. 
The mere offering of a unit bearing the name “condominium” does not 
insure that a fee simple interest will be conveyed.106 Easements, cove
nants, or restrictions of other kinds also may operate to limit the pur
chaser’s interest.107 Further, the prospectus should disclose that the pur
chaser will acquire an undivided ownership interest in the “common 
elements” of the condominium development with ensuing responsibilities 
and liabilities.108
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Precision and thoroughness are particularly essential in the explanation 
of the rental pool agreement. The prospectus should include specific 
information about whether the rental agreement is mandatory or op
tional,109 about various rental restrictions such as a requirement that the 
owner wishing to use his unit give three-months notice to the rental 
agent,110 and about whether the agreement calls for renting on a unit 
or pooling basis, since the effects of the two arrangements differ.111 The 
formula for the distribution of income and losses should be explained.112

assessment or other amount due. The owner’s failure to meet payments might result in 
foreclosure. Id. at 28.

109 See Donovan, supra note 81, at 105.
no See Villa Dorado Prospectus, supra note 75, at 195. To offset fixed costs, some rental 

pool arrangements require the unit owner to pay a fee, usually a percentage of the regu
lar rental rate, for the use of his own unit. Id.; see Inn of the Seventh Mountain Pros
pectus, supra note 75, at 99.

m In a unit arrangement, the unit owner will receive money only if his unit is 
rented; in the pooling arrangement the owner will share in rents pooled. See Donovan, 
supra note 81, at 109.

112 For example, rentals may be pooled such that 40 percent is retained by the agent 
for services provided, ten percent received by the owner whose unit is occupied, and 
50 percent pooled and divided between the unit owners of like units on a percentage 
basis. See Inn of the Seventh Mountain Prospectus, supra note 75, at 99.

U3 See Montaneros Prospectus, supra note 75, at 40; Villa Dorado Prospectus, supra 
note 75, at 195.

114 Disclosure of seasonal rent variations and special package rate rentals protects 
against the inclusion of only the highest anticipated rents. See Montaneros Prospectus, 
supra note 75, at 40.

ns See id. at 7.
no See Inn of the Seventh Mountain Prospectus, supra note 75, at 99. Simple factors 

such as established contacts with travel agencies which can facilitate arrangements to 
involve the condominiums in travel package plans may aid rental occupancy rates and 
consequently increase the return on the unit owner’s investment.

The prospectus should provide an estimate of the proposed rental 
rates for the various units.113 Where the occupancy levels and rental 
rates are likely to vary seasonally, the probable variations should be dis
closed, as should the existence of special group rates.114 If the developer 
hires an outside rental agent, another rental agreement disclosure should 
describe the agent’s experience and potential conflicts of interest, such 
as affiliations with entities engaged in related operations.115 Whether the 
rental agent has managed similar operations or is inexperienced can be 
a significant factor in maintaining high levels of rental occupancy.116
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Purchasers of units in condominium complexes usually become mem
bers, either voluntarily or by requirement, of an association.117 The 
purchaser should be apprised of the structure of the association and of 
his rights within it, since the association will formulate policies affecting 
his investment return. In addition, the purchaser’s liabilities to third 
parties or to members will vary according to the legal status of the as
sociation.

117 Such associations are sometimes required by statute. Ore. Rev. Stat. § 91.505-.675 
(1971) (requires formation of an association of unit owners with bylaws and a board 
of directors); see Montaneros Prospectus, supra note 75, at 32 (limited partnership); Inn 
of the Seventh Mountain Prospectus, supra note 75, at 97-98 (limited partnership).

118 See Montaneros Prospectus, supra note 75, at 17; Villa Dorado Prospectus, supra 
note 75, at 203-04.

no See Montaneros Prospectus, supra note 75, at 17-18.
120 See id. at 30; Villa Dorado Prospectus, supra note 75, at 199-200.
121 Compiling all such expenses into tabular form facilitates understanding. See Villa 

Dorado Prospectus, supra note 75, at 199-200.
122 See Montaneros Prospectus, supra note 75, at 31.
123 See Inn of the Seventh Mountain Prospectus, supra note 75, at 101; Villa Dorado 

Prospectus, supra note 75, at 198-99.
124 See generally Real Estate Advisory Rep., supra note 31, at 9-12; Dickey, supra note 

92, at 17.

The financing arrangements for both the construction and purchase 
of the units constitute important investment information.118 The source, 
terms, and conditions of the construction financing, such as escrow or 
performance bonds, are critical to evaluation of the investment and 
should be disclosed.119 Further, the prospectus should provide a thorough 
breakdown of the costs of owning the unit.120 The undivided ownership 
of common areas and elements may give rise to the assessment of main
tenance fees as well as to casualty and liability insurance fees.121 The 
purchaser must be prepared to pay utility fees, local property taxes, and 
management fees and should be warned of the association’s methods of 
assessing funds for the payment of unpredicted costs of repairs and re
furbishing.122

Purchase Consequences. In addition to informing the condo
minium purchaser of risk factors and offering provisions, the prospectus 
should disclose certain consequences attendant upon the purchase. Tax 
consequences are an especially important consideration;123 many con
dominium purchasers are tax motivated, and tax information is a material 
factor in their investment decisions.124 The registrant should disclose 
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state income tax laws applicable to income from the rental units125 and 
whether the condominium unit and the land itself are taxed separately 
under the state property tax laws.126 The offeror should warn the pur
chaser of federal tax provisions dealing with deductions for such items 
as depreciation, land rent, lease payments on furniture, and expenses of 
maintenance and ownership.127 Similarly, any ruling by the Internal 
Revenue Service on whether the condominium association will be taxed 
as a corporation or as a partnership is essential investment information 
and should be included in the tax consequences category.128

125 See Inn of. the Seventh Mountain Prospectus, supra note 75, at 101.
126 See A. Ferrer & K. Stecher, Law of Condominium (1967) (collection of con

dominium statutes, including tax provisions, of many states).
127 Of particular importance is an understanding of the applicability of section 183 

of the Internal Revenue Code, which deals with activities not engaged in for profit. 
Int. Rev. Code of 1954, § 183. Unless the unit owner is able to show that the unit is 
being used in a trade or business or that it is being held for the production of income, 
the investment will not be considered to be engaged in for profit, and the Internal 
Revenue Service will disallow deductions attributable to the investment. Id. § 183(b). 
See also Condominium Conference, supra note 69, at 56-64 (discussion of recent IRS 
approaches to real estate related securities); Inn of the Seventh Mountain Prospectus, 
supra note 75, at 101-02.

128 See Montaneros Prospectus, supra note 75, at 46.
12® See SEC Release, supra note 77.
130 See Montaneros Prospectus, supra note 75, at 19.
131 Fees incident to the sale of the condominium payable by the seller to promoters, 

general partners, underwriters, and their affiliates should be disclosed in tabular form 
to illustrate for the investor what portion of his money is allocated to compensation 
rather than to his investment. See Real Estate Advisory Rep., supra note 31, at 47-49.

The prospectus should disclose the use of proceeds from the offering 
of a condominium.129 Usually, portions of the proceeds will be applied 
to construction, landscaping, and promotion of the development. Con
sequently, this section should show not only the profit received by the 
developer, but also the allocation of money to the condominium devel
opment.130 A disproportionate allocation to advertising or to rental agent 
fees would suggest a dilution of funds otherwise allocable to projects 
increasing the value of the investment.131

CRITICISMS OF PROSPECTUS DISCLOSURE

The inclusion of the foregoing information in the prospectus would 
appear to provide the purchaser with an adequate basis for an informed 
investment decision. Critics have contended, however, that the effective
ness of the factual disclosures in the prospectus is diminished by the 
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overabundance of boilerplate and obfuscatory language, the excessive 
length, and the failure to project future earnings.132

132 See notes 67-70 supra.
133 See Montaneros Prospectus, supra note 75, at 8.
134S'ee Inn of the Seventh Mountain Prospectus, supra note 75, at 97. The developers 

contended that resort facilities suffer functional and socioeconomic obsolescence after 
50-60 years and require extensive renovation. The developers asserted that if the in
vestors owned the land, they would be faced with the need for large renovation ex
penditures requiring majority approval by the condominium association, which might be 
difficult to obtain. The developers stated that “it is more sensible to turn these problems 
back to the landowner after obsolescence, technology, and resort patterns have ended 
the project’s economic life.” /¿Z. The implications of this statement for a lessee whose 
lease has run out are difficult to discern.

135 See SEC Release, supra note 77.
136 See id.
137 See generally Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 544, 565 

(E.D.N.Y. 1971).

Boilerplate Provisions and Excessive Length. A statement that
existing conflicts of interests will be resolved in a manner “consistent 
with customary business practices” 133 does not enlighten the potential 
investor. Similarly, the purchaser who will be a lessee rather than an 
owner of the land on which the condominium stands is not aided in 
understanding the implications of such an arrangement by the conclusory 
statement that the arrangement will help him avoid the problems of 
“functional and socio-economical obsolescence.” 134 The SEC has de
creed that such boilerplate phrases must be accompanied by a brief 
explanation of the basis for the statement and the effect the condition 
described may have on the business of the registrant.135 While the two 
examples mentioned above indicate that condominium prospectuses con
tain boilerplate and obfuscatory phrases, the problem probably is not 
so significant as it is in corporate security prospectuses. The condo
minium prospectus describes real property and housing, subjects with 
which the general public has some familiarity. Previous ownership or 
rental of a dwelling place will have given the condominium purchaser 
exposure to technical language encountered in the purchase of a con
dominium. Recently, the SEC established an additional aid; the Com
mission now requires a summary of the contents of the prospectus, high
lighting the salient features of the offering, with appropriate cross- 
references to the text.136 This requirement will hinder attempts to hide 
critical revelations amid less important data.137
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Excessive length is another alleged problem of many prospectuses.138 
While excessive length may be burdensome,139 full disclosure should 
not be sacrificed to avoid a long prospectus.140 The prospectus should 
be no longer than necessary for full disclosure, but the complexity of 
the condominium purchase demands extensive information. The re
quired use of the prospectus summary will help resolve the problems 
caused by length.

138 See Condominium Conference, supra note 69, at 28, 37.
139 Early in its history the SEC acknowledged that in many instances “prospectuses 

have been so long and cumbersome as practically to destroy their usefulness.” SEC 
Securities Act Release No. 1506 (July 12, 1937).

i^o In the case of security condominiums, a substantial amount of information must 
be disclosed because the subject matter is real estate as well as a security. The real 
estate characteristics of the condominium are of material importance to the purchaser 
and cannot be eliminated from the prospectus merely because their disclosure lengthens 
the document.

141 See Mann, supra note 67, at 224; Schneider, supra note 67, at 268.
142 See Mann, supra note 67, at 244.
143 See Schneider, supra note 67, at 268.
144 See The Wheat Report, supra note 61, at 96; Comment, supra note 67, at 242-45. 

This policy of excluding projections has been modified somewhat. See SEC Security 
Act Release No. 5362 (Feb. 2, 1973), [1972-1973 Transfer Binder] CCH Fed. Sec. L. Rep. 
< 79,211; notes 148-151 infra and accompanying text.

145 See Schneider, supra note 67, at 264. Critics of the policy point to the mandatory 
inclusion of. adverse projections as an example of an unfair double standard. Id. at 261- 
62.

146 See The Wheat Report, supra note 61, at 12, 95.
147 Id. at 12, 96.

Projections. Two commentators contend that an investment de
cision requires a forecast of earnings based upon an understanding of 
the impact that current and foreseeable events will have on the prospects 
of the issuer.141 An earnings prediction, not a disclosure of the historical 
development of an issuer’s business, is the decisive factor in making an 
investment decision.142 Without such projections, the information in the 
prospectus does not satisfy the policy of full disclosure because the in
vestor is denied access to relevant material.143

The exclusion of projections is part of a longstanding SEC policy144 
of permitting only hard facts in the prospectus and of banning favorable 
financial projections.145 Despite SEC recognition of the importance of 
estimates of future earnings,146 the Commission has resisted change, par
tially because of concern that unsophisticated investors will rely too 
heavily on the projections.147 The recent softening of its policy by al
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lowing qualifying companies to make projections after meeting certain 
standards will have no significant effect in the field of condominium 
securities.148 In addition to the likelihood that condominium offerings 
will not meet the requirements of the new SEC policy,149 the SEC has 
not established standard assumptions150 upon which projections of re
turns on real estate investments can be made.151

148 See Comment, supra note 67, at 247-48. The company must be a Securities Ex
change Act reporting company for a reasonable period of time and have a history of 
earnings and internal budgeting. Id.

449 The impact of the new disclosure policy is clearly on the trading market, rather 
than on the new issue market. Newly formed condominium development groups would 
have neither the earnings history nor the required internal budgeting demanded by the 
SEC for projections. See Comment, supra note 67, at 254-57.

150 The SEC’s Real Estate Advisory Committee suggested that standard assumptions 
should be established to cover standard useful lives, standard treatment of items im
mediately deductible and those which should be capitalized, the effect of retained in
terest, and consequences of disposition. See Real Estate Advisory Rep., supra note 31, 
at 57.

See id.-, Dickey, supra note 92, at 14-15; Roulac, Truth in Real Estate Reporting, 
3 Real. Estate Rev. 90, 91 (Spring 1973).

152 Forecasts could easily mislead some investors who rely heavily on numbers. See 
The Wheat Report, supra note 61, at 95; L.A. Times, Jan. 14, 1973, § 5, at 1, col. 4. 
But see Real Estate Advisory Rep., supra note 31, at 55-58 (recommendation of dis
closure of potential economic results of participation in real estate security offering). 
It also has been argued that to permit the inclusion of estimates of future earnings 
would enable the developer to derive the benefits of the allure of favorable projections 
without subjecting the developer to liability either at common law or under the Secur
ities Act. The civil liabilities under the Act are predicated upon a misstatement or omis
sion of a material fact. See Securities Act of 1933, 11, 12, 15 U.S.C. §§ 77k, 77m
(1970); Heller, supra note 67, at 306-07 & n.18. Developers might feel, however, that 
hardships would outweigh the benefits of including projections. The use of projections 
which later prove incorrect might expose the developer to liability. See Schneider, 
supra note 67, at 259-60.

The absence from the prospectus of projections on the rate of invest
ment return does not render the document unsuccessful in its design to 
inform and protect the investor. On the contrary, a projection made con
cerning an investment of this size and nature, dependent for success on 
many variables, might be unreliable; unreliability would undercut the 
purpose of the prospectus.152

SUPPLEMENTAL SALES LITERATURE

The prospectus is not the only literature received by a potential pur
chaser. Elaborate supplemental sales literature ordinarily is prepared and 
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distributed to the purchaser by the project’s organizers and promoters.153 
When the condominium is deemed to be a security required to be reg
istered, the securities laws and regulations afford the purchaser special 
protection against the type and timing of such advertising.154 Addition
ally, remedies for fraud are available to deter advertising abuse.155

I®3 See Real Estate Advisory Rep., supra note 31, at 35. A significant protection is 
afforded security condominium purchasers because the salesmen are required to register 
as broker-dealers under the Securities Exchange Act. Securities Exchange Act of 1934, 
§ 15, 15 U.S.C. § 78o (1970). The broker-dealer must pass a securities examination and 
must join either the National Association of Securities Dealers or the Securities Ex
change Commission Only, the SEC’s counterpart organization. See Condominium Con
ference, supra note 69, at 22-25. Registration subjects the broker-dealer to regulation 
under the Securities Exchange Act and to the restrictions of his securities dealers’ as
sociation. See Securities Exchange Act of 1934, § 15(b)(5), 15 U.S.C. § 78o(b)(5); 
Condominium Conference, supra at 22-25.

154 See Securities Act of 1933, § 5(a), 15 U.S.C. § 77e(a) (1970); SEC Securities Act 
Release No. 5382 (Apr. 9, 1973), [1973 Transfer Binder] CCH Fed. Sec. L. Rep.

79,309; Condominium Conference, supra note 69, at 20-21. Disseminating sales 
literature, brochures, or other publicity prior to filing the registration statement 
constitutes an illegal offer. Between filing and the effective date of the registra
tion statement, offers may be made, but no written offer may be made unless accom
panied by a statutory prospectus. After the effective date of the registration statement, 
sales may be made if a proper statutory prospectus precedes or accompanies any written 
offer, confirmation, or delivery. Securities Act of 1933, § 5, 15 U.S.C. § 77e (1970). 
Supplemental sales literature may be sent to a prospective investor only if such literature 
is preceded or accompanied by a final statutory prospectus and is not false or misleading. 
/J.

155 See notes 198-210 infra and accompanying text.
156 See Condominium Conference, supra note 69, at 28; Real Estate Advisory Rep., 

supra note 31, at 35-38.
157 See Condominium Conference, supra note 69, at 28.
158 See Real Estate Advisory Rep., supra note 31, at 38.

The application of restrictions to sales literature has generated pro
test and suggestions.156 Proposals for special treatment of condominium 
literature have ranged from a suggestion that the SEC separate the adver
tising relating to real estate from that concerning the rental arrangement, 
reviewing only the latter,157 to a recommendation that all supplemental 
sales literature be prohibited.158 Apparently recognizing that to ban 
supplemental sales literature would be to restrain unreasonably the mar
keting and promotion of condominiums but that unreviewed and po
tentially misleading literature may overshadow the prospectus, the SEC 
has steered a practical course which provides the purchaser assistance in 
making a sound business decision.
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The SEC staff requires the submission of all proposed sales literature.159 
Since the materials submitted are not considered “filed” materials, they 
are not subject to registration liability provisions,160 but the materials 
are reviewed by the staff, which may issue comment letters.161 This 
procedure enables the regulators to contrast what is said in the prospectus 
with what is said in the sales literature and may thereby deter use of 
false and misleading advertising.162

159 See Securities Act Release No. 4936, Guide 42 (Dec. 9, 1968), [1967-1969 Transfer 
Binder] CCH Fed. Sec. L. Rep. 51 77,636. Sales literature required to be submitted in
clude tapes, movies, seminars, and other materials, as well as ordinary printed informa
tion. See Condominium Conference, supra note 69, at 22; Dickey, supra note 92, at 14.

160See Securities Act of 1933, §§ 10, 11, 15 U.S.C. §§ 77j, 77k (1970); Real Estate 
Advisory Rep., supra note 31, at 37.

161 See Condominium Conference, supra note 69, at 22.
162 Id. at 21-22; see SEC Release, supra note 154.
163 See Real Estate Advisory Rep., supra note 31, at 35-37.
164 See Securities Act of 1933, § 5, 15 U.S.C. § 77e (1970); SEC Release, supra note 154.
165 See Real Estate Advisory Rep., supra note 31, at 38-39.
166 The Securities Act provides the SEC with a full panoply of enforcement pro

cedures. Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 544, 566 (E.D.N.Y. 
1971). Under section 8(b), the SEC may refuse to permit a materially inaccurate or 
incomplete registration statement to become effective. Securities Act of 1933, § 8(b), 

Although the SEC reviews sales literature, the Commission has not 
established specific disclosure requirements for such materials. Sophisti
cated advertising may persuade the purchaser to make his investment 
decision on the basis of limited or conjectural information contained 
therein.163 A partial remedy for this danger is provided by the require
ment that a final statutory prospectus precede or accompany supple
mental sales literature sent to the purchaser.164 The remedy is not totally 
effective, however, because the prospectus may be placed in the back 
of an advertising package.165 A warning alone that the prospectus should 
be read first would be unlikely to induce the purchaser to search for the 
prospectus; however, such a warning supplemented by a rule requiring 
the prospectus to be placed in the most prominent position in a sales kit 
might prevent the purchaser from being seduced by the sales literature 
before seeing the prospectus.

Private Remedies Available to the 
Purchaser of a “Condominium Security”

The SEC’s registration requirements and the use of the various en
forcement procedures accorded the Commission166 provide substantial 
safeguards against developer abuses. The Commission, however, lacks 



1974] Condominiums 1429

the resources to prevent or to prosecute every abuse; as a result, private 
parties often must supplement agency actions by bringing private civil 
actions for violations of the federal securities laws.167 The civil liability 
provisions not only offer means by which an aggrieved condominium 
purchaser can obtain effective redress, but also, perhaps more impor
tantly, serve as a potentially effective deterrent against violations by 
developers.168

15 U.S.C. § 77h(b) (1970). Similarly, section 8(d) permits the SEC, after notice and an 
opportunity for a hearing, to issue a “stop order” suspending the effectiveness of a 
registration statement. Id. § 8(d), 15 U.S.C. § 77h(d) (1970). Section 20(b) authorizes 
the SEC to bring an injunctive action in any federal district court against a person 
engaged in or about to engage in acts or practices which violate or threaten to violate 
the Securities Act. Id. § 20(b), 15 U.S.C. § 77t(b) (1970); see Securities Exchange Act of 
1934, § 21(e), 15 U.S.C. § 78u(e) (1970). Moreover, the SEC may refer violations to the 
Attorney General for criminal prosecution. Securities Act of 1933, § 20(b), 15 U.S.C. 
77t(b) (1970); see Securities Exchange Act of 1934, § 21(e), 15 U.S.C. § 78u(e) (1970).

167 See J.I. Case Co. v. Borak, 377 U.S. 426, 432 (1964); Chris-Craft Indus., Inc. v. Piper 
Aircraft Corp., 480 F.2d 341, 356 (2d Cir.), cert, denied, 414 U.S. 910 (1973); Feit v. 
Leasco Data Processing Equip. Corp., 332 F. Supp. 544, 567 (E.D.N.Y. 1971).

168 5^ Globus v. Law Research Serv., 418 F.2d 1276, 1285, 1288 (2d Cir. 1969), cert, 
denied, 397 U.S. 913 (1970); Feit v. Leasco Data Processing Equip. Corp., 332 F. Supp. 
544, 567 (E.D.N.Y. 1971); Cohen, “Truth in Securities” Revisited, 79 Harv. L. Rev. 
1340, 1355 (1966); Douglas and Bates, The Federal Securities Act of 1933, 43 Yale L.J. 
171, 173 (1933); Shulman, Civil Liability and the Securities Act, 43 Yale L.J. 227 (1933).

169 Securities Act of 1933, § 12(1), 15 U.S.C. § 771(1) (1970).
170 [1973 Transfer Binder] CCH Fed. Sec. L. Rep. 94,159 (D.D.C. Sept. 28, 1973); 

see notes 43-59 supra and accompanying text.
171 Securities Act of 1933, § 5, 15 U.S.C. § 77e (1970).
rizid. § 12(1), 15 U.S.C. § 771(1) (1970). Where the condominium has been resold, 

section 12 also provides for suit for damages. Id. Section 13 requires that the action be 
brought within one year of the violation upon which it is based. Id. § 13, 15 U.S.C. 
§ 77m (1970). The American Law Institute’s proposed federal securities code would 
extend this period to two years. ALI Fed. Sec. Code. § 1421(a) (Draft, Mar. 1973).

1733 L. Loss, stipra note 64, at 1693; see Lewis v. Walston & Co., Inc., 487 F.2d 617, 

Section 12(1) of the Securities Act,169 one of the more important 
remedies available to the purchaser of an investment condominium, is 
applicable to a situation such as the one in SEC v. Marasol Properties,170 
in which a developer sold unregistered condominium units in violation 
of section five of the Securities Act.171 The purchaser is entitled under 
section 12(1) to bring suit for rescission and thereby can recover his 
purchase price less any income received in return for his relinquishment 
of the unit.172 Liability under section 12(1) is virtually absolute, since 
the developer’s only defense is that the offering was exempt from registra
tion.173
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Where a developer has inadequately or improperly met his obliga
tion of full disclosure or has perpetrated a fraud in connection with the 
offer and sale of the condominium, the purchaser has express or implied 
remedies under both the Securities Act174 and the Securities Exchange 
Act.175 Section 11 of the Securities Act176 creates civil liability for ma
terial misstatements or omissions of material facts177 in the registration 

621 (5th Cir. 1973). The exemptions are contained in sections three and four of the 
Securities Act. Securities Act of 1933, §§ 3, 4, 15 U.S.C. §§ 77c-d (1970). Perhaps the 
most significant exemption for the condominium developer is the intrastate exemption; 
section 3(a) (11) exempts securities sold to residents of a single state by an issuer who 
is a resident of that state. Id. § 3(a) (11), 15 U.S.C. § 77c(a)(ll); see SEC Securities 
Act Release No. 5450, [Current] CCH Fed. Sec. L. Rep. 79,617 (to be codified at 17 
C.F.R. § 230.147) (rule defining certain terms in, and conditions of, the intrastate ex
emption). The parameters of the exemption are rather tightly drawn. A sale to only one 
nonresident is enough to deprive the entire offering of the exemption’s benefits. Capital 
Funds, Inc. v. SEC, 348 F.2d 582, 586 (8th Cir. 1965); Hillsborough Inv. Corp. v. SEC, 
276 F.2d 665, 668 (1st Cir. 1960); SEC v. Los Angeles Trust Deed & Mortgage Exch., 186 
F. Supp. 830, 871 (S.D. Cal.), aff’d. 285 F.2d 162 (9th Cir. 1960). The developer of a 
condominium project could be assured of an exemption by strictly adhering to section 
3(a) (11). However, as a practical matter he would probably not be in a position to so 
restrict his offering. See Rohan, supra note 26, at 9-10. Moreover, the federal exemption 
does not preclude the application of state blue sky laws.

Obvious practical problems also cause the section 4(2) exemption of private offerings 
to be of little value to the condominium developer. Securities Act of 1933, § 4(2), 15 
U.S.C. § 77d(2) (1970); see Rohan, supra note 26, at 9 (traditional merchandising tech
niques in the housing industry make exemption inapplicable); cj. SEC Release No. 5430, 
[1973 Transfer Binder] CCH Fed. Sec. L. Rep. 51 79,529 (proposed rule to define “trans
actions not involving any public offering”).

174 Securities Act of 1933, §§ 11, 12(2), 15 U.S.C. §§ 77k, 771(2) (1970). A private 
cause of action generally is implied under section 17(a). Id. § 17(a), 15 U.S.C. § 77q(a) 
(1970). See note 200 injra.

175 Securities Exchange Act of 1934, § 10(b), 15 U.S.C. § 78j(b) (1970); see 17 C.F.R.
§ 240.10b-5 (1973).

176 Securities Act of 1933, § 11, 15 U.S.C. § 77k (1970).
177Section Il’s requirement of materiality is also common to actions brought under 

sections 12(2) and 17(a) of the Securities Act and to rule 10b-5 actions. Securities Act 
of 1933, §§ 12(2), 17(a), 15 U.S.C. §§ 771(2), 77q(a) (1970); 17 C.F.R. § 240.10-5 (1973). 
The SEC has defined as material “those matters as to which an average prudent investor 
ought reasonably to be informed before purchasing the security registered.” 17 C.F.R. 
§ 230.405(1) (1973); see id. § 24O.12b-2(j) (1973). The judicial definitions vary, but in 
general, the trier of fact has considerable flexibility in determining whether a fact is 
material. See Affiliated Ute Citizens v. United States, 406 U.S. 128, 153-54 (1972); SEC 
v. Texas Gulf Sulphur Co., 401 F.2d 833, 849 (2d Cir. 1968) (en banc), cert, denied, 394 
U.S. 976 (1969); List v. Fashion Park, Inc., 340 F.2d 457, 462 (2d Cir.), cert, denied, 382 
U.S. 811 (1965); Kohler v. Kohler Co., 319 F.2d 634, 642 (7th Cir. 1963); Feit v. Leasco 
Data Processing Equip. Corp., 332 F. Supp. 544, 571 (E.D.N.Y. 1971). See also ALI Fed. 
Sec. Code § 256 (Draft, Mar. 1973) (proposed definition of “material”).
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statement after it has become effective.178 Section 11 relief, therefore, is 
not available to the purchaser of an unregistered security.179 Moreover, 
section 11 does not create liability for misleading statements or omissions 
made in other documents, such as supplemental sales literature, or in 
oral communications, regardless of their impact on the purchaser.180

178 Securities Act of 1933, § 11, 15 U.S.C. § 77k (1970). The registration statement 
includes the prospectus. Id. § 10(a)(1), 15 U.S.C. § 77j (a) (1) (1970). The amount of 
damages recoverable is prescribed by section 11(e). Id. § 11(e), 15 U.S.C. § 77k(e) 
(1970).

179 Thus, section 11 could not have been used by an aggrieved condominium purchaser 
in SEC v. Marasol Properties, since the offering involved was unregistered. [1973 Trans
fer Binder] CCH Fed. Sec. L. Rep. 94,159 (D.D.C. Sept. 28, 1973). Nor is it available 
if the fraudulent misrepresentation or omission occurs after the registration statement is 
filed but before it becomes effective. See Securities Act of 1933, § 11(a), 15 U.S.C. § 
77k(a) (1970).

180 Folk, supra note 60, at 10; see Securities Act of 1933, § 11(a), 15 U.S.C. § 77k(a) 
(1970).

isi Securities Act of 1933, § 11(a)(1), 15 U.S.C. § 77k(a)(l) (1970). The registration 
statement must be signed “by each issuer, its principal executive officer or officers, its 
principal financial officer, its comptroller or principal accounting officer, and the majority 
of its board of directors or persons performing similar functions . . . and in case the 
issuer is a foreign or Territorial person by its duly authorized representative in the 
United States .. ..” Id. § 6(a), 15 U.S.C. § 77f(a) (1970).

182 Id. § 11(a)(2), 15 U.S.C. § 77k(a)(2) (1970). Liability also extends to every person 
who, with his consent, is named in the registration statement as being or as about to 
become a director or partner. Id. § 11(a)(3), 15 U.S.C. § 77k(a)(3) (1970).

183 Id. § 11(a)(5), 15 U.S.C. § 77k(a)(5) (1970). Although the extent to which a 
traditional underwriting is available to developers of condominium projects is unclear, 
at least one successful underwriting has taken place. See Romney and Petty, Resort 
Condominiums: History, Securities Aspects, Registration Requirements, 169 N.Y.L.J., 
No. 36, at 4 (1973).

184 Securities Act of 1933, § 11(a)(4), 15 U.S.C. § 77k(a)(4) (1970). “Expert” status 
is specifically accorded accountants, engineers, appraisers, and, in general, “any person 
whose profession gives authority to a statement made by him.” Id., see Cheek, Potential 
Liability of Counsel Named in a Prospectus, 6 Rev. Sec. Reg. 939, 951-55 (1973); Folk, 
supra note 60, at 11-12; Small, An Attorney's Responsibilities Under Federal and State 
Securities Laws: Private Counselor or Public Servant?, 61 Calif. L. Rev. 1189, 1192-96 
(1973).

Section 11 liability extends to the issuer and all persons signing the 
registration statement,181 all persons who were directors of or partners 
in the issuer,182 all underwriters of the security,183 and certain “experts” 
who consented to being named as having prepared or certified any part 
of the registration statement or whose reports were used in connection 
with it.184 The liability of the issuer is absolute with one exception; sec
tion 11 (a) provides him with the defense that the purchaser knew of the 
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untruth or omission at the time of purchase.185 Defendants other than 
the issuer are given certain additional “due diligence” defenses under 
section 11 (b).186 Section 11 places no burden on the plaintiff to establish 
privity187 and requires proof of reliance in only limited circumstances.188

i85 Securities Act of 1933, § 11(a), 15 U.S.C. § 77k(a) (1970); see 3 L. Loss, supra 
note 64, at 1724.

186Securities Act of 1933, § 11(b), 15 U.S.C. § 77k(b) (1970); see 2 A. Bromberg, 
Securities Law: Fraud—SEC Rule 10b-5, § 8.4(320) (1970). The defenses operate on two 
levels. If the alleged misrepresentation appears in a portion of the registration statement 
“not purporting to be made on the authority of an expert,” the defendant must show 
that he conducted a reasonable investigation of the statements contained therein and 
that, after investigation, he had reasonable grounds to believe and did believe the ac
curacy of the statement. Securities Act of 1933, § 11(b)(3)(A), 15 U.S.C. § 77k(b)(3) 
(A) (1970); see 2 A. Bromberg, supra §§ 8.4(321)-(322). If the alleged misrepresentation 
appears in a part of the registration statement “purporting to be made on the authority 
of an expert (other than himself) or purporting to be a copy of or extract from a report 
or valuation of an expert,” the defendant must show that there was no reasonable 
ground to believe, and that he did not believe, that the portion of the statement was 
misleading. Securities Act of 1933, § 11(b)(3)(C), 15 U.S.C. § 77k(b)(3)(C) (1970); 
see 2 A. Bromberg, supra §§ 8.4(324)-(326). The defendant whose own expertise pro
vided the basis for the portion of the statement made on authority of an expert is held 
generally to the investigative standard of care found in subsection (A) governing the 
portion of the statement not based on expert authority. Securities Act of 1933, § 11(b) 
(3)(B), 15 U.S.C. § 77k(b)(3)(B) (1970). The applicable standard of care is'“that 
required of a prudent man in the management of his own property.” Id. § 11(c), 15 
U.S.C. § 77k(c) (1970). There is little judicial gloss on these defenses. Feit v. Leasco 
Data Processing Equip. Corp., 332 F. Supp. 544, 576 (E.D.N.Y. 1971); see Escott v. 
BarChris Constr. Corp., 283 F. Supp. 643 (S.D.N.Y. 1968). BarChris was the first case to 
examine in detail the “due diligence” defenses. See generally Folk, supra note 60, at 19-82.

i87 Securities Act of 1933, § 11(a), 15 U.S.C. § 77k(a) (1970); see 3 L. Loss, supra 
note 64, at 1731-33.

i88Securities Act of 1933, § 11(a), 15 U.S.C. § 77k(a) (1970). The purchaser must 
establish his reliance upon the misstatement or omission in the registration statement only 
if he acquired the security after the issuer had distributed generally to its security 
holders an earnings statement covering at least 12 months from the effective date 
of the registration statement. Id.

w>ld. § 12(2), 15 U.S.C. § 771(2) (1970).
190 Id. The measure of damages is the same as in a section 12(1) action. See text ac

companying note 172 supra.
191 Securities Act of 1933, § 12(2), 15 U.S.C. § 771(2) (1970).

In contrast to section 11, section 12(2) of the Securities Act189 creates 
civil liability for material misstatements and omissions made both in the 
registration statement and in supplemental materials and oral communica
tions.190 Section 12(2) is applicable to the sale of all condominium secur
ities, whether or not registered, including offerings which are exempted 
from registration under sections three and four.191 The extent of liability 
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under section 12(2) is, however, more sharply restricted than is liability 
under section 11, since liability attaches only to the seller of the secur
ity,192 or to those persons who control the seller.193 Thus, while the two 
sections may sometimes overlap, section 12(2) may be viewed as a 
supplement to section 11, since it applies to statements other than those 
in the registration statement, and it imposes liability on the seller, who 
may not be one of the many liable under section ll.194 The most im
portant concession which section 12(2) makes to the seller is to provide 
him with a defense, somewhat analogous to the “due diligence” defenses 
of section ll,195 if he can prove that he did not know and could not 
reasonably have known of the untruth or omission.196 Further, the 
limited reliance requirement of section 11 is completely eliminated in 
section 12 (2).197

^ld.\ see Securities Act of 1933, § 11(a), 15 U.S.C. § 77k(a) (1970). When the mis
statement or omission occurs in the registration statement and the seller is one of the 
persons made liable under section 11, there will be some overlap between sections 
12(2) and 11. Otherwise, section 11 cannot be used against a seller.

193 See Securities Act of 1933, § 15, 15 U.S.C. § 77o (1970). This section, in effect, 
subjects the person who controls the seller to the same liability as the person who makes 
the actual sale.

194 See Folk, supra note 60, at 201; notes 181-184 supra and accompanying text.
195 See note 186 supra.
196 Securities Act of 1933, § 12(2), 15 U.S.C. § 771(2) (1970); see Folk, supra note 60, 

at 207-16 (comparison of the “due diligence” and “reasonable care” defenses).
197Sec Gilbert v. Nixon, 429 F.2d 348, 356 (10th Cir. 1970); Johns Hopkins Univ. v. 

Hutton, 422 F.2d 1124, 1129 (4th Cir. 1970); Demarco v. Edens, 390 F.2d 836, 841 (2d 
Cir. 1968); 3 L. Loss, supra note 64, at 1702.

198 Securities Exchange Act of 1934, § 10b, 15 U.S.C. § 78j(b) (1970).
199 17 C.F.R. § 240.10b-5 (1973).
200 See Kardon v. National Gypsum Co., 69 F. Supp. 512, 513-14 (E.D. Pa. 1946). 

Kardon was the first decision to imply a private cause of action from rule 10b-5. The 
case has been widely followed in the circuits. See, e.g., Jordan Bldg. Corp. v. Doyle, 
O’Connor & Co., 401 F.2d 47, 50 (7th Cir. 1968); Janigan v. Taylor, 344 F.2d 781, 783 
(1st Cir.), cert, denied, 382 U.S. 879 (1965); Hooper v. Mountain States Sec. Corp., 282 
F.2d 195, 201 (5th Cir. 1960), cert, denied, 365 U.S. 814 (1961); Fratt v. Robinson, 203 
F.2d 627, 632 (9th Cir. 1953); Fischman v. Raytheon Mfg. Co., 188 F.2d 783, 787 (2d 
Cir. 1951); Slavin v. Germantown Fire Ins. Co., 174 F.2d 799, 805 (3d Cir. 1949). The

Section 10(b) of the Securities Exchange Act198 and rule 10b-5 there
under199 provide the condominium purchaser with a potent weapon 
against fraud. Rule 10b-5, while appearing on its face to be penal in 
nature, has been construed by the courts to imply a private remedy for 
defrauded buyers of securities,200 and, therefore, would have been avail
able to a purchaser of one of the condominiums involved in SEC v.
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Marasol Properties.Section 10(b) and rule 10b-5 are aimed at reach
ing misleading or deceptive activities, whether or not technically suf
ficient to sustain a common law action for fraud or deceit, carried on in 
connection with the purchase or sale of securities.202 The courts gen-

Supreme Court used only a footnote to add its recognition in 1971. Superintendent of 
Ins. v. Bankers Life & Cas. Co., 404 U.S. 6, 13 n.9 (1971).

