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COMMENTARY

In Defense of Discounters: The No-Frills Case 
for a Per Se Rule Against Vertical Price Fixing

Robert Pitofsky*

* Dean and Professor of Law, Georgetown University Law Center. This article is a modified version 
of testimony before the Subcommittee on Monopolies and Commercial Law of the Committee on the 
Judiciary, House of Representatives, submitted on March 9, 1983.

1. Such agreements could, but in practice rarely do, involve agreements between distributors at one 
level of the distribution network (such as wholesalers) and distributors further down the network chain 
(such as retailers).

2. 220 U.S. 373 (1911).
3. Other early cases confirming a per se approach include United States v. A. Schrader’s Son, Inc., 

252 U.S. 85, 100 (1920), and FTC v. Beech-Nut Packing Co., 257 U.S. 441, 451-52 (1922). Since 1911, 
hundreds of Supreme Court, lower federal court, and Federal Trade Commission opinions have explic
itly followed the Dr. Miles rule of per se illegality or assumed it was the law. See. e.g., Schwegman 
Bros. v. Calvert Distillers Corp., 341 U.S. 384, 386 (1951); United States v. Bausch & Lomb Optical Co., 
321 U.S. 707, 721 (1944).

Congress’ view supporting this approach arguably may be inferred from its repeal in 1975 of the 
provisions of the MiUer-Tydings and McGuire Act allowing vertical price fixing (under “Fair Trade” 
laws) at the option of the states. Consumer Goods Pricing Act of 1975, Pub. L. No. 94-145, 89 Stat. 801 
(amending 15 U.S.C. §§ 1, 45(a) (1976)). This action of Congress was characterized by the Supreme 
Court as an expression of “approval of a per se analysis of vertical price restrictions . . .’’ Continental 
T.V., Inc. v. GTE Sylvania Inc., 433 U.S. 36, 51 n.18 (1977).

4. 433 U.S. 36 (1977).
5. The agreements in Sylvania were between manufacturers and retailers and barred retailers from 

selling products from locations other than those specified in the agreements. Id. at 36-37. See infra 
note 23 and accompanying text (distinguishing rule applicable to agreements involving customer and 
territorial restrictions from rule applicable to vertical price-fixing agreements).

6. “(W]e are concerned here only with nonprice vertical restrictions. The per se illegality of price 
restrictions has been established firmly for many years and involves significantly different questions of 
analysis and policy. As Mr. Justice White notes. . . . some commentators have argued that the manu-

Occasionally, issues of law of modest importance in themselves become 
symbolic of a broader difference of view between contending schools or ideolo
gies. This seems to be occurring in antitrust law with respect to the selection of 
an appropriate enforcement policy concerning agreements to fix minimum re
sale prices. Resale price fixing describes “vertical” agreements between manu
facturers, and dealers or distributors lower in the distribution chain, 
establishing the price at which the manufacturer’s product may be sold.1

Since the Supreme Court’s decision in 1911 in Dr. Miles Medical Co. v. John 
D. Park & Sons Co. ,2 the Court, with what appears to be the recent approval 
of Congress, has consistently concluded that the occasional procompetitive 
features of vertical price fixing are virtually always outweighed by its anticom
petitive effects and that, accordingly, a strict, ox per se, rule of illegality should 
apply.3 In Continental T. V., Inc. v. GTE Sylvania Inc. ,4 a case in which the 
Supreme Court departed from an earlier and similarly strict view with respect 
to other kinds of vertical agreements,5 the Court pointed out that its departure 
applied solely to nonprice restrictions, and that its intent was to preserve the 
pre-existing rule of per se illegality against vertical price agreements.6 The

1487
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Court has reaffirmed its adherence to a per se approach in resale price mainte
nance cases as recently as 1980.* 7

facturer’s motivation for imposing vertical price restrictions may be the same as for nonprice restric
tions. There are, however, significant differences that could easily justify different treatment.” Id. at 51 
n.18.

7. California Retail Liquor Dealers Ass’n v. Midcal Aluminum, Inc., 445 U.S. 97, 102 (1980).
8. See Bork, The Rule of Reason and the Per Se Concept: Price Fixing and Market Division, 75 Yale 

L.J. 373 (1966); Posner, Antitrust Policy and the Supreme Court: An Analysis of the Restricted Distribu
tion, Horizontal Merger and Potential Competition Decisions, 75 Colum. L. Rev. 282, 283-99 (1975).