The courts have based the implied right of action on two theories. One theory is the 
common law tort doctrine that a cause of action arises when a person is injured as a 
result of violation of a statute enacted to protect a class of which the victim is a mem
ber. See, e.g., McClure v. Borne Chem. Co., 292 F.2d 824, 836 (3d Cir. 1961); Hooper 
v. Mountain States Sec. Corp., supra at 201-02; Kardon v. National Gypsum Co., supra 
at 513. The second theory finds a statutory basis for the implied remedy in section 29(b) 
of the Securities Exchange Act, which provides that a contract made in violation of 
the provisions of the Act or any rule thereunder is void. See Securities Exchange Act of 
1934, § 29(b), 15 U.S.C. § 78cc (1970); Kardon v. National Gypsum Co., supra at 514; 
Fischman v. Raytheon Mfg. Co., supra at 787 n.4; Slavin v. Germantown Fire Ins. Co., 
supra at 814-15. See generally 1 A. Bromberg, supra note 186, § 2.4(1). But see Ruder, 
Civil Liability Under Rule 10b-5: Judicial Revision of Legislative Intent?, 57 Nw. U.L. 
Rev. 627 (1963) (Congress probably did not intend to create private rights under section 
10(b)).

The language of rule 10b-5 was derived from, and is nearly identical to, that of sec
tion 17(a) of the Securities Act. Compare 17 C.F.R. § 240.10b-5 (1973) with Securities 
Act of 1933, § 17(a), 15 U.S.C. § 77q(a) (1970); see SEC v. Texas Gulf Sulphur Co., 401 
F.2d 833, 867 (2d Cir.) (Friendly, J., concurring), cert, denied, 394 U.S. 976 (1968). 
As a result, the existence of an implied remedy based on section 17(a) has been taken 
for granted by most federal courts. See 6 L. Loss, supra note 64, at 3913 (Supp. 1969); 
Horton, Section 17(a) of the 1933 Securities Act—The Wrong Place for a Private Right, 
68 Nw. U.L. Rev. 44, 44-51 (1973). However, some courts, largely following the argu
ments of Professor Loss, have explicitly rejected claims that a private cause of action 
exists under section 17(a). See Hardy v. Sanson, 356 F. Supp. 1034, 1038 (N.D. Ga. 1973); 
Dyer v. Eastern Trust & Banking Co., 336 F. Supp. 890, 903-05 (D. Me. 1971); Trussell 
v. United Underwriters, Ltd., 228 F. Supp. 757, 768-69 (D. Colo. 1964); 3 L. Loss, supra 
note 64, at 1784-85; 6 L. Loss, supra note 64, at 3908-12 (Supp. 1969). See also Dorfman 
v. First Boston Corp., 336 F. Supp. 1089, 1093-96 (E.D. Pa. 1972) (private remedy avail
able but with special limitations).

Since private actions brought under section 17(a) are invariably susceptible to action 
under rule 10b-5, the existence of an implied remedy under the former normally will 
not improve materially the purchaser’s chances of recovery. For the purposes of this 
Note, therefore, discussion will be limited to rule 10b-5.

201 [1973 Transfer Binder] CCH Fed. Sec. L. Rep. 51 94,159 (D.D.C. Sept. 28, 1973); 
see notes 43-59 supra and accompanying text.

202 Herpich v. Wallace, 430 F.2d 792, 802 (5th Cir. 1970). The fact that a transaction 
is not conducted through a stock exchange or an organized over-the-counter market is 
irrelevant to the coverage of rule 10b-5. Superintendent of Ins. v. Bankers Life & Cas. 
Co., 404 U.S. 6, 10 (1971). Defrauded purchasers seeking relief under rule 10b-5 may sue 
for rescission or for compensatory damages. See Sackett v. Beaman, 399 F.2d 884, 891 
(9th Cir. 1968); ALI Fed. Sec. Code, Comment to §§ 1402(d)-(f) (1), Comment (2) (c) 
at 84 (Draft, Mar. 1973). See generally Weiskopf, Remedies Under Rule 10b-5, 45 St. 
John’s L. Rev. 733, 736 (1971).



1974] Condominiums 1435

erally have been liberal in defining the parameters of this court-made 
remedy.203

203 One commentator has characterized the cause of action that has developed as a 
“multitentacled octupus whose arms, often over-lapping both the more specific provisions 
of these statutes and the traditional doctrines of common law, now encompass virtually 
any type of individual or corporate misconduct bearing on the trading of securities.” 
Weiskopf, supra note 202, at 736.

204 Section 11(e) of the Securities Act permits the court, in its discretion, to require 
the plaintiff in any action brought under the Securities Act to post security for costs, 
including reasonable attorney’s fees. See Securities Act of 1933, § 11(e), 15 U.S.C. 
§ 77k(e) (1970). No comparable provision is contained in the Securities Exchange Act. 
Additionally, the venue provision in section 27 of the Securities Exchange Act is more 
liberal than the one contained in section 22(a) of the Securities Act. Compare Securities 
Exchange Act of 1934, § 27, 15 U.S.C. § 78aa (1970) (action may be brought in district 
where defendant is found or is inhabitant or transacts business, or in district where 
any act or transaction constituting violation occurred) with Securities Act of 1933, 
§ 22(a), 15 U.S.C. § 77v(a) (1970) (action may be brought in district where defendant 
is found or is inhabitant or transacts business, or in district where the offer or sale took 
place). Finally, the statute of limitations period governing actions brought under rule 
10b-5 generally is longer than the period applicable to actions brought under sections 
11 and 12(2) of the Securities Act. See note 206 infra.

205See, e.g., Lanza v. Drexel & Co., 479 F.2d 1277, 1298 (2d Cir. 1973) (en banc); 
Fischman v. Raytheon Mfg. Co., 188 F.2d 783, 786-87 (2d Cir. 1951); Thiele v. Shields, 
131 F. Supp. 416, 419 (S.D.N.Y. 1955); Osborne v. Mallory, 86 F. Supp. 869, 874 
(S.D.N.Y. 1949). But see Montague v. Electronic Corp., 76 F. Supp. 933, 936 (S.D.N.Y. 
1948) (disallowing claim actionable under section 11 but brought under rule 10b-5 in 
order to avoid procedural restriction of section 11). See also Gilbert v. Nixon, 429 F.2d 
348, 355 (10th Cir. 1970) (conflict between section 12(2) and rule 10b-5 should be re
solved in favor of the former explicit statutory remedy).

206 Section 13 of the Securities Act of 1933 requires that actions under sections 11 and 
12(2) be brought within one year from discovery of the untrue statement or omission 
but not later than three years from the public offering or sale. 15 U.S.C. § 77m (1970). 
State statutes of limitations govern a rule 10b-5 action and often are longer than the 
federal analogues. 1 A. Bromberg, supra note 186, § 2.5(1), at 41-42; ALI Fed. Sec. Code, 
Reporter’s Introductory Memorandum, at XXVI (Draft, Mar. 1973). Because each state

In many cases, a defrauded purchaser of a condominium unit will be 
able to obtain appropriate relief either under the express civil liability 
provisions of the Securities Act or under rule 10b-5. However, the 
procedural advantages of bringing an action under the Securities Ex
change Act204 frequently make rule 10b-5 actions more attractive than 
actions brought under the express provisions. The use of rule 10b-5 
may result in some cases in a recovery which could not have been ob
tained under the Securities Act.205 For example, a condominium owner, 
barred from bringing an action under section 11 or section 12(2) by 
their brief statute of limitations periods, may be able to recover under the 
more generous period usually given rule 10b-5.206 Considerable con
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troversy currently exists in the circuits over the extent to which 
scienter207 and reliance208 are necessary elements in a rule 10b-5 action, 

has several different limitation periods which could be applied, however, there is cor> 
siderable lack of uniformity in lower court decisions. See, e.g., United Cal. Bank v. 
Salik, 481 F.2d 1012, 1014-15 (9th Cir.), cert. denied, 94 S. Ct. 361 (1973) (applying 
state limitation period for fraud); Parrent v. Midwest Rug Mills, Inc., 455 F.2d 123, 127 
(7th Cir. 1972) (applying state blue sky law limitation period); Vanderboom v. Sexton, 
422 F.2d 1233, 1240 (8th Cir.), cert, denied, 400 U.S. 852 (1970) (applying state blue sky 
law limitation period); Charney v. Thomas, 372 F.2d 97, 100 (6th Cir. 1967) (applying 
state limitation period for fraud); Tobacco & Allied Stocks, Inc. v. Transamerica Corp., 
143 F. Supp. 323, 327-28 (D.Del. 1956) (applying state “catch-all” limitations statute), 
aff’d, 244 F.2d 902 (3d Cir. 1957). See generally Martin, Statutes of Limitation in 10b-5 
Actions: Which State Statute is Applicable?, 29 Bus. Law. 443 (1974). The absence of 
uniformity has led some commentators to argue that the federal courts should apply 
the express liability limitation periods. See 6 L. Loss, supra note 64, at 3899 (Supp. 1969); 
Ruder and Cross, Limitations on Civil Liability Under Rule 10b-5, 1972 Duke L.J. 1125, 
1148-50; Schulman, Statutes of Limitation in 10b-5 Actions: Complication Added to 
Confusion, 13 Wayne L. Rev. 635, 643-49 (1967). The American Law Institute’s proposed 
federal securities code contains a uniform limitation period for civil liability provisions 
comparable to rule 10b-5 of two years from discovery of the underlying facts but not 
later than four years after the action accrued. ALI Fed. Sec. Code 1421(c)-(d) (Draft, 
Mar. 1973).

207 Two circuits have held that mere negligence will not satisfy the scienter require
ment. Smallwood v. Pearl Brewing Co., [Current] CCH Fed. Sec. L. Rep. 5Ì 94,405, at 
95,407 (5th Cir. Feb. 19, 1974); Lanza v. Drexel & Co., 479 F.2d 1277, 1304-05 (2d Cir. 
1973) (en banc); Shemtob v. Shearson, Hammill & Co., 448 F.2d 442, 445 (2d Cir. 1971). 
Language in opinions of other circuits, however, has indicated that negligence alone 
may be sufficient. See, e.g., Parrent v. Midwest Rug Mills, Inc., 455 F.2d 123, 126 (7th 
Cir. 1972); City Nat’l Bank v. Vanderboom, 422 F.2d 221, 229-30 (8th Cir.), cert, denied, 
399 U.S. 905 (1970); Ellis v. Carter, 291 F.2d 270, 274 (9th Cir. 1969). See also Mitchell 
v. Texas Gulf Sulphur Co., 446 F.2d 90, 101-02 (10th Cir. 1971). One commentator, 
however, has observed that while these decisions have employed language seemingly 
embracing a negligence standard, or a standard less stringent than actual knowledge or 
reckless disregard for the truth, no appellate court yet has imposed liability for mere 
negligence. Bucklo, Scienter and Rule 10b-5, 67 Nw. U.L. Rev. 562, 590 (1972); see 
Kohn v. American Metal Climax, Inc., 458 F.2d 255, 286 (3d Cir. 1972) (Adams, J., 
concurring and dissenting), cert, denied, 409 U.S. 874 (1972) (no appellate court has yet 
imposed liability for mere negligence).

'208 See Affiliated Ute Citizens v. United States, 406 U.S. 128, 153-54 (1972) (positive 
proof of reliance not required for recovery in failure to disclose cases). See also Chris- 
Craft Indus., Inc. v. Piper Aircraft Corp., 480 F.2d 341, 375 (2d Cir.), cert, denied, 414 
U.S. 910 (1973). In Chris-Craft the Second Circuit termed the Affiliated Ute Citizens 
principle a presumption of reliance, applicable “where it is logical to presume that reli
ance in fact existed.” Id. See also Rochez Bros., Inc. v. Rhoades, 491 F.2d 402, 410 (3d 
Cir. 1973) (though proof by plaintiff of reliance not required, defendant may establish 
plaintiff’s non-reliance) ; Simon v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 482 F.2d 
880, 884 (5th Cir. 1973) (finding by district court that plaintiff did not “generally rely 
upon” defendant’s representation makes Affiliated Ute Citizens principle inapplicable). 
But see Chris-Craft Indus., Inc. v. Piper Aircraft Corp., supra at 399-400 (Mansfield, J., 
concurring and dissenting). Judge Mansfield, vigorously disagreeing with the “presump
tion” view, declared that reliance should be inferred as a matter of law. Id. Under the
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In recent years, however, the trend has been to ease or completely 
eliminate the requirement of proof of these elements.* 209 The virtual 
elimination from rule 10b-5 actions of the privity requirement has fur
ther increased the flexibility of that remedy.210

presumption” view, “[t]he door still would be open to extensive discovery and pro
tracted proceedings aimed at establishing subjective non-reliance.” Id. at 400. Judge 
Mansfield further contended that the “Supreme Court’s decision not to remand for in
troduction of such proof in . . . Ute indicates that it established a rule of law rather 
than a presumption.” Id. See generally Note, The Nature and Scope of the Reliance 
Requirement in Private Actions Under SEC Rule 10b-5, 24 Case W. Res. L. Rev. 363 
(1973).

209 This trend is perhaps best typified in the recent decision by the Court of Appeals 
for the Ninth Circuit in White v. Adams. [Current] CCH Fed. Sec. L. Rep. 51 94,457 
(9th Cir. Mar. 15, 1974). The court explicitly rejected scienter or any other state of 
mind as a necessary and separate element of a rule 10b-5 action. Id. at 95,609. Rather, the 
court adopted a flexible standard which focuses on the extent of the duty that rule 
10b-5 imposes on the particular defendant. Id. In determining defendant’s duty, con
sideration must be given such facts as defendant’s access to investment information 
compared to plaintiff’s access, the benefit defendant derives from the relationship, 
defendant’s awareness of whether plaintiff was relying upon their relationship in making 
his investment decision, and defendant’s activity in initiating the questioned securities 
transaction. Id. at 95,609 & nn. 16-20. Defendant’s duty to investigate and to disclose 
material facts necessarily will vary according to the factual situation. Id. at 95,610. 
Adoption of this standard is entirely consistent with Congress’ intent that the anti-fraud 
provisions of the securities laws be read flexibly to effectuate the legislations’ remedial 
purposes. See Affiliated Ute Citizens v. United States, 406 U.S. 128, 151 (1972); Super
intendent of Ins. v. Bankers Life & Cas. Co., 404 U.S. 6, 12 (1971); SEC v. Capital Gains 
Research Bureau, 375 U.S. 180, 195 (1963).

210 See Mitchell v. Texas Gulf Sulphur Co., 446 F.2d 90, 101 (10th Cir. 1971); Iroquois 
Indus., Inc. v. Syracuse China Shop, 417 F.2d 963, 968 (2d Cir. 1969), cert, denied, 399 
U.S. 909 (1970); Texas Continental Life Ins. Co. v. Dunne, 307 F.2d 242, 249 (6th Cir. 
1962); Reeder v. Mastercraft Electronics Corp., 363 F. Supp. 574, 580 (S.D.N.Y. 1973); 
Rippey v. Denver United States Nat’l Bank, 260 F. Supp. 704, 715 (D. Colo. 1966); 
Miller v. Bargain City, U.S.A., Inc., 229 F. Supp. 33, 37-38 (E.D. Pa. 1964); 3 L. Loss, 
supra note 64, at 1767-71; 6 L. Loss, supra note 64, at 3890-97 (Supp. 1969).

Conclusion

By requiring full and fair disclosure, the federal securities laws assist 
the condominium purchaser in obtaining the information necessary for a 
knowledgeable investment decision. These disclosure requirements, when 
coupled with effective remedies, strengthen the purchaser’s protections 
against developer abuses. From a purchaser’s perspective, the disclosures 
and deterrents made possible by the federal securities laws enhance sub
stantially the prospects for a transaction based on accurate facts and free 
from fraud and deception. Lane L McVey

David R. Murchison





COMMENTS

BALANCING THE EQUITIES IN 
ATTORNEY’S FEES AWARDS: LOSING 
PLAINTIFFS AND PRIVATE DEFENDANTS

Section 713(a) of the Urban Growth and New Community Develop
ment Act of 19701 authorizes the United States Department of Housing 
and Urban Development (HUD) to guarantee loans for the purpose 
of financing real property acquisition and land development. In 1970 
San Antonio Ranch, Ltd. applied for a loan guarantee to finance its pro
posed development of San Antonio Ranch New Town in Texas.2 After 
reviewing the project plans for more than two years, HUD issued what 
purported to be a final environmental impact statement,3 as required by 
the National Environmental Policy Act of 1969 (NEPA),4 and con
ditionally granted the loan guarantee pending submission of a final en
vironmental study by San Antonio Ranch.5 Sierra Club, alleging the de
velopment might endanger the San Antonio water supply,6 sought to 
enjoin the grant of the loan guarantee on the grounds that the environ
mental impact statement failed to comply either procedurally or sub

1 42 U.S.C. § 4514(a) (1970).
2 Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737, 1739 (W.D. Tex. 1973).
3/ d.
4 See National Environmental Policy Act of 1969, § 102(2) (C), 42 U.S.C. § 4332(2) (C) 

(1970).
5 Memorandum of the United States in Support of Motion for Summary Judgment 

at 4, Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737 (W.D. Tex. 1973). The conditions 
imposed on the grant included a moratorium on development over the recharge area 
until completion of a comprehensive study by San Antonio Ranch, approval of the 
comprehensive study by the Texas Water Quality Board, and public access to the study 
results for review and comment. Id.

6 Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737, 1740 (W.D. Tex. 1973). Seventy-five 
percent of the 9,300 acre development is situated over the Edwards Aquifer recharge 
area. The Edwards Aquifer is an underground river supplying the entire water needs 
of San Antonio and its surrounding communities. It is recharged primarily by water 
seepage from rivers, lakes, and rainfall through millions of small fissures and cracks in 
the earth’s surface. Brief for Appellant at 10-11, Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 
1737 (W.D. Tex. 1973).

[ 1439 j
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stantively with NEPA.7 Pursuant to defendants’ request, the United 
States District Court for the Western District of Texas in Sierra Club v. 
Lym8 withheld judgment until completion of the additional environ
mental study.9 The study was made an addendum to the previously is
sued environmental impact statement, and the court, finding the amended 
statement to be substantially in compliance with NEPA,10 denied all 
relief requested by plaintiffs.11 Despite Sierra Club’s failure to obtain 
the requested relief, the district court determined in a separate opinion 
that the plaintiffs nevertheless were entitled to an award of attorney’s 
fees.12 San Antonio Ranch was ordered to pay plaintiffs the entire $20,- 
000 fee award since the United States, its codefendant, was exempted 
by statute from payment of attorney’s fees.13

7 First Amended Original Complaint at 16-18, Sierra Club v. Lynn, 5 Envir. Rptr. 
Cas. 1737 (W.D. Tex. 1973). The plaintiffs sought a declaratory judgment that the final 
impact statement and its addendum were inadequate and violative of NEPA and an 
injunction prohibiting defendants from issuing or accepting a loan guarantee absent a 
showing of satisfactory compliance with NEPA. Id. at 21-22; see National Environmental 
Policy Act of 1969, § 102(2) (C), 42 U.S.C. § 4332(2) (C) (1970).

8 5 Envir. Rptr. Cas. 1737 (W.D. Tex. 1973).
9 Brief for Appellant at 6-7, Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737 (W.D. Tex. 

1973).
10 5 Envir. Rptr. Cas. at 1741.
11 Id. at 1744.
12 Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1745 (W.D. Tex. 1973). The court was 

convinced that although the plaintiffs had technically lost their suit, “nevertheless, a very 
important public service had been performed in creating a greater public awareness of 
the dangers of pollution threatening this very valuable resource. . . .” Id.

13 Id. at 1746, 1748; see 28 U.S.C. § 2412(a) (1970). The court determined the size of 
the fee award according to the guidelines of the Criminal Justice Act. 5 Envir. Rptr. 
Cas. at 1748; see Criminal Justice Act of 1964, § 2, 18 U.S.C. § 3OO6A(d) (1970); notes 
93-108 infra and accompanying text.

14 5 Envir. Rptr. Cas. at 1746.
^ld.; see note 25 infra. The court then concluded that “[tjhere is no reason why the 

protection of the public interest in this environmental case should be treated any dif
ferently.” 5 Envir. Rptr. Cas. at 1748.

The award was based on the private attorney general exception to the 
American rule prohibiting attorney’s fees awards in litigation.14 The 
court analogized plaintiff’s situation to that of a plaintiff in a civil rights 
suit, where the private attorney general exception previously had been 
recognized.15 The court found that plaintiffs had vindicated public policy 
by compelling the defendants to file an addendum to the defective final 
impact statement and by ensuring that the conclusions reached in the 
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addendum would be open to public scrutiny.16 The district court, relying 
upon Hall v. Cole,17 where the Supreme Court in broad language re
affirmed the equity power of the judiciary to award attorney’s fees 
“where overriding considerations indicate the need,”18 found that 
regardless of technical success plaintiff’s vindication of congressional 
policy was a sufficient overriding consideration to mandate the award.19

16 5 Envir. Rptr. Cas. at 1746.
17 412 U.S. 1 (1973).
19,Id. at 5; see Sprague v. Ticonic Nat’l Bank, 307 U.S. 161, 165 (1939) (allowance of 

attorney’s fees “part of historic equity jurisdiction of the federal courts”). The equity 
power of federal courts derives from the English courts in 1789 and includes the power 
to shift “as much of the entire expenses of the litigation of one of the parties as fair 
justice to the other party will permit . .. .” Id. & n.2.

When the public interest is involved, courts of equity will go much further in affording 
relief than when private interests are involved. Virginia Ry. v. System Fed’n., 300 U.S. 
515, 552 (1936). The public nature of environmental litigation brings it within this rule, 
allowing courts to use judicial equity power more freely in awarding fees. Cf. United 
States v. Underwood, 344 F. Supp. 486, 494 (M.D. Fla. 1972) (public interest in marine 
ecology grants court greater injunctive power).

19 5 Envir. Rptr. Cas. at 1748.
20 The term “successful” refers to the prevailing party “in whose favor judgment is 

rendered.” 6 J. Moore, Federal Practice 51 54.70[4], at 1306 (2d ed. 1948). To justify 
an award of court costs, a party is not required to sustain all his claims to qualify as 
prevailing, so long as judgment is entered in his favor on some claims. Id.; see C. Wright 
& A. Miller, Federal Practice and Procedure, Civil § 2667, at 129 (1969).

The court in Sierra Club v. Lynn did not limit “successful” to prevailing and argued 
that an adverse judgment “does not necessarily constitute the success or failure of plain
tiffs’ bringing this lawsuit.” 5 Envir. Rptr. Cas. at 1747. As an example of such success 
the court cited a stockholder’s suit rendered moot by corporate action. Id.; see Globus 
v. Jaroff, 279 F. Supp. 807 (S.D.N.Y. 1968). This reliance is misplaced, however, because 
a judgment entered after plaintiff’s claim has been mooted is not adverse to either party. 
See notes 69-73 infra and accompanying text. In Sierra Club judgment was adverse to 
plaintiffs and the benefit cited by the court, the improved impact statement, did not 
constitute any part of the relief requested. See First Amended Original Complaint at 22, 
Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737 (W.D. Tex. 1973).

21 See notes 30-45 infra and accompanying text.
22 See notes 109-128 infra and accompanying text.

The decision crystallizes both the advantages and disadvantages of the 
private attorney general exception. By awarding attorney’s fees to an un
successful plaintiff,20 Sierra Club demonstrates the irrelevancy of indi
vidual injury and emphasizes the importance of national policy to the 
exception’s application.21 However, by awarding fees against a private 
developer with no legal duty to prepare an adequate impact statement, 
the decision highlights the possible inequity inherent in the exception’s 
strict application.22 In light of this inequity, remedial legislation removing 
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the sovereign immunity bar to awarding fees against the Government in 
NEPA cases is necessary.23

23 See notes 129-132 infra and accompanying text.
24 See Arcambel v. Wiseman, 3 U.S. (3 Dall.) 306 (1796) (per curiam). In Arcambel 

the Court stated, “We do not think that this charge [counsel fees] ought to be allowed. 
The general practice of the United States is in opposition to it; and even if that practice 
were not strictly correct in principle, it is entitled to the respect of the court, till it 
is changed, or modified, by statute.” Id. See generally S. Speiser, Attorney’s Fees 
§§ 14.1-14.202, 15.1-15.49 (1973); Nussbaum, Attorney’s Fees in Public Interest Litigation, 
48 N.Y.U.L. Rev. 301, 311-17 (1973); Note, Awarding Attorney and Expert Witness 
Fees in Environmental Litigation, 58 Cornell L. Rev. 1222, 1229-41 (1973); Note, The 
Allocation of Attorney’s Fees After Mills v. Electric Auto-Lite Co., 38 U. Chi. L. Rev. 
316, 317-23 (1971).

25 See, e.g., Stolberg v. Board of Trustees, 474 F.2d 485, 490 (2d Cir. 1973); Bell v. 
School Bd., 321 F.2d 494, 500 (4th Cir. 1963); Rolax v. Atlantic Coast Line Ry., 186 F.2d 
473, 481 (4th Cir. 1951); cf. Vaughan v. Atkinson, 369 U.S. 527, 530-31 (1961).

The bad faith exception has been used primarily in civil rights litigation, particularly 
in school desegregation cases where the defendant has displayed bad faith in delaying 
compliance with judicial mandates to desegregate. See Bell v. School Bd., supra. How
ever, since the Supreme Court in Newman v. Piggie Park Enterprises, Inc. recognized 
the private attorney general exception in the context of a civil rights suit, several courts 
have abandoned the bad faith exception in favor of the private attorney general rationale. 
Newman v. Piggie Park Enterprises, Inc., 390 U.S. 400 (1968) (per curiam); see, e.g., 
Lee v. Southern Home Sites, 444 F.2d 143, 144-45 (5th Cir. 1971) (housing discrimina
tion); NAACP v. Allen, 340 F. Supp. 703, 708-10 (M.D. Ala. 1972) (employment dis
crimination); Bradley v. School Bd., 53 F.R.D. 28, 41-42 (E.D. Va. 1971), rev’d, 472 
F.2d 318 (4th Cir. 1972), cert, granted, 412 U.S. 937 (1973) (No. 72-1322) (school de
segregation). See also Note, Allowance of Attorney’s Fees in Civil Rights Litigation 
Where the Action Is Not Based On A Statute Providing for An Award of Attorney’s 
Fees, 41 U. Cin. L. Rev. 405, 409-10, 415 (1972).

The bad faith rationale seriously inhibits plaintiffs from bringing public interest suits 
because judicial reluctance to use punitive measures has made the exception too un
predictable. See Brief for United States as Amicus Curiae at 5 n.3, Bradley v. School 
Bd., 412 U.S. 937 (1973) (No. 72-1322) (grant of certiorari).

26 See Sprague v. Ticonic Nat’l Bank, 307 U.S. 161, 167 (1939); Trustees v. Green- 
ough, 105 U.S. 527, 532-35 (1882).

27 396 U.S. 375 (1970).

The private attorney general exception is one of three recognized ex
ceptions to the American rule prohibiting fee-shifting in the absence of 
contractual or statutory authorization.24 A court in its discretion may 
tax attorney’s fees against a party who has sued or defended in bad faith, 
if the action constitutes fraudulent, groundless, oppressive, or vexatious 
conduct.25 Second, where a common fund is preserved or created by the 
plaintiff, reasonable attorney’s fees will be awarded from that fund.26 In 
Mills v. Electric Auto-Lite Co 27 the Supreme Court extended the com
mon fund exception to include a substantial non-pecuniary benefit con
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ferred upon an ascertainable class against whom fees could be taxed 
proportionately.28 Finally, the private attorney general exception allows 
an award of counsel fees to a plaintiff acting as a vindicator of strong 
congressional policy.29 30

28Id. at 393-94; see Hall v. Cole, 412 U.S. 1, 5-7 (1973); Note, The Allocation of At
torney's Fees After Mills v. Electric Auto-Lite Co., 38 U. Chi. L. Rev. 316 (1971).

29 See Newman v. Piggie Park Enterprises, Inc., 390 U.S. 400, 402 (1968) (per curiam). 
See generally M. Derfner, Attorney’s Fees in Pro Bono Publico Cases (1972). Although 
Newman v. Piggie Park Enterprises, Inc. involved a statute granting the court discretion 
to award fees to the prevailing party, lower courts have extended the doctrine to cases 
where no statutory authorization exists. See 390 U.S. at 402. See also Yablonski v. United 
Mine Workers, 466 F.2d 424, 431 (D C. Cir. 1972); Lee v. Southern Home Sites Corp., 
444 F.2d 143, 144-45 (5th Cir. 1972); La Raza Unida v. Volpe, 57 F.R.D. 94, 98-99 (N.D. 
Cal. 1972); Nussbaum, supra note 24, at 326-31. Lack of statutory authorization is no bar 
to awarding attorney’s fees in the common fund or benefit exceptions. See Mills v. 
Electric Auto-Lite Co., 396 U.S. 375, 390 (1970); notes 25-28 supra and accompanying 
text. Whether statutory authorization is required to invoke the private attorney general 
exception is currently before the Supreme Court. See Bradley v. School Bd., 472 F.2d 
318 (4th Cir. 1972), cert, granted, 412 U.S. 937 (1973) (No. 72-1322). The lower court 
in Bradley based its award on bad faith and in the alternative on the private attorney 
general exception. See Bradley v. School Bd., 53 F.R.D. 28, 38-42 (E.D. Va. 1971), rev'd, 
472 F.2d 318 (4th Cir. 1972), cert, granted, 412 U.S. 937 (1973) (No. 72-1322). The 
Fourth Circuit rejected the finding of bad faith and refused to apply the private attorney 
general exception in the absence of statutory authorization. 472 F.2d at 331; see 42 U.S.C. 
§ 1983 (1970). The appellate court noted that Congress had provided for fee-shifting in 
other civil rights statutes. Congress’s omission in section 1983 therefore “may be fairly 
accepted ... [as] intending that the allowance of attorney’s fees in cases brought to 
enforce the rights there created or recognized should be allowed only as they may be 
authorized under the traditional and long-established principles as stated in Sprague v. 
Ticonic National Bank'' 472 F.2d at 330 (citation omitted); see note 18 supra. The court 
further reasoned that it should not embark upon the task of determining which statutes 
require fee-shifting to promote their policy; rather, that is properly a matter for the 
legislature. 472 F.2d at 330; accord, Greene County Planning Bd. v. FPC, 455 F.2d 412, 
426 (2d Cir. 1972). The Fifth Circuit is divided on the question. Compare Lee v. 
Southern Home Sites, 444 F.2d 143, 144 (5th Cir. 1972) with Johnson v. Combs, 471 
F.2d 84, 86-87 (5th Cir. 1972). See also Knight v. Auciello, 453 F.2d 852 (1st Cir. 1972) 
(awarding fees without discussion of statutory silence); Yablonski v. United Mine 
Workers, 466 F.2d 424 (D.C. Cir. 1972), cert, denied, 412 U.S. 918 (1973) (fees award 
based on general equity powers); Nussbaum, supra note 24, at 327-31.

30 390 U.S. 400 (1968) (per curiam).

Judicial language used in formulating the private attorney general 
exception is sufficiently broad to encompass an award to a losing party 
who nonetheless renders a substantial public service as a result of the 
litigation. In Neruxman v. Piggie Park Enterprises, Inc.^ the Supreme 
Court first recognized the exception by holding that successful plaintiffs 
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who sue under Title II of the Civil Rights Act of 196431 are entitled to 
an award of attorney’s fees “unless special circumstances would render 
such an award unjust.” 32 Title II authorizes a court in its discretion to 
award fees to the prevailing party.33 The Court reasoned that if Congress 
had intended to authorize fees only on grounds of bad faith, no new 
provision would have been necessary because this power to award fees 
long had been recognized.34 Rather than using the bad faith exception, 
the Court authorized the award to induce individuals injured by racial 
discrimination to seek judicial relief.35 The legislative purpose is not to 
provide an adequate remedy for the injured plaintiff, whose suit is private 
in form only, but rather to encourage plaintiffs to advance the public 
interest by protecting and promoting congressional policy.3*5

31 42 U.S.C. § 2OOOa-3(a) to 2000a-6(b) (1970). Plaintiffs in Newman sued to enjoin 
racial discrimination at five drive-in restaurants and a sandwich shop, but the district 
court enjoined the discrimination only at the sandwich shop. The appellate court re
versed the district court’s refusal to grant the injunction and ordered it to award 
counsel fees, but only to the extent that defendant’s defense had been in bad faith. 390 
U.S. at 400-01.

32 390 U.S. at 402.
33 Civil Rights Act of 1964, § 204(b), 42 U.S.C. § 2000a-3(b) (1970).
34 390 U.S. at 402 n.4; see note 25 supra.
35 390 U.S. at 402.
33 Id.
37 See, e.g., Ross v. Goshi, 351 F. Supp. 949, 955-56 (D. Hawaii 1972) (illegality of law 

prohibiting outdoor political campaign signs); Wyatt v. Stickney, 344 F. Supp. 387, 408- 
09 (M.D. Ala. 1972) (improper treatment of mentally ill patients); Sims v. Amos, 340 
F. Supp. 691, 694 (M.D. Ala. 1972) (reapportionment). See also Nussbaum, supra note 
24, at 327 n.120.

33 57 F.R.D. 94 (N.D. Cal. 1972).
39 Id. at 95; see Note, Awarding Attorney and Expert Witness Fees in Environmental 

Litigation, 58 Cornell L. Rev. 1222, 1242-46 (1973).
4<JSee 49 U.S.C. § 1653(f) (1970).
41 Id.-, see 57 F.R.D. at 95.

Lower courts have used the Ne'wman rationale to justify fee awards 
in public interest lawsuits ranging from prison reform to reapportion
ment.37 The private attorney general exception was first applied to an 
environmental case in La Raza Unida v. Volpe,38 a suit to enjoin the 
California Department of Public Works and two other public entities 
from constructing a highway.39 Plaintiffs alleged a failure to comply 
with section 4(f) of the Department of Transportation Act of 1966,40 
which allows highway construction through parkland only if no feasible 
and prudent alternative exists.41 The injunction was granted, and plain-
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tiff later applied for attorney’s fees incurred in the litigation.42 The 
court emphasized that its purpose in awarding fees was the effectuation 
of strong congressional policy by shifting the financial burden to the 
defendants.43

4257 F.R.D. at 95.
43 Id. at 99-102.
44 Critics of the American prohibitory rule have suggested that fees be awarded only 

as part of the successful party’s damages. See McCormick, Counsel Fees cmd Other Ex
penses of Litigation as cm Element of Damages, 15 Minn. L. Rev. 619, 638-43 (1931); 
Stoebuck, Counsel Fees Included in Costs: A Logical Development, 38 U. Colo. L. Rev. 
202, 203 (1966). While including fees as damages is reasonable, courts should not be 
precluded from awarding fees for reasons other than making the injured party whole. 
In Sierra Club v. Lynn the court expressly stated its intent was not “to make either the 
client or the attorney whole.” 5 Envir. Rptr. Cas. at 1748.

45 An interesting question arises from cases where a large industry challenges govern
ment environmental standards as improperly promulgated. See Kennecott Copper Corp, 
v. EPA, 462 F.2d 846 (D.C. Cir. 1972). If the challenger successfully demonstrates in
correct promulgation procedures, the private attorney general exception seemingly 
would entitle him to attorney’s fees. The District of Columbia Circuit has held that a 
denial of attorney’s fees cannot be predicated solely upon a finding that plaintiff’s primary 
purpose is self-serving. See Yablonski v. United Mine Workers, 466 F.2d 424, 430-31 
(D.C. Cir. 1972). The proper test is whether plaintiff’s efforts actually confer a benefit 
on others than himself. Id. at 431; accord, Dillon v. Berg, 482 F.2d 1237, 1239-40 (3d 
Cir. 1973) (reversing lower court reduction of fees based on finding that 90 percent of 
plaintiff’s efforts benefited only plaintiff); see Missouri Pacific R.R. v. Slayton, 407 F.2d 
1078, 1080-81 (8th Cir.), cert, denied, 395 U.S. 937 (1969) (fees denied to successful 
stockholders in class action suit against corporation; no benefit rendered to corporation); 
cf. Note, Securities Regulation—Allowance of Attorney's Fees in 14(a) Derivative Suits, 
49N.C.L. Rev. 204,213-14 (1970).

'Ne'wman and La Raza Unida illustrate that the private attorney gen
eral exception is not an attempt to compensate the injured party for 
damages incurred.44 As in civil rights litigation, the environmental law
suit is private in form only, since it is the injury to the public welfare, 
not the rights of the private individual, which must be redressed.45 The 
exception’s primary purpose is to encourage future private suits in the 
public interest to aid Congress in ensuring that its policies are recognized 
and followed.

Beyond illustrating the purpose of the private attorney general ex
ception, Neavman and La Raza Unida establish a framework for admin
istering the exception. The court first must determine the intent of Con
gress as expressed in the particular statutory provision allegedly violated 
and then decide whether plaintiff’s action vindicates that policy and 
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whether private litigation is necessary to enforce the policy.46 In Sierra 
Club v. Lynn the court first ascertained the congressional intent of sec
tion 102(2) (C) of NEPA, the jurisdictional basis of plaintiff’s suit.47 
Section 102 establishes procedural safeguards to ensure that federal 
agencies, to the fullest extent possible, administer policies and regulations 
in accordance with the national environmental policy stated in section 
101.48 The Act requires federal agencies to prepare an environmental 
impact statement for all major federal action at the earliest practicable 
time;49 the statement must consider all factors affecting environmental 
preservation.50 When all factors are considered properly and the final 
decision accords with the goals of section 101 to the fullest extent pos
sible, the purpose of section 102 is fulfilled.51

46 See La Raza Unida v. Volpe, 57 F.R.D. 94, 99-101 (N.D. Cal. 1972); Newman v. 
Piggie Park Enterprises, Inc., 390 U.S. 400, 401-02 (1968) (per curiam).

47 5 Envir. Rptr. Cas. at 1740-41; see National Environmental Policy Act of 1969, 
§ 102(2) (C), 42 U.S.C. § 4332(2) (C) (1970).

48National Environmental Policy Act of 1969, §§ 101-02, 42 U.S.C. §§ 4331-32 (1970); 
see Environmental Defense Fund v. Corps of Engineers, 470 F.2d 289, 297-98 (8th Cir. 
1972).

49 National Environmental Policy Act of 1969, § 102, 42 U.S.C. § 4332 (1970); see 
Calvert Cliffs’ Coordinating Comm., Inc. v. AEC, 449 F.2d 1109, 1118 (D.C. Cir. 1971), 
cert, denied, 404 U.S. 942 (1972); Daly v. Volpe, 350 F. Supp. 252, 256 (W.D. Wash. 
1971); F. Anderson, NEPA in the Courts 179-86 (1973).

50See National Environmental Policy Act of 1969, § 102(2) (C), 42 U.S.C. § 4332 
(2)(C) (1970).

51 Judicial review of agency action is limited to a determination of whether the 
agency reached its decision after a full, good faith consideration of environmental 
factors made pursuant to the standards of NEPA. See Conservation Council of North 
Carolina v. Froehlke, 473 F.2d 664, 665 (4th Cir. 1973); Environmental Defense Fund v. 
Froehlke, 473 F.2d 346, 353 (8th Cir. 1972); Natural Resources Defense Council v. 
Morton, 458 F.2d 827, 838 (D.C. Cir. 1972); F. Anderson, supra note 49, at 258-65. Federal 
courts expressly have rejected the contention that NEPA vests a substantive right to a 
healthful environment in members of the public. See Upper Pecos Ass’n v. Stans, 452 
F.2d 1233, 1236 (10th Cir. 1972); Environmental Defense Fund v. Corps of Engineers, 
325 F. Supp. 749, 755 (E.D. Ark. 1971), trff'd, 470 F,2d 289 (8th Cir. 1972). The original 
Senate version of NEPA stated that Congress recognizes that “each person has a funda
mental and inalienable right to a healthful environment . . .,” but in order to alleviate 
doubt on the part of the House conferees, the following language was substituted: 
“Congress recognizes that each person should enjoy a healthful environment . . . .” 
Conf. Rep. No. 91-765, 91st Cong., 1st Sess. 2 (1969).

52 5 Envir. Rptr. Cas. at 1747; see National Environmental Policy Act of 1969, § 102 
(2) (C), 42 U.S.C. § 4332(2) (C) (1970).

The district court next determined that Sierra Club had caused de
fendants to follow properly the procedures outlined by Congress in sec
tion 102(2) (C) of NEPA.52 Although prior judicial decisions provide 
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little guidance as to the role required of the plaintiff as a prerequisite to 
an award of attorney’s fees,53 a substantial factor test seems appropriate. 
If a plaintiff has contributed substantially to compelling statutory com
pliance, then he has engaged in the type of action which the private at
torney general exception attempts to encourage. A liberal construction 
of the causation question is consistent with the rationale of the exception, 
which is the encouragement of future public-minded suits, not compen
sation for past action.54

53 In Blau v. Rayette-Faberge, Inc., where a stockholder informed the corporation of 
short-swing profits of an officer and of a director, the court stopped short of requiring a 
but-for test by saying that the stockholder must show that “the corporation has done 
nothing for a substantial period of time after the suspect transactions and its inaction is 
likely to continue.” 389 F.2d 467, 473 (2d Cir. 1968). Another court has described plain
tiff’s role as being a “catalyst” which prompted the defendant to take action. Parham v. 
Southwestern Bell Tel. Co., 433 F.2d 421, 429-30 (8th Cir. 1970). The Third Circuit has 
stated that the suit must be “relevant to [defendant’s] pre-payment of his note, i.e., 
whether there was a causal connection between the two incidents . . . .” Levine v. 
Bradlee, 378 F.2d 620, 625 (3d Cir. 1967). See also Kahan v. Rosenstiel, 424 F.2d 161, 167 
(3d Cir. 1970) (plaintiff’s action must survive motion to dismiss); Globus v. Jaroff, 279 
F. Supp. 807, 810 (S.D.N.Y. 1968) (prosecution to “brink of success” provides sufficient 
inference of causation).

54 Sierra Club v. Lynn provides an example in which a narrower test may have pre
cluded the award of fees. HUD had conditioned its loan guarantee upon the issuance 
of the reports which finally constituted the addendum. See note 5 supra. Therefore, 
without the reports, the conditional loan guarantee presumably would have been re
voked. But cf. 5 Envir. Rptr. Cas. at 1745. Thus, the court properly focused on the 
contribution made by plaintiffs in bringing about compliance with NEPA. To speculate 
whether the studies would have been completed without plaintiff’s action is inconsistent 
with the policy of encouraging public interest suits. Where compliance is originally 
doubtful, plaintiffs should be encouraged to ensure that the doubt does not continue.

55 5 Envir. Rptr. Cas. at 1746.
5« Id.
57 See note 5 supra.
58 5 Envir. Rptr. Cas. at 1747.

In Sierra Club v. Lynn, HUD’s commitment offer following the initial 
final impact statement—conceded by defendants to be inadequate—would 
have been enjoined by the court.55 The judge, however, withheld judg
ment until defendants filed an addendum, which he then determined to 
be substantially in compliance with NEPA.56 Even though completion 
of the studies which constituted the addendum was a requirement for 
the commitment grant,57 the court found that there had been no firm 
assurance of their completion without the filing of plaintiff’s lawsuit.58 
That plaintiffs challenged the addendum as equally inadequate and lost 
the challenge does not vitiate the effect of the litigation. Defendant’s 
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filing of the addendum was a direct result of the lawsuit and, according 
to the court, a substantial vindication of national environmental policy.59 60

59 Id. at 1748.
60 See note 46 supra and accompanying text.

57 F.R.D. at 101. Defendants were the United States Secretary of Transportation, 
the California Highway Department, the California Department of Public Works, and 
California’s chief highway engineer. Id. at 95.

62 Id. at 101; see Ross v. Goshi, 351 F. Supp. 949, 955-56 (D. Hawaii 1972) (suit against 
county officials to have county ordinance declared unconstitutional; fees awarded).

63 See National Environmental Policy Act of 1969, § 102(1), 42 U.S.C. § 4332(1) 
(1970).

64 3 90 U.S. 400 (1968) (per curiam).
Q^ld. at 401. The Justice Department has filed amicus curiae briefs recognizing the 

critical need to encourage parties to vindicate statutory and constitutional rights through 
awards of attorney’s fees. See Brief for United States as Amicus Curiae, Bradley v. 
School Bd., 412 U.S. 937 (1973) (No. 72-1322) (grant of certiorari); Brief for United 
States as Amicus Curiae, Mills v. Electric Auto-Lite Co., 396 U.S. 375 (1970). See also 
Message to the Congress, 7 Pres. Doc. 1132, 1133 (1971); U.S. Council on Environ
mental Qualify, Environmental Quality & Second Annual Report 155-56 (1971).

66See Sims v. Amos, 340 F. Supp. 691, 694 (M.D. Ala. 1972) (where plaintiffs benefit 
their class and effectuate a strong congressional policy, “the award loses much of its 
discretionary character and becomes a part of the effective remedy a court should 
fashion to encourage public-minded suits”).

A determination of the necessity of encouraging private enforcement 
through an award of counsel fees completes the court’s three tasks as 
outlined by Newnan and La Raza Unida.™ In La Raza Unida v. Volpe 
the district court noted that the only public entities which might have 
instituted the lawsuit were named as defendants.61 Since “[ojnly a private 
party could have been expected to bring [that] litigation,” the court 
deemed it inequitable to force litigants to bear the costs of their own 
counsel fees when they policed those charged with implementing and 
following congressional mandates.62 The identical situation presented it
self in Sierra Club. Governmental agencies are charged with implement
ing and administering NEPA’s mandate.63 64 Therefore, only a private 
party reasonably could be expected to bring a NEPA lawsuit because 
the challenge necessarily includes the Government as a defendant. In 
Newnan v. Piggie Park Enterprises, lnc.M one of the Supreme Court’s 
considerations in recognizing the private attorney general exception was 
“that the Nation would have to rely in part upon private litigation as a 
means of securing broad compliance with the law.” 65 This consideration 
becomes even more persuasive in NEPA lawsuits, where the Govern
ment always will be a party defendant.66
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A requirement of technical success therefore is completely inconsistent 
with the rationale of the private attorney general exception. When liti
gation induces a federal agency to comply with a congressional mandate, 
a public benefit has been rendered by the plaintiff, regardless of the 
ultimate outcome. A strong congressional policy, enforceable only by 
the private sector, has been effectuated by a private party. It is precisely 
this result that the private attorney general exception intends to en
courage. The inducement will fail if fee awards may be precluded by 
out-of-court settlement or by technical failure of plaintiff’s claim. Con
gressional policy is vindicated no less in these circumstances than when 
the plaintiff obtains a judgment against a recalcitrant defendant. If a 
substantial public benefit is conferred, the private attorney general ex
ception should be invoked regardless of outcome.67

67 The scenario of Sierra Club, when repeated in other public interest suits, should
result in an award of attorney’s fees. In Parham v. Southwestern Bell Telephone Co. the 
company’s employment practices were not in compliance with Title VII of the Civil 
Rights Act of 1964 prior to filing suit. 433 F.2d 421, 427 (8th Cir. 1970); see Civil Rights 
Act of 1964, Title VII, § 703(a), 42 U.S.C. § 2000e-2(a) (1970). Although the plaintiff 
failed to gain monetary damages for himself or injunctive relief for the class, the court 
nonetheless awarded him attorney’s fees because his actions constituted a catalyst in 
bringing the company into compliance with the statute. 433 F.2d at 429-30. See also 
Hammond v. Housing Authority, 328 F. Supp. 586, 588 (D. Ore. 1971) (rent differential 
held discriminatory; policy changed upon request and no damage shown; fees awarded); 
Richards v. Griffith Rubber Mills, 300 F. Supp. 338, 341 (D. Ore. 1969) (employment 
discrimination shown, but relief denied on grounds of mootness and lack on intent; 
fees awarded); 116 Cong. Rec. 42386 (1970) (conference discussion) (fees should be 
awarded under Clean Air Act if successful abatement results in absence of verdict); cf. 
Wilderness Society v. Morton,----F.2d----- ,---- (Civ. No. 72-1796, at 11, 14-15) (D.C.
Cir. Apr. 4, 1974) (although court did not reach NEPA issues and Congress later deemed 
impact statement sufficient, attorney’s fees appropriate where plaintiff forced executive 
branch to abide by prior legislation until amended).

68 See Modern Optics, Inc. v. Buck, 336 S.W.2d 857 (Tex. Civ. App. 1960) (stock
holder’s derivative action lost after preliminary injunction entered by consent; fees al
lowed because prosecution of suit benefited corporation); cf. notes 24-29 supra and 
accompanying text.

69 See Gilson v. Chock Full O’ Nuts Corp., 331 F.2d 107 (2d Cir. 1964).
70See Levine v. Bradlee, 378 F.2d 620 (3d Cir. 1967) (stockholder’s derivative suit 

mooted by officer’s payment of note; remanded for determination of fee award); 

Awarding counsel fees to parties who have not obtained a favorable 
judgment is not without precedent among the other exceptions to the 
rule prohibiting fee-shifting.68 Federal courts apply the common fund 
or benefit exception even though the litigation was cut short either by 
settlement69 or by mootness.70 The settlement must represent a substan
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tial benefit to the organization which pays the fee award,71 and the plain
tiff must show that his action caused either the settlement or the de
fendant's action which mooted the case.72 A court’s award in these cir
cumstances demonstrates that a favorable judgment is unnecessary for 
the common benefit exception to be used.73 * Its use is predicated upon 
the creation or preservation of a common fund or upon the rendering 
of a substantial benefit to an ascertainable class. If the two-pronged test 
of causation and substantial benefit has been satisfied, the rationale of the 
exception demands its use, regardless of technical success.

Schechtman v. Wolfson, 244 F.2d 537, 540 (2d Cir. 1957) (stockholder’s derivative action 
against interlocking directorate mooted by directors’ resignations; fees denied on other 
grounds).

71 See Schechtman v. Wolfson, 244 F.2d 537, 540 (2d Cir. 1957); Globus v. Jaroff, 279 
F. Supp. 807, 809 (S.D.N.Y. 1968); Note, supra note 24, at 207-10; Comment, Attorney's 
Fees in Shareholder Derivative Suits: The Substantial Benefit Rule Reexamined, 60 Calif. 
L. Rev. 164 (1972).

72 Blau v. Rayette-Faberge, Inc., 389 F.2d 469, 473 (2d Cir. 1968).
73 Nor should plaintiff be required to show that he ultimately would have been suc

cessful. In a state case involving an action by a union member against the Teamsters’ 
union and its officers, the union mooted the controversy before trial. Grein v. Cavano, 
61 Wash. 2d 498, 504-06, 379 P.2d 209, 213-14 (1964). The court refused to require the 
plaintiff to show that he would have been successful at trial and held that if a party’s 
participation in the litigation brings benefit to the union, then he is entitled to an award 
of attorney’s fees regardless of his success in the litigation. Id. at 506, 379 P.2d at 214; see 
Kahan v. Rosenstiel, 424 F.2d 161, 167 (3d Cir.), cert, denied, 398 U.S. 950 (1970); 
Schechtman v. Wolfson, 141 F. Supp. 453, 455 (S.D.N.Y. 1956), aff'd, 244 F.2d 537 (2d 
Cir. 1957). But see Globus v. Jaroff, 279 F. Supp. 807, 809 (S.D.N.Y. 1968) (party must 
demonstrate the probability of ultimate success); Chrysler Corp. v. Dann, 223 A.2d 384, 
387 (Del. 1966) (reasonable likelihood of success); Rosenthal v. Burry Biscuit Corp., 
209 A.2d 459, 461 (Del. Ch. 1949) (action must be meritorious).

7^451 F.2d 1109 (1st Cir. 1971).
75 Id. at 1112; see Drown v. Portsmouth School Dist., 435 F.2d 1182 (1st Cir. 1970), 

cert, denied, 402 U.S. 972 (1971).
76 451 F.2d at 1112.

The First Circuit has used the bad faith exception to award fees to a 
losing party. In McEnt eggart v. Cataldo14 the plaintiff sued for reinstate
ment to the college faculty. Contrary to prior judicial decision, he had 
not been given a statement of reasons for his dismissal.75 Although the 
court of appeals refused to order plaintiff’s reinstatement after finding 
his dismissal reasonable, it awarded him attorney’s fees because he had 
been “forced to go to court to obtain the statement of reasons to which 
he was constitutionally entitled.” 76 The bad faith exception is based 
upon vexatious or oppressive conduct by one party, generally present 
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when the party refuses to comply with prior judicial rulings, thereby 
forcing an opponent to litigate in order to compel compliance.77 The 
reason for application of the bad faith exception was present in Mc- 
Enteggart, and the court of appeals in awarding counsel fees to the 
plaintiff properly ignored his failure in the lawsuit.

77 This expression of the bad faith standard has been used in several other cases. See 
note 25 supra. The defendant’s duty, however, must be clear. See Kelly v. Guinn, 456 
F.2d 100, 111 (9th Cir. 1972) (substantial doubt as to legal obligation vitiates bad faith; 
no fee award).

78See, e.g., Hall v. Cole, 412 U.S. 1, 5 (1973); Mills v. Electric Auto-Lite Co., 396 
U.S. 375, 392 (1969); Newman v. Piggie Park Enterprises, Inc., 390 U.S. 400, 402 (1968) 
(per curiam).

79 See Nussbaum, supra note 24, at 333.
80 See Note, supra note 39, at 1246 n.146.
81 389 F.2d 469 (2d Cir. 1968).
82 Id. at 470-71.
^ld. at 473. The court did not “want lawyers poring over 16(a) reports as soon as 

The common benefit cases and McEnteggart illustrate that an award 
of counsel fees is proper if the rationale underlying the applicable ex
ception inheres in the facts. Prior judicial reference to a “successful 
party” in statements of the fee-shifting exceptions78 should not restrict 
application of the private attorney general exception. Disregard of the 
technical success or failure of the litigant, however, removes a significant 
safeguard to frivolous suits.79 If courts require only that congressional 
policy in some way be vindicated, fee-minded lawyers may be encour
aged to challenge the most insubstantial defects in impact statements, the 
correction of which would nonetheless technically vindicate congression
al policy. Strict application of the private attorney general exception 
would demand an award of fees, a result which could only crowd the 
courts with litigation primarily motivated by desire for counsel fees 
rather than by desire to promote congressional policy. To prevent this 
development, the policy vindication should amount to a substantial bene
fit to the public before fees are awarded.80

In Blau v. Ray ette-Faberge, Inc.,*1 a common benefit case, a share
holder requested his corporation to challenge short-swing profit making 
he had uncovered. The corporation finally forced settlement with the 
wayward director, but only after threats of a derivative suit by the 
shareholder.82 The court expressed concern that a fee award in this situ
ation would encourage strike suits by parties speculating in attorney’s 
fees, without the welfare of the corporation in mind.83 To avoid award
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ing fees to overzealous attorneys without abandoning the policy of en
couraging private enforcement of congressional policy, the Second Cir
cuit established a standard for awards. Attorney’s fees will be awarded 
to stockholders challenging short-swing profit making only if the cor
poration fails to act for a substantial period after the suspect transac
tions.84 If the congressional policy prohibiting short-swing profits is im
paired substantially by the corporation’s inaction, fee-shifting becomes 
appropriate. A similar rule in private attorney general cases would miti
gate the dangers of frivolous litigation undertaken solely for the purpose 
of gaining fee awards. A requirement that the defendant’s noncompli
ance with congressional policy be substantial allows the court to deny 
fees even to a successful plaintiff,85 thus assuring that congressional policy 
is vindicated, not abused, by private parties.

they are made public to find a cause of action before the corporation does and thereby 
collect a fee.” Id.

84 Id.
85 Not only may the court deny fees to a successful or unsuccessful plaintiff, it may also 

order the plaintiff to pay defendant’s counsel fees if it finds the litigation to be frivolous. 
See 116 Cong. Rec. 42386 (1970) (fees should be taxed against plaintiff who brings 
frivolous clean air litigation); cf. United States v. Gray, 319 F. Supp. 871 (D.R.Í. 1970) 
(fees taxed against United States as plaintiff for bringing meritless suit).

86 Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737, 1742, 1744 (W.D. Tex. 1973). The 
addendum was issued on August 24, 1972; final judgment was entered May 21, 1973. Id.

87 Id. at 1741-42.
88 The district court retained jurisdiction to ensure that the safeguards imposed by 

HUD on the real estate developers would be implemented fully and that reports re
flecting the results of all procedures being utilized as safeguards would be made public 
when available. Id. at 1744. To the extent that the plaintiff’s efforts are needed to assist 
the court in obtaining the defendant’s compliance, fee-reimbursement is appropriate 
since it relates to the perfection of the first impact statement.

Where the gravamen of the plaintiff’s complaint is rejected, courts 
should deny fee awards for efforts other than those directly related to 
the benefit rendered. In Sierra Club, for example, the addendum which 
perfected the previously inadequate impact statement was issued long 
before judgment was rendered.86 The primary thrust of the suit attacked 
the addendum, which the court found to be adequate and in compliance 
with NEPA.87 To that extent, no congressional policy was vindicated 
and no substantial benefit rendered.88 There seems no justification for a 
full fee award; a pro tanto award covering expenses incurred in per
fecting the initial impact statement is more consistent with the rationale 
of the private attorney general exception. In Natural Resources Defense 
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Council v. EPA8^ the Government argued that each party should bear 
its own costs since some of the issues were decided adversely to the suc
cessful plaintiffs.89 90 The First Circuit stated that even the challenges not 
sustained “were mainly constructive and reasonable. And petitioners 
were successful in several major respects; they should not be penalized 
for having also advanced some points of lesser weight.” 91 The decision 
is correct because the plaintiff’s primary claims were successful while 
the subsidiary ones failed. Where the thrust of the complaint is rejected, 
however, defendants should not be compelled to pay attorney’s fees 
for expenses incurred in litigation of the major issue merely because a 
plaintiff was successful on.a minor point.92

89 484 F.2d 1331 (IstCir. 1973).
99 Id. at 1338.
91 Id.
92 In awarding court costs, some courts have apportioned the costs among the parties. 

See Steel Constr. Co. v. Louisiana Highway Comm’n, 60 F. Supp. 183, 187 (E.D. La. 
1945) (plaintiff successful on one of 26 claims, taxed 90 percent of costs). But cf. Local 
205, United Elec. Radio & Machine Workers v. General Elec. Co., 172 F. Supp. 960, 961 
(D. Mass. 1959) (“prevailing party does not lose a proportionate part of his costs just 
because he does not succeed to the full extent of his claim”). Pro tanto awards would 
not be any more difficult to administer; the court need only consider factors such as the 
importance of the plaintiff’s successful assertion in relation to the main complaint, its 
reasonableness, the beneficial impact it will have, and the amount of trial time devoted 
to its proof. See Smith v. Medgar Evers Comprehensive Health Center, Civil No. 72W- 
26 (S.D. Miss. Nov. 7, 1972) (counsel greatly exaggerated importance of lawsuit).

In Wilderness Society v. Morton the court did not decide substantive issues regarding 
the environmental impact of the Alaskan oil pipeline but temporarily barred its con
struction because the width of the necessary right-of-way exceeded the statutory limit. 
----F.2d —. (Civ. No. 72-1796, at 11, 14) (D.C. Cir. Apr. 4, 1974). The court 
nonetheless awarded fees for plaintiffs’ effort on the environmental issues because those 
efforts protected the proper functioning of the government, ensured the thoroughness 
of the government’s impact statement, helped focus congressional attention on the major 
issues involved in the pipeline construction, and were somewhat interrelated with the 
substantive NEPA issues. ZJ. at----(Civ. No. 72-1796, at 15-17). Since plaintiffs’ efforts
did advance substantial public interests directly related to the merits of the case, and 
since there was no showing that plaintiffs would have been unsuccessful on those issues, 
a fee award is appropriate even though the issues were not litigated to completion. See 
note 88 supra.

93 Brief for Appellant at 97-98, Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737 (W.D. 
Tex. 1973).

After determining the extent to which fees are related to the public 
benefit rendered, the court still must ascertain the rate of compensation 
for those services. In Sierra Club plaintiffs submitted uncontradicted 
evidence that attorney’s fees incurred by them amounted to five times 
the $20,000 fee award granted by the district court.93 The district judge 
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admitted that plaintiffs presented the case extremely well but did not 
feel required to compensate counsel at the requested rate?4 He reasoned 
that the bar should carry some of the burden for representation in public 
interest cases94 95 and that the primary goal of a fee award is to do equity 
rather than to compensate plaintiff’s counsel.96 The court then found the 
Criminal Justice Act of 196497 to be a reasonable guide, providing neither 
unjust enrichment nor undue impoverishment.98 99 The First Circuit also 
has refused to grant full compensation, though using slightly different 
reasoning. In Natural Resources Defense Council v. EP A" that court 
held that a fee award against EPA, to be paid by the public as taxpayers, 
need not be a full award because the taxpayers were in effect involuntary 
clients.100

94 Id. at 98.
95 Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1745, 1748 (W.D. Tex. 1973), citing Wyatt 

v. Stickney, 344 F. Supp. 387, 410 (M.D. Ala. 1972) (right to treatment for mental 
retardates established).

96 5 Envir. Rptr. Cas. at 1748.
97 Criminal Justice Act of 1964, § 2, 48 U.S.C. § 3OO6A(d) (1970).
98 5 Envir. Rptr. Cas. at 1748.
99 484 F.2d 1331 (lstCir. 1973).
™>ld. at 1339.
101 Public interest groups depend heavily upon foundation grants, tax status, and small 

contributions. See Nussbaum, supra note 24, at 305-11. Allowing the court to award fees 
at less than the normal rate adds another uncertainty to public interest firms’' financial 
status. See generally R. Marks, The Lawyer, The Public, and Professional Responsibil
ity 273-87 (1972).

102 One court has articulated the impediments to the private bar’s participation in 
public interest suits:

The prosecution of the kind of case involved here ... ‘is an enterprise on 
which any private individual should shudder to embark.’ . . . Because the 
probability of a large damage recovery is remote . . . plaintiffs or their 
lawyers who bring class actions seeking to preserve civil liberties usually 
must make substantial financial sacrifices. In addition, a lawyer ... is likely 
to suffer social, political and community ostracism .... Even more dam
aging ... is the probability that he will be estranged from other members 
of his profession who are unwilling to participate in, or even lend moral 
support to, suits seeking to vindicate the public good.

NAACP v. Allen, 340 F. Supp. 703, 710 (M.D. Ala. 1972) (footnotes omitted).

Neither rationale for determining the rate of compensation is con
sistent with the private attorney general policy of encouraging public- 
minded litigation. Public interest firms or environmental interest groups 
are generally least able to afford less than full compensation.101 Further, 
private firms will be less willing to expand their pro bono activities with
out the certainty of full compensation.102 Adequate and reasonable com
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pensation provides a much greater inducement than the uncertainty of a 
judge’s concept of balancing the equities. Once the court has determined 
that a fee award is appropriate, the rate of compensation should equal 
that received by other attorneys for similar services. Many courts tax 
according to reasonableness,103 some citing the guidelines outlined by the 
ABA for use by private attorneys in charging clients.104 105 106 In Clark v. 
American Marine Corp.1®5 the court stated that in authorizing an award 
of attorney’s fees in suits pursuant to Title II of the Civil Rights Act of 
1964,100 Congress intended that the plaintiff be able to pay his attorney 
the “full worth of his hire.” 107 There is no reason why this principle 
should not apply equally, to other public interest suits. Determination 
of attorney’s fees according to the factors considered in private practice 
offers incentive to the private bar to challenge actions contravening na
tional policy and serves society’s interest in capable and vigorous en
forcement of those national policies.108

103 See, e.g., Smolowe v. Delendo Corp., 136 F.2d 231, 241 (2d Cir. 1943); Highway 
Truck Drivers & Helpers Local 107 v. Cohen, 220 F. Supp. 735, 738 (E.D. Pa. 1963); 
Steinberg v. Hardy, 93 F. Supp. 873, 874-74 (D. Conn. 1950).

104 See ABA Code of Professional Responsibility D.R. 2-106. The ABA lists the 
following criteria: the time and labor required; the novelty and difficulty of the ques
tions involved; the skill requisite to perform the legal service properly; the fee cus
tomarily charged in the locality for similar legal services; the amount involved and the 
results obtained; and the experience, reputation, and ability of the lawyer or lawyers 
performing the services. Id. A further consideration should be encouragement of public- 
minded suits. See, e.g., Smolowe v. Delendo Corp., 136 F.2d 231, 241 (2d Cir. 1943); 
Kiser v. Miller, 364 F. Supp. 1311, 1315 n. 1 (D.D.C. 1973); Wyatt v. Stickney, 344 
F. Supp. 387, 409 (M.D. Ala. 1972). See generally C. Wright & A. Miller, supra note 
20, § 1803; 6 J. Moore, supra note 20, H 54.77[2], at 1716.

105 320 F. Supp. 709 (E.D. Pa. 1970).
106 Civil Rights Act of 1964, 42 U.S.C. 2000e to 2OOOe-15 (1970).
107 320 F. Supp. at 711; see Civil Rights Act of 1964, § 706(k), 42 U.S.C. § 2OOOe-5(k) 

(1970).
108 See Nussbaum, supra note 24, at 308. See generally R. Marks, supra note 101, at 

273-87.
109 28 U.S.C. § 2412(a) (1970).
1105 Envir. Rptr. Cas. at 1747; see West Cent. Mo. Rural Dev. Corp. v. Phillips, 102 

D. Wash. L. Rptr. 101, 109 (D.D.C. Dec. 19, 1973) (OEO director acting without con
gressional authority not personally liable for fees).

Sierra Club raises a second question about the equitable considerations 
inherent in the application of the private attorney general exception. The 
district court was precluded by statute from taxing fees against HUD109 
and found that HUD Secretary James T. Lynn should not be taxed 
counsel fees.110 San Antonio Ranch, the private real estate developer, 
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was forced to bear the entire burden of plaintiff’s counsel fees. This 
result conflicts with the Second Circuit’s decision in Greene County 
Ploming Board v. FPC111 112 and may also fall within the caveat of Ne^e- 
ntan v. Piggie Park Enterprises, lnc.XX2 precluding a fee award where 
circumstances would render it unjust.113

111 455 F.2d 412 (2d Cir.), cert, denied, 409 U.S. 849 (1972).
112 390 U.S. 400 (1968) (per curiam).
113 Id. at 402.
114 455 F.2d at 420; see Note, Environmental Impact Statements—A Duty of Inde

pendent Investigation by Federal Agencies, 44 U. Colo. L. Rev. 161 (1972).
115 455 F.2d at 419-20.
lie See, e.g., 18 C.F.R. § 2.81 (a) (1'973) (FPC); 21 id. § 6.1(e) (FDA); 36 Fed. Reg. 

18071 (1971) (AEC).
117 455 F.2d at 420.
us Id. See generally F. Anderson, supra note 49, at 186-96.
119 Sierra Club does not present the problem of taxing a faultless private defendant. 

The addendum was composed of studies undertaken and completed by the applicant. 
Brief for Appellant at 6, Sierra Club v. Lynn, 5 Envir. Rptr. Cas. 1737 (W.D. Tex. 
1973). The only report submitted by HUD was based substantially on the applicant’s 
studies. Id. at 7. Moreover, the litigation was handled primarily by San Antonio Ranch; 
HUD played a very minor role at trial. Id. at 32. San Antonio Ranch appeared sufficiently 
enmeshed in the process of drafting the final impact statement to make an award of

The Second Circuit in Greene County made clear that preparation 
of a detailed environmental impact statement is a nondelegable responsi
bility of the federal agency.114 The agency is not an umpire supervising 
an adversary proceeding, but rather is burdened with the affirmative 
responsibility of protecting the public interest in the environment.115 
While agency regulations may require the applicant to submit his anal
ysis of the environmental impact of his proposed action,116 the respon
sibility for preparing the impact statement required by statute remains 
with the federal agency.117 The likelihood that the applicant’s statement 
will be based upon self-serving assumptions dictates that the agency not 
rely on facts submitted by the applicant without providing its own in
dependent supportive data.118 As a result, the applicant has no legal 
responsibility for the final impact statement.

Sierra Club v. Lynn is one indication that some courts are not yet 
willing to exonerate the applicant from all culpability for a faulty impact 
statement. Taxing fees against the private developer illustrates that even 
though the developer is under no legal duty to file a proper final impact 
statement, he may be charged with responsibility for the expense of cor
recting any defects in that statement.119 If courts are willing to place 
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this burden on applicants, Greene County's strict rule of nondelegable 
responsibility eventually may be weakened. The private attorney general 
exception is based on the equity power of the court,120 and equitable 
considerations must control. Without giving the applicant a greater role 
in formulating the final impact statement, courts should not continue to 
charge him with responsibility for defects. Newnan v. Piggie Park En
terprises, Inc. would preclude such a result as a special circumstance 
making a counsel fee award unjust.121 To avoid this problem courts 
must impose equal duties and responsibilities on both the applicant 
and the federal agency in preparing the final impact statement.

fees against it equitable. See also Wilderness Society v. Morton,----F.2d----- ,---- (Civ.
No. 72-1796, at 18) (D.C. Cir. Apr. 4, 1974) (pipeline company with massive interests 
at stake actively participated in litigation; fee award equitable although fault was tech
nically government’s).

120 See Sprague v. Ticonic Nat’l Bank, 307 U.S. 161, 164 65 (1939); La Raza Unida v. 
Volpe, 57 F.R.D. 94, 95 (N.D. Cal. 1972).

121 390 U.S. 400, 402 (1968) (per curiam). In the only prior cases in which courts 
have applied the private attorney general exception against a private defendant, the de
fendant had either acted in bad faith or had violated the law. See Lee v. Southern Home 
Sites, 444 F.2d 143, 144 (5th Cir. 1971) (bad faith); Miller v. Amusement Enterprises, 
Inc., 426 F.2d 534, 536 (5th Cir. 1970) (illegal action).

In La Raza Unida v. Volpe the district court emphasized that it was not awarding 
fees to punish the defendant, but rather to promote a strong congressional policy. 57 
F.R.D. 94, 102 (N.D. Cal. 1972). The court found a fee award more appropriate against 
the beneficiaries of the action, the public, than against a private defendant. Id. at 101. 
Although the court did not preclude awarding fees in the future against a private de
fendant, its rationale underlines the importance of an equitable consideration of all fac
tors, including the effect of an award on the defendant.

122 See, e.g., Citizens Environmental Council v. Volpe, 5 Envir. Rptr. Cas. 1989 (10th 
Cir. 1973), cert, filed, 42 U.S.L.W. 3409 (U.S. Dec. 18, 1973) (No. 73-943); Movement 
Against Destruction v. Volpe, 361 F. Supp. 1360, 1393 (D. Md. 1973); Finish Allatoona’s 
Interstate Right, Inc. v. Volpe, 355 F. Supp. 933, 938 (N.D. Ga. 1973); National Forest 
Preservation Group v. Volpe, 352 F. Supp. 123, 125-27 (D. Mont. 1972); Iowa Citizens 
for Environmental Quality v. Volpe, 4 Envir. Rptr. Cas. 1755, 1759-60 (S.D. Iowa 1972).

123 See National Forest Preservation Group v. Volpe, 352 F. Supp. 123, 127 (D. Mont. 
1972); Iowa Citizens for Environmental Quality v. Volpe, 4 Envir. Rptr. Cas. 1755, 1759 
(S.D. Iowa 1972).

Greene County's nondelegable duty rule has been rejected in several 
cases where the Federal Highway Administration had allowed the state 
highway commission to prepare the final impact statement for a proposed 
highway project.122 The projects were financed principally through the 
federal agency’s grant-in-aid program, leading two courts to refuse to 
presume that the state highway agency would act in a self-serving man
ner, the Second Circuit’s major concern in Greene County,123 These and 
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other courts emphasized that the Federal Highway Administration had 
participated significantly throughout the preparation of the final impact 
statement124 and had reviewed it in good faith after its completion.125 To 
the extent that courts approve of a federal agency’s delegation of its 
duties where no likelihood of self-serving applications exists and where 
the federal agency takes a significant role in preparation of the impact 
statement, an award of fees against the applicant is not inequitable. In 
the Federal Highway Administration cases the applicant assumes a sub
stantial role in preparing the impact statement, the adequacy of which 
is subject to judicial scrutiny. Although the federal agency must approve 
the statement and accept responsibility for it,126 the applicant’s input into 
the process is sufficient to impose liability for attorney’s fees.

124 See Movement Against Destruction v. Volpe, 361 F. Supp. 1360, 1393 (D. Md. 
1973); Finish Allatoona’s Interstate Right, Inc. v. Volpe, 355 F. Supp. 933, 938 (N.D. Ga. 
1973); National Forest Preservation Group v. Volpe, 352 F. Supp. 123, 127 (D. Mont.
1972) ; Iowa Citizens for Environmental Quality v. Volpe, 4 Envir. Rptr. Cas. 1755, 1759 
(S.D. Iowa 1972).

125 See Movement Against Destruction v. Volpe, 361 F. Supp. 1360, 1393 (D. Md.
1973) .

126 See Iowa Citizens for Environmental Quality v. Volpe, 4 Envir. P.ptr. Cas. 1755, 
1759-60 (S.D. Iowa 1972).

127 See Note, supra note 114, at 167.
128National Environmental Policy Act of 1969, § 101(b), 42 U.S.C. § 4331 (b) (1970). 

Section 101 declares that the federal government should act to enable the nation to fulfill 
its responsibility “as a trustee of the environment for succeeding generations” and to 
assure that all Americans enjoy a healthful environment. Id.