9. See infra notes 18-24 and accompanying text.
10. See, eg., Letter from Assistant Attorney General Baxter to William K. Daines of the American 

Retail Federation, reprinted in 14 Antitrust L. & Econ. Rev. No. 4, at 14 (1982) [hereinafter Baxter 
Letter]; Remarks of James C. Miller, III, before the International Franchise Association, New Orleans, 
La. (Jan. 18, 1983) (copy on file at Georgetown Law Journal}. The enforcement position of the Depart
ment of Justice and the Chairman of the Federal Trade Commission appears to be that resale price 
maintenance is illegal only if unreasonable under a rule of reason theory. See infra notes 14-16 and 
accompanying text.

11. 684 F.2d 1226 (7th Cir. 1982), cert, granted, 103 S. Ct. 1249 (1983).
12 There are other preliminary issues in the case, including whether there was an agreement be

tween the manufacturer and its suppliers to maintain resale prices. In Monsanto plaintiff-distributor 
alleged that defendant-manufacturer had conspired with some other distributors to fix the resale prices 
of herbicides. Id. at 1232. The allegedly illegal vertical price-fixing conduct occurred when the manu
facturer reduced the suggested resale price of one herbicide and changed the suggested distributor profit 
margin. Id. at 1233. The jury returned a verdict in favor of the plaintiff, id at 1232, and the Seventh 
Circuit affirmed on appeal with regard to the vertical price-fixing issue. Id. at 1234-35.

13. See Hearings on S. 408 before the Subcomm, on Antitrust and Monopoly of the Senate Comm, on 
the Judiciary, 94th Cong., 1st Sess. 174 (1975) (study on prices of consumer goods in fair trade and non
fair trade states).

While the judicial commitment to -¿.per se rule could hardly be clearer, and 
the legislative record indicates, at the least, recognition and acquiescence in 
that approach, there is a formidable body of scholarship questioning the wis
dom in economic terms of an across-the-board per se rule.8 For reasons dis
cussed later in this article,9 critics contend that vertical price restraints often 
are not anticompetitive on balance, and that a more flexible rule of reason 
approach should therefore displace per se enforcement.

Against this background, the Assistant Attorney General of the Antitrust 
Division of the Department of Justice and the Chairman of the Federal Trade 
Commission—the two key figures in government antitrust enforcement—have 
asserted on several occasions a reluctance to challenge minimum vertical price 
fixing on a per se theory.10 11 Steps have also been taken to bring the issue before 
the Supreme Court. The Antitrust Division’s amicus curiae brief in Spray- 
Right Service Corp. v. Monsanto Co.," urging the Supreme Court to grant re
view of a United States Court of Appeals for the Seventh Circuit decision fol
lowing a per se approach, and further urging reconsideration of the Dr. Miles 
rule, will give the Court an opportunity in its 1983-84 term to address this 
policy debate.12

This commentary contends that the Supreme Court’s long-standing rule of 
per se illegality with respect to minimum price-fixing agreements is justified. 
The one point that emerges clearly in any debate concerning the per se rule is 
that minimum vertical price agreements lead to higher, and usually uniform, 
resale prices.13 Such agreements completely eliminate price flexibility at the 
dealer level and may stabilize higher prices at the manufacturer level. Critics 
of a per se rule rely on theoretical arguments that complicate a relatively 



1983] Vertical Price Fixing 1489

straightforward policy choice. While these economically-based challenges 
raise serious issues that often have been inadequately explored in the develop
ment of the current/’cr se rule, they also tend to ignore or downplay the practi
cal considerations that have led courts to protect the ability of distributors to 
price in response to what they (as opposed to manufacturers) see as market 
conditions.

Discussion will proceed with (1) a brief review of the differences between a 
per se and a rule of reason approach, (2) a summary of policy reasons why 
vertical minimum price fixing has been treated as illegal per se and an evalua
tion of criticism of that position, and (3) some concluding thoughts about pos
sible modifications of existing per se treatment.

I. Differences Between a Per Se and a Rule of Reason Approach

Per se rules in antitrust law are designed to outlaw conduct that is clearly 
anticompetitive in nearly all situations.14 They are practical rules of judicial 
convenience. Per se rules are adopted when experience has revealed that cer
tain conduct almost always results in serious anticompetitive consequences, 
and is almost never justified for business reasons. Such rules are particularly 
appropriate when business justifications can be achieved through less restric
tive alternatives.

14. See Northern Pac. Ry. Co. v. United States, 356 U.S. 1, 5 (1958).
15. See 2 P. Areeda & D. Turner, Antitrust Law 346-88 (1978).

“Almost always” and “almost never” are crucial qualifications. Adoption of
3.per se rule does not mean that every imaginable situation is anticompetitive. 
Per se rules represent a recognition that (1) antitrust trials, absent a per se 
approach, are long, expensive, and complex, (2) efficient enforcement of the 
antitrust laws is a justifiable policy goal, and (3) there is a virtue in telling 
businessmen accurately and precisely the location of legal limits on business 
conduct.