J29 See 28 U.S.C. § 2412(a) (1970); Note, supra note 39, at 1236-37, 1246-53. See also 

Reallocation of the responsibilities may not be desirable, however, 
where the situation is not that of a grant-in-aid program and where the 
applicant is a private entrepreneur rather than a state agency. Even an 
impact statement submitted in good faith by the applicant understand
ably would tend to justify the proposed project.127 Facts which ordi
narily would militate against undertaking the project most likely would 
be presented favorably by the applicant, a result contrary to the pur
poses of NEPA.128 The applicant is concerned with his own interests; 
the federal agency is responsible to the public interest. Providing the 
applicant with a voice in drafting the final impact statement will not 
sufficiently protect the public interest.

Elimination of the judicial dilemma of either taxing faultless defendants 
or discouraging public-minded suits alternatively may be accomplished 
by limited legislative abrogation of the sovereign immunity bar.129 Con
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gress has abandoned sovereign immunity in certain environmental leg
islation130 as an inducement for private enforcement of the legislation.131 
The need for private enforcement applies equally to suits seeking to cor
rect inadequate impact statements required by NEPA. Moreover, taxing 
fees against the Government allocates the cost of public interest suits 
among the public, the ultimate beneficiaries of such actions.132 A legisla
tive approach to curing the inequity of taxing faultless private defendants 
is preferable to shifting the legal responsibilities as outlined in Greene 
County. If the applicant’s role in preparation of the final impact state
ment increases, NEPA’s mandate of governmental protection of the en
vironment is weakened.

Natural Resources Defense Council v. EPA, 484 F.2d 1331 (1st Cir. 1973) (attorney’s 
fees permitted against Government by statute); La Raza Unida v. Volpe, 57 F.R.D. 94, 
101-02 n.ll (N.D. Cal. 1972) (attorney’s fees permitted against state officer).

130 See, e.g., Federal Water Pollution Control Act Amendments of 1972, § 505(d), 
33 U.S.C. § 1365(d) (Supp. II, 1972); Marine Protection, Research, and Sanctuaries Act 
of 1972, § 105(g)(4), 33 U.S.C. § 1415(g)(4) (Supp. II, 1972); Clean Air Act § 304 (d), 
42 U.S.C. § 1857h-2(d) (1970); Noise Control Act of 1972, § 12(d), 42 U.S.C. § 4911(d) 
(Supp. Il, 1972).

131 See Natural Resources Defense Council v. EPA, 484 F.2d 1331, 1337 (1st Cir. 1973); 
116 Cong. Rec. 42386 (1970) (conference discussion of Clean Air Amendments of 1970).

132 See La Raza Unida v. Volpe, 57 F.R.D. 94, 100-01 (N.D. Cal. 1972); note 121 supra.

The private attorney general exception was developed by the courts 
as one means of encouraging citizen suits which protect the public in
terest. Whenever the need for encouragement exists and whenever a 
certain action protects and benefits the public interest, the rationale of 
the exception demands its use. Sierra Club represents a logical application 
of the exception by refusing to deny a fee award because of an arbitrary 
and perfunctory requirement of success. The decision also underscores 
the judicial dilemma over attorney’s fees in environmental litigation. 
Legislation abolishing governmental immunity from fee-shifting in 
NEPA suits would enable the courts to implement the exception in an 
equitable manner.

James E. Rocap III





A WORKABLE DEFINITION OF THE 
ESTABLISHMENT CLAUSE: ALLEN v. 
MORTON RAISES NEW QUESTIONS

The task of defining the proper relationship between church and 
state in America has long plagued the courts.1 The benchmark of any 
discussion of this topic must be the first amendment, which prohibits 
the Government from establishing, aiding, or supporting religion or 
from restraining its free exercise.2 The religion clauses, while encom
passing the first amendment’s general ideology, the protection of the free 
interplay of ideas, also establish religious liberty as a substantive freedom 
in itself.3 The Supreme Court, mainly for purposes of analytical con
venience, has classified the cases concerning religious liberty as either 
establishment clause or free exercise clause cases,4 * but the ultimate goal 
of preserving religious freedom is served in both classes of cases. The first 
modern attempt at definition of the establishment clause came in Everson 
v. Board of Education,^ where Justice Black laid down a general rule of 
no aid to religion.6 7 The Supreme Court’s most recent interpretation of 
the establishment clause appeared last term in Committee for Public Edu
cation & Religious Liberty v. Nyquist.1 In Nyquist, which synthesized 
25 years of establishment clause decisions, the Court held that govern
ment action violates the first amendment when it (1) lacks a primary 
secular purpose, (2) has a primary effect which advances or inhibits

1 See generally P. Kauper, Religion and the Constitution (1964); L. Pfeffer, Church, 
State, and Freedom (1953).

2 The amendment provides that “Congress shall make no law respecting an establish
ment of religion or prohibiting free exercise thereof . . . .” U.S. Const, amend. I.

8 See P. Kauper, supra note 1, at 13-44.
4 Compare Committee for Pub. Educ. & Religious Liberty v. Nyquist, 413 U.S. 756 

(1973) (establishment) and. Tilton v. Richardson, 403 U.S. 672 (1971) (establishment) 
and Board of Educ. v. Allen, 392 U.S. 236 (1968) (establishment) ‘with. Sherbert v. 
Verner, 374 U.S. 398 (1963) (free exercise) and Torasco v. Watkins, 367 U.S. 488 
(1961) (free exercise) Davis v. Beason, 133 U.S. 333 (1890) (free exercise).

c 330 U.S. 1 (1947).
6 Id. at 18.
7 413 U.S. 756 (1973). Nyquist concerned a challenge to a New York statute providing 

building maintenance and repair funds to nonpublic schools and affording parents of 
nonpublic school students tuition reimbursements and state income tax deductions. Id. 
at 762-67. The Court condemned the entire scheme as violative of the establishment 
clause. Id. at 768-69.

[ 1461 ]
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religion, or (3) excessively entangles the state in the management of a 
religious institution.8 9

%Id. at 772-73. The test may be viewed as concentric circles forming a three-stage 
filter, each stage trapping progressively smaller particles of religious effect. Where gov
ernment action lacks a primary secular purpose, its total effect must be religious, and 
it is snagged by stage one. Where government action contains a secular purpose but 
also causes direct and immediate religious effects, it is trapped by stage two. Stage three 
catches government actions whose religious effects are not direct and immediate but 
capable of excessively entangling the Government in religious affairs.

9 ----F.2d----- (D.C. Cir. Sept. 26, 1973) (Civ. No. 71-1909). The decision took the
form of a per curiam opinion, with Judge Tamm writing an explanatory opinion for 
himself and Judge Robb. Judge Leventhal filed a concurring opinion.

10 See Allen v. Morton, 333 F. Supp. 1088, 1092 (D.D.C. 1971).
11 Id. The Pageant evolved from the display of the National Christmas Tree, which 

had been erected each year since 1923.
12 ----F.2d at-----(Civ. No. 71-1909, at 28) (Leventhal, J., concurring).
13 Id. at----(Civ. No. 71-1909, at 28-30) (Leventhal, J., concurring). The Federation

representatives and other members of the District’s Christian clergy held a number of 
key positions on important administrative committees. Id.
nId. at----(Civ. No. 71-1909, at 8) (Tamm, J.); id. at------(Civ. No. 71-1909, at 29)

(Leventhal, J., concurring). In 1970 Government officials held two of five positions on 
the executive committee, one position on the program committee, and the chairman
ship of the grounds and facilities committee.

15 Id. at----(Civ. No. 71-1909, at 8) (Tamm, J.); id. at----- (Civ. No. 71-1909, at 29)
(Leventhal, J., concurring).

The problem of defining the relationship between church and state 
recently materialized in a novel form in Allen v. Morton? where a panel 
of the United States Court of Appeals for the District of Columbia Cir
cuit confronted a first amendment challenge to the federal government’s 
continued assistance to the Christmas Pageant of Peace, a holiday cele
bration in Washington, D.C. The Pageant originated in 1954 as a project 
of the Washington Board of Trade,10 which wished to provide the capi
tal with a bright tourist attraction during the otherwise drab winter 
months.11 Erected on the Ellipse, an oblong strip of federal parkland 
behind the White House, the Pageant included displays of the National 
Christmas Tree, a reindeer pen, a yule log fire, a stage for the presenta
tion of cultural and musical events, and a creche containing a life-sized 
nativity scene.12 Since its inception, the Pageant had been directed by a 
coalition of local business leaders and representatives of the Federation 
of Churches.13 Federal officials served along with the clergy and Board 
of Trade members on administrative committees, and the National Park 
Service annually contributed labor, materials, and equipment valued at 
$72,000.14 Since 1968, however, no aid had been contributed for the 
assembly, storage, or maintenance of the creche.15
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The plaintiffs in Allen sought to enjoin construction of the Pageant’s 
nativity scene on federal parkland by alleging that such activity indi
cated government approval of Christian religious doctrines and con
sequently ran afoul of the first amendment’s establishment clause.16 The 
Allen court, applying the three-part Nyquist test, scrutinized both the 
government’s service on administrative committees and the National 
Park Service’s contribution of labor and materials and concluded that, 
while the primary purpose of the government’s aid was secular, the ad
ministrative activities were impermissibly entangling.17 The National 
Park Service’s financial and technical assistance, however, was held to be 
free of religious effects and entanglements.18 Because this aid did not 
offend the Constitution, the court, rather than grant an injunction com
pletely barring the nativity scene, presented the defendants with the op
tions of discontinuing the creche display, ending governmental involve
ment completely, or continuing the government’s financial and technical 
assistance under a set of neutral regulations.19

16 Allen v. Morton, 333 F. Supp. 1088, 1088 89 (D.D.C. 1971). The plaintiffs were an 
Episcopalian minister, a Catholic priest, a rabbi, the president of the American Ethical 
Union, and an officer of the National Humanist 2\ssociation. Id.

17 ----F.2d at------,---- (Civ. No. 71-1909, at 5-7, 11-15, 16-20) (Tamm, J.).
18 Id. at-----------(Civ. No. 71-1909, at 8-15) (Tamm, J.).
19 Id. at----(Civ. No. 71-1909, at 2) (per curiam). For 1973, the Pageant eliminated

the creche. However, a private group was granted a permit to erect a nativity scene 
on the Ellipse next to the Pageant. Washington Post, Nov. 11, 1973, § A, at 14, col. 6.

20 ----F.2d at----- ,---- (Civ. No. 71-1909, at 38, 43-49) (Leventhal, J., concurring).
21 Id. at----(Civ. No. 71-1909, at 51).
22 Id. at----(Civ. No. 71-1909, at 45-46) (Leventhal, J., concurring).

In a separate, concurring opinion, Judge Leventhal agreed that the 
government’s aid to the Pageant was unconstitutionally entangling but 
also argued that the entire scheme of assistance produced impermissible 
religious effects.20 Because of his resolution of the effect question, Judge 
Leventhal could not endorse unconditionally continued financial and 
technical aid to the Pageant in its pretrial form.21

The court’s opinions illustrate the shortcomings of the Nyquist stand
ard. The majority’s ability to justify government aid to the Christmas 
Pageant within the boundaries of the effect test raises serious questions 
concerning the test’s utility. The members of the Allen panel also dis
agreed over which party has the burden of proof under the Nyquist 
tests. The concurring opinion contended that recent Supreme Court de
cisions shift this burden to the Government,22 an original view which 
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the majority refused to accept23 but which is not entirely unsupport
able.24

23 Id. at----(Civ. No. 71-1909, at 14) (Tamm, J.).
24 See notes 96-99 infra and accompanying text.
25 See notes 100-116 infra and accompanying text.
26 ----F.2d at-----(Civ. No. 71-1909, at 5-6) (Tamm, J.).
27 374 U.S. 203, 222 (1963).
28 The Schempp court devised the purpose test in an effort to articulate one aspect 

of the religious neutrality which Justice Black declared the first amendment required 
in his landmark opinion in Everson v. Board of Education. See 330 U.S. 1, 18 (1947) 
(state reimbursement of bus fare for parochial school students upheld as neutral).

The division of the Schempp test into its component parts for purposes of analysis 
occurred seven years later in Walz v. Tax Commission. 397 U.S. 644, 674-80 (1970). 
Compare id. (elements of Schempp test applied in two parts) with Epperson v. Arkansas, 
393 U.S. 97, 107 (1968) (Schempp test applied as a unified standard) and Board of Fduc. 
v. Allen, 392 U.S. 236, 243 (1969) (Schempp test applied as a unified standard).

29 Abington School Dist. v. Schempp, 374 U.S. 203, 222 (1963).

The court’s unanimous agreement on the entanglement issue ironically 
raises as many questions as does their division on the effect issue. The 
court analyzed the government’s participation on Pageant committees 
under the entanglement portion of the Nyquist standard solely because 
of the activity’s administrative nature. However, the mere fact that aid 
is administrative does not seem a sufficient reason to employ the en
tanglement, rather than the effect, standard since administrative aid is 
sufficiently similar in effect to other forms of aid to render a specialized 
mode of analysis superfluous.25

Purpose

The Allen court held that the Pageant passed the first part of the Ny
quist test by finding that a principal goal of the government aid was at
traction of tourists to Washington.26 27 The requirements that government 
activity be imbued with a primary secular purpose and that aid have no 
primary religious effect originated in Abington School District v. 
Schempp.21 The Court intended the dual requirements to assure govern
ment neutrality in religious matters.28 The purpose test really represents 
the furthest limit of the effect test, and the ultimate question remains 
whether the aid produces an effect which advances or inhibits religion, 
a result which obviously violates neutrality.29 The unstated premise of 
the purpose test is that aid which lacks a secular purpose inevitably 
produces a religious effect. The presence of a single primary secular 
goal removes a scheme of aid from this pure case and ushers it past the 
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first element of the Supreme Court’s test regardless of any sectarian pur
poses which also might be present.30 Consequently, most aid passes the 
purpose test without difficulty.31

See note o supra. In a factual setting similar to Allen, a Florida court held that a 
neon cross hung on a county courthouse during the Christmas season served the secular 
purpose of attracting shoppers to the adjacent business district. Paul v. Dade County, 
202 S.2d 833, 835 (Fla. Ct. App. 1967), cert, denied, 390 U.S. 1041 (1968).

In another case, Curran v. Lee, the plaintiff attacked New Haven’s assistance to a 
yearly St. Patrick’s Day parade but failed to develop a sufficient factual record tO' allow 
adjudication of the purpose, effect, and entanglement issues. 484 F.2d 1348, 1350 (2d 
Cir. 1973).

31 See, e.g., Committee for Pub. Educ. & Religious Liberty v. Nyquist, 415 U.S. 756, 
773 (1973) (secular purposes of providing safe educational environment and pluralism 
in education achieved by maintenance payments to parochial schools and tuition grants 
and tax credits to parents of parochial school students); Walz v. Tax Comm’n, 397 U.S. 
664, 675 (1970) (granting tax exemption to churches serves secular purpose by relieving 
burden on institutions beneficial to community); McGowan v. Maryland, 366 U.S. 420, 
445 (1961) (secular purpose of contributing to health and welfare of citizens accom
plished by closing businesses on Sunday).

The Supreme Court has found only two statutes to lack a primary secular purpose. 
See Epperson v. Arkansas, 393 U.S. 97 (1968) (ban on teaching of evolution); Abington 
School Dist. v. Schempp, 374 U.S. 203 (1963) (reading of Bible in public school).

32 See, e.g., Committee for Pub. Educ. & Religious Liberty v. Nyquist, 413 U.S. 756, 
773 (1973); Hunt v. McNair, 413 U.S. 734, 741-42 (1973); Lemon v. Kurtzman, 403 U.S. 
602, 613 (1971).

33 ----F.2d at-----(Civ. No. 71-1909, at 40) (Leventhal, J., concurring).
^ld. at----(Civ. No. 71-1909, at 5-6) (Tamm, J.); Allen v. Morton, 333 F. Supp. 1088,

1092 (D.D.C. 1971) (organizer stated that main emphasis was “to promote more business 
for Washington in a very dull season”).

35----F.2d at-----(Civ. No. 71-1909, at 6-7) (Tamm, J.).

In assessing the purpose of government aid to the Pageant, the Allen 
court faced an unusually difficult task due to the lack of a definitive in
dicator of intent. Legislative histories and statutory preambles provide 
the most reliable criteria of government purpose and, in past litigation, 
generally have been available to the courts.32 In Allen, however, execu
tive action, rather than a statutory assistance plan, was under challenge, 
forcing examination of the entire circumstances surrounding the 
Pageant in order to find evidence of the purpose served by the executive 
action.33

The court relied upon three criteria in finding a primary secular pur
pose for the aid to the Pageant. First considered were the purposes 
of the Pageant itself, which, according to its organizers, were the at
traction of tourists to Washington34 and, “on a more philosophical 
level,” the manifestation of a national desire for world peace.35 Second, 
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the court examined the purpose of the creche within the context of the 
Pageant and determined that it contributed to the Pageant’s secular goals 
by commemorating an historical aspect of the celebration of Christmas.36 
Finally, the court considered the statements of government officials, 
which revealed that a primary purpose for assisting the Pageant was to 
help it attain its avowed secular objective of providing a tourist attrac
tion.37 The court’s efforts to obtain indicia of intent to mitigate the ab
sence of a statutory preamble were well conceived, and its line of an
alysis should be followed by future courts confronted with similar cir
cumstances. Moreover, in light of the very restricted function of the 
purpose test, the finding that the government’s involvement served a 
primary secular purpose appears sound.38

36 id.
37 Id. at----(Civ. No. 71-1909, at 7) (Tamm, J.). Officials’ statements indicating the

government’s purpose in aiding the Pageant, while superficially analogous to statutory 
declarations of intent, are persuasive only when supported by other evidence. Statements 
indicating that the Government aided the Pageant for sectarian purposes will not carry 
the plaintiffs’ burden where other more objective data permits the court to hypothesize 
secular motivations for the executive action. Cf. Palmer v. Thompson, 403 U.S. 217, 
224-26 (1971) (closing of segregated public swimming pool supportable on economic 
grounds; upheld despite statements indicating that action was taken to avoid integration). 
Furthermore, such statements are undermined by the ongoing nature of the Pageant, 
which possesses the protean ability to alter its purposes over time. See----F.2d at —
(Civ. No. 71-1909, at 41) (Leventhal, J., concurring). Although the affidavit of a Na
tional Park Service official indicating that his organization aided the Pageant for non
sectarian reasons could not establish alone a secular purpose for the aid, evidence pro
duced by the defendant that the Pageant itself strove to attain secular goals enabled the 
Allen court to hypothesize secular motivations for the government aid. See id. at — 
(Civ. No. 71-1909, at 5-7) (Tamm, J.). Converselv, officials’ statements indicating that 
they acted for sectarian purposes could not sustain alone plaintiffs’ burden of proving 
no plausible secular purpose for the government aid. See id. at---- , (Civ. No. 71-1909,
at 41-42) (Leventhal, J., concurring); notes 56-62 infra and accompanying text.

38 Judge Leventhal, disturbed by plaintiffs’ evidence of religious motivation behind
the Pageant, expressed doubt about the majority’s finding. — F.2d at----(Civ. No.
71-1909, at 42) (Leventhal, J., concurring). If Judge Leventhal believed the evidence 
of a religious purpose so strong as to render the avowed secular purpose specious, he 
exhibited a degree of skepticism which exceeds Supreme Court precedent. See note 31 
supra and accompanying text.

Effect

The finding of primary secular purpose does not dispel the possibility 
that government aid causes primary religious effects, especially where 
the institution receiving aid attempts to fulfill sectarian as well as secular 
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goals. Under the second prong of the Nyquist test, therefore, the Allen 
court sought to determine whether government support of the Pageant 
had a primary effect of advancing or inhibiting religion despite its secu
lar objective. The court, however, did not scrutinize the entire govern
ment aid for effects. Having found the government’s administrative aid 
unconstitutional on entanglement grounds,39 the court needed only to 
determine whether continued financial and technical assistance would 

39 See note 100 infra and accompanying text.
40 ----F.2d at — (Civ. No. 71-1909, at 8) (Tamm, J.).
41 Id. at----(Civ. No. 71-1909, at 15) (Tamm, J.).
42 Id. at---------- (Civ. No. 71-1909, at 47-49) (Leventhal, J., concurring).
43 Abington School Dist. v. Schempp, 347 U.S. 203, 222 (1963); see notes 27-31 supra 

and accompanying text.
44 413 U.S. at 783 n.39.
45 Id. Before Nyquist, it was doubtful whether courts had to look beyond the prin

cipal effect. See id. at 823 (White, J., dissenting); Kauper, Public Aid for Parochial 
Schools and Colleges: The Lemon, DiCenso and Tilton Cases, 13 Ariz. L. Rev. 567, 584 
(1971). Limiting review to one main effect would not fulfill adequately the purposes of 
the effect test, designed to prohibit government action which in any substantial manner 
fosters non-neutral results, even though a secular purpose may exist and is in fact 
accomplished. See note 8 supra.

46 Committee for Pub. Educ. & Religious Liberty v. Nyquist, 413 U.S. 756, 783 n.39 
(1973).

47 McGowan v. Maryland, 366 U.S. 420, 450 (1961).
48 See Hunt v. McNair, 413 U.S. 734, 743 (1973) (rejecting argument that all aid is 

forbidden because aid to one aspect of an institution frees some of its resources for 

result in religious effects.40 The majority concluded that no significant 
effects were produced,41 but Judge Leventhal argued that impermissible 
religious effects did result from the government’s assistance to the 
Pageant.42

The requirement that government action not have the primary effect 
of advancing or inhibiting religion originated with the purpose test in 
Scbempp, where the Court intended the requirement to ensure neutrality 
in matters of religion.43 In Nyquist the Supreme Court clarified the test 
by stating that government action can have multiple primary effects,44 
thus allowing prohibition of an activity whose main effect may be secular 
but whose accompanying effects significantly advance or inhibit religion. 
Equally important, this construction permits a court to avoid the meta
physical question of determining the main effect of government activ
ity.45 The religious effect, however, must be “primary” in the sense that 
it is “direct and immediate,” 46 as opposed to “remote and incidental,” 47 
in order to violate the first amendment.48 The requirement that courts 
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measure the degree of directness or remoteness of each effect inevitably 
has produced a series of seemingly inconsistent factual determinations 
which make it difficult to predict the constitutional status of any specific 
assistance plan.49

commitment to religious ends); Tilton v. Richardson, 403 U.S. 672, 679 (1971) (financial 
aid to church-sponsored activity does not violate first amendment per se). The idea 
that aiding a church’s secular functions does not also aid its sectarian functions ignores 
economic realities by placing form over substance and has drawn criticism on that ac
count. See Choper, The Establishment Clause and Aid to Parochial Schools, 56 Calif. 
L. Rev. 260, 320-21 (1968); Note, The Supreme Court, 1910 Term, 85 Harv. L. Rev. 3, 
172 & n.36 (1971). The distinction between direct and indirect aid appears especially 
specious in the context of the Pageant because the Government assists in the financing, 
construction, and maintenance of walkways leading to the creche.

49 McCollum v. Board of Educ., 333 U.S. 203, 238 (1948) (Jackson, J., concurring). 
Compare Hunt v. McNair, 413 U.S. 734 (1973) (use of state construction funds on 
church-affiliated campus upheld) and Tilton v. Richardson, 403 U.S. 672 (1971) (use of 
state construction funds on church-affiliated campus upheld) and Walz v. Tax Comm’n, 
397 U.S. 664 (1970) (church tax exemption upheld) and Board of Educ. v. Allen, 392 
U.S. 236 (1968) (state purchase of textbooks for parochial school upheld) and McGowan 
v. Maryland, 366 U.S. 420 (1961) (Sunday closing laws upheld) and Zorach v. Clauson, 
343 U.S. 306 (1952) (release time from public schools for religious instruction upheld) 
and Everson v. Board of Educ., 330 U.S. 1 (1947) (state reimbursement of bus fare for 
parochial school students upheld) with Committee for Pub. Educ. & Religious Liberty 
v. Nyquist, 413 U.S. 756 (1973) (state maintenance payments to parochial schools and 
state tax deduction and tuition reimbursement to parents of parochial school students 
struck down) and Levitt v. Committee for Pub. Educ. & Religious Liberty, 413 U.S. 
472 (1973) (state payments to parochial schools for expense of state-required testing 
and record keeping struck down) and Lemon v. Kurtzman, 403 U.S. 602 (1971) (state 
salary supplements for parochial school teachers struck down) and McCollum v. Board 
of Educ., 333 U.S. 203 (1948) (use of public school building for privately funded 
religious instruction during school hours struck down).

50 ----F.2d at-----(Civ. No. 71-1909, at 13) (Tamm, J.); see note 49 supra.

The main problem confronting the Allen court, then, was to deter
mine the degree to which government aid to the Pageant advanced or in
hibited religion. The court construed recent Supreme Court cases to in
dicate that balancing three key factors—the sectarian nature of the in
stitution or activities assisted, the extent of government involvement, 
and the controls placed on government activity—will produce the most 
reliable estimate of the degree to which the effects of aid are direct and 
immediate.50 These cases indicate that as the degree of sectarianism in an 
institution or activity receiving aid increases, the ability to separate 
its religious functions from its secular functions decreases, thus enlarg
ing the probability that the aid will have direct and immediate religious 
effects. As the secular and sectarian functions of an institution or an 
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activity become increasingly difficult to separate, the Government must 
reduce the extent of its involvement or must impose prophylactic con
trols on its aid in order to avoid contributing to religious ends.51 Both 
the majority and concurring opinions in Allen adopt this mode of an
alysis yet reach conflicting conclusions.52 This conflict raises critical sub
stantive questions about the proper interpretation of the establishment 
clause.53

51 See Committee for Pub. Educ. & Religious Liberty v. Nyquist, 413 U.S. 756, 774 
(1973) (state award of building maintenance expenses to highly sectarian institution 
such as parochial elementary or high school unconstitutional because of impossibility of 
allocating maintenance costs on a secular/sectarian basis); Hunt v. McNair, 413 U.S. 
734, 743-45 (1973) (only mild administrative controls required to govern award of build
ing funds to a mildly sectarian institution such as a church-affiliated college); Levitt v. 
Committee for Pub. Educ. & Religious Liberty, 413 U.S. 472, 480 (1973) (payment of 
exam expenses to parochial schools unconstitutional because secular and sectarian func
tions of exams are inseparable); Tilton v. Richardson, 403 U.S. 672, 681-82 (1971) (only 
mild controls required to govern award of building funds to church-affiliated college); 
Lemon v. Kurtzman, 403 U.S. 602, 613 (1971) (very strict administrative controls re
quired to govern state subsidies of parochial school teachers’ salaries due to difficulty of 
separating secular from sectarian teaching functions); Board of Educ. v. Allen, 392 U.S. 
236 (1968) (ability of state to censor textbooks provided to parochial schools a sufficient 
control to assure separation of secular from sectarian).

52 See----F.2d at------------ (Civ. No. 71-1909, at 13-14) (Tamm, J.); id. at-------------
(Civ. No. 71-1909, at 43-44) (Leventhal, J., concurring); notes 41-42 supra and accom
panying text.

53 Unfortunately, a confusion over terminology clouds the significant differences in
substance between the majority and concurring opinions. The confusion originates from 
the court’s reliance upon an ambiguously drafted passage in Hunt v. McNair, in which 
the Supreme Court attempted to summarize the balancing concept inherent in its estab
lishment clause pronouncements. 413 U.S. 734, 743 (1973). The McNair Court declared 
that “[a]id normally may be thought to have a primary effect of advancing religion 
when it flows to an institution in which religion is so pervasive that a substantial portion 
of its functions are subsumed in a religious mission or when it funds a specifically 
religious activity in an otherwise substantially secular setting.” Id. at 743, cited in  
F.2d at (Civ. No. 71-1909, at 9) (Tamm, J.). The Allen majority interpreted the 
first clause of the Court’s statement to apply only to those institutions whose secular 
and sectarian functions are absolutely inseparable and the second clause to encompass 
those institutions whose functions can be separated, even if only through the adoption 
of strict controls.----F.2d at----- ,---- & n.8 (Civ. No. 71-1909, at 9, 10 & n.8) (Tamm,
J.). The concurring opinion interprets the first clause as applying not just to institutions 
whose basically sectarian natures render their functions absolutely inseparable, but also 
to those institutions whose functions are sufficiently inseparable to warrant greater as
surances of control than are provided by the Government. Id. at-----------(Civ. No.
71-1909, at 45-46) (Leventhal, J., concurring). The second portion of the passage pre
sumably would apply to those cases where the state funds religious activities such as 
prayers or Bible reading in a public school. See Abington School District v. Schempp, 
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STRIKING A BALANCE: THE DEGREE OF SECTARIANISM

The first factor examined by the Allen court was the degree of sec
tarianism in the Pageant. The majority found only a low degree of sec
tarianism in light of the Pageant’s prominent secular functions and effects 
and the secular nature of Christmas itself.54 Unfortunately, by focusing 
on the Pageant’s secular functions and effects and by attributing little 
weight to its sectarian features, the majority avoided the critical ques
tions of whether the Pageant also possessed religious functions and ef
fects and to what degree they were separable from the secular. This 
focusing on the primary nature of the Pageant’s secular functions ignored 
the admonition in Nyquist that all of an institution’s multiple primary 
effects must be considered.55

374 U.S. 203 (1963) (Bible); Engle v. Vitale, 370 U.S. 421 (1962) (prayer). The proper 
interpretation of this cryptic passage from Hunt matters little. What is important is that 
both the majority and concurring opinions recognize that a resolution of the case depends 
upon a balancing of the three key factors discussed above. The court’s attempt to 
squeeze its analysis into ambiguous pigeonholes only obscures the court’s fundamentally 
sound reasoning.

54 ----F.2d at-----(Civ. No. 71-1909, at 15) (Tamm, J.).
55 See notes 44-45 supra and accompanying text. In contrast to Allen, the Second 

Circuit, in Curran v. Lee, identified the following factors as necessary to a finding that 
the limits of the first amendment have been exceeded: (1) whether clergy or church 
participate actively in the event; (2) whether the bands play religious or nonreligious 
music; (3) whether the floats depict religious or nonreligious events; and (4) whether 
the speeches are on religious or nonreligious topics. 484 F.2d 1348, 1350 (2d Cir. 1973) 
(rejects establishment clause attack on municipal assistance to St. Patrick’s Day Parade 
for lack of sufficient record).

56 The first section of the Supreme Court standard, despite its denomination as the 
purpose test, relates to secular purposes only. See note 26 supra and accompanying text.

57 ----F.2d at------------ (Civ. No. 71-1909, at 28-30) (Leventhal, J., concurring).
^Id. at----(Civ. No. 71-1909, at 31) (Leventhal, J., concurring). Other basic prin

Examination of the Pageant’s full range of purposes reveals its highly 
sectarian nature.56 Although the majority focused on the secular purpose 
of attracting tourists to Washington, the record contained ample proof 
that a primary Pageant function was the celebration of a religious event, 
the birth of Christ. The Archdiocese of Washington and the Washington 
Federation of Churches officially sponsored the Pageant and exercised 
strong managerial control and philosophical influence.57 The sponsors 
defined the Pageant’s “basic concepts” to include adherence to the prin
ciple of the Christian concept of Christmas—the celebration of Christ’s 
birthday—and the maintenance of this Christian concept throughout the 
programs and exhibits.58 The sponsors also expressly prohibited “so- 
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called cultural good will’ performances not related to Christmas” and 
excluded non-Christian “symbols of good will,” such as the Torch of 
Marathon.59 A National Park Service press release promoted the nativity 
scene as offering “life-sized inspiration for the attending crowds.” 60 
Non-Christian religious groups offered to participate in the Pageant if 
its theme were secularized, but Pageant sponsors systematically excluded 
such groups.61 The chief of the Public Use Branch of the National Park 
Service accurately reflected the general tenor of thought surrounding the 
Pageant when he wrote: “The story and theme that all of us would like 
to convey in the Christmas Pageant of Peace [is] the Shepherds silently 
watching, awed by the birth of the Prince of Peace—bringing to us the 
true impact of Christmas.” 62

ciples agreed to were giving the nativity scene a more prominent position, increasing 
the Christian religious motif of the Children’s Corner, conducting Protestant, Catholic, 
and Orthodox religious services, presenting concerts of religious music by church choirs, 
inviting religious programs from Christian embassies, and creating a program committee 
with equal representation from Protestant, Catholic, and Orthodox churches. Post Trial 
Memorandum of Law for Plaintiff at 3-4, Allen v. Morton, 333 F. Supp. 1088 (D.D.C. 
1971).

59 Post Trial Memorandum of Law for Plaintiff at 3-4, Allen v. Morton, 333 F. Supp. 
1088 (D.D.C. 1971).

60— F.2d at----(Civ. No. 71-1909, at 32) (Leventhal, J., concurring).
61 Post Trial Memorandum of Law for Plaintiff at 10, Allen v. Morton, 333 F. Supp. 

1088 (D.D.C. 1971).
62 Letter from Cornelius W. Heine to Dr. Harold M. Dudley, Nov. 22, 1957, in file

of Allen v. Morton, Civil No. 1951-69, Clerk’s Office, United States District Court for 
the District of Columbia, cited in Allen v. Morton, — F.2d----,---- (D.C. Cir. 1973)
(Civ. No. 71-1909, at 35) (Leventhal, J., concurring).

63 ----F.2d at----- (Civ. No. 71-1909, at 12) (Tamm, J.). The organizers thought the
creche to be the “backbone” of the Pageant. Id. at----(Civ. No. 71-1909, at 44) (Leven
thal, J., concurring).

64 Program of Christmas Pageant of Peace, 1970.
65 Post Trial Memorandum of Law for Plaintiff at 9, 18, Allen v. Morton, 333 F. Supp. 

1088 (D.D.C. 1971). The activities occurring at the Pageant fit almost exactly the Second 

The Pageant’s activities and displays created an unmistakably Chris
tian ambiance, which also underscored the highly sectarian nature of 
the Pageant. The creche carried an obvious religious message recognized 
by all parties to the litigation.63 In addition, religious songs, dances, and 
prayers all occurred on the Ellipse as part of the Pageant.64 Finally, each 
year the Pageant had been opened by the lighting of the National Christ
mas Tree, an event characterized by Presidential speeches which have 
touched repeatedly upon Christian religious themes.65
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The Allen court also emphasized the secular nature of the national 
Christmas holiday.66 The court’s assessment relied upon the assumption 
that the Pageant celebrated only the secular aspect of Christmas; how
ever, the Pageant included sectarian as well as secular aspects of the holi
day.67 The majority’s failure to recognize both aspects once again evi
dences its refusal to consider the multiplicity of effects of the govern
ment’s aid.

Circuit’s description of activities said to compose a religious event. Curran v. Lee, 484 
F.2d 1348, 1350 (2d Cir. 1973); see note 55 supra.

66 — F.2d at----(Civ. No. 71-1909, at 15) (Tamm, J.).
67 See notes 56-65 supra and accompanying text.
68 The landmark decision is McGowan v. Maryland. 366 U.S. 420 (1961). See also 

Gallagher v. Crown Kosher Super Mkt., 366 U.S. 617 (1961); Braunfield v. Brown, 366 
U.S. 599 (1961); Two Guys v. McGinley, 366 U.S. 582 (1961). The district court in 
Allen explicitly relied upon McGowan. 333 F. Supp. at 1093-94.

69 McGowan v. Maryland, 366 U.S. 420, 444-45, 447-50 (1961).
™ld.
7* Id. at 445.
72 Of course, a specific St. Patrick’s Day Parade could promote religious themes 

through the inclusion of religious activities. See note 55 supra. Such a parade could not 
constitutionally receive government aid. Id.

See Allen v. Morton, 333 F. Supp. 1088, 1093-94 (D.D.C. 1971).

The majority’s position relied sub silentio on an analogy to the cases 
upholding Sunday closing statutes.68 The basis of the blue law decisions 
is that the statutes have become divorced completely from their religious 
roots.69 Their purpose is to provide a uniform day of rest which now 
falls on Sunday merely because of habit. In the abstract, any day of the 
week would achieve the legislative purpose as long as that day were uni
formly adopted.70 The Supreme Court acknowledges that Sunday re
mains an undeniably Christian holiday but recognizes also that vast por
tions of the population associate Sunday with purely secular pursuits, 
pursuits which blue laws are designed to enhance.71

St. Patrick’s Day classically illustrates the divorce of a holiday from 
its religious roots, and a St. Patrick’s Day parade embodies principally 
the secular aspects of that holiday’s celebration.72 Similarly, the ma
jority’s conclusion that the Pageant is relatively free of sectarian influ
ence depends on the assumption that certain aspects of the Christmas 
celebration have become divorced from their religious roots and that 
these secular aspects are so distinguished from the sectarian in the pub
lic’s mind that a pageant purporting to celebrate Christmas would not 
be associated automatically with religion.73
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Christmas, despite its status as a national holiday,74 has not been 
divorced from its religious roots. Great numbers of the public still as
sociate Christmas with religion. The holiday commemorates the birth 
of Christ, and, as expert testimony established in Allen, Christmas differs 
greatly from the celebration of the birth of a national hero such as 
George Washington.75 76 Any day of the year would not be proper for 
the celebration of Christ’s birth, even as a national holiday. When Con
gress transferred several national holidays, including Washington’s 
Birthday, to Monday for secular purposes closely resembling those un
derlying the Sunday closing statutes,70 Christmas remained unchanged, 
primarily because of its religious significance.77 78

74 See 5 U.S.C. § 6103 (Supp. 11, 1972).
75 Record at 153, Allen v. Morton, 333 F. Supp. 1088 (D.D.C. 1971).
76See 5 U.S.C. § 6103 (Supp. II, 1972). The stated purposes of the bill to transfer na

tional holidays were to promote family togetherness by allowing time for relatives sep
arated by great distances to visit, to promote the use of public recreational facilities, 
and to improve industrial production by lowering absenteeism and removing midweek 
interruptions. See H.R. Rep. No. 1280, 90th Cong., 2d Sess. 1-2 (1968); S. Rep. No. 1293, 
90th Cong., 2d Sess. 1-2 (1968).