The alternative to a per se rule is a “rule of reason” approach in which all 
relevant competitive factors are taken into account. In rule of reason cases, the 
parties usually begin with a definition of the relevant product and geographic 
markets—a complicated and extremely elaborate economic inquiry in itself.15 
The parties then examine factors such as adverse or beneficial present or future 
market effects, motives, and possible business justifications. As a practical 
matter, rule of reason cases often take years to litigate and are extremely ex
pensive. Also, predictability with respect to likely legal consequences is virtu
ally impossible since the various relevant factors rarely point unanimously and 
unambiguously to a particular result.

As a result, it is very difficult for a plaintiff (either the government or a 
private party) to win a rule of reason case. Thus, a determination to adopt a 
rule of reason approach is not merely a procedural determination affecting the 
scope of an investigation or trial. Rather, a rule of reason approach, balancing 
factors that vary with each individual case, has substantive consequences with 
respect to the nature of illegal conduct. It is instructive that in the almost three 
years since the Department of Justice and the Federal Trade Commission took 
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the enforcement position that vertical minimum price fixing is illegal only if 
unreasonable under a rule of reason, neither agency has found a single in
stance of vertical price fixing worthy of challenge.16

16. The Federal Trade Commission provisionally accepted one consent order in 1982 that involved 
resale price maintenance. In re Germaine Monteil Cosmetiques Corp., No. C-3098 (F.T.C. Nov. 19, 
1982) (available July 17, 1983, on LEXIS. Trade library, FTC File).

17. The discussion here relates exclusively to minimum vertical price fixing. Maximum vertical price 
fixing, while treated identically under the law, raises a host of different issues and probably should be 
treated under a rule of reason. See Easterbrook, Maximum Price Fixing, 48 U. Chi. L. Rev. 886 (1981).

18. Dr. Miles Medical Co. v. John D. Park & Sons Co., 220 U.S. 373, 407-08 (1911).
19. See, eg., United States v. General Motors Corp., 384 U.S. 127, 145-47 (1966); Bowman. The 

Prerequisites and Effects of Resale Price Maintenance, 22 U. Chi. L. Rev. 825, 830-31 (1955).
20. Scherer, Fundamental Economics for Antitrust, in M. Handler, H Blake, R. Pitofsky and H 

Goldschmid, Cases And Materials On Trade Regulation Appendix B, at 51 (2d ed. 1983).

II. The Legality of Vertical Minimum Price Fixing17

The starting point of a discussion of enforcement policy in this area is with 
the proposition that horizontal price fixing is the most pernicious of anticompe
titive and anticonsumer arrangements. For example, if a group of wholesalers 
or retailers agree to fix their minimum prices, that agreement would be treated 
as illegal per se and indeed would frequently and properly call for criminal 
enforcement.

As courts have recognized, however, if a manufacturer sets the minimum 
price at which its wholesalers and retailers can sell a product, the effect of this 
vertical restriction in many respects is the same as that of a horizontal dealer 
cartel.18 Indeed, experience shows that the manufacturer is often induced to 
act as an organizer of the dealer’s cartel by dealer threats or enticements.19 
Moreover, a horizontal dealer cartel with manufacturer-supplier participation 
is likely to produce a more stable and durable dealer cartel than a purely hori
zontal arrangement. If only a majority of dealers of a given product or in a 
given area decide to engage in horizontal price fixing, they probably will not 
be able to enforce the arrangement. The minority will cut prices where and to 
the extent they see fit and the price cuts will almost certainly lead to the disin
tegration of any cartel arrangement. Since horizontal price fixing is clearly 
illegal, the would-be cartel organizers usually have no effective mechanism to 
enforce their arrangement. On the other hand, if the majority can convince the 
manufacturer-supplier to participate (and if vertical price fixing were in some 
circumstances legal, or difficult to prove illegal because of rule of reason treat
ment), the manufacturer-supplier will be able to cut off the dissenters’ access to 
the product. Participation by the manufacturer-supplier thereby stabilizes the 
cartel. The arrangement will be particularly effective if, as is usually the case, 
the dealers agree to police violations.