77 Congressman Rogers of Colorado, Chairman of the House subcommittee which 
held hearings on the bill, told his fellow legislators: “In the deliberations of our com
mittee we concluded that a complete Monday holiday program would not be in the 
national interest since there are some holidays such as the Fourth of July, Christmas Day, 
New Year’s Day, and Thanksgiving, the specific dates of which are deeply embedded 
in our traditions—and in some cases, have a religious significance.” 114 Cong. Rec. 12854 
(1968).

78See----F.2d at----- (Civ. No. 71-1909, at 47) (Leventhal, J., concurring).
79 Where alternative means of reaching a secular goal are open, the Government may 

be compelled to use the alternative which aids religion the least. See McGowan v. 
Maryland, 366 U.S. 420, 449-50 (1961); Cantwell v. Connecticut, 310 U.S. 296, 304-05 
(1940).

The Christmas Pageant of Peace unavoidably included the religious, 
as well as the secular, aspects of Christmas. Unlike blue laws or St. 
Patrick’s Day Parades, the secular goals of the Pageant depended upon 
a conscious exploitation of the religious theme.7S The Government could 
have created a Pageant of Peace with no creche and with secular enter
tainment in place of religious events and still have achieved the secular 
goal of attracting tourism while significantly diminishing the risk of 
religious effects.79 That a pageant featuring Christmas might prove to be 
a greater drawing card only underscores the inseparability of the present 
Pageant’s functions.
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STRIKING A BALANCE: EX KENT OF GOVERNMENT INVOLVEMENT

The Allen majority regarded the second key factor, the extent of 
government involvement in the Pageant, to be significantly limited by 
the absence of any contributions to the cost of the creche.80 This analysis 
again ignores the sectarian implication of the government’s activity. 
Despite a limitation to non-creche affairs, the state’s participation and 
sponsorship can be regarded as an imprimatur on the beliefs that the 
creche symbolizes.81 Confronted with similar situations, the Supreme 
Court has distinguished positive support from suspension of activity, 
finding the former unconstitutional in effect82 and the latter accept
able.83 The government’s assistance to the Pageant more closely re
sembles active support than mere toleration. An earlier decision of the 
Court of Appeals for the District of Columbia Circuit, distinguishing 
a peace demonstration on the Ellipse from the Pageant, supports this 
conclusion by noting, “The Christmas Pageant is a quasi-governmental 
activity sponsored and participated in by the President and conducted 
in his own back yard.” 84

80 ----F.2d at-----(Civ. No. 71-1909, at 15) (Tamm, J.).
81 Id. at— (Civ. No. 71-1909, at 13) (Tamm, J.).
82 See Engle v. Vitale, 370 U.S. 421, 429 (1962) (prayer in public schools unconsti

tutional since Government places “official stamp of approval” thereon); McCollum v. 
Board of Educ., 333 U.S. 203, 212 (1948) (allowing private religious institutions to use 
public schools during school hours unconstitutional).

83 Zorach v. Clauson, 343 U.S. 306 (1952) (school may release students early for pur
pose of attending religious institution).

84 Women Strike for Peace v. Hickel, 420 F.2d 597, 606 (D.C. Cir. 1969) (Robb, J., 
dissenting).

85  F.2d at (Civ. No. 71-1909, at 15) (Tamm, J.). The plaques, placed at vari
ous locations throughout the Pageant, contained the “Story of the Christmas Pageant 
of Peace.” The eighth paragraph included a statement that the government’s participation 
in the Pageant was not meant to promote religion. Allen v. Morton, 333 F. Supp. 1088, 
1095-96 & n.6 (D.D.C. 1971).

86 ----F.2d at-----(Civ. No. 71-1909, at 18) (Tamm, J.).

STRIKING A BALANCE: CONTROLS ON GOVERNMENT PARTICIPATION

Finally, the majority found that the third key factor, controls placed 
on government participation, adequately diffused the religious impact 
of the government’s aid. The controls identified by the court were 
plaques disavowing an intent to aid religion85 and the neutral manner 
in which the aid was distributed.86 Since the majority already had judged 
the degree of sectarianism in the Pageant to be slight and the extent of 
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government participation to be rather limited, the court concluded that 
these controls were adequate to assure that no primary religious effects 
resulted from the government’s activities.87 Assuming the accuracy of 
the majority’s assessment of the controls’ effectiveness, a more realistic 
evaluation of both the degree of sectarianism and the extent of govern
ment participation would have indicated that much stronger assurances 
were needed.

87 Id. at---------- (Civ. No. 71-1909, at 14-15) (Tamm, J.).
88 Id. at — (Civ. No. 71-1909, at 48) (Leventhal, J., concurring). As Judge Leven

thal remarked, “One is reminded of a waiver clause tucked away in an insurance policy.” 
Id.

89See Walz v. Tax Comm’n, 397 U.S. 664,<■ 696 (1970) (Harlan, J., concurring). For 
example, supplying textbooks to private religious schools has been found constitutional. 
However, if only Catholic schools were authorized to receive books, the non-neutrality 
of the plan then would be unconstitutional. See Committee for Pub. Educ. & Religious 
Liberty v. Nyquist, 413 U.S. 756, 782 n.38 (1973).

90 ----F.2d at-----(Civ. No. 71-1909, at 19-20) (Tamm, J.).
91 See note 61 supra and accompanying text.
92 The mere absence of other religious groups from the Pageant does not result in

direct and immediate religious effects since absolute neutrality is not required bv the 
first amendment.----F.2d at----- n.19 (Civ. No. 71-1909, at 20 n.19) (Tamm, J.). How
ever, the exclusion from the Pageant of those desiring to participate raises more serious 
questions of effect.

Furthermore, the majority overrated the ability of these controls to 
curb religious effects. The plaques, which told the “story” of the Pageant 
and in their eighth paragraph disclaimed any intent to aid religion, were 
“plainly inadequate.” 88 As for the effectiveness of regulations controlling 
the disbursement of benefits, neutrality requires “an equal protection 
mode of analysis” assuring that the institution aided naturally falls within 
the class of institutions receiving assistance.89 The Allen majority con
sidered the distribution of aid to the Pageant to be neutral since the 
Pageant fell within the class of “national celebration events,” all of which 
receive government financial and technical aid.90 However, while every 
national celebration event can receive aid, not every religion can partici
pate in a national celebration event.91 The systematic exclusion of non
Christian participants by the Pageant’s sponsors undermined its neu
trality and diminished the value of the regulations.92

By balancing key factors in an attempt to gauge the degree of poten
tial religious effects of government assistance to the Pageant, the Allen 
majority properly reflected the approach of the Supreme Court, but the 
resulting factual determinations undercut the principles which the effect 
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test purportedly protects. The record revealed the Pageant’s sectarian 
functions to be sufficiently intense to require restrictions on aid com
parable to those required in the parochial school setting.93 Although 
the court refused to allow the Government to continue administrative 
aid, Allen, nevertheless, opened the way for extensive government finan
cial sponsorship of religion.

93 Plaintiffs also presented evidence directly on the issue of effect. A poll conducted 
by Survey and Research Corporation revealed that 62.5 percent of those sampled felt 
that the nativity scene indicated government support of religious beliefs. Post Trial 
Memorandum of Law for Plaintiff at 10, Allen v. Morton, 333 F. Supp. 1088 (D.D.C. 
1971). In addition, plaintiffs presented expert testimony that: “Where religious symbols 
appear within the context of the activities of the secular state, there is communicated 
to the population, the sense that the state is supportive of that religious institution, and 
also that the religious institution is supportive of the state.” Record at 90, Allen v. 
Morton, 333 F. Supp. 1088 (D.D.C. 1971).

94 ----F.2d at-----(Civ. No. 71-1909, at 44) (Leventhal, J., concurring).
95 Id. at-----------(Civ. No. 71-1909, at 44-46).
96 Id. at----(Civ. No. 71-1909, at 14) (Tamm, J.).
97 See notes 50-52 supra and accompanying text.
98 Plaintiffs in Allen attempted to obtain evidence of actual effect by commissioning

The concurring opinion’s balancing analysis produces a contrary find
ing on the issue of effect for essentially two reasons. First, Judge Leven
thal found the Pageant highly sectarian, primarily because of the creche.94 
Second, he gave little weight to the assurances provided by the de
fendants because he viewed the substantial evidence of the Pageant’s 
sectarian nature as shifting to the Government the burden of proof on 
the adequacy of controls.95 96 The majority, in rejecting this position, 
stated that the Government bears the constitutional obligation of assur
ing that its assistance does not foster religious effects but that the plain
tiff always bears the procedural burden of proving a failure to meet this 
obligation.90

The resolution of this controversy depends upon distinguishing be
tween proof as to the effects of aid, proof as to the nature of an institu
tion, and proof as to the adequacy of assurances. A presumption that 
aid to a highly sectarian institution fosters religious effects underlies the 
balancing test employed in establishment clause litigation.97 This pre
sumption allows the plaintiff to meet the burden of proving effect by 
establishing the religious nature of the institution receiving aid so that, 
without adequate controls, effects are inevitable. Requiring plaintiffs 
to carry the heavy burden of proving the actual effect of government 
aid would thwart almost all establishment clause challenges.98 However,
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the presence of restrictions on aid, designed to ensure that only secular 
functions benefit, rebuts the presumption that aid to a highly sectarian 
institution results in religious effects. Supreme Court precedents support 
the Allen majority’s view that the Government need merely provide 
the controls and that the plaintiff must prove their inadequacy. Even 
where an institution as religious as a parochial school is involved, the 
presence of state controls over the aid administered has been enough to 
prevent the Supreme Court from holding “on judicial notice” that the 
plaintiff had proven a religious effect."

Entanglement

The Allen court scrutinized the aid given the Pageant under the final 
phase of the Nyquist test, entanglement, and concluded that the admin
istrative activities of the Government were unconstitutional99 100 but that 
financial and technical aid could continue under a set of neutral regula
tions.101 Both majority and concurring opinions interpreted the entangle
ment test as applying to any administrative activities which result in 
government interference with the operation of religious institutions.102 

a survey organization to poll a sampling of persons at the Pageant. However, the Dis
trict Court found methodological flaws which considerably diminished the weight of 
the survey. 333 F. Supp. at 1094-95.

99 Board of Educ. v. Allen, 392 U.S. 236, 248 (1968). Despite a lack of support for 
Judge Leventhal’s interpretation in these past cases, shifting the burden to the Govern
ment in these situations might coincide with the strong policy embodied in the first 
amendment of preventing aid to religion. If the protection afforded by the establishment 
clause is deemed vital to our existence as a democratic society, such a measure might 
be justified.

In the related first amendment area of freedom of speech, the Supreme Court often 
has referred to the “preferred position” of that amendment and demanded a strong 
showing of need before allowing the Government to impose restraints on this right. 
See, e.g., Adderly v. Florida, 385 U.S. 39, 48-56 (1966) (Douglas, J., dissenting); NAACP 
v. Button, 371 U.S. 415, 438 (1963); Marsh v. Alabama, 326 U.S. 501, 509 (1946). See 
generally, Cahn, The Firstness of the First Amendment, 65 Yale L.J. 464 (1956). How
ever, plaintiff still must always prove that his rights have been abridged, and, despite 
past indications that this burden might be eased through use of a “chilling effect” theory, 
the Court recently has demanded significant evidence of harm before it will act. See 
Laird v. Tatum, 408 U.S. 1, 13-14 (1972); Younger v. Harris, 401 U.S. 37, 50 (1971).

100 ----F.2d at----- (Civ. No. 71-1909, at 2) (per curiam); id. at----- (Civ. No. 71-1909,
at 17) (Tamm, J.).

101 Id. at----(Civ. No. 71-1909, at 3) (per curiam); id. at------(Civ. No. 71-1909, at
18-20) (Tamm, J.).

102 id. at----(Civ. No. 71-1909, at 16) (Tamm, J.); id. at------(Civ. No. 71-1909, at
37) (Leventhal, J., concurring).
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Thus, they viewed the presence of federal officials on administrative 
committees which also included representatives of organized religion to 
have drawn the Government too close to religious functions.103 104

Id. at----(Civ. No. 71-1909, at 18) (Tamm, J.); id. at------(Civ. No. 71-1909, at
39) (Leventhal, J., concurring).

104 397 U.S. 664 (1970).
105 id. at 674-75.
106 See note 28 supra and accompanying text.
107 See notes 46-48 supra and accompanying text.
108 See Lemon v. Kurtzman, 403 U.S. 602 (1971) (controls provided to assure that 

salary subsidies paid to parochial schools aided only secular teaching functions created 
potential for government domination of school).

The “direct and immediate” concept not only limited the Court’s recognition of sec
ondary effects of state aid restrictions, but also precluded consideration of the aid’s 
broad social impact. As the Court noted in Walz, one deleterious, indirect effect of 
widespread government assistance might be a rise in political divisiveness along political 
lines. See Walz v. Tax Comm’n, 397 U.S. 664, 674-75 (1970); id. at 695 (Harlan, J., 
concurring). See also Freund, Public Aid to Parochial Schools, 82 Harv. L. Rev. 1680 
(1969).

The neutrality concept also fails to encompass certain types of religious effects. A 
government aid program to all religious and atheistic organizations would be neutral, 
yet still would produce effects advancing religion. See Walz v. Tax Comm’n, supra at 
695-97 (Harlan, J., concurring).

109 See Lemon v. Kurtzman, 403 U.S. 602, 634 (1971) (Douglas, J., concurring).

An analysis of the entanglement doctrine’s development reveals the 
impropriety of applying it to the administrative aid present in Allen. 
The prohibition against excessive entanglement first was expressly enun
ciated in Walz v. Tax Commission™* where the Supreme Court viewed 
entanglement as one possible impermissible effect of government as
sistance to religion. The Walz Court enlarged the effect test in order to 
include within its ambit ancillary contacts between church and state 
which were inherent in certain state-aid relationships.105 The prc-fCtz/z 
effect test, linked to the concepts of neutrality106 and directness,107 
could not cope with these ancillary aspects of religious aid. Administra
tive controls, provided to prevent aid from having religious effects, 
posed an especially difficult problem since such controls created danger
ous opportunities for government domination of religious organizations 
but were only remote and incidental to the aid which the state wished 
to provide.108

The entanglement test, then, was intended not to prevent administra
tive contacts between church and state for their own sake but to prevent 
the deleterious religious effects those contacts produced on both re
ligious institutions and the state,109 effects which were beyond the pale 
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of establishment clause doctrine before Walz. The test’s proper use is 
not the analysis of state administrative aid itself, but the analysis of ad
ministrative controls which are placed on aid to prevent religious effects 
or which are inherent in a government plan of action.110 When as
sessing the effects of controls, a court again must balance the nature of 
the institution or activity against the extent of government involvement 
fostered by the controls.111

110 See, e.g., Tilton v. Richardson, 493 U.S. 672 (1971) (controls on building subsidies 
for church-affiliated colleges not entangling); Lemon v. Kurtzman, 403 U.S. 602 (1971) 
(controls on subsidies for parochial schools entangling) ; Walz v. Tax Comm’n, 397 U.S. 
664 (1970) (collection of taxes from churches would involve entangling interferences 
with church finances).

111 See Hunt v. McNair, 413 U.S. 734, 746 (1973). Ironically, the dependence of both 
effect and entanglement on the nature of the institution assisted erects an almost in
surmountable barrier to state aid for many organizations. Aid to inherently religious 
institutions must be restricted to secular functions, but most restrictions are entangling. 
The Court’s message is that, despite the possible fulfillment of a secular goal, some in
stitutions are too highly sectarian for religion not to be benefited by almost any form of 
government aid. See Kauper, supra note 45, at 584-87.

112 ----F.2d at----- (Civ. No. 71-1909, at 29) (Leventhal, J., concurring); see note 14
supra.

113 The Allen court easily could have attacked this aid on effect grounds. By virtue
of its position on key Pageant Committees, the Government consistently involved itself 
in non-neutral policy decisions, selecting between competing religious factions, and ac
commodating, if not advocating, the views of Christian religions and their leaders. 
See id. at-----------(Civ. No. 71-1909, at 28-35) (Leventhal, J., concurring).

The administrative support in Allen consisted of government member
ship on key Pageant Committees involving positive responsibilities in the 
policymaking area.112 These activities were not restrictions designed 
to prevent religious effects but actual aid in themselves, aid which enabled 
the Pageant to function more effectively and which the Pageant’s 
civilian organizers greatly desired. In analyzing this assistance under the 
entanglement test simply because of its administrative nature, the court 
lost sight of the test’s true purpose, the prevention of religious effects. 
Surely, had the Government supplied funds for the purpose of purchas
ing administrative assistance, the court would have employed an effect 
analysis. The differences in effect between administrative and financial 
aid are not significant enough to merit different types of analysis.113

Concentrating on entanglement rather than effect works substantive 
harm beyond the theoretical. Focusing on entangling contacts for their 
own sake allowed the court to avoid the close factual analysis required 
to establish a direct and immediate effect. If the Allen court had under
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taken such an analysis it might have reached a different conclusion about 
the effects caused by the financial and technical assistance which, after 
all, flowed into the same Pageant to which the unconstitutional admin
istrative aid was contributed. If the sectarian component of the Pageant 
was sufficient to taint the effects of administrative aid, it also should 
have tainted the effects of financial and technical aid.

Focusing on entanglement instead of effect also prevented the court 
from rationally assessing the remedies to be granted the plaintiffs. Al
though entanglement ceases with the termination of aid, the effects gen
erated by a long history of such aid may linger and require remedies 
beyond mere prohibition. Certainly the continuation of the Pageant, 
with the possible assistance of government officials in their capacities as 
private citizens, might create a public impression that government sup
port continued. A temporary discontinuance of the Pageant or the post
ing of notices may be required in this situation.114

114See id. at----(Civ. No. 71-1909, at 2) (per curiam); id. at----- (Civ. No. 71-1909,
at 51) (Leventhal, J., concurring).

115 The conclusion that the unconstitutional nature of government aid will cease with
the removal of the nativity scene is incongruous even under the court’s definition of 
entanglement. The court’s focus on the creche may be due to the plaintiffs’ choice of 
seeking an injunction specifically against the creche. Allen v. Morton, 333 F. Supp. 1088, 
1088-89 (D.D.C. 1971). A prayer to enjoin all government participation in the Pageant 
would have been more fruitful. Judge Leventhal also contributed to this result by em
phasizing only the creche when characterizing the Pageant as an institution pervaded 
with religion. See id. at----(Civ. No. 71-1909, at 43-44) (Leventhal, J., concurring).
Consideration of the totality of the Pageant’s purposes and activities would have been 
more appropriate.

116 See note 19 supra.

Similarly, the court’s conclusion that the removal of the creche alone 
would allow full government aid to continue cannot be reconciled with 
a careful effect analysis. In light of the whole range of religious officials, 
activities, and purposes involved with the Pageant, religious effects would 
not end with the removal of the creche.115 The 1973 Pageant graphically 
illustrated this point. A private group, having obtained a National Park 
Service permit, constructed a creche on the Ellipse directly adjacent to 
the Pageant.116 That the court’s opinion, ostensibly in plaintiffs’ favor, 
resulted in such a trivial modification of the Pageant, manifests the 
failure of the decision to deal realistically with the issue of effects.

Despite the entanglement test’s initial appeal as an escape from the 
rigorous analysis mandated by the effect test, the soundest legal analysis 
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requires limiting the entanglement test’s use to those situations where 
neutrality cannot be useful or where the “direct and immediate” re
quirement prevents recognition of indirect religious effects. The Allen 
precedent of extending entanglement to include any and all government 
administrative actions only will add more confusion to this already 
complex area.

Conclusion

Allen indicates that the future validity of the Nyquist standard is 
still problematic. The test’s major defect stems from its increasing reli
ance on a rigid definitional approach, reminiscent of Justice Black’s de
cision in Everson v. Board of Education 117 which attempted to formulate 
an inflexible rule of no aid to religion.118 As with most per se rules, the 
definitional problem of what constitutes aid to religion and what does 
not produced a series of decisions which so greatly strained the concept 
of separation between church and state as to deprive the concept of all 
meaning as an adjudicative guidepost.119 120 Thus, by the time Schempp 
was decided, the Court had abandoned the definitional approach in favor 
of a case-by-case method which required balancing encroachments on 
establishment clause principles against societal interests advanced by any 
particular aid plan. However, the uncertainty which the case-by-case 
approach necessarily entailed soon created a new movement toward 
definition. Levion v. Kurtzman™ marked the initiation of this trend 
when the Court applied the once-flexible concepts of purpose, effect, 
and entanglement as per se rules in their own right. This three-pronged 
definitional approach is even more unsatisfactory than the no-aid rule 
of Everson because it diverts attention from the ultimate purpose of the 
establishment clause. While Everson focused on the contours of the 
relationship between church and state, which is what the establishment 
and free exercise clauses attempt to define, the standard which Nyquist 
inherited from Lemon focused on purpose, effect, and entanglement, for 
their own sakes. As Allen illustrates, these categories do not always en
compass the full impact of aid on church-state relations.

117 330 U.S. 1 (1947).
118 Id. at 18.
119 See note 49 supra.
120 403 U.S. 602 (1971).

In light of these present inadequacies, courts could adopt either of two 
alternatives. First, they could escalate their efforts at definition by pro
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viding an increasing number of categories of prohibited aid in the same 
manner that they have provided several categories of non protected 
speech.121 This strategy would allow each factual situation to fall neatly 
into the proper category of exclusion or inclusion and would avoid 
problem cases such as Allen, where an unusual fact pattern had to be 
forced into an ill-fitting pigeonhole. Unfortunately, such attempts at 
definition seldom produce satisfactory results where complex first amend
ment issues are involved.

121 See, e.g., Roth v. United States, 354 U.S. 476 (1957) (obscene speech not pro
tected); Beauharnais v. Illinois, 343 U.S. 250 (1952) (libelous speech not protected); 
Chaplinsky v. New Hampshire, 315 U.S. 568 (1942) (fighting words not protected).

A more sensible approach would be to retreat from the definitional 
categories of Nyquist, using them instead as guiding principles toward 
resolving the ultimate problem of the proper nature of church-state rela
tions in a democratic society. As a first step in this direction, entangle
ment should no longer be a separate test but rather should resume its 
original position as an aspect of the effect test. As Allen revealed, en
tanglement is a useful concept only to the extent that it aids in the per
ception of religious effects. Concentrating on entanglements for their 
own sake often will be irrelevant to the goals of the establishment clause. 
The effect test, by contrast, is much closer to the policy of the establish
ment clause, since the test’s focus on the advancement or inhibition of 
religion relates directly to church-state relations. The Nyquist standard 
presently retains enough flexibility to adapt to this mode of analysis, as 
the balancing test used to determine effect demonstrates. Although such 
an approach promotes uncertainty to the extent that courts must ex
ercise their discretion in each case, the effect analysis forces each case to 
be decided in accordance with the ultimate policy objectives of the first 
amendment.

Mark C. Ellenberg



OSHA: DEVELOPING OUTLINES OF 
LIABILITY IN MULTI-EMPLOYER 
SITUATIONS

The Occupational Safety and Health Act of 1970 (OSHA)1 requires 
employers to comply with government standards for maintaining a 
healthy and hazard-free environment for employees.2 In the three years 
since OSHA’s enactment, the Department of Labor has developed an 
extensive enforcement program. From the Act’s implementation in April 
1971, through October 1973, Labor Department compliance officers in
spected more than 100,000 workplaces, issued nearly 70,000 citations, 
and proposed penalties of almost nine million dollars.3 In October 1973 
alone, 174 employers contested citations under procedures of the Occu
pational Safety and Health Review Commission (OSHRC).4

1 84 Stat. 1590 (codified in scattered sections of 5, 15, 18, 29, 42, 49 U.S.C.).
2 Occupational Safety and Health Act of 1970, § 2, 29 U.S.C. § 651 (1970).
3 U.S. Dep’t of Labor News Release No. 73-570, at 1 (Dec. 5, 1973). With the release 

of the cumulative figures through October 1973, the Department of Labor discontinued 
its practice of issuing cumulative monthly data regarding inspections, citations, and 
penalties. Interview with Malcolm Barr, Occupational Safety and Health Administration, 
Office of Information Services, in Washington, D.C., Dec. 19, 1973.

4 U.S. Dep’t of Labor News Release No. 73-570, at 3 (Dec. 5, 1973).
5 See, e.g., C. Powell Elec., No. 1971, at 9 (OSHRC July 25, 1973) (Review Com

mission judge); Export Packing Div. of NOVO Corp., No. 1886, at 12 (OSHRC July 
23, 1973) (Review Commission judge); Howard P. Foley Co., No. 1615, at 11 (OSHRC 
June 8, 1973) (Review Commission judge).

Complete texts of decisions can be obtained from the Occupational Safety and Health 
Review Commission, Office of Information, Room 401, 1825 K Street N.W., Washington, 
D.C. 20006. Full texts of selected cases and summaries of others can be found in BNA 
Occupational Safety and Health Reporter and CCH Employment Safety and Health 
Guide.

Among several interesting problems arising in the course of OSHA 
implementation, the determination of the liability of individual employers 
at multi-employer projects has emerged as a particularly important issue. 
The troublesome question in multi-employer situations is when, if ever, 
OSHA liability should be imposed upon an employer who neither cre
ates nor is in a position to correct the violation. Judges of the Occupa
tional Safety and Health Review Commission consistently have upheld 
citations of such employers, requiring only that the cited employer have 
exposed his employees to the hazard.5 The inequities inherent in penal-

[ 1483 ]
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izing employers who are powerless to correct a hazard and who had no 
role in its creation illustrate the need for a further examination of the 
test for assessing OSHA liability in multi-employer situations and of pos
sible alternative means of enforcement.

OSHA: An Overview

OSHA was designed “to assure so far as possible every working man 
and woman in the Nation safe and healthful working conditions” 6 by 
authorizing the Secretary of Labor, acting through the Occupational 
Safety and Health Administration, to promulgate mandatory occu
pational safety and health standards7 and to cite employers who fail to 
comply with these standards.8 Under the Act’s uncomplicated procedure, 
compliance officers inspect worksites and issue citations for alleged vio
lations of standards. After an employer is cited, he is advised of the pro
posed period within which the alleged violation must be abated,9 of the 
proposed penalty for the violation, and of his right to contest the cita
tion.10 If the employer does not contest the citation, it becomes a final 
order of the Commission, and the employer waives all rights of review 
by any court or agency.11 An employer who gives timely notice of his 
intention to contest the citation is entitled to an adjudicatory hearing 
before a judge of the Review Commission.12 The decision of the judge 

6 Occupational Safety and Health Act of 1970, § 2, 29 U.S.C. § 651 (1970).
" Id. § 6, 29 U.S.C. § 655 (1970).
*ld. § 9, 29 U.S.C. § 658 (1970).
*ld. § 9(a), 29 U.S.C. § 658(a) (1970).
10 Id. § 10(a), 29 U.S.C. § 659(a) (1970). The employer must notify the Department 

of Labor of his intention to contest within 15 working days after receiving notification 
of a proposed penalty. Id.

An employee of a cited employer also may contest a citation if the employee believes 
the period fixed in the citation for the abatement of a hazard is unreasonably long. Id. 
§ 10(c), 29 U.S.C. § 659(c) (1970). OSHA gives employees no right to contest the 
reasonableness of a proposed penalty. Id. A copy of each citation issued must be posted 
at or near the site of an alleged violation, thus giving employees notice of the citation 
and proposed disposition. Id. § 9(b), 29 U.S.C. § 658(b) (1970). An employer’s failure 
to post a citation notice is itself a citable violation. Id. § 9(a), 29 U.S.C. § 658(a) (1970). 
It is unlikely that an employee would contest the proposed abatement period for a 
safety—as opposed to a health—violation, since adjudication probably would take much 
longer than the initially proposed abatement period, thus defeating the purpose of the 
employee’s contest.

11 Id.
12 Id. § 12, 29 U.S.C. § 661 (1970). The Review Commission affords a hearing to 

parties contesting actions of the Secretary of Labor. Id. § 10(c), 29 U.S.C. § 659(c) 
(1970). Both the Senate and House committee versions of OSHA originally conferred 
review responsibilities on the Secretary of Labor, thus putting him in the position of 
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becomes a final order of the Commission unless a member of the Com
mission directs that it be reviewed by the full Commission.13 After an 
order has become final, the abatement period begins to run.14 If the em
ployer fails to correct a substandard condition within the permitted 
period, he exposes himself to a potential additional penalty of up to $1,000 
per day for a continuing violation.15 The purpose of these sanctions, as 
stated by the Senate Committee on Labor and Public Welfare, is “to 
reduce the number and severity of work-related injuries and illnesses.” 16 
Pointing out the appalling dimensions of both human and economic costs 
of workplace accidents, the Committee underscored the need for im
mediate action.17 However, nothing in the legislative history or in the 
Act itself gives guidance as to how the statutory duty of each employer18 
to comply with occupational safety and health standards promulgated 
under the Act19 should apply to multi-employer situations.

reviewing his own actions. See S. Rep. No. 1282, 91st Cong., 2d Sess. 61-64 (1970); H.R. 
Rep. No. 1291, 91st Cong., 2d Sess. 7, 24 (1970), reprinted in History of the Occupa
tional Safety & Health Act of 1970, at 200-03, 837, 854 (Comm. Print 1971). Argu
ments in favor of this proposed concentration of authority were based on considerations 
of efficient administration; arguments opposed emphasized the dangers of abuse and sub
jection to political pressure. Congress finally decided to vest review authority in an in
dependent Review Commission, the three members of which are appointed by the 
President. Occupational Safety and Health Act of 1970, § 12, 29 U.S.C. § 661 (1970).

13 Occupational Safety and Health Act of 1970, § 12 (i), 29 U.S.C. § 661 (i) (1970). 
Commission members have 30 days after a judge’s decision in which to direct a review. 
Id.

14 Id. § 10(b), 29 U.S.C. § 659(b) (1970). During the pendency of a good-faith con
test by the employer, the running of the proposed abatement period is suspended. Id. 
§ 10(b), 29 U.S.C. § 659(b) (1970).

15/d. § 17(d), 29 U.S.C. § 666(d) (1970).
16 S. Rep. No. 1282, 91st Cong., 2d Sess. 1 (1970), reprinted in History of the Oc

cupational Safety & Health Act of 1970, at 141 (Comm. Print 1971).
17 S. Rep. No. 1282, 91st Cong., 2d Sess. 2 (1970), reprinted in History of the Occu

pational Safety & Health Act of 1970, at 142 (Comm. Print 1971) (annually industrial 
accidents kill 14,500 persons, disable 2.2 million, 20 percent above 1958, cause the loss 
of 250 million man-days of work). See also H.R. Rep. No. 1291, 91st Cong., 2d Sess. 
35 (1970), reprinted in History of the Occupational Safety & Health Act of 1970, at 
865 (Comm. Print 1971).

18 Occupational Safety and Health Act of 1970, § 5(a), 29 U.S.C. § 654(a) (1970). The 
term “employer” is defined in the Act as “a person engaged in a business affecting com
merce who has employees.” Id. § 3(5), 29 U.S.C. § 652(5) (1970).

™ld. § 5(a)(2), 29 U.S.C. § 654(a)(2) (1970).

The Test Applied: Exposure Equals Liability

The failure of the Act to specify a test for the enforcement of safety 
standards on multi-employer worksites left this task to the Review Com
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mission. A majority of Commission judges have upheld citations issued 
to any employer who has exposed his employees to a hazard, regardless 
of whether the employer himself has created the hazardous conditions or 
normally would be considered in a position to remedy them.20 This test 
was enunciated in the landmark case of FEC, Inc.,21 which involved a 
violation of OSHA’s general duty clause,22 a catchall standard which 
imposes employer liability in those instances where no specific standard 
has been promulgated, yet a “recognized” hazard exists.23 The crucial 
question considered by the judge in FEC was whether an employer 
could be cited for breach of the general duty clause when his employee 
was working on the premises of another employer, and this second em
ployer had been cited for the same violation. The Review Commission 
judge found that when an employer has employees at a workplace 
where a substandard condition exists, and those employees are exposed 
to that substandard condition, citations and proposed penalties may be 
issued against the employer.24 Accordingly, if two or more employers 
expose their employees to the same hazard, the Government may issue a 
citation to either or both on the theory that each employer has violated 
the duty to furnish his employees a safe workplace.25

20See, e.g., C. Powell Elec., No. 1971 (OSHRC July 25, 1973) (Review Commission 
judge); Export Packing Div. of NOVO Corp., No. 1886 (OSHRC July 23, 1973) (Review 
Commission judge); Howard P. Foley, No. 1615 (OSHRC June 8, 1973) (Review Com
mission judge). See also Gilles & Cotting, 1 BNA Occ. Saf. & Health Rptr. 1388 
(OSHRC Oct. 9, 1973) (decision by Review Commission), appeal filed, No. 73-2471, 4th 
Cir., Dec. 16, 1973 (general contractor cited when scaffolding owned, used, and main
tained solely by subcontractor collapsed; citation of general contractor vacated on find
ing that none of his employees were exposed to hazard). Of course, employers who 
were in direct control of the hazard and whose employees were directly exposed also 
have been cited. Presumably, this is the typical case and most of these cases probably 
are not contested.

The Review Commission itself has not directly ruled on the exposure equals liability 
test but has permitted numerous Review Commission judges’ decisions based on the test 
to stand without review. The Review Commission has ordered for review at least one 
case in which a judge rejected the exposure equals liability test. See R.H. Bishop Co., No. 
637 (OSHRC Dec. 8, 1972) (under Commission review).

21 No. 17 (OSHRC June 16, 1972) (Review Commission judge).
22 Occupational Safety and Health Act of 1970, § 5(a)(1), 29 U.S.C. § 654(a)(1) (1970).
23 Id.
24 No. 17, at 13.
2^ld.-, accord, Ray Lien Masonry and Dale Roberts Masonry, Inc., Nos. 1626 & 1627 

(OSHRC July 23, 1973) (Review Commission judge). In Ray Lien two masonry con
tractors holding contracts on different buildings to be constructed at the same jobsite 
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The principle that an employer could be held liable for substandard 
conditions which he did not create or control was extended easily from 
violations of the general duty clause to violations of specific promulgated 
standards. The Review Commission judges have applied the principle 
strictly. A contractual assignment of responsibility to another employer 
has not provided an affirmative defense. In Howard P. Foley,26 where an 
electrical contractor was not responsible for lighting under his contract 
but was cited because the lighting was found inadequate,27 the Review 
Commission judge applied the FEC test and ruled that the contractor 
“could either provide the lighting required by the standard or prevent his 
employees from working.in the area referred to in the citation.” 28 At
tempts to defend against citations on the ground that another employer 
had provided the hazardous equipment also have failed. In Export Pack
ing, Division of NOVO Corp.29 the employer was cited for permitting 
his employees to use substandard equipment supplied by his customer at 
the customer’s loading dock. The Review Commission judge stated that 
past OSHRC decisions made it clear that an employer is responsible for 
noncompliance with a safety standard even though he does not own or 
control the machinery or premises, if his employees are in fact exposed 
to the hazard.30 The judge ruled that liability “is imposed on such an 
employer on the theory that an employer may either effect compliance 

entered into an employee-sharing agreement whereby Ray Lien would use three of 
Dale Roberts’s employees on one building and Dale Roberts, when it began work on 
another building, would use three of Ray Lien’s employees. Id. at 7. When Ray Lien 
was cited because the employees were found working on a scaffolding which did not 
comply with OSHA standards, Dale Roberts was cited as well. Dale Roberts neither 
exercised control over the building where the violation occurred nor had a financial 
interest in it, and its loaned employees took orders from Ray Lien’s foreman. Id. at 10. 
The judge found that these facts did “not vitiate the continuing obligation of each 
employer which runs to each of his employees to provide safe working conditions.” Id. 
at 19.

26No. 1615 (OSHRC June 8, 1973) (Review Commission judge).
27 Id. at 9.
28 Ids, accord, Armor Elevator Co., Nos. 425 & 426 (OSHRC Aug. 7, 1972) (Review 

Commission judge), aff’d, 1 BNA Occ. Saf. & Health Rptr. 1409 (OSHRC Nov. 20, 
1973) (decision by Review Commission) (contractual duty of prime contractor to 
provide protection against falls down elevator shafts did not relieve subcontractor of 
liability for violation); Skil-Craft Builders, Inc., No. 1375 (OSHRC June 22, 1973) 
(Review Commission judge) (subcontractor with contract for “labor only” properly 
cited when substandard scaffolding was supplied by general contractor but used by 
subcontractor’s employees).

29 No. 1886 (OSHRC July 23, 1973) (Review Commission judge).
30 Id. at 9.
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or prevent his employees from working in the exposed or affected 
area.” 31 Both union jurisdictional restrictions and lack of expertise also 
have been rejected as affirmative defenses. In C. Powell Electric*2 an 
electrical contractor with a unionized labor force was cited for violation 
of standards relating to stairway construction. The Review Commission 
judge declared that neither the employer’s lack of expertise nor union 
restrictions on the scope of his employees’ activities could excuse the 
violation because the underlying duty of every employer is to refrain 
from exposing employees to hazards.33 The judge construed the Act 
neither to include any exceptions nor to allow any delegation of this 
duty. Consequently, whenever a subcontractor exposes his employees to 
hazards, he subjects himself to the Act’s enforcement provisions regard
less of who created the hazard or who may be responsible for its elimina
tion.34

31 ld.‘, accord, Skil-Craft Builders, Inc., No. 1375, at 9 (OSHRC June 22, 1973) (Re
view Commission judge) (subcontractor using scaffold supplied by general contractor).

32 No. 1971 (OSHRC July 25, 1973) (Review Commission judge).
™ld. at 7.
34 Id. at 7-8. See also Star Circle Indus., No. 1991, at 6 (OSHRC July 3, 1973) (Review 

Commission judge) (drywall subcontractor held liable for lack of perimeter guards on 
exposure to hazard theory); Frohlick Crane Serv., No. 890, at 21 (OSHRC Dec. 27,
1972) (Review Commission judge) (employer permitted employee to continue work at 
site where he knew violation existed; employer’s citation affirmed). Contra, R.H. Bishop 
Co., No. 637 (OSHRC Nov. 8, 1972) (plumbing contractor found in no position to 
guarantee other contractors on site would comply with standards; citations based on 
conditions outside his control vacated) (under Commission review).

35 The Occupational Safety and Health Administration must prove each element by 
a preponderance of the evidence. Armor Elevator Co., Nos. 425 & 426, at 3 (OSHRC 
Aug. 7, 1972) (Review Commission judge), aff’d, 1 BNA Occ. Saf. & Health Rptr. 1409 
(OSHRC Nov. 20, 1973) (decision by Review Commission). In Armor the Commission 
overruled Ceco Corporation, which had held that the Administration had to prove viola
tions by substantial evidence. Id. at 1411; see Ceco Corp., No 326 (OSHRC Apr. 27,
1973) (decision by Review Commission).

36 See, e.g., Mountain States Tel. & Tel., 1 BNA Occ. Saf. & Health Rptr. 1077 (OSHRC 
Jan. 3, 1973) (decision by Review Commission) (standard placed on employer is burden 
of assuring that employees work only with safe tools; reasonable compliance with

In some instances, the Department of Labor has failed to meet its 
burden of proof on each of the two elements of a violation—a substandard 
condition and exposure.35 Occasionally this failure results from an in
ability to demonstrate a substandard condition, but in the typical multi
employer case, a standards violation is usually demonstrable, although in 
some cases the government’s unreasonable application of a standard has 
resulted in the dismissal of a citation.36
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The government’s case most often falters on the second element—ex
posure to the hazard. In Ellison Electric Co.31 * * * * * 37 the electrical subcontractor 
on an apartment project was cited for substandard stairs, which were in
stalled by the general contractor.38 The citation, however, was vacated 
because the evidence was insufficient to establish that Ellison Electric’s 
employees used the stairways when they were not in compliance with 
the OSHA standard.39 Similarly, in City Wide Tuckpointing Service 
Co 40 the employer was cited for violation of a standard requiring a wire 
mesh screen between the toeboard and guardrail of a scaffold under 
which persons were required to pass.41 There was no evidence that any 
employee of City Wide worked or passed under the scaffold, although 
pedestrians did.42 Using an interpretative regulation as its guide,43 the 
Commission vacated the standard, finding that only where employees 

standard sufficient); Ira Holliday Logging Co., 1 BNA Occ. Saf. & Health Rptr. 1200
(OSHRC Apr. 27, 1973) (decision by Review Commission, one member dissenting), 
appeal filed, No. 73-2170, 9th Cir., Sept. 26, 1973 (requiring employer constantly to 
scrutinize work processes under another employer’s control, away from premises and 
operations under his direct control, is unreasonable; imposes burden not contemplated 
by OSHA); Hanovia Lamp Div., 1 BNA Occ. Saf. & Health Rptr. 1073 (OSHRC Dec.
14, 1972) (decision by Review Commission), appeal filed, No. 73-1131, 3d Cir., Feb. 13,
1973 (technician conducting experiment alone in laboratory killed in accident due to 
substandard conditions he had caused; employer not required to constantly supervise 
experienced employees).

Cases such as Ira Holliday and Hanovia Lamp are distinguishable from cases such as 
FEC, Inc. and Ray Lien. See Ray Lien Masonry and Dale Roberts Masonry, Inc., Nos. 
1626 & 1627 (OSHRC July 23, 1973) (Review Commission judge); FEC, Inc., No. 17
(OSHRC June 16, 1973) (Review Commission judge). The former cases involved work
process types of violations; the latter cases involved workplace-condition violations. In 
work-process cases the reasonableness of the employer’s supervision may be crucial to 
liability. But see John B. Kelly, Inc., No. 154 (OSHRC Aug. 3, 1973) (decision by 
Review Commission, one member dissenting) (employee wilfully disregarded repeated 
safety instructions on employer’s own premises and was accidentally killed as a result; 
employer’s citation affirmed).

37 No. 412 (OSHRC July 21, 1972) (Review Commission judge).
38 Id. at 5-6.
39 Id. at 8-13; accord, Armor Elevator Co., Nos. 425 & 426, at 23 (OSHRC Aug. 7, 

1972) (Review Commission judge), afi’d, 1 BNA Occ. Saf. & Health Rptr. 1409 
(OSHRC Nov. 20, 1973) (decision by Review Commission) (citation for improperly 
positioned ladder vacated; lack of sufficient evidence that Armor’s employees used ladder 
while improperly positioned).

40 1 BNA Occ. Saf. & Health Rptr. 1232 (OSHRC May 24, 1973) (decision by Re
view Commission).

44 Id.-, see 29 C.F.R. § 1910.28(a) (17) (1973).
42 1 BNA Occ. Saf. & Health Rptr. at 1232.
M Id. at 1233; see 29 C.F.R. § 1910.5(d) (1973).
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of the cited employer are affected by noncompliance with an occupa
tional safety and health standard can the employer be held in violation of 
the standard.44 Finally, the Review Commission has refused to employ 
common law agency principles to impute a subcontractor’s exposure of 
his employees to a hazard to a general contractor who has none of his own 
employees in the hazardous area.45 The Commission has refused to hold 
the general contractor liable in this situation on the ground that a cited 
employer must be able to remedy the violation by removing his en
dangered employees; the general contractor whose employees were not 
exposed to the hazard could not have removed them from danger.46

44 1 BNA Occ. Saf. & Health Rptr. at 1233.
45 See Gilles & Cotting, Inc., 1 BNA Occ. Saf. & Health Rptr. 1388 (OSHRC Oct. 9, 

1973) (decision by Review Commission), appeal filed, No. 73-2471, 4th Cir., Dec. 16, 
1973 (general contractor not liable for collapse of scaffold supplied, rigged, and used by 
subcontractor on finding that general contractor’s employees not exposed).

46 Id. at 1389. See also Denver Dry Wall Co., No. 147 (OSHRC Nov. 2, 1972) (con
solidated with J.E. Roupp) (subcontractor’s citation affirmed); J.E. Roupp & Co., No. 
146, at 11 (OSHRC Nov. 2, 1972) (record devoid of affirmative evidence that general 
contractor’s employees exposed to substandard condition; citation against general con
tractor vacated) (under Commission review); Home Supply Co., No. 69, at 14-15 
(OSHRC Aug. 28, 1972) (no exposure; citation against general contractor vacated) 
(under Commission review); C.N. Harrison Constr. Co., No. 413, at 10-11 (OSHRC 
July 5, 1972) (Review Commission judge) (subcontractor created substandard condi
tions and exposed his employees; violation cannot be imputed to general contractor).

47 Occupational Safety and Health Act of 1970, § 10(b), 29 U.S.C. § 659(b) (1970). 
The proposed abatement period is held in abeyance only in those cases where the con
test is “in good faith and not solely for delay or avoidance of penalties.” Id. It is thus 

The rationale underlying this exposure equals liability test is clear. 
OSHA calls for a reduction in employee deaths and injuries; an employee 
who is not exposed to hazards likely will not be killed or injured. The 
standards promulgated pursuant to OSHA are intended to identify 
potential hazards with great particularity, and thus any employer who 
exposes his employees to a condition which the Occupational Safety and 
Health Administration finds not in compliance with the established 
standards is cited for a violation of OSHA.

Despite the rule’s policy justification, its practical effect often may 
be to place an employer in an unenviable dilemma. When an employer 
not in control of allegedly substandard conditions is cited in a multi
employer situation for exposing his employees to those conditions, he 
has several alternatives. His threshold decision is whether to contest the 
citation. If he decides to contest, the running of the proposed abatement 
period almost certainly will be delayed;47 however, the contesting em- 
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ployer will incur legal fees which can be a significant burden to a small 
contractor. If the employer chooses not to contest the citation, he must 
either convince an employer in a position to correct the hazard to do so 
or keep his employees at the worksite at the risk of heavy sanctions. 
The employer who is in control of the hazard may not be inclined to 
abate the alleged violation, especially if he is contesting it.48 If the non
contesting, noncontrolling, cited employer fails to persuade a con
trolling employer to comply with the government’s directives, he may 
be forced to eliminate his liability by removing his employees from the 
site,49 an alternative which creates economic disruption for both the em
ployer and his employees.

theoretically possible that an employer could be adjudged to have contested in bad 
faith, in which case the proposed abatement period would not be delayed and would 
likely have expired before the adjudication of bad faith. In such a case the employer 
conceivably could be found in wilful or continuing violation for the entire period be
tween the notification of proposed penalty and the adjudication of bad faith, minus 
the proposed abatement period, if the violative condition were not remedied during the 
litigation. The Occupational Safety and Health Administration never has alleged that 
a contest was in bad faith. Interview with Baruch A. Fellner, Counsel for Regional 
Litigation, Occupational Safety and Health Administration, in Washington, D.C., Dec. 
19, 1973.

48 A set of cases arising from the same construction project suggests that this situation 
can occur. In Fireproof Products Co. an employer engaged in installing metal floor 
decking on the 24th floor of a large construction project was cited for violation of 
regulations requiring railings and toeboards around the perimeter of the floor and around 
uncovered floor openings. No. 674, at 4-5 (OSHRC Feb. 13, 1973) (Review Commission 
judge). Fireproof argued that the general contractor was responsible for these violations, 
but the Review Commission judge found Fireproof liable on the exposure theory. Id. 
at 9. The judge noted that Fireproof had the choice of either erecting the required 
perimeter protection and barricading the floor openings or removing its employees from 
the worksite until such protection was provided by the general contractor. Id. In 
Jaffie Contracting Co. the air conditioning subcontractor on the same project was found 
liable for the same violations on the exposure theory. No. 610, at 9 (OSHRC Feb. 13, 
1973) (Review Commission judge). The general contractor for the project, contesting 
his citations in Tishman Realty & Construction Co., attacked the reasonableness of the 
standards. No. 567, at 11-12 (OSHRC Jan. 10, 1973) (Review Commission judge), aff’d, 
1 BNA Occ. Saf. & Health Rptr. 1265 (OSHRC July 31, 1973) (decision by Review 
Commission). Nevertheless, he was held liable because his employees had been exposed 
to the cited hazards. Id. at 13. In this situation the arguably noncontrolling subcontractors 
were found liable for violating standards which the general contractor should have 
satisfied, notwithstanding the fact that the general contractor was not complying be
cause he felt the standards were unreasonable.

49 See Meyerbank Elec. Co., No. 2011 (OSHRC Aug. 6, 1973) (Review Commission 
judge). In Meyerbank evidence showed that the cited electrical subcontractor had com
plained to the general contractor about the lack of perimeter guards and that the sub
contractor’s employees had complained to their union at the subcontractor’s request. LZ. 
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The services of a noncontesting, noncontrolling employer may in 
some situations be vital to the continuation of the work.50 If this em
ployer is effectively barred from the site by the possibility of citation 
for a continuing violation, the entire operation may be crippled or 
brought to a halt. In such a case, a contesting employer may have only 
two alternatives—to accede to government directives and settle the case 
or to discontinue the project.51 Thus economic pressure could force com
pliance with what would amount to government fiat, completely eliding 
the adjudicatory process established by Congress.52 The Commission’s 
rejection of the affirmative defense that the employer did everything 
within his power to abate the violation53 increases the likelihood of ca
pitulation in instances where the general contractor is contesting a cita
tion in good faith.

at 3. Nevertheless, the subcontractor was cited and the citation was affirmed because 
the subcontractor had permitted his men to continue work in the absence of the per
imeter guards. Id. at 5. The affirmative defense that the employer did everything possible 
within his limited sphere of power to have the violation remedied failed to exonerate 
him.

50 Consider, for example, the services of the electrician, plumber, or air conditioning 
contractor whose wiring, pipes, or vents must be installed before the drywall goes up, 
or the services of the architect whose inspection reports must be filed before progress 
payments are made.

51 See Memorandum in Support of Motion to Dismiss for Respondent at 2-3, Carl A. 
Morse, No. 2230 (OSHRC, filed Feb. 5, 1973).

52 See id. at 5.
53 See Meyerbank Elec. Co., No. 2011 (OSHRC Aug. 6, 1973) (Review Commission 

judge).
54 Sec, e.g., C. Powell Elec., No. 1971, at 6 (OSHRC July 25, 1973) (Review Com

mission judge); Skil-Craft Builders, Inc., No. 1375, at 8 (OSHRC June 22, 1973) (Re
view Commission judge); Howard P. Foley, Co., No. 1615, at 8 (OSHRC June 8, 1973) 
(Review Commission judge).

55 See note 20 supra and accompanying text.
56 A possible variant would be to make lack of control an affirmative defense. While 

perhaps not quite as problematic as placing the burden of demonstrating control on the 

In the face of this dilemma, employers have asserted that citations for 
OSHA violations should issue only to employers in a position to correct 
the substandard condition.54 However, the majority of the Review Com
mission judges, finding the OSHA-created duty running only from 
each employer to his own employees, wisely have held that exposure 
alone is sufficient to impose liability.55

Adoption of a control plus exposure equals liability test would greatly 
diminish the effectiveness of OSHA by placing the difficult burden of 
demonstrating control on the Government.56 For example, if several 
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contractors have employees working on a given floor, it may not be 
certain which of the contractors properly should bear the responsibility 
for installing perimeter guards. On the other hand, some of the con
tractors—electricians, plumbers, drywall installers, or architects—clearly 
should not be responsible for the perimeter guards. If the control plus 
exposure test were strictly applied, these contractors could send their 
employees to work on a floor lacking perimeter guards with impunity. 
Certainly these noncontrolling employers would have little incentive 
to encourage controlling employers to abate hazards. Such a lack of in
centive to comply with safety regulations would undercut the intent of 
OSH A to ensure job safety.

A more moderate variation of the exposure equals liability test would 
restrict citations of noncontrolling employers to violations of OSHA’s 
general duty clause, which requires each employer to furnish his em
ployees with a place of employment free from recognized hazards.57 
The general duty clause was intended to complement promulgated 
standards by imposing liability in clearly dangerous situations where no 
specific standard applied.58 However, if noncontrolling employers could 
be cited only for recognized hazards under the general duty clause, the 
highly particularized promulgated standards, designed to identify many 
hazards which may not be readily apparent, would be rendered nugatory 
in the case of noncontrolling employers.59 The OSHA-created incentive 
to recognize the hazards which the standards seek to identify thus would 
be eliminated for noncontrolling employers, undercutting the job safety 
intent of OSHA.

Government, this approach also would undercut implementation of OSHA’s goal to 
provide job safety.

57 See Memorandum in Support of Motion to Dismiss for Respondent at 4, Skidmore, 
Owings & Merrill, No. 2165 (OSHRC, filed Jan. 29, 1973); Occupational Safety and 
Health Act of 1970, § 5(a)(1), 29 U.S.C. § 654(a)(1) (1970).

58See Rentenbach Eng’r Co., No. 525, at 30-33 (OSHRC Nov. 13, 1972) (Review 
Commission judge) (discussion of legislative history of the general duty clause).

59 In Brisk W at er proofing Co. the Review Commission decided that to permit the 
Department of Labor to proceed against an employer for a general duty clause violation 
when an applicable promulgated standard existed would be inconsistent with the promul
gation of standards and would give a wider effect to the Act’s general duty clause than 
was intended by Congress. 1 BNA Occ. Saf. & Health Rptr. 1263, 1263-64 (OSHRC 
July 27, 1973). Consequently, the Department of Labor cannot cite for a general duty 
clause violation if a promulgated standard exists, regardless of whether the hazard is 
readily recognizable.

A cited employer in control of an allegedly substandard condition 
must contest on grounds that he actually is in compliance with the 
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standard, that the proposed penalty is too high, or that the proposed 
abatement period is too short, but he cannot attack the reasonableness 
of the standard.60 As long as the standard is clear, the employer must 
comply.61 Thus when the Government alleges a continuing noncom
pliance, the contesting employer possibly may be pressured into im
mediate compliance in order to keep the noncontesting employees on 
the job.62 However, there is a legal avenue of escape from this potentially 
unfair situation. Where the contesting employer can demonstrate a pos
sibility of irreparable harm and a likelihood of winning his case, he can 
seek a judicial order staying administrative proceedings against the non
contesting employers during the pendency of the contesting employer’s 
case.63 If such a stay were granted, the noncontesting employers could 

60 In Tishman Realty & Construction Co. the employer attacked the reasonableness 
of a standard as applied to him, arguing that safety measures he had taken had obviated 
the need for compliance. No. 567, at 11 (OSHRC Jan. 10, 1973) (Review Commission 
judge), aff’d, 1 BNA Occ. Saf. & Health Rptr. 1265 (OSHRC July 31, 1973) (decision 
by Review Commission). The Review Commission judge had found that the employer’s 
argument was insufficient justification for failure to comply with a mandatory standard 
and that a request for a variance pursuant to section 6(b)(6) of OSHA would have 
been the proper remedy. Id. at 12; see Occupational Safety and Health Act of 1970, 
§ 6(b)(6), 29 U.S.C. § 655(b)(6) (1970). The Commission, after reviewing the case on 
a different point, affirmed. 1 BNA Occ. Saf. & Health Rptr. at 1265; accord, Jos. Bucheit 
& Sons, No. 295, at 8 (OSHRC Aug. 1, 1972) (Review Commission judge) (difficulty 
and expense of complying with standard is issue properly directed to Secretary of Labor 
in request for variance).

Thus, the employer is charged with the duty of knowing the standards and of com
plying with them. If he believes that a certain standard should not apply to his particular 
situation, he must reach that opinion before a citation is issued and submit his case to the 
Secretary of Labor in a request for a variance. He cannot simply disregard the standard 
and defend against a resulting citation by attacking the standard at the hearing. Such a 
rule is consonant with the remedial nature of OSHA. The propriety of a standard is not 
for the employer to determine sua sponte; OSHA was created because employer de
cisions on safety precautions so often have been inadequate.

61 A cited employer can contest the vagueness of a standard. In Rentenbach Engineer
ing Co. the Review Commission judge stated that while the standards must contain some 
flexibility, they should contain enough specificity to put an employer on notice as to 
what is required. No. 525, at 17 (OSHRC Nov. 13, 1972) (Review Commission judge). 
The judge noted that although the Government has broad authority to establish stand
ards, it would be unjust to permit the Government to superimpose any interpretation it 
desired on a standard in order to determine a violation. Id. at 28. The judge found that 
the interpretation placed on the standard by the Government was unjustified by the 
language and dismissed the citation. Id.

62 See notes 50-53 supra and accompanying text.
63 Cf. FTC v. Dean Foods, 384 U.S. 598 (1966) (court of appeals has power to invoke 

the “all writs statute” to enjoin a merger in order to protect its potential jurisdiction); 
28 U.S.C. § 1651. OSHA gives the courts of appeals review jurisdiction over orders of 
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return their employees to the site without the fear of heavy sanctions, 
even though the contesting employer had not complied with the govern
ment’s directives64—a viable alternative in a situation where the govern
ment’s compliance directives are so onerous that the contesting em
ployers are really considering halting work rather than complying. Seek
ing judicial action places a heavy burden on the employer. In this context, 
however, the added burden to the employer must be weighed against 
the added safety of the employees; in light of the legislative intent 
behind OSHA to promote worker safety, such a result is justified.

the Occupational Safety and Health Review Commission. In order to protect that po
tential jurisdiction, a court of appeals might be persuaded to enjoin administrative 
proceedings against noncontesting employers in an appropriate case. See Occupational 
Safety and Health Act of 1970, § 11(a), 29 U.S.C. § 660(a) (1970).

64 Either the general contractor or a contesting subcontractor might want to take this 
action in order to continue the project without incurring the expense of compliance
with government orders. Noncontesting employers might not want to attempt similar 
action since one of the reasons for their decision not to contest usually is their desire 
to avoid legal fees.

66 No. 606 (OSHRC Jan. 2, 1973) (under Commission review).
™ Id. at 7-8.
67 Id. at 9.
68 Id. at 8.
6» Id. at 9.

Solutions: Judicial and Contractual

JUDICIALLY FILLING THE GAP IN THE EXPOSURE TEST

Because OSHA case law predicates liability on exposure and the em
ployment relationship, an anomalous enforcement situation exists when 
an employer is in control of a hazard to which only employees of other 
employers are exposed. In such situations, the exposure test does not 
impose liability on the controlling employer, even if he has taken affirm
ative action in direct contravention of a promulgated standard. This re
sult is not dictated by either the language or intent of OSHA.

Martin Iron Works, Inc?5 provides an example of the problem. Martin 
Iron Works, a subcontractor engaged in installing a stairway in a silo 
tower, was requested by another subcontractor to remove a heavy steel 
plate from the top of the silo.66 By removing the plate, Martin left an 
unguarded eight-by-four foot opening over a 170 foot shaft.67 Employees 
of other employers were working atop the silo, but Martin’s employees 
immediately left the scene and did not return for a month.68 Martin was 
cited,69 but the Review Commission judge vacated the citation because 
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none of Martin’s employees were exposed to the hazard.70 Ironically, the 
judge noted that at common law Martin would have been found negli
gent as a matter of law if a worker had fallen through the hole.71

70 Id. at 18.
71 Id. at 16.
72 Two commentators have suggested, however, that such agreements might be void 

as against public policy. See White & Carney, OSHA Comes of Age: The Law of the 
Workplace, 28 Bus. Law. 1309, 1317-18 (1973).

73 See, e.g., Armor Elevator Co., Nos. 425 & 426, at 25 (OSHRC Aug. 7, 1972) (Re
view Commission judge), aff'd, 1 BNA Occ. Saf. & Health Rptr. 1409 (OSHRC Nov. 
20, 1973) (decision by Review Commission); Skil-Craft Builders, Inc., No. 1375, at 8 
(OSHRC June 22, 1973) (Review Commission judge); Howard P. Foley Co., No. 1615, 
at 8 (OSHRC June 8, 1973) (Review Commission judge).

74 Recently asked if he considered it unfair that noncontrolling employers often are 

Surely this decision is not in keeping with the spirit and intent of 
OSHA. If a judge believes that reasonable men could not differ on the 
question of the employer’s negligence, the employer should not be ex
onerated from OSHA liability absent clear statutory language requiring 
such a result. A distinction certainly can be drawn between cases of 
noninvolvement or passive omission, where the application of the expo
sure equals liability test will avoid the administrative difficulties of de
termining which employer is properly responsible, and cases of active 
commission. When an employer affirmatively creates a hazard covered 
by a promulgated standard, good sense dictates that he be held liable for 
his actions whether or not his employees are exposed. The exposure 
equals liability test should be expanded by the Commission so that either 
exposure of employees or affirmative action creating a hazard will im
pose liability. This result certainly is compatible with the language and 
intent of OSHA.

CONTRACTUAL ASSIGNMENT OF OSHA RESPONSIBILITY

Even if no modification of the exposure equals liability test were 
undertaken, compliance with the test in multi-employer situations might 
be accomplished contractually through cross-indemnity clauses, coupled 
with specific assignments of safety responsibility.72 Although contractual 
clauses restricting responsibility currently are ineffective as affirmative 
defenses to OSHA citations,73 the solution to the multi-employer prob
lem lies in finding a method of assigning responsibility without unduly 
weakening the OSHA-created incentive to provide for the safety of 
employees.74 If indemnity clauses were permitted and used, many em
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ployers would be cited, but few ultimately would be penalized. The 
Government would assess citations and penalties against employers on 
the basis of employee exposure to hazards. The employers then could 
redistribute the burden of citations privately on the basis of contractual 
arrangements. Although effectively immunizing certain employers from 
OSHA sanctions, such a system would encourage the general contractor 
and all the subcontractors to consider in advance the allocation of safety 
responsibilities, just as they consider the allocation of construction re
sponsibilities.75 In addition, the government’s consideration of prior cita
tion records in determining the amount of penalties would affect the at
tractiveness of potential partners to indemnification agreements, thus 
completely immunizing no employer from the OSHA-created safety 
stimulus.76 Through contractual redistribution of safety responsibility, 

cited for violations in multi-employer situations, John Stender, Assistant Secretary of 
Labor for Occupational Safety and Health, answered that it is not within the province 
of his agency to determine who is responsible for correction of substandard conditions. 
Such matters, he said, should be resolved by contract among the parties. Question and 
Answer Session following speech by John Stender, Assistant Secretary of Labor for 
Occupational Safety and Health, National Press Club, Washington, D.C., Dec. 4, 1973. 
In Assistant Secretary Stender’s opinion, OSHA could not be administered equitably if 
the Government had to decide who was a properly responsible employer. Another 
official of the Occupational Safety and Health Administration has voiced a similar 
opinion. Interview with Baruch A. Fellner, Counsel for Regional Litigation, in Wash
ington, D.C., Dec. 19, 1973. In light of these statements, the idea of indemnity arrange
ments deserves more scrutiny.

In Gilles & Cotting, Inc. the Commission stated in a footnote that “[t]he question of 
whether the parties may by contract between them share the responsibility for the safety 
and health of the subcontractor’s employees is not before us.” 1 BNA Occ. Saf. & Health 
Rptr. 1388, 1389 n.5 (OSHRC Oct. 9, 1973) (decision by Review Commission), appeal 
filed, No. 73-2471, 4th Cir., Dec. 16, 1973. Whatever the Commission meant to imply, it 
is unlikely that exculpatory clauses will be given general effect. If they were, OSHA 
would be weakened considerably more than by adoption of the control plus exposure 
equals liability test, since even the employer in the best position to act could include 
exculpatory clauses in his contract.

75 This liability structure can be compared to the action-forcing features of the Na
tional Environmental Policy Act of 1969. 42 U.S.C. 4321-4347 (1970). Just as NEPA’s 
environmental impact statements are designed to ensure that government agencies con
sider the environmental impact of proposed actions before approval, the negotiation of 
multi-employer indemnity agreements would force employers to identify the hazards 
to be encountered, the standards applicable to these hazards, and the employer respon
sible for protecting against these hazards before undertaking the project. See id. § 
102(c), 42 U.S.C. § 4332(c) (1970).

76 An employer who successfully shields himself from liability for a certain violation 
will not remain unaffected by citation for the violation. If he has been cited frequently, 
other employers will be unwilling to contract with him because the Government will 
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the level of safety consciousness would be raised at the outset of a project 
with a resulting reduction in employee injuries. Noncontrolling em
ployers could be protected from liability for the nonapparent viola
tion;77 noncontrolling, noncontesting employers could be protected 
from the problems created by the contesting, controlling employer who 
was not complying with a government directive. Should a party breach 
the indemnity contract, the aggrieved party could seek redress in the 
courts. The Occupational Safety and Health Administration need not 
become involved. Mutual indemnity arrangements, therefore, may pro
vide a viable solution for the problems presented by OSHA enforcement 
in the multi-employer area.

assess higher penalties in the event of further violations. Thus, even the employer who 
is indemnified for his penalties will have an incentive to prevent violations in order to 
avoid being cited.

77 An electrical violation, for example, might not be apparent to a plumber.

John Zebrowski



PSRO: MALPRACTICE LIABILITY AND 
THE IMPACT OF THE CIVIL IMMUNITY 
CLAUSE

Section 249F(b) of the Social Security Amendments of 19721 has 
significantly changed the administration of national health programs by 
requiring the establishment of areawide Professional Standards Review 
Organizations, or PSRO’s, which will review the professional services 
rendered to the beneficiaries of Medicare, Medicaid, and Maternal and 
Child Health programs. Professional peer review of medical care is not 
a new concept. Review of certain aspects of institutional care was well 
developed prior to the 1972 Amendments.2 However, as analyzed by 
the Senate Committee on Finance in its report on the PSRO amendment,3 
the existing review processes have proven inadequate. For example, 
utilization review of Medicare has failed to control effectively the un
necessary use of institutional services. Most utilization review commit
tees actively monitored the appropriateness of the length of stay of the 
Medicare patient only when a hospital’s beds were nearly filled; when 
beds were unoccupied, the utilization review committee did not vigor
ously perform its function.4

M2 U.S.C. § 1320c to c-19 (Supp. II, 1972). At least initially, mandatory review 
activities will be limited to health care Services provided at inpatient facilities. Id. 
§ 249F(b), 42 U.S.C. § 1320c-4(g) (Supp. II, 1972).

2 See American Society of Internal Medicine, PSRO: A Guide to its Implementation 
Through Peer Review 1 (Draft 1973); Address by William I. Bauer, M.D., Director of 
the Office of Professional Standards Review, U.S. Dep’t of Health, Educ. and Welfare, 
before the Nat’l Professional Standards Review Council, July 9, 1973, at 1. Credentials 
committees verify physician qualifications, tissue committees ascertain the necessity and 
quality of surgery, medical records committees examine the elements of quality care, 
death conferences analyze the performance of the medical staff, and utilization review 
groups review the utilization of institutional services by Medicare beneficiaries. See 
American Society of Internal Medicine, supra-, Address by William I. Bauer, M.D., supra.

3 S. Rep. No. 1230, 92d Cong., 2d Sess. (1972).
4 Id. at 255-56. Although the medical profession has traditionally been involved with 

peer review, medical audit, and utilization review, it has not given these functions the 
attention they deserve. The main reason for this failure is the lack of ongoing organiza
tional arrangements. H.R. Rep. No. 451, 93d Cong., 1st Sess. 33 (1973). Theoretically 
peer review of large-scale medical care may be divided into four activities: inputs 
consisting of criteria for the quality of medical care and selection of. cases for screening,

[ 1499]
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The PSRO legislation brings federal involvement in the practice of 
medicine to a new level. PSRO’s were designed to reduce unnecessary 
medical utilization, thereby lowering the cost of providing health serv
ices to beneficiaries of federal programs.5 Although control of this fed
erally mandated review initially will remain within the profession, many 
factions of the medical community oppose the program.6 An especially 
controversial provision of the PSRO law is the civil immunity clause, 
which grants immunity from civil malpractice suits to physicians who 
practice in accordance with PSRO-developed professional norms of 
care.7 The potential effect of the civil immunity clause on malpractice 
liability merits careful consideration.

for the process itself, for screening to compare practice with criteria, for professional 
judgment, and for an appeal mechanism to protect against erroneous judgment; outputs 
to be used as education; sanctions regulating physician activity; and evaluation. See B. 
Decker & P. Bonner, PSRO: Organization for Regional Peer Review 15-20 (1973).

5 S. Rep. No. 1230, 92d Cong., 2d Sess. 54, 254-55 (1972).
6 See Deleterious Effects of PSRO, Memorandum from American Medical Ass’n to 

AMA Delegates and Alternate Delegates, State Medical Ass’ns, Metropolitan County 
Medical Societies, and Nat’l Specialty Societies, Mar. 13, 1974 (enclosure: Exorcising 
the Devil from PSRO, Feb., 1974). The legislation was enacted despite the objections 
of the American Medical Association; however, the objections have elicited some con
gressional response. Thirty-three similar bills have been introduced in the House of 
Representatives and two bills have been introduced in the Senate to repeal the PSRO 
legislation. The House bills were referred to the Ways and Means Committee and the 
Senate bills were referred to the Finance Committee. See S. 2958, 3214, 93d Cong., 2d Sess. 
(1974); H.R. 9375, 11394, 11444, 11532, 11584, 11635, 11667, 11689, 11705, 11718, 
11719, 11825, 11946, 12030, 93d Cong., 1st Sess. (1973); H.R. 12256, 12259, 12304, 12353, 
12407, 12692, 12812, 12879, 12889, 13226, 13315, 13359, 13365, 13463, 13510, 13604, 13684, 
13819, 14003, 93d Cong., 2d Sess. (1974).

7 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-16(c) (Supp. II, 
1972). According to administration officials the establishment of professional standards 
combined with the grant of civil immunity may effectively limit malpractice liability. 
Henry E. Simmons, M.D., Deputy Assistant Secretary for Health, recently stated, 
“PSRO can lead to the reduction of unnecessary defensive medical practice by establish
ing appropriate standards that all physicians can adhere to and thus reduce the potential 
for malpractice litigation.” Address by Henry E. Simmons, M.D., M.P.H., Deputy As
sistant Secretary for Health, U.S. Dep’t of Health, Educ. and Welfare, PSRO’s—An 
Opportunity for Medicine, American Public Health Ass’n 101st Annual Meeting, in 
San Francisco, Nov. 7, 1973, at 17. See also Address by Charles C. Edwards, M.D., As
sistant Secretary for Health, U.S. Dep’t of Health, Educ. and Welfare, Improving the 

PSRO Norms, Criteria, and Standards

A Professional Standards Review Organization is a nonprofit asso
ciation of practicing physicians which reviews the necessity and ap
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propriateness of medical services.8 Each PSRO will be responsible for 
monitoring a geographic area encompassing a minimum of 300 practicing 
physicians,9 which must be approved by the Secretary of Health, Edu
cation and Welfare.10 Under agreements to be executed between quali
fied organizations11 and the Secretary, an organization designated as the 
PSRO will have the responsibility for reviewing the medical necessity 
and appropriateness of services rendered12 through the application of 
professionally developed norms of diagnosis and treatment.13 In exer
cising its review responsibility, the PSRO will defer to an existing utili
zation review committee if it finds the committee to be effective, but the 
PSRO will establish its own review committees where it deems existing 
review mechanisms inadequate.14

Nation’s Health Care System, Nat’l Ass’n of Blue Shield Plans 1973 Annual Program 
Conference, in Chicago, Oct. 24. 1973, at 11.

8 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-l (b) (1) (A) 
(Supp. II, 1972).

* S. Rep. No. 1230, 92d Cong., 2d Sess. 259 (1972).
10 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-l(a) (Supp. II, 

1972).
On December 20, 1973, the Secretary designated proposed geographic areas through

out the United States. Notice of Proposed Rulemaking, Professional Standards Review, 
38 Fed. Reg. 34944-51 (Dec. 20, 1973). Final area designations were published in March 
1974. Designation of Areas, Professional Standards Review, 39 Fed. Reg. 10204-13 (Mar. 
18, 1974); see note 33 infra.

11 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-l(b) (Supp. II, 
1972).

12 Id. § 1320c-4(a).
^ld. § 1320c-5(a).

Id. § 1320c-4 (e)(1).
15 Id. § 1320c-4(a)(3).
i«/d. § 1320c-4(a)(4).
17 Id. § 1320c-9(b) (1).

PSRO’s also will perform a number of review-related activities, includ
ing publication of the types of cases to be reviewed,15 maintenance of 
profiles of care and services provided to beneficiaries of the Social Securi
ty Act and of profiles on each health care practitioner and provider of 
services,16 and recommendation to the Secretary of proposed sanctions 
for a practitioner’s persistent noncompliance with the duty to refrain 
from providing unnecessary medical services.17 Further, each PSRO will 
develop statistical measurements to enable review committees to assess 
the necessity of institutional services, the appropriateness of the level of 
care, the relevance and adequacy of the services provided, and the neces
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sary length of stay in the health care institution.18 These statistical 
measurements will be based upon the prevalent patterns of practice in 
the PSRO area. The National Professional Standards Review Council 
will collect and circulate to the PSRO’s data for use in developing locally 
applicable measurements19 and will review the local measurements which 
the PSRO’s develop.20

18 See B. Decker & P. Bonner, supra note 4, at 5; Address by William I. Bauer, M.D., 
supra note 2, at 2-3. Within each of these categories, the quantity and breadth of sta
tistical measurements may be considerable. For example, criteria relating to the relevance 
and adequacy of services rendered may include past history, physical exams, lab tests, 
special diagnostic procedures, consultation, special therapy services, special nursing 
services, medications, operations, and hospital courses. Among the questions the PSRO 
must consider are whether the service can best be performed in the institution or on an 
outpatient basis and whether the patient should be hospitalized in a general ward or in 
a specialized care unit.

19 Dep’t of Health, Educ. & Welfare, Organization and Functions of a Professional 
Standards Review Organization at 4 (Internal Draft, June 1973); Interview with James 
Roberts, M.D., Director of the Division of Peer Review, Bureau of Quality Assurance, 
Health Services Administration, U.S. Dep’t of, Health, Educ. & Welfare, in Washington, 
D.C., Nov. 9, 1973.

Sources of data include the Bureau of Health Insurance, Social Security Administration, 
and private sources such as the Professional Activities Study, a compilation of hospital 
utilization statistics voluntarily contributed by numerous inpatient facilities. See Address 
by Henry E. Simmons, M.D., supra note 7, at 13.

20 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-5(a) (Supp. II, 
1972).

21 Interview with Michael Goran, M.D., Director of the Bureau of Quality Assurance, 
Health Services Administration, U.S. Dep’t of Health, Educ. and Welfare, in Washing
ton, D.C., Nov. 13, 1973.

22 Medical care appraisal norms are statistical measures of health care patterns, such 
as length of stay, frequency of visits, charges, and mortality rates. See B. Decker and P. 
Bonner, supra note 4, at 15.

23 Medical care criteria, developed by professionals relying on professional expertise 
and on professional literature, are predetermined elements against which the quality of 
medical service may be compared. See B. Decker & P. Bonner, supra note 4, at 15.

24 See Address of John Farrell, M.D., Office of Professional Relations, Office of Pro
fessional Standards Review, Office of the Secretary, U.S. Dep’t of Health, Educ. and 

Because a large number of Medicare, Medicaid, and Maternal and 
Child Health program patients are admitted to hospitals, the PSRO’s will 
be unable to review in depth the professional services attendant on each 
hospitalization.21 Rather, medical care appraisal norms22 and medical 
care criteria23 will be expressed in terms of ranges of acceptable variation 
known as standards. The PSRO’s will apply these standards to all rele
vant hospital admissions and then study the cases which fall outside these 
standards in greater detail.24
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The Standard of Care and PSRO Developed Measurements

Under the tort concept traditionally applied to the doctor-patient 
relationship, the duty of a physician is to exercise the degree of care, 
diligence, and skill that other physicians under like circumstances ex
ercise.25 Initially, the standard of care was defined as the degree of skill 
possessed by physicians within a particular community,26 but this locality 
rule was modified as early as 1916 to broaden the geographic area con
sidered in defining the requisite standard of care.27 The current rule 
recognized in a number of jurisdictions is the standard of the reasonably 
prudent physician in similar communities;2* nevertheless, a plurality of 
jurisdictions still apply the locality standard.29 For specialists, the stand
ard of care is a national norm, and the specialist is charged with the duty 
to be cognizant of recent developments.30 The PSRO legislation ex

Welfare, before Nat’l Professional Standards Review Council, July 9, 1973. A sampling 
of cases falling within the standard also will be reviewed retrospectively, but, in most 
cases, detailed review will be confined to those cases which fall outside the standard.

25 U.S. Dep’t of Health, Educ. and Welfare, Report of the Secretary’s Commission 
on Medical Malpractice 57 (1973).

26See Smith v. Howard, 128 Mass. 131, 132 (1880); Pike v. Honsinger, 155 N.Y. 201, 
209, 49 N.E. 760, 762 (1898); Derr v. Bonney, 38 Wash. 2d 678, 681, 231 P.2d 637, 638 
(1951); Gottlieb, Recent Changes in the So-called Locality Rule Involving Expert Testi
mony in Medical Malpractice Cases, in Exploring the Medical Malpractice Dilemma 
114 (C. Wecht ed. 1972).

27 See Viita v. Dolan, 132 Minn. 128, 135-37, 155 N.W. 1077, 1080 81 (1916) (relevant 
area broadened from small village to surrounding region).

28 See, e.g., Sinz v. Owens, 33 Cal. 2d 749, 755, 205 P.2d 3, 6 (1949) ; Brune v. Belinkoff, 
354 Mass. 102, 109, 235 N.E.2d 793, 798 (1968) (overruling Smith v. Howard, 128 Mass. 
131 (1880)), Sampson v. Vecnboer, 252 Mich. 660, 667, 234 N.W. 170, 172 (1931); D. 
Louisell and H. Williams, Medical Malpractice 51 8.04, at 201-02 (1973) (physician’s 
standard of care defined by degree of skill possessed by other physicians in same or 
similar community, degree of care ordinarily exercised in the application of that skill, 
and special skill of the specialist, if the physician has held himself out as a specialist).

29 See, e.g., Murphy v. Dyer, 409 F.2d 747, 749 (10th Cir. 1969) (applying Co’orado 
law); Lockart v. Maclean, 77 Nev. 210, 215-16, 361 P.2d 670, 673-74 (1961); Michael v. 
Roberts, 91 N.H. 499, 501, 23 A.2d 361, 362 (1941).

A recent study conducted for the Secretary’s Commission on Medical Ma'practicc 
found that 25 states and the District of Columbia still apply some form of the locality7 
rule, 21 states have expanded the rule to apply a similar community standard, and 
Massachusetts has rejected the rule in its entirety'. No information was provided for 
three states. See Dietz, Baird and Bcrul, The Medical Mai practice Legal System, in U.S. 
Dep’t oe Health, Educ. & Welfare, supra note 25, at App. 87, 134.

30 See, e.g., Ayers v. Parry, 192 F.2d 181, 184 (3d Cir. 1951) ; Booth v. United States, 
155 F. Supp. 235, 238 (Ct. Cl. 1957); Naccarato v. Grob, 384 Mich. 248, 180 N.E.2d 788 
(1970).
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plicitly preempts existing state law on the standard of care and substitutes 
PSRO-developed standards of care.31

31 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-16(c) (Supp. II, 
1972).

32 See Notice of Proposed Rulemaking, Professional Standards Review, 38 Fed. Reg. 
34945-51 (Dec. 20, 1973). In addition to the 26 statewide areas, the District of 
Columbia, Puerto Rico, the Virgin Islands, and Guam and the Trust Territories of the 
Pacific Islands were designated as single Professional Standards Review Organization 
areas. Id. Subsequently, the states of Georgia and Washington were changed from multi
ple PSRO jurisdictions to statewide PSRO areas, increasing the total of statewide areas 
to 28. Guam and the Trust Territories of the Pacific Islands were combined with the 
state of Hawaii as a single PSRO area. See Designation of Areas, Professional Standards 
Review, 39 Fed. Reg. 10204-13 (Mar. 18, 1974).

33 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-16(c) (Supp. II, 
1972). The intention of this provision in the amendment is to remove any inhibition to 
the proper exercise of PSRO functions or to the following by practitioners and providers 
of standards and norms recommended by the review organization. S. Rep. No. 1230, 92d 
Cong., 2d Sess. 267 (1972.

An issue which must be resolved in the next few years is the extent 
of the geographic area within which a given set of PSRO standards will 
be applicable. In the proposed rulemaking of December 20, 1973, 26 
statewide areas were designated as PSRO areas.32 These statewide PSRO’s 
will constitute local review committees, but the development and ap
plicability of standards may be statewide or sub-areawide; individual 
PSRO’s will determine the need for differential standards based on local 
considerations. A statewide standard effectively will preempt both the 
locality rule and the similar community standards presently in force in 
most jurisdictions and may render a presently acceptable medical prac
tice in a poor rural community substandard. Abolition of the locality 
rule might encourage malpractice litigation in nonmetropolitan areas, 
since the patient’s physician will be held to a higher standard of care. 
Conversely, a physician in a metropolitan area may be held to a lesser 
standard of care if the statewide standards are established through a 
leveling process.

The multistage process for standards development should preclude 
PSRO promulgation of inadequate or inferior standards of diagnosis 
and treatment; in any event, the standards are beyond judicial review, 
even though a claimant alleges that a physician practiced in accordance 
with inadequate norms. The statute clearly indicates a congressional 
preference for codification of the standard of care through the standard
setting processes of the PSRO, and no judicial discretion or review of a 
standard thus codified is contemplated.33 Consequently, the PSRO legis
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lation abrogates the basic common law postulate that the standard of 
care, as well as the conduct of the defendant, is subject to judicial 
scrutiny.34

34 See Lundahl v. Rockford Memorial Hosp. Ass’n, 93 Ill. App. 2d 461, 463, 235 N.E.2d 
671, 673 (1968) (dictum) (a usual or customary medical practice may nevertheless be 
negligent); Faralora v. Aetna Cas. & Sur. Co., 144 So.2d 544, 551-52 (La. App. 1962) 
(liability predicable upon procedure amounting to negligence notwithstanding such pro
cedure is generally followed by others in profession); Incollingo v. Ewing, 444 Pa. 263, 
277, 282 A.2d 206, 220 (1971) (doctor who followed local standard found negligent); 
Peredson v. Dumochel, 72 Wash. 2d 73, 97, 431 P.2d 973, 978 (1967) (practice in locality 
considered as only one element determining the standard of care).

35 In 1970, 14,500 incidents resulted in the initiation of 18,000 claims for medical mal
practice; 74 percent resulted from hospital treatment. Of 382,000 doctors, dentists and 
hospitals at risk, one out of 21 health care providers was the object of a mal
practice claim in 1970. U.S. Dep’t of Health, Educ. and Welfare, supra note 25, at 5, 8-9 
(1973). In contrast, it is estimated that in 1966 only 9,000 claims were filed. H. Hassard, 
Medical Malpractice: Risks, Protection, Prevention 3 (1966). Medicare beneficiaries 
composed 11.7 percent of all malpractice claims in 1970, and an additional 1.7 percent of 
claimants were Medicaid beneficiaries. U.S. Dep’t of Health, Educ. and Welfare, supra 
note 25, at 12.

36 See generally, Project, The Medical Malpractice Threat: A Study of Defensive 
Medicine, 1971 Duke L.J. 939.

37 /¿Z. at 939, 942 & n.6; see U.S. Dep’t of Health, Educ. and Welfare, supra note 25, 
at 14-15.

38See Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-16(c) (Supp. 
II, 1972).

IMMUNITY FROM CIVIL LIABILITY AND LITIGATION UNDER
PSRO LEGISLATION

The incidence of medical malpractice claims has increased dramatically 
in recent years.35 One undesirable effect widely believed to have resulted 
from this increase is the practice of defensive medicine, a mode of prac
tice designed to avert the possibility of suit and to assure an adequate 
defense if a law suit is instituted.36 Defensive medicine takes two forms. 
Positive defensive medicine consists of conducting more tests or pro
cedures than are medically necessary, while negative defensive medicine 
is the refusal to perform a procedure or to conduct a test involving a 
high risk of injury, even though the patient is likely to benefit from 
the test or procedure.37

Because the practice of defensive medicine inflates costs and results 
in inefficient use of scarce medical resources, the PSRO legislation con
tains a provision to deter frivolous malpractice suits and to immunize 
the practitioner from liability when he practices in accordance with the 
PSRO-established standard of care.38 The impact of this immunity pro
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vision on the problems generated by the rise in malpractice suits and the 
concomitant rise in defensive practice of medicine will depend upon 
the PSRO’s definition of norms, standards, and criteria and upon the 
effect of these measurements on the present legal standard of care.

While compliance with the PSRO standards yields immunity from 
civil liability, failure to follow PSRO standards does not necessarily 
create a legal presumption of liability.39 The effect that failure to meet 
PSRO norms will have on litigation is unclear. Proof of noncompliance 
and resulting injury might constitute a prima facie case of malpractice, 
but if the norm represents only a consensus of medical opinion in the 
community, however broadly that is defined, expert testimony on the 
standard of care still might be necessary. Further, the Senate Finance 
Committee Report implies that the defendant physician could rebut the 
PSRO-defined standard of care.40 Unless PSRO standards are both spe
cific and encompassing and constitute a codification of the standard of 
care rather than merely review screening criteria, the immunity provision 
is meaningless. Screening criteria, though acceptable for Medicare or 
other claims payment determination, are unlikely to be sufficient when 
the issue is judging whether an adequate standard of care has been met.41

39 S. Rep. No. 1230, 92d Cong., 2d Sess. 267 (1972).
40 Id.
41 However, if a case were screened out for review and the information obtained 

were not privileged, the rationale for the review committee’s approval or disapproval 
of the care rendered for payment would be extremely relevant to the issue of negligence.

42 § 249F(b), 42 U.S.C. § 1320c-15 (Supp. II, 1972).
43 Id. § 1320c-15(a) (2).
44 See id. § 1320c-9(b).

The standard of care and immunity from liability probably will not 
be the only issues in litigation after the implementation of the PSRO 
legislation; the disclosure provisions in the PSRO legislation raise addi
tional potential litigation issues. The Social Security Amendments of 
1972 prohibit disclosure to any person of any data or information ac
quired by a PSRO in the exercise of its duties,42 unless the Secretary of 
HEW has issued regulations requiring disclosure under certain circum
stances, to assure protection of the rights and interests of patients, health 
care practitioners, and providers of health care.43 Many issues concerning 
disclosure of PSRO records may be raised in the course of litigation. A 
claimant might seek records on whether a physician had been warned 
by his peers that his performance was outside the range of acceptable 
practice or had been disciplined under the Act.44 Even if this informa
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tion were relevant to the issue of negligence, PSRO records might be 
privileged and inadmissible. Regardless of whether a claimant were 
granted access to such records, a patient should not have access to PSRO 
records of criticism of his physician because access would encourage 
malpractice claims and perhaps even result in an unwillingness of PSRO’s 
to impose sanctions.

The PSRO standards of care will be reduced to writing and available 
to each practicing physician in the PSRO area.45 Whether the public 
should have access to the standard is questionable. Because the standards 
developed will govern the relationship between patient and physician 
and the physician’s liability for unsuccessful treatment, the public should 
have notice of the promulgation of standards by the local PSRO. If the 
results of a patient’s treatment are unsatisfactory to him, the patient 
should be able to obtain the pertinent effective standards in order to 
evaluate for himself the care he has received.

Id. § 1320c-4(d) (4).
4e>Id. § 1320c-l (b) (1) (A) (v); see S. Rep. No. 1230, 92d Cong., 2d Sess. 259 (1972).
47 See S. Rep. No. 129, 93d Cong., 1st Sess. 8-9 (1973) (attempts to establish prepaid 

group practice program almost always actively resisted by community’s medical estab
lishment). The hostility has resulted from perceived competition not only in economics 
but, equally significant, in the philosophy of how health care services should be de
livered. Organized medicine has acted as the champion of the fee-for-service system 
because it has provided economic rewards and professional independence to the indi
vidual practitioner. Health maintenance organization physicians have challenged this 
system.

IMPACT OF PSRO STANDARDS UPON ALTERNATIVE HEALTH CARE SYSTEMS

Medical foundations controlled by county or state medical associa
tions will be the most prevalent organizations to assume the PSRO re
sponsibilities. The law requires that the PSRO must be representative of 
the practicing physicians in the designated area.46 The physician who is 
employed as a full-time, salaried department head at a medical school 
or teaching hospital and the physician who is a member of a medical 
group under contract with a health maintenance organization will have 
their patient care reviewed by the PSRO to the same extent as a physician 
in an individual practice. The potential impact of this supervision on 
health maintenance organizations could be quite detrimental, since or
ganized medicine has exhibited pronounced hostility toward physicians 
associated with group practices.47 However, recent developments and 



1508 The Georgetown Law Journal [Vol. 62:1499

federal legislation concerning health maintenance organizations48 have 
necessitated a more flexible position on the part of medical societies.

48 See Health Maintenance Organization Act of 1973, Pub. L. No. 93-222, 87 Stat. 914. 
This Act provides for assistance to and encouragement of the establishment and expan
sion of health maintenance organizations. See MacLeod, The Federal Role in Health 
Maintenance Organizations, at 2-4, Medical Group Management Ass’n Conference 1972.

49See S. Rep. No. 129, 93d Cong., 1st Sess. 9-10 (1973); H.R. Rep. No. 451, 93d Cong., 
IstSess. 5-8 (1973).

50 For example, if the PSRO normal length of stay for an uncomplicated appendectomy 
is five to seven days, even if the HMO physicians are satisfied that discharge is indicated 
in four days, the HMO might feel compelled to keep the patient hospitalized a fifth 
day to achieve immunity from liability.

51 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1320c-4(e) (1) (Supp. 
II, 1972); see S. Rep. No. 1230, 92d Cong., 2d Sess. 262 (1972).

52 The situation of the University-based teaching hospital will be similarly compli
cated, although in the opposite direction. Because of patient disposition problems, such 
as lack of suitable places to send the patient when discharge is medically appropriate 
and other unique problems of teaching hospitals, the average length of stay in these 
institutions is substantially higher than in community-based hospitals. Interview with

Since the advent of medicare, health maintenance organizations, 
HMO’s, have gained considerable acclaim in the media and in Congress 
for the cost savings and comprehensive benefits offered to subscribers. 
HMO’s have accomplished the cost savings through limitation on the 
number of hospital admissions and hospital days per admission.49 If the 
PSRO’s are dominated by the mainstream medical community, the PSRO- 
developed standards may adversely affect the malpractice liability risk 
of the HMO-affiliated physicians, because the practices of HMO phy
sicians may fall outside the defined ranges of acceptable practice. If the 
HMO physicians adjust their practices to avoid risk of liability, the 
establishment of standards and of the immunity provision will have re
dounded to the detriment of the HMO and may result in higher costs.50

To avoid this counter-productive situation, the Secretary of Health, 
Education and Welfare will require the PSRO to defer to and utilize 
the currently operating and effective utilization review committee at 
the HMO.51 Although the PSRO has the authority to determine that 
the existing utilization review committee is ineffective and to conduct its 
own external review, a review procedure certainly will be established to 
preclude arbitrary PSRO findings of ineffective utilization review com
mittee operations. The standards for review of the necessity for admis
sion, the level of care, and the length of stay which are applied must 
take cognizance of the disparity currently existing between alternative 
health delivery systems.52
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CONSTITUTIONALITY OF THE IMMUNITY PROVISION

The PSRO legislation raises questions not only about its potential im
pact on the practice of medicine, but also about its constitutional validity. 
In Association of American Physicians and Surgeons v. Weinberger53 a 
physicians’ association and three independent Chicago physicians, al
leging that the PSRO legislation deprives physicians and patients of rights 
guaranteed by the first, fourth, fifth, seventh, and ninth amendments of 
the Constitution,54 seek a declaratory judgment and a permanent injunc
tion restraining the Department of Health, Education and Welfare from 
enforcing PSRO legislation.55 Plaintiffs argue specifically that the im
munity clause is of no effect because Congress cannot grant immunity 
from common law tort liability and because Congress’s attempt to leg
islate immunity would violate the fifth and seventh amendment rights 
of federal health care recipients.56 The Government filed a motion for 
summary judgment which detailed the congressional purposes for enact
ing the challenged legislation.57 Although expressly denying plaintiffs’ 
assertions of jurisdiction and standing,58 the Government also responded 
to the allegations of constitutional infirmity.59

Sheridan Weinstein, M.D., Director of the Division of Medical Care Standards, Bureau 
of Quality Assurance, Health Services Administration, U.S. Dep’t of Health, Education 
and Welfare, in Washington, D.C., Nov. 19, 1973.

53 Civil No. 73C-1653 (N.D. Ill., filed June 26, 1973).
54 Complaint at 2, 11-14, Association of Am. Physicians & Surgeons v. Weinberger, 

Civil No. 73C-1653 (N.D. Ill., filed June 26, 1973).
55 Id. at 1-2.
56 Id. at 13-14.
57 See Memorandum in Support of Defendant’s Motion for Summary Judgment at 

41-42, Association of Am. Physicians & Surgeons v. Weinberger, Civil No. 73C-1653 
(N.D. Ill., filed Dec. 11, 1973).

58 The Government alleges that plaintiffs have failed to factually assert that there is 
the requisite $10,000 in controversy and that the district court thus lacks subject matter 
jurisdiction. Id. at 41; see 28 U.S.C. § 1331 (1970). The Government also challenges the 
standing of the plaintiffs, arguing that only beneficiaries of the Medicare and Medicaid 
programs can question the constitutionality of the statutory limitation of liability. Id. 
at 36.

59 Id. at 26-43.
60 Id. at 30, 32, 37.
61 280 U.S. 117 (1929).

Congressional Authority. The Government cited several Su
preme Court decisions to demonstrate the validity of PSRO legislation.60 61 
In support of congressional power to impose limitations on liability, the 
Government cited Silver v. Silver31 in which the Supreme Court held 
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that the Constitution forbids neither the creation of new rights nor the 
abolition of common law rights, when such rights are created or abolished 
to attain a permissible legislative objective.62 The underlying premise 
of the government’s position is that PSRO legislation is an exercise of 
the congressional power to provide for the general welfare,63 of the in
herent power to spend emanating from the taxing power,64 and of the 
power implied by the necessary and proper clause.65 The authority of 
Congress to create a federal program must be accompanied by the power 
to assure its effective implementation.66 The Government argues in 
Weinberger that the scope of the entitlement under Medicare is a matter 
for Congress to determine.67 If an individual foregoes Medicare benefits 
for which he is eligible, the PSRO norms do not affect his right to sue 
for malpractice under state law; but if he opts to use his Medicare bene
fits, Congress must limit the reimbursement of providers and practitioners 
to medically necessary and appropriate services and must limit malprac
tice suits to those against physicians clearly failing to observe reasonable 
limits of care. Given the present high cost of providing medical care and 
the tendency of malpractice litigation to further inflate costs,68 a bene
ficiary is entitled to only the quantum of health care within the range 
established by local practitioners and approved by competent govern
mental authority.69

62 Id. at 122; accord, Wickard v. Filburn, 317 U.S. Ill, 131 (1942).
63 U.S. Const, art. I, § 8.

Id.
05 Id. In The Federalist Madison forcefully argued that the enumerated powers of 

Congress under the proposed Constitution could not be exhaustive and that the necessary 
and proper clause provided the vehicle for accomplishment of the general objectives set 
forth in the enumerated powers. The Federalist No. 44, at 283-86 (Mentor Books ed. 
1961) (J. Madison).

66 Two recent congressional enactments of health legislation designed to promote the 
development of health maintenance organizations provide examples of the exercise of 
implementation power. See Public Health Service Act Amendments of 1970, Pub. L. No. 
91-515, § 401(a), 84 Stat. 1309 (preempting restrictive state licensing laws which inter
fered with the enrollment of Federal employees in HMO’s) ; Health Maintenance Organ
ization Act of 1973, Pub. L. No. 93-222, § 1311, 87 Stat. 931 (preempting restrictive state 
law's concerning advertising, insurance reserves, membership requirements and approval 
by a medical society).

67 See Memorandum, supra note 57, at 32, citing Richardson v. Belcher, 404 U.S. 78 
(1971). See also note 69 infra.

68 See notes 36-38 supra and accompanying text.
69 The Supreme Court has determined that congressional social welfare legislation 

satisfies due process requirements if it bears a rational relation to the achievement of 

Delegation of Legislative Authority. The legislative prerogative
is delegated exclusively to the Congress by article I, section 1 of the 
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Constitution. In the PSRO legislation, however, Congress has delegated 
to private organizations the power to develop professional standards 
which will affect the legal rights of social security beneficiaries. Under 
the delegation doctrine such a delegation of congressional power would 
be invalid70 71 if the vitality of the delegation doctrine, particularly as ap
plied to administrative agencies, had not become attenuated. Chief Justice 
Stone’s majority opinion in Yakus v. United States11 held that a delega
tion to an administrative agency is invalid only if it is so vague that the 
reviewing court cannot determine whether the delegate has acted ultra 
vires.72 73 74 75 Yet the leading cases of A.L.A. Schechter Poultry Corp. v. United 
States™ and Panama Refining Co. v. Ryan™ which uphold the vitality 
of the delegation doctrine, have never been overruled.

legitimate legislative goals, which is the test applied to state statutory classifications under 
the fourteenth amendment. See Richardson v. Belcher, 404 U.S. 78, 81, 84 (1971). In 
Richardson the Supreme Court held that benefits payable under the Aid to the Disabled 
Program could be withdrawn from beneficiaries receiving state workmen’s compensation 
benefits without depriving them of due process of law. Id. at 78. Goldberg v. Kelly, 
which required an evidentiary hearing prior to the termination of welfare benefits to 
comport with procedural due process requirements, was distinguished in Belcher, since 
Goldberg could not be stretched to impose a constitutional limitation on the power of 
the Congress to make substantive changes in the law of entitlement to public benefits. 
404 U.S. at 81; see 397 U.S. 254 (1969); accord, Grant v. Weinberger, 482 F.2d 1290 
(6th Cir. 1973); cf. Ramirez v. Weinberger, 363 F. Supp. 105 (N.D. Ill. 1973) 
(equal protection clause allows state to classify welfare beneficiaries in a reasonable 
manner).

70See A.L.A. Schechter Poultry Corp. v. United States, 295 U.S. 495, 537 (1935).
71 321 U.S. 414 (1944) (delegation to administrator of Office of Price Administration of 

legislative power to control commodity prices in time of war not unconstitutional).
12 Id. at 426. See also Arizona v. California, 373 U.S. 546 (1963); Lichter v. United 

States, 334 U.S. 742 (1948).
73 295 U.S. 495 (1935).
74 293 U.S. 388 (1935).
75 298 U.S. 238 (1936).
1Qld. at 311; see A.L.A. Schechter Poultry Corp. v. United States, 295 U.S. 495, 540-42

Thus, notwithstanding current judicial restraint from attacking leg
islative delegations to administrative agencies, a broad delegation to a 
private association of the power to legislate the legal standard of care 
still is constitutionally suspect. Where the rulemakers, in this instance 
an association of practicing physicians, lack the disinterested position of 
a government agency, injustice is a possibility. In Carter v. Carter Coal 
Co.™ the Supreme Court invalidated wage and hour provisions of the 
Bituminous Coal Conservation Act of 1935 because no provision was 
made for legislative or administrative approval or modification of in
dustry-developed maximum hour and minimum wage codes.76
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More recently, in Self-Help for the Elderly v. Richardson,11 plaintiffs 
challenged a delegation of legislative authority under the Medicare pro
gram to the Joint Commission on the Accreditation of Hospitals.* 77 78 The 
Social Security Amendments of 196579 permitted hospitals which were 
accredited by the Joint Commission to qualify as Medicare providers 
without complying with health and safety requirements promulgated 
by the Secretary of the Department of Health, Education and Welfare. 
Plaintiffs argued that where the legislature delegates authority to a 
private organization, alternative mechanisms of public accountability 
must be provided. To ensure fairness to persons whose interests are af
fected, either the vesting of final decisionmaking authority must reside 
in a public agency or the legislature must provide guidelines and pro
cedural safeguards to control the discretion of the private organization.80 
When the 1972 Social Security Amendments gave final authority to the 
Secretary to certify hospitals as providers,81 the parties agreed to a stip
ulation for dismissal of the suit as moot.82

(1935). There are many state court decisions which have invalidated legislative delega
tions to private groups. See, e.g., Group Health Ins. v. Howell, 43 N.J. 104, 112-13, 202 
A.2d 689, 693-94 (1964) (invalidating provision of statute which, in effect, delegated to 
Blue Shield the licensing power to determine whether medical service corporation could 
obtain certificate to operate prepaid medical service plan) ; Hillman v. Northern Wasco 
County People’s Util. Dist., 213 Ore. 264, 285-86, 323 P.2d 664, 674-75 (1958) (invalidating 
statute which delegated authority to set electrical code standards to private association); 
State ex rel Kirschner v. Urquhart, 50 Wash. 2d 131, 135, 310 P.2d 261, 264 (1957) (in
validating law which conditioned licensing of physicians upon applicant’s graduating 
from accredited medical school).

77 Civil No. 2016-71 (D.D.C., Nov. 20, 1972) (dismissed by stipulation of both parties 
as moot).

78 Memorandum of Points and Authorities in Support of Plaintiff’s Motion for Sum
mary Judgment at 2-3, Self-Help for the Elderly v. Richardson, Civil No. 2016-71 
(D.D.C., filed July 10, 1972). The Joint Commission on the Accreditation of Hospitals 
is a private association composed of representatives of the American Medical Association, 
the American Hospital Association, the American College of Surgeons, and the American 
College of Physicians.

79 42 U.S.C. §§ 1395z, 1395bb (Supp. I, 1965), as amended, Social Security Amendments 
of 1972, § 249F(b) 42 U.S.C. §§ 1395z, 1395bb (Supp. II, 1972).

80 Memorandum, supra note 78, at 22.
81 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. § 1395bb (Supp. II, 1972).
82 Civil No. 2016-71 (D.D.C., Nov. 20, 1972) (dismissed by both parties as moot).
83 Social Security Amendments of 1972, § 249F(b), 42 U.S.C. 1230c-5(a) to 5(b) 

(Supp. II, 1972).

Congress’s delegation of the norms development and application proc
esses to PSRO’s would meet a public accountability test. The norms will 
be developed and applied by PSRO’s in accordance with regulations 
promulgated by the Secretary of HEW.83 PSRO-proposed norms will 
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be reviewed and approved by the National Professional Standards Re
view Council.84 In turn, the Council will have the duty to conduct 
studies and to advise the Secretary and Congress on measures to ef
fectuate the objectives of the legislation.85 Thus it is improbable that 
unbridled discretion will reside either in an individual PSRO or in the 
National Professional Standards Review Council. The Secretary need 
not monitor closely and give direction to PSRO activities to assure that 
PSRO’s operate in the public interest, for specific regulatory provisions 
in the PSRO law will accomplish this end. Hearings, notice, and appeals 
mechanisms are clearly specified.86 The lack of appropriate administra
tive procedures, which was fatal to the National Industrial Recovery 
Act and the Bituminous Coal Conservation Act of 1935, should not be 
a factor in evaluating the viability of the PSRO legislation.

^ld. § 1320c-5(c).
85 Id. 1320c-12(e) (1), 1320c-12(e) (4) -12(e)(5).
86 Id. 1320c-8, 1320c-10. These mechanisms were absent in Schechter Poultry. 295 

U.S. at 537.

Conclusion

The Department of Health, Education and Welfare currently is pro
ceeding with the implementation of the Professional Standards Review 
Organization program. It is certain that a number of physicians’ organ
izations will be designated conditionally as PSRO’s this year. Of the 
many issues that the enabling legislation imprecisely addressed, the clause 
which grants civil immunity from malpractice lawsuits to practitioners 
who practice in accordance with PSRO-developed norms and who use 
due care is perhaps the most provocative. The power of the Congress 
to legislate immunity is not seriously questioned; however, the effective
ness of this clause to accomplish congressional intent to allay physicians’ 
fears of malpractice liability and to reduce the practice of defensive 
medicine cannot be evaluated until the PSRO’s begin to apply their pro
fessionally developed norms of diagnosis and treatment.

Kenneth W. Kleinman





RECENT DEVELOPMENT

SECURITIES LAW—co-op apartments—Shares of a Cooperative 
Housing Corporation are Securities—1050 Tenants Corp, v. Jakobson, 
365 F. Supp. 1171 (S.D.N.Y. 1973), appeal docketed, No. 74-1023, 2d 
Cir., Jan. 7, 1974.

A federal district court in New York recently held shares of stock 
in a cooperative housing corporation to be “securities” within the mean
ing of the federal securities laws,1 thereby enabling the corporation and 
its tenant-shareholders to maintain a rule 10b-5 class action against the 
sponsors and promoters of the cooperative venture.2 The cooperative 
plan was not an unusual one.3 In 1967 the owners of a Park Avenue 
apartment building decided to sell the building and property to their 
tenants and others by means of a cooperative conversion. Toward this 
end, the owners formed a corporation and, in May 1968, made a public 
offering of stock by formal prospectus as prescribed by state law.4 * & Per
sons wishing to “own” an apartment bought stock in the corporation, 

1 Securities Exchange Act of 1934, 15 U.S.C. §§ 78a to hh-1 (1970); Securities Act of 
1933, 15 U.S.C. 77a-aa (1970).

2 1050 Tenants Corp. v. Jakobson, 365 F. Supp. 1171, 1172 (S.D.N.Y. 1973), appeal 
docketed, No. 74-1023, 2d Cir., Jan. 7, 1974.

3 See generally P. Rohan & M. Reskin, Cooperative Housing Law and Practice 
§ 2.01[4] (1967); Isaacs, To Buy or Not to Buy: That is the Question . . . What is a 
Cooperative Apartment?, 13 Record of N.Y.C.B.A. 203, 210-32 (1958).

4 Amended Plan of Cooperative Organization, 1050 Park Avenue (Dec. 10, 1968)
[hereinafter cited as 1050 Park Avenue Plan] (on file at the offices of the Georgetown 
Lazu Journal)-, see N.Y. Gen. Bus. Law § 352-e (McKinney 1968;. In New York an 
offer for sale of a cooperative apartment as an interest in real estate is subject to the 
New York Real Estate Syndication Act. Id. The offering can be made only by a formal 
prospectus, which must be reviewed and accepted for filing by the Department of Law 
of the State. See id. § 352-e(l)(a). Plans are not accepted and cannot be distributed 
unless they comply with the disclosure requirements of the Act ?nd with the regula
tions promulgated thereunder by the Attorney General. See id. § 352-e(l)(b); New 
York Attorney General’s Cooperative Apartment Regulations, reprinted in P. Rohan
& M. Reskin, supra note 3, at App. B-l. However, the prospectus is reviewed only for 
sufficiency rather than for accuracy of disclosure, and acceptance for filing does not 
insure that the representations contained in the prospectus are true. See N.Y. Gen. Bus. 
Law § 352-e (4) (McKinney 1968).

[ 1515 ]
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the number of shares allotted according to the value of the unit selected.5 
Ownership of shares entitled the holder to execute with the corporation 
a proprietary lease under which the shareholder agreed to pay a periodic 
assessment based on his pro rata share of the corporation’s expenses, in
cluding mortgage payments, real property taxes, and general mainte
nance and operating costs. Certain apartments not offered as residences 
were to be rented as doctors’ offices,6 and any income so generated was 
to be used to offset and to reduce ratably the periodic assessments of the 
tenant-shareholders.5 6 7

5 365 F. Supp. at 1172. For example, a two and one-half room, one bath apartment on 
the second floor was allotted 290 shares, and a nine room, four bath apartment on the 
ninth floor was allotted 1,050 shares. At a selling price of. $83.05 per share, the price 
of the two and one-half room apartment was $24,984.50 and the price of the nine room 
apartment was $87,202.50. 1050 Park Avenue Plan, supra note 4, at Schedule B.

6 See 1050 Park Avenue Plan, supra note 4, at 3. All but four of the 64 units in the 
building were offered as residences. Id.

7 365 F. Supp. at 1172.

9 See Plaintiff’s Complaint at 10-12, 1050 Tenants Corp. v. Jakobson, 365 F. Supp. 1171
(S.D.N.Y. 1973).

10 365 F. Supp. at 1171; see Securities Exchange Act of 1934, § 10(b), 15 U.S.C. § 78j(b)
(1970); Securities Act of 1933, 12(2), 17(a), 15 U.S.C. 771(2), 77q(a) (1970); SEC
Rule 10b-5, 17 C.F.R. § 240.10b-5 (1973); N.Y. Gen. Bus. Law § 352-c (McKinney 1968). 
Plaintiffs additionally alleged common law fraud. 365 F. Supp. at 1171 n.2.

11 365 F. Supp. at 1171.

By the closing date in January 1969, all of the apartments had been 
sold, and title to the property was conveyed to the corporation. As is 
typical in cooperative conversions, the corporation assumed several obli
gations entered into by the owner-promoters, including two outstand
ing mortgages and a three-year management contract with the pro
moters’ sales agent. After the closing, the board of directors of 1050 
Tenants Corporation assumed control of the property.8

During its initial years of operation, the corporation’s maintenance 
and repair costs substantially exceeded the estimates contained in the 
offering prospectus.9 Alleging that misrepresentations in the prospectus 
constituted violations of federal and state securities laws, the corporation 
and its tenant-shareholders filed suit against the owner-promoters.10 De
fendants, in challenging federal jurisdiction, asserted that the coopera
tive housing shares were not securities under federal law.11 The United 
States District Court for the Southern District of New York denied
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defendants’ motion to dismiss12 and found that the shares fell within the 
federal statutory definition of securities,13 because they were either 
“stock” or “investment contracts.” 14

12 Id. at 1172. Defendants moved to dismiss under rules 12(b)(1) and 12(b)(6) of the 
Federal Rules of Civil Procedure. Id. at 1171; see Fed. R. Civ. P. 12(b) (1),(6).

13 Section 3(a) (10) of the Securities Exchange Act of 1934 provides in pertinent part:
The term “security” means any note, stock, treasury stock, bond, deben

ture, certificate of interest or participation in any profit-sharing agreement 
or in any oil, gas or other mineral royalty or lease, any collateral-trust 
certificate, preorganization certificate or subscription, transferable share, in
vestment contract, voting-trust certificate, certificate of deposit, for a secur
ity, or in general, any instrument commonly known as a “security”; or any 
certificate of interest or participation in, temporary or interim certificate 
for, receipt for, or warrant or right to subscribe to or purchase, any of the 
foregoing; ....

15 U.S.C. § 78c (a) (10) (1970). The definition contained in the Securities Act of 1933 
is virtually identical to that in the 1934 Act. See Tcherepnin v. Knight, 389 U.S. 332, 335- 
36 (1967); S. Rep. No. 792, 73d Cong., 2d Sess. 14 (1934). Compare Securities Exchange 
Act of 1934, § 3(a) (10), 15 U.S.C. § 78c(a) (10) (1970) with Securities Act of 1933, 
§ 2(1), 15 U.S.C. § 77b(l) (1970).

14 365 F. Supp. at 1175.
15 See, e.g., Tcherepnin v. Knight, 389 U.S. 332 (1967); SEC v. W.J. Howey Co., 

328 U.S. 293 (1946); SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344 (1943).
16 365 F. Supp. at 1175. Construing the “any . . . stock” provision of the Securities 

Exchange Act definition of security to mean literally all stock, the court held that the 
cooperative shares were securities because the certificates issued by the defendants were 
not materially different from those issued by other New York business corporations. 
Id. The court’s construction of the statutory definition was premised on Supreme Court 
dictum that some instruments are securities as a matter of law, if, on their face, they 
answer to the name or description of an item listed in the definition. See id. at 1173-74, 
citing SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344, 351 (1943). The Joiner dictum 
also has been cited by the Supreme Court for the proposition that withdrawable capital 
shares in a state chartered savings and loan association, in addition to being investment 
contract securities, also may qualify as stock. See Tcherepnin v. Knight, 389 U.S. 332, 
339 (1967). Although Tcherepnin arguably supports the 1050 Tenants court’s reliance 
on the Joiner dictum, the Supreme Court in Tcherepnin held that the withdrawable 
capital shares were stock only after going behind the face of the instruments and finding 
that payment of dividends was contingent upon an apportionment of profits. Id.

In contrast to the 1050 Tenants court’s analysis, another New York federal district 
court read the same Joiner dictum to require that a court examine an instrument’s es
sential characteristics and determine whether it fits the well-settled meaning of stock. 
See Forman v. Community Serv., Inc., 366 F. Supp. 1117, 1127 (S.D.N.Y. 1973). At issue 
in Forman were cooperative housing shares in the giant Co-op City complex in New 
York City. Emphasizing the unusual nature of Co-op City, which was state-financed 

In an area of the law where form has long been disregarded for sub
stance,15 the 1050 Tenants court disregarded substance for form by hold
ing that cooperative shares, as “stock,” a fortiori are securities.16 Sim
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ilarly, the court’s alternative finding that cooperative shares are invest
ment contracts17 strains the realities of the underlying transaction. The 
“substance over form” analysis most frequently is used to pierce form to 
bring within the ambit of the securities laws items not commonly re
garded as securities, but which have the substantive characteristics of 
securities when offered for sale.18 Notwithstanding its standard applica
tion, the “substance over form” analysis likewise ought to exclude from 
securities law coverage instruments which, although designated by 
names customarily given to types of securities, possess none of their 
intrinsic features.19

and state-supervised under a state law which prohibited residents from reselling shares 
at a profit, the court found that the shares were not securities. Id. at 1132. Since the 
Co-op City shares did not represent any right to apportionment of profits, the court 
held that they were not stock. Id. at 1127. In addition, because state law and the co-op’s 
charter precluded any expectation of profits, the court concluded that the shares were 
not investment contracts. Id. at 1128-32.

17 365 F. Supp. at 1175.
18 See, e.g., SEC v. W.J. Howey Co., 328 U.S. 293, 299 (1946) (contracts for sale and 

cultivation of citrus groves); SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344, 351 (1943) 
(assignments of oil leases); Continental Mktg. Corp. v. SEC, 387 F.2d 466, 470-71 (10th 
Cir. 1967), cert, denied, 391 U.S. 905 (1968) (contracts for sale and breeding of beavers); 
Penfield Co. v. SEC, 143 F.2d 746, 750-51 (9th Cir.), cert, denied, 323 U.S. 768 (1944) 
(whiskey sales contracts); SEC v. Haffenden-Rimar Int’l, Inc., 362 F. Supp. 323, 326 
(E.D. Va. 1973) (whiskey sales contracts); SEC v. Payne, 35 F. Supp. 873, 878-79 
(S.D.N.Y. 1940) (contracts for sale and breeding of silver foxes); SEC v. Tung Corp., 
32 F. Supp. 371, 374 (N.D. Ill. 1940) (contracts for sale and cultivation of tung trees). 
See also In re Waldstein, 160 Misc. 763, 766, 291 N.Y.S. 697 , 700 (Sup. Ct. 1936) (sale of 
cemetery plots; state law).

19 See Forman v. Community Serv., Inc., 366 F. Supp. 1117, 1127 (S.D.N.Y. 1973) 
(shares of a state-financed and state-supervised nonprofit cooperative housing corporation 
are not securities); 1 L. Loss, Securities Regulation 493 (2d ed. 1961) (just as some 
things which look like real estate are securities, some things which look like securities 
are real estate); accord, Hennessey, Co-operative Apartments and Town Houses, 1956 
U. III. L.F. 22, 35-36; Miller, Cooperative Apartments: Real Estate or Securities?, 45 
B.U.L. Rev. 465, 468 (1965). See also Affiliated Gov’t Employees’ Distrib. Co. v. Com
missioner, 322 F.2d 872, 877 (9th Cir. 1963) (though having formal indicia of stock, 
certificates of cooperative buying corporation not stock for tax purposes; in substance, 
entitle purchasers only to privilege of buying merchandise at discount).

However, several commentators maintain that where stock certificates are issued, the 
securities laws necessarily apply. See Anderson, Cooperative Apartments in Florida: A 
Legal Analysis, 12 U. Miami L. Rev. 13, 17-19 & n.18, 21 (1957); Sobieski, Securities 
Regulation in California: Recent Developments, 11 U.C.L.A.L. Rev. 1, 7-8 (1963). See 
also Note, Cooperative Housing Corporations and the Federal Securities Laws, 71 
Colum. L. Rev. 118, 127 (1971).

The “any note” provision of the federal securities laws’ definitions has not been 
construed to include all notes. See Securities Exchange Act of 1934, § 3(a) (10), 15 U.S.C. 



1974] Recent Development 1519

Because a cooperative housing project is basically an incorporated 
real estate venture with homeownership as its purpose,20 proper analysis 
of whether a particular cooperative offering is an offering of a security 
requires a determination of whether the cooperative shares are invest
ment contracts.21 As defined by the Supreme Court in SEC v. W.J. 
Howey Co.,22 an investment contract is characterized by three elements. 
First, a person must invest in a common enterprise; second, the invest
ment must be made with an expectation of profit; and third, the expected 
profits must come solely from the efforts of the promoter or a third 
party.23 In a cooperative housing venture, the first element of an invest
ment contract, a common scheme, is always present.24 However, the 
latter two requirements, the expectation of profits and reliance on the 
efforts of others to generate those profits, ordinarily are not satisfied. 
Indeed, plaintiffs’ inability to establish the requisite profit motive has 
generally barred recovery under state blue sky laws.25 In the handful of 
reported cases involving cooperative housing projects, courts have said, 
in effect, that what is purchased and sold is real estate, that the primary 
motivation underlying the transactions is homeownership, and that the 
shares of stock are merely evidences of ownership.26

§ 78c(a)(10) (1970); Securities Act of 1933, § 2(1), 15 U.S.C. § 77b(l) (1970); Lino v. 
City Investing Co., 487 F.2d 689, 694-96 (3d Cir. 1973) (promissory note is a security 
unless the context otherwise requires); McClure v. First Nat’l Bank, 352 F. Supp. 454, 
457 (N.D. Tex. 1973) (only those notes traded for purposes of speculation or investment 
are securities); Joseph v. Norman’s Health Club, Inc., 333 F. Supp. 307, 313 (E.D. Mo. 
1971) (promissory note is a security unless the context otherwise requires). But see 
Llanos v. United States, 206 F.2d 852, 854 (9th Cir. 1953), cert, denied, 346 U.S. 923 
(1954) (promissory note issued in exchange for personal loan is a security).

20 Miller, supra note 19, at 465.
21 See 1 L. Loss, supra note 19, at 492-94; Miller, supra note 19. at 467
22 328 U.S. 293 (1946).
23 Id. at 298-99. Recent interpretations indicate that the expected return need not 

come solely from the efforts of the promoter or third party and that an investment 
contract may exist where the investor is required to exert nominal efforts. See note 55 
infra.

24 The sharing of control and expenses bv the tenant-shareho’ders constitutes a com
mon scheme. See Issacs, stipra note 3, at 213-21; Miller, supra note 19, at 469-72. In 
1050 Tenants both parties conceded that the corporation was a common enterprise. 365 
F. Supp. at 1175.

25 Miller, supra note 19, at 474.
26 See, e.g., Willmont v. Tellone, 137 So. 2d 610, 612 (Fla. Dist. Ct. App. 1962); 

Brothers v. McMahon, 351 Ill. App. 321, 328-29, 1 15 N.E.2d 1 16, 119 (1953); State v. 
Silberberg, 166 Ohio St. 101, 107-08, 139 N.E.2d 342, 346 (1956).
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In 1050 Tenants the parties disputed whether the shares were pur
chased with expectation of profits and, if so, whether those profits would 
result from the efforts of the promoters or of others.27 Despite defend
ants’ contention that the tenant-shareholders’ primary motivation was 
homeownership and not investment for profit, the court inferred an ex
pectation of profit, since the purchasers could have anticipated the likeli
hood of profits from the resale of their shares, tax benefits, and pro rata 
reduction of their monthly assessments accruing from professional office 
rental proceeds.28 In effect, the court found it irrelevant that the primary 
purpose of cooperative purchasers is homeownership; so long as the 
economic realities of the transaction indicate that profits in fact may 
be realized, courts may presume the shares were bought with at least 
some expectation of profit.

27 365 F. Supp. at 1175.
28 Id. at 1175-76.
29 328 U.S. at 298-99.
30See Forman v. Community Serv., Inc., 366 F. Supp. 1117, 1129-31 (S.D.N.Y. 1973). 

Unable to show an expectation of pecuniary profit, plaintiffs in Forman argued that 
profit motive was established because the Co-op City project afforded its tenants an 
invaluable hedge against skyrocketing apartment rental prices in New York City. Id. at 
1130. The court, however, specifically refused to equate “profit” with “benefit” so as 
to encompass mere monetary savings. The court concluded that, for purposes of the 
federal securities laws, “profit” means monetary return. Id. at 1131.

However, in Silver Hills Country Club v. Sobieski, a case involving the sale of 
country club memberships, the California Supreme Court used a “risk capital,” rather 
than a profit motive, approach. 55 Cal. 2d 811, 815-16, 361 P.2d 906, 908-09, 13 Cal. 
Rptr. 186, 188-89 (1961). Under the Silver Hills rule, the investor is protected by state 
securities laws if he risks capital, whether or not he expects any monetary return. Id. 
One federal court has approved the Silver Hills rationale. See SEC v. Glenn W. Turner 
Enterprises, Inc., 348 F. Supp. 766, 773-74 (D. Ore. 1972), aff'd on other grounds, 474 
F.2d 476 (9th Cir.), cert, denied, 414 U.S. 821 (1973) (risk capital test appropriate to 
determine what is “commonly known as a security” as that term is used in statutory 
definition). However, most federal courts have refused to adopt the risk capital ap
proach. See, e.g., Nash & Associates, Inc. v. Lum’s of Ohio, Inc., 484 F.2d 392, 395 (6th 
Cir. 1973); Forman v. Community Serv., Inc., supra at 1129-30; Mitzner v. Cardet Int’I, 
Inc., 358 F. Supp. 1262, 1265-66 (E.D. Ill. 1973); Wiebolt v. Metz, 355 F. Supp. 255, 258-61 
(S.D.N.Y. 1973); Mr. Steak, Inc., v. River City Steak, Inc., 324 F. Supp. 640, 646-47 
(D. Colo. 1970), afpd, 460 F.2d 666 (10th Cir. 1972). The 10S0 Tenants court, having 
found expectation of profits, did not reach the risk capital issue. 365 F. Supp. at 1176 & 
n.26.

Profit motive, not profit realization, is the second prong of the Howey 
test,29 and therefore, courts should continue to require a showing that 
the principal reason underlying the investment is expectation of profit.30 
Nonetheless, as the 1050 Tenants opinion indicates, courts cannot en
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gage in mind-probing speculation.31 Instead, courts should examine the 
nature of the transaction and determine whether the seller is offering, 
and the buyer is purchasing, an investment opportunity or a housing 
opportunity.32

31 See 365 F. Supp. at 1175.
32 See SEC, Report of the Real Estate Advisory Committee 89 (1972).
33 320 U.S. 344 (1943).
^ld. at 352-53; see SEC v. United Benefit Life Ins. Co., 387 U.S. 202, 211 (1967). At 

issue in Joiner were assignments of certain oil leases. Refusing to characterize the sales 
agreements as mere contracts for the sale of interests in real estate, the Court looked to the 
terms of the offer and to the economic inducements held out to prospective purchasers. 
320 U.S. at 346 & n.3. The Court concluded that the defendants were offering “secur
ities,” not “naked leasehold rights,” because implicit in the offering was the opportunity 
to share in the profits of an ongoing drilling project. Id. at 348-49.

35 See 328 U.S. at 298-99. In Howey the Court again eschewed a mechanical applica
tion of the definition of a security, insisting instead upon close scrutiny of the realities 
of the transaction. Id. at 297-98. The Howey Company owned large tracts of Florida 
citrus acreage, a portion of which was offered for public sale. The company also offered, 
at extra cost, service contracts by which the company’s subsidiary agreed to cultivate, 
pick, and sell the fruit and to pay the net proceeds over to the investors. In holding 
this scheme to be a securities offering, the Court reasoned that the purchasers, many of 
whom were guests at a resort hotel owned and operated by the company, had no desire 
to occupy the land or to develop it themselves but had invested solely for the purpose 
of making profits. Id. at 299-300.

33 See 320 U.S. at 346 & n.3.
37 365 F. Supp. at 1176.
38 See 1050 Park Avenue Plan, supra note 4, at 10. The only item in the prospectus 

that could be said to resemble an economic inducement to the purchaser was a section 
detailing the availability of certain income tax deductions. Id. at 17-18 & Schedule B. 

The 1050 Tenants analysis, which did not examine the nature of the 
transaction, effectively negates the “primary purpose” test, implicit in 
SEC v. C.M. Joiner Leasing Corp33 and Howey, for determining 
whether an offering is of securities. Under Joiner, to determine whether 
a particular transaction involves the sale of a security, a court should 
look to the economic inducement offered by the seller;34 Howey requires 
an examination of the purchaser’s expectation of profit.35 In Joiner the 
Supreme Court stressed the character of the solicitation and its promise 
of a substantial return on investment.36 In contrast, the 1050 Tenants 
court refused to “accept at face value” the prospectus relied on by pur
chasers,37 although the prospectus explicitly stated that the primary pur
pose of the corporate enterprise was to provide residences for its share
holders and nowhere emphasized the possibility of monetary return or 
profit.38 In Howey the Supreme Court looked to the circumstances sur
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rounding the transaction to determine that the purchasers of citrus 
acreage had no motivation other than realization of return on investment. 
Therefore, the Court concluded that the real estate transaction was 
“purely incidental” and that the warranty deeds were merely a “con
venient method of determining the investors’ allocable shares of the 
profits.”39 Had the 1050 Tenants court taken the same approach, it 
conceivably might have found that the purchasers’ primary motivation 
was homeownership. Such a finding would have rendered the stock 
transactions “purely incidental” and the stock certificates no more than 
a “convenient method” of reflecting the different values of the apart
ments, of equitably distributing expenses, and of qualifying the tenant
shareholders for available tax benefits.40

However, such tax benefits are incidents of homeownership and are not profits from 
investment. See notes 46-47 infra and accompanying text.

39 328 U.S. at 299-300.
40 Cf. id.
41 Int. Rev. Code of 1954, § 216.
42 To be eligible for the deductions, the tenant-shareholder must be an individual whose 

stock is fully paid for and whose stock represents an amount at least equal to the 
proportionate value of his apartment to the value of the corporation’s equity interest 
in the entire property. Id. § 216(b) (2).

43 The cooperative corporation must meet four statutory requirements: (1) the cor
poration must have only one class of stock; (2) each stockholder, solely by virtue of 
stock ownership, must be entitled to occupy an apartment; (3) no stockholder may 
be entitled to receive a dividend or distribution except out of. earnings and profits, save 
in the case of a partial or complete liquidation; and (4) 80 percent or more of the 
corporation’s gross income must be derived from its tenant-shareholders. Id. § 216(b) (1).

^ld. § 216(a). See generally P. Rohan & M. Reskin, supra note 3, §§ 13.O1-.O5.
45 See D. Clurman & E. H ebard, Condominiums and Cooperatives 173 (1970). Co

operative promoters and sales agents emphasize these tax deductions in promotional 
literature. For example, the 1050 Park Avenue Plan contains a separate section high
lighting the availability of tax deductions and includes an estimate of the amount of 

Tax deductions, capital gain upon resale of shares, and housing ex
pense saved arguably are forms of pecuniary profit. Nevertheless, the 
1050 Tenants court confused expected return on invested capital with 
monetary benefits inherent in homeownership. For example, section 216 
of the Internal Revenue Code41 allows a qualified tenant-shareholder42 in 
a qualified cooperative housing corporation43 to deduct from his gross 
income his proportionate share of mortgage interest and real estate taxes 
paid or accrued by the cooperative corporation.44 While such tax bene
fits unquestionably induce prospective cooperative purchasers to buy 
rather than to rent apartments,45 the legislative history of the Internal 
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Revenue Code indicates that these benefits are incidents of homeowner
ship, not of investment.46 In effect, section 216 of the Internal Revenue 
Code extends to cooperative tenant-shareholders the same tax advantages 
enjoyed by private homeowners.47 Potential capital gain upon resale of 
cooperative shares similarly is profit accruing to the tenant-shareholder 
as a homeowner, rather than as an investor in a corporate enterprise.48 
Any such gain cannot be attributed to an increase in the corporation’s 
actual or anticipated earnings per share; it can only reflect an apprecia
tion in the value of the underlying proprietary lease, since the fair mar
ket value of the lease and of the shares represents no more than the 
value of the apartment the holder is entitled to occupy.

annual tax savings to tenants of each apartment based on the number of shares allotted 
to the particular unit. See 1050 Park Avenue Plan, supra note 4, at 17-18 & Schedule B.

46See S. Rep. No. 1631, 77th Cong., 2d Sess. 51 (1942). Section 23(z) of the Internal 
Revenue Code of 1939, the precursor of section 216 of the 1954 Code, was enacted in 
1942 for the express purpose of extending to cooperative tenant-shareholders the same 
tax deductions afforded private homeowners. Id.; see Int. Rev. Code of 1939, ch. 1, 
§ 23(z), 53 Stat. 1, as amended, 56 Stat. 826 (1942). See also Eckstein v. United States, 
452 F.2d 1036, 1047 (Ct. Cl. 1971) (per curiam).

47 Compare Int. Rev. Code of 1954, § 216(a) (deductions allowable for proportionate 
share of corporation’s mortgage interest and real estate taxes) with Int. Rev. Code of 
1954, §§ 163(a), 164(a)(1) (deductions allowable for individual’s mortgage interest and 
real estate taxes).

Another potential tax advantage available to cooperative tenant-shareholders further 
illustrates that such benefits are incidents of homeownership, not of investment. Section 
1034 permits an individual who has sold his principal residence at a profit to defer pay
ment of capital gains tax by reinvesting the proceeds in a new residence. Int. Rev. Code 
of 1954, § 1034(a). “Residence,” as defined in that section, includes stock held by a 
tenant-shareholder in a cooperative housing corporation. Id. § 1034(f).

48See 1 L. Loss, supra note 18, at 491-92. Compare Contract Buyers League v. F.&F. 
Inv., 300 F. Supp. 210 (ND. Ill. 1969) 'with Mincolla v. Arthur-Hardgrove Co., [1964- 
1966 Transfer Binder] CCH Fed. Sec. L. Rep. 51 91,608 (S.D.N.Y. 1965). In Contract 
Buyers League the plaintiffs, purchasers of single family private dwelling units, at
tempted to characterize installment sales contracts as investment contract securities. 
They argued that their profit motive was an expectation of capital gain upon resale of 
their homes. Emphasizing that at the time of their investment the purchasers intended 
to acquire residences, the court rejected their claim and stated, “To conclude that the 
natural desire of any purchaser that his purchase should appreciate in value makes a 
‘security’ of what has been purchased, is obviously to so muddle the term as to make it 
meaningless.” 300 F. Supp. at 224. On the other hand, it is equally clear that where the 
purchaser of an interest in real estate has no desire to occupy the property acquired 
but invests with the sole intention of reselling for profit, the transaction may constitute 
a securities offering. Thus, in Mincolla, where plaintiff had purchased an interest in 
cooperative shares which were to be resold immediately at a higher price to the ulti
mate tenant, the court held that the plaintiff had purchased a security. [1964-1966 Trans
fer Binder] CCH Fed. Sec. L. Rep. at 95,282.
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Income accruing to the corporation from professional office rentals, 
applied pro rata to reduce the monthly charges of the tenant-share
holders, is substantially equivalent to a pro rata dividend distribution but 
cannot provide the necessary inducement to establish profit motive, at 
least where such rentals are incidental to the cooperative itself and the 
proceeds are not a significant source of income for the tenant-share
holders.49 In most cooperative arrangements, outside rentals ordinarily 
are not a major income producing activity because the tenant-share
holders become ineligible for section 216’s tax deductions if more than 
20 percent of the corporation’s income is derived from outside sources.50 
Of course, where the primary objective of the common enterprise is not 
to provide homes for its participants but to lease commercial office space 
to others, the venture is a real estate syndication, rather than a coopera
tive, and may involve the sale of securities.51

49 See SEC Securities Act Release No. 5347 (Jan. 4, 1973), [1972-1973 Transfer Binder] 
CCH Fed. Sec. L. Rep. U 79,163, at 82,540. Although the release speaks generally in terms 
of condominiums, it appears equally applicable to cooperatives. See note 65 infra.

50 See Int. Rev. Code of 1954, § 216(b)(1)(D). Since section 216’s deductions are a 
significant inducement to co-op purchasers, cooperative corporations can be expected 
to comply with its provisions in most instances. See note 44 supra and accompanying text.

51 See Sire Plan Portfolio, Inc. v.' Carpentier, 8 Ill. App. 2d 354, 359-60, 132 N.E.2d 
78, 80-81 (1956) (undivided fractional interests in apartment building to be leased back 
to promoters who would manage the building and distribute rental profits pro rata are 
securities under state blue sky law). See generally Berger, Real Estate Syndication: 
Property, Promotion, and the Need for Protection, 69 Yale L.J. 725 (1960).

52 365 F. Supp. at 1176-77. Another factor the court found persuasive was that the plan 
provided for sponsor representation on the board of directors and for sponsor veto 
over certain corporate decisions in the event that all the shares had not been sold by 
closing. Id. Although continuing sponsor representation on the board may be indicative 
of investor reliance in other cases, in 1050 Tenants the sponsors did not retain control, 
because all the shares had been sold by the closing date.

Probably even more significant than its analysis of profit motive is 
the 1050 Tenants court’s approach to the Howey requirement that such 
profits come solely from the efforts of others. As a basis for finding the 
requisite reliance by the tenant-shareholders on the promoters’ efforts, 
the court noted that the promoters had made all the initial financing ar
rangements, had drafted the guidelines under which the cooperative 
would operate, and had obligated the corporation to various contracts, 
including a management agreement which extended for three years 
beyond the time when the tenant-shareholders were supposedly in com
plete control of the property.52 In concentrating on the development 
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stage as opposed to the management stage of the project,53 the court 
manifested its misunderstanding of the Howey test.

53 See id. at 1176-77. See also Note, supra note 19, at 128-29 (activities of sponsor at 
development stage sufficient to satisfy the reliance requirement).

54 In 1050 Tenants the corporation obligated itself to a management service contract 
with the promoters’ sales agent. 365 F. Supp. at 1172. However, the SEC has adopted 
the position that a security does not exist merely because there is a continuing affiliation 
between the project and its promoters by reason of maintenance and management 
service arrangements. See SEC Securities Act Release No. 5347, supra note 49, at 82,540. 
This seems to be the better view, for it distinguishes between managerial control, which 
at all times is within the province of the tenant-shareholders, and ministerial control 
over daily operations, which is delegated to a managing agent.

55 If Howey's “solely from the efforts of the promoter or a third party” requirement 
were construed literally, unscrupulous promoters could circumvent the securities laws 
easily by requiring the investor to contribute a modicum of effort. Cognizant of this 
possibility, courts have held that an investment contract may exist in situations in which 
the investor expends nominal efforts, provided that the significant efforts—those affecting 
the success or failure of the enterprise—are made by others. See, e.g., Andrews v. Blue, 
489 F.2d 367, 375 (10th Cir. 1973) (real estate development) ; Lino v. City Investing Co., 
487 F.2d 689, 692-93 (3d Cir. 1973) (franchising scheme); SEC v. Glenn W. Turner 
Enterprises, Inc., 474 F.2d 476, 481-82 (9th Cir. 1973), cert, denied, 414 U.S. 821 (1973) 
(pyramid scheme); Mitzner v. Cardet Int’l, Inc., 358 F. Supp. 1262, 1265-68 (N.D. Ill. 
1973) (franchising scheme). See also State v. Hawaii Mkt. Center, Inc., 485 P.2d 105, 
108-09 (Hawaii Sup. Ct. 1971) (a security may exist where investor participates to a 
limited degree; state law); SEC Securities Act Release No. 5211 (Nov. 30, 1971), [1971- 
1972 Transfer Binder] CCH Fed. Sec. L. Rep. 11 78,446 (limited responsibilities of partici
pant does not negative existence of investment contract; pyramid schemes). But see Mr. 
Steak, Inc. v. River City Steak, Inc., 460 F.2d 666, 669-70 (10th Cir. 1972), aff'g 324 
F. Supp. 640, 643-46 (D. Colo. 1970) (franchise scheme not an investment contract 
though franchisee had no effective control, since plan envisioned that franchisee would 
have flexible role); SEC v. Koscot Interplanetary, Inc., 365 F. Supp. 588, 591-92 (N.D. 
Ga. 1973) (pyramid scheme not an investment contract, since investors’ expected profit 
would not come solely from the efforts of promoter).

The Howey scheme was a securities offering not because the develop
ers initially had conceived and structured the plan but because they 
agreed to perform all the essential post-investment services. The 1050 
Tenants court’s analysis, in contrast, completely ignored the participa
tion of the purchasers, who, as in many cooperative schemes, exercised 
exclusive control over the project once the corporation acquired owner
ship of the property.54 Where the tenant-shareholders actively engage 
in the ongoing management of the cooperative, it is difficult to say that 
they expend only nominal efforts or that the promoters contribute sig
nificantly. If the investor is expected or required to contribute more 
than nominal efforts, the scheme does not amount to the purchase and 
sale of a security.55 Under the 1050 Tenants court’s analysis, few projects 
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can escape investment contract status, since the promoters, not the resi
dents, usually purchase the land, construct the building, and arrange 
the necessary financing.56 Consequently, despite the 1050 Tenants opin
ion, courts should require a showing that the developers exercise total 
or substantial control over the operational as well as the developmental 
stages of a cooperative before concluding that securities have been sold.57 

1050 Tenants is perhaps the most significant decision of recent years 
regarding the responsibility and liability of real estate promoters and 
developers. With the continuing conversion of many old apartment 
buildings to cooperatives and the current boom in condominium sales, 
1050 Tenants, if affirmed, will have an impact throughout the real estate 
industry. As a result of this decision, not only will promoters be open 
to suit in federal court for alleged violations of the anti-fraud provisions 
of the federal securities laws, but also, even more importantly, they will 
have to comply with the laws’ extensive registration provisions58 and 
broker-dealer requirements59 unless otherwise exempted.

56 For example, even the sale of private residences in a planned community such as 
Reston, Virginia, would be an offering of securities under the 1050 Tenants court’s ap
proach. The city itself would be the common scheme, the expected profits would be 
potential capital gain resulting from anticipated appreciation in the value of the homes, 
and the developers’ efforts in initially purchasing the land and in planning and designing 
the community would satisfy the reliance requirement.

57 Such a position is consistent with the SEC’s view that security status does not 
attach to the sale of residential real estate unless the property is offered with emphasis 
on the economic benefits to be derived by the purchaser from the managerial efforts 
of others in the operation of the enterprise. See SEC Securities Act Release No. 5347, 
supra note 49, at 82,539.

If profit motive is presumed and the promoters’ development stage activities are suf
ficient to satisfy Howey's reliance requirement, the 1050 Tenants court’s holding never
theless arguably is erroneous. For a transaction to involve an investment contract, the real
ization of the particular profit expected, as opposed to merely profit, must be dependent 
on the efforts of others. Neither potential capital gain upon resale of shares, tax deduc
tions, nor rental income can be attributed to the efforts of the promoters. Any gain 
realized upon resale depends upon such factors as the general condition of the city’s 
housing market, the availability of credit to prospective purchasers, changes in the char
acter of the neighborhood, renovations to the particular apartment made by the tenant 
himself, and improvements to the building made by the corporation. Tax deductions 
accruing to tenant-shareholders are a matter of congressional grace. Any rental income 
is derived from leases entered into by the board of directors on behalf of the corporation.

58 Securities Act of 1933, § 5, 15 U.S.C. § 77e (1970); see 17 C.F.R. 230.400-.494 
(1973).

59 Securities Exchange Act of 1934, § 7, 15 U.S.C. § 78g (1970) (margin requirements);
§§ 15(a),(b), 15 U.S.C. 78o(a),(b) (1970) (broker-dealer registration); id.

§ 15(c)(3), 15 U.S.C. § 78o(c)(3) (1970) (net capital requirements); id. § 17(a), 15 
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Despite the importance of the issue decided in 1050 Tenants and the 
implications of the court’s holding, the SEC has not taken an explicit 
position on whether cooperative housing shares are securities. SEC rule 
2 3 560 exempts stock of cooperative housing corporations from the reg
istration requirements of the securities laws, with certain limiting pro
visos.61 While rule 235 can be construed to mean that cooperative 
shares are, by definition, securities,62 63 the Commission’s most recent re
lease regarding residential real estate offerings, Guidelines as to the Ap
plicability of the Federal Securities Laws to Offers and Sales of Condo
miniums or Units in a Real Estate Development,™ belies any such sweep
ing characterization. The release speaks generally in terms of offerings 
of “condominiums or other units” and states that while the offer of real 
estate as such does not involve the offer of a security, where the real 

U.S.C. § 78q(a) (1970) (books and records requirements); see 12 C.F.R. §§ 220.1-.129 
(1973) (regulation T; margin requirements); 17 C.F.R. §§ 240.15bl-l to .15blO-9 (1973) 
(broker-dealer registration); id. 24O.15c3-l to -3 (net capital requirements); id. 
24O.17a-3 to -5 (books and records requirements).

60 17 CE.R. § 230.235 (1973). The rule was promulgated by the Commission in 1961 
pursuant to section 3(b) of the Securities Act of 1933, which authorizes the Commission 
to exempt from registration any class of securities if it finds that the registration of 
such securities is unnecessary for the public interest and for the protection of investors. 
15 U.S.C. § 77c(b) (1970).

A security exempted from registration nonetheless is subject to the anti-fraud pro
visions of the 1933 and 1934 Acts. See Securities Act of 1933, 12(2), 17(c), 15 U.S.C.
§ 771(2), 77q(c) (1970); Securities Exchange Act of 1934, § 10(b), 15 U.S.C. § 78j(b) 
(1970). See also A. Bromberg, Securities Laws: Fraud—SEC Rule 10b-5, § 2.4(3) (1967); 
3 L. Loss, supra note 19, at 1429 & n.22.

61 The limitations of the rule 235 exemption are the following: (1) transfers of shares
must be accompanied by transfers of leases; (2) the total offering price of stock issued 
within any 12 month period must not exceed $300,000; (3) the corporation can en
gage in no business activity other than that which is “incidental to” owning, leasing, 
managing, and constructing residential property. 17 C.F.R. § 230.235 (1973).

62 Note, supra note 19, at 127. The Note suggests that unless the Commission believed 
cooperative housing shares were securities, it would not have exempted certain types of 
cooperative stock from registration. Id. But see 1 L. Loss, supra note 19, at 493-94 
(characterizing this argument as “too facile”). A more plausible argument is that an 
exemptive rule was a convenient means for the Commission to avoid the cooperative 
housing regulation issue. See Rosenfeld, Co-ops and the Securities Law: Is This Where 
We Want To Be?, 170 N.Y.L.J., Nov. 7, 1973, at 1, 4; Zammit, Securities Law Aspects 
of Cooperative Housing, 169 N.Y.L.J., Jan. 8, 1973, at 1, 4; cf. SEC, supra note 32, at 90 
n.26 (1972). A further indication of the Commission’s “hands-off” policy regarding 
cooperative housing projects is its continuing acquiescence in promoters’ schemes to 
avoid registration by circumventing rule 235’s $300,000 limitation. See Miller, supra 
note 19, at 502 & nn.238-41; Note, supra note 19, at 136-37 & n. 169.

63 SEC Securities Act Release No. 5347, stipra note 49.
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estate is offered in conjunction with certain services an investment con
tract security may be present.64 If the Commission’s reference to “other 
units” includes cooperatives,65 the release strongly intimates that no 
security is involved in the purchase or sale of cooperative apartments 
unless a collateral rental pooling arrangement66 or similar scheme is tied 
to the offering. The holding of 1050 Tenants is inconsistent with this 
view, and, in light of the great weight courts accord to the SEC,67 the 
decision in 1050 Tenants is open to substantial doubt.

64 Id. at 82,536.
65 The release states, “Although this release speaks in terms of condominiums, it 

applies to offerings of all types of units in real estate developments which have char
acteristics similar to those described herein.” Id. at 82,536. At one point in the release, 
the Commission uses the phrase “condominium or cooperative unit” instead of the more 
general phrase “condominiums or other units.” Id. at 82,540. It is therefore reasonable 
to conclude that the Commission intended the release to be applicable to cooperatives 
as well as to condominiums. This interpretation seems plausible, for the applicability 
of the federal securities laws should be based on a distinction between investment op
portunities and housing opportunities, not on a distinction between the forms of home
ownership chosen. See SEC, supra note 32, at 89 (1972).

66 Under the typical rental pooling arrangement, the building’s managing agent under
takes to sublet apartments not presently occupied by their individual owners. The rents 
received and the expenses attributable to the rental of the units in the project are 
combined, and each individual apartment owner receives a ratable share of the profits 
regardless of whether his unit actually was rented. See generally P. Rohan & M. Reskin, 
Condominium Law and Practice § 18.02 (1971).

67 See, e.g., Phillips v. SEC, 156 F.2d 606, 609 (2d Cir. 1946); American Power & Light 
Co. v. SEC, 141 F.2d 606, 621 (1st Cir. 1944); SEC v. Associated Gas & Elec. Co., 99 
F.2d 795, 798 (2d Cir. 1938).

68 See Tcherepnin v. Knight, 389 U.S. 332, 336 (1967); SEC v. W.J. Howey Co., 328 
U.S. 293, 299 (1946); ef. SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344, 351 (1943).

69 Cf. SEC v. W.J. Howey Co., 328 U.S. 293, 299 (1946).

As remedial and prophylactic legislation, the federal securities laws 
must be interpreted flexibly and liberally to effectuate their broad pur
pose of investor protection.68 Yet the securities acts were intended to 
protect not consumers generally but rather investors from the countless 
and variable schemes of unscrupulous promoters who seek to use other 
persons’ capital on the promise of profits.69 In determining whether a 
particular offering is within the protective shield of the securities laws, 
courts should look to economic realities, not to the form of the trans
action. Where what is offered by the seller and purchased by the in
vestor is a chance to make profits generated by others, a security is in
volved, irrespective of the instruments exchanged. However, where what 
is offered by the seller and bought by the purchaser is in fact something 
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else, security status does not attach, regardless of how much the instru
ments exchanged may resemble securities.

In the ordinary cooperative or condominium project, what is offered 
and sold is a private residence. To the extent that every prospective 
home buyer gives careful consideration to the potential resale value of 
the house or apartment, all such purchases are investments. Nevertheless, 
the buyer’s primary motivation ordinarily is to purchase a home. In such 
situations, the securities laws clearly should not apply.70 In its laudable 
effort to allow plaintiffs to litigate the merits of their claim, the federal 
district court in 1050 Tenants appears to have based its decision on ab
stract notions of fairness rather than on well-reasoned analysis, for such 
analysis inevitably must lead to a determination that plaintiffs must rely 
on their not insubstantial state remedies.71

70 This is not to say that security status should never attach to cooperative or condo
minium purchases. As the Mmcolla and Sire Plan decisions, as well as the SEC’s guide
lines, make clear, when something more than a simple housing opportunity is offered and 
sold, the congressional purpose is best served by affording purchasers securities law 
protection. See notes 48, 51, 63-65 supra.

71 See N.Y. Gen. Bus. Law § 352-c (McKinney 1968).

Richard L. Easton



HOW TO TRY A FEDERAL CRIMINAL CASE
Two Volumes With 1972 Supplement

By PAUL C. MATTHEWS

Of the Illinois and Nonh Dakota Bars

Professor of Law, University of North Dakota

$50.00

Step
by

Step procedure in logical sequence, beginning with the 
initial arrest and ending with pardons, paroles and commutation.

• Defending
• Prosecuting

• What to do — How to do it
• Modern — Comprehensive

With forms for every stage of the trial
Including Federal Rules of Criminal Procedure

DENNIS & CO., INC.
Law Book Publishers
251 Main Street
Buffalo 3, New York

Date_________________________________

Please send me MATTHEWS—HOW TO TRY A FEDERAL CRIMINAL CASE,
2 Volumes at the Special Introductory Price of $50.00.

NAME_____________________________________________________________________

Address____________________________________________________________________

City_________________________________  Zone________  State_________________ _

□ Check Enclosed □ Send COD. □ Charge my account