Another anticompetitive effect of vertical price fixing is that the manufac
turer may tend to stabilize minimum prices at the manufacturer’s level. Manu
facturers participating in a horizontal price-fixing agreement will often be 
tempted to cheat by offering price concessions to some buyers in order to in
crease their sales volume, at least in part at the expense of fellow cartel mem
bers.20 But if all parties in the manufacturer’s agreement adopt vertical 
minimum price-fixing arrangements with dealers, then all have less incentive 
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to cut a price in the hope of achieving greater sales volume. Since their dealers 
cannot pass along the price cut to consumers, the dealers will pocket the manu
facturer’s price reduction—and hence the price reduction at the manufacturer 
level is much less likely to occur at all.21

21. See Continental T V., Inc. v. GTE Sylvania Inc., 433 U.S. 36, 51 n.18 (1977); White Motor Co. v. 
United States. 372 U.S. 253, 264 (1963) (Brennan, J., concurring); Pitofsky, The Sylvania Case: Antitrust 
Analysis of Non-Price Vertical Restrictions, 78 Colum. L. Rev. 1, 15-16 (1978); Posner, supra note 8, at 
294.

The elimination of competition at the manufacturer’s level need not be absolute. The manufacturer 
might be motivated to reduce wholesale prices in order to attract additional dealers. But that assumes 
the manufacturer seeks additional dealers (as opposed to additional sales volume which is precluded). 
Assuming a manufacturer cartel, or mutually recognized price coordination, it seems highly likely that 
the manufacturer seeking additional dealers would find other indirect ways to add dealers, such as sales 
assistance, advertising allowances, or joint insurance plans, rather than cut its wholesale price and 
threaten the stability of the cartel.

Unlike the effect on price at the dealer level, the stabilizing effects at the 
manufacturer level are not as apparent or predictable. A manufacturer may be 
a participant in a fragmented market so that horizontal price fixing is not feasi
ble. Even in a concentrated market, only one or a few of the manufacturers 
may engage in vertical minimum price fixing. As a result, there will be no 
manufacturers’ arrangement to facilitate. The point is not that manufacturer 
cartels are invariably stabilized, but that the stabilizing effect is an additional 
anticompetitive factor to add to the rigidifying price effect that almost always 
occurs at the dealer level. Since actual price effects at the manufacturer level 
as the result of such facilitating devices are difficult to prove, recognition of 
this effect simply adds to the weight of total anticompetitive effects of vertical 
price fixing.

Given the fact that vertical price fixing almost always generates anticompeti
tive horizontal effects at the dealer level, and sometimes at the manufacturer 
level as well, it is fair to inquire why it should not be treated—just as horizon
tal price fixing is treated—as illegal per se. Those who resist per se treatment 
have offered four explanations.

A. MANUFACTURER AND DEALER INCENTIVES

Opponents of per se treatment point out that a manufacturer enjoys maxi
mum profits if its dealers sell a large number of its items at a relatively low 
markup. If competition among dealers is impaired and, as a result, dealer 
markups become too great, the manufacturer will lose business to those other 
brands with a more efficient distribution network.

The argument is therefore advanced that the manufacturer, in setting a min
imum price at which the dealers can sell, acts as a sort of surrogate for the 
consumer. The manufacturer’s interest and the consumer’s interest are sup
posedly concurrent, and, therefore, the resale price established by the manu
facturer is no higher than necessary to serve its purposes.

While it is true that manufacturer and dealer interests are not identical, the 
conclusion that the manufacturer, in imposing vertical minimum price limits, 
is somehow representing the consumer’s interest is a short-run and rather im
practical view of the distribution process. Of course, on any given sale, once a 
manufacturer has sold the product to one of its dealers, it has extracted all the 
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profit it can take from that particular transaction. But over the long haul, it is 
likely that the profits from a high retail price will be shared by both the manu
facturer and the dealer: the manufacturer in a higher wholesale price and the 
dealer in a higher retail price.

If aggressive price competition drives down retail prices, the manufacturer’s 
profits will suffer eventually. The manufacturer cannot continue over time to 
charge a relatively high wholesale price regardless of the effects of dealer com
petition on the level of retail prices. An example illustrates the point. Suppose 
a highly advertised product, with a wholesale price of $20, sells in some fash
ionable stores at more than $35, but the same manufacturer’s product may be 
found in discount houses for $22. This kind of price discrepancy is a common 
occurrence, and is brought about when discounters ignore resale price sugges
tions and cut prices to the bone in order to achieve high volume at very low 
markups. If that process continues long enough, the manufacturer is not going 
to be able to maintain a $20 wholesale price; the retail price in the fashionable 
stores will fall and the manufacturer will eventually have to cut its prices to 
retain its outlets.22

22. It occasionally has been argued that minimum vertical price fixing by a single company in a 
fragmented market is of no competitive significance. See Baxter Letter, supra note 10 That is true only 
to a point. If a large number of manufacturers are selling identical products, perfect competition will 
cancel any price-enchancing effects of resale price maintenance. But “perfect competition” rarely oc
curs in the real world. Even when a manufacturer has a relatively small market share, it can extract 
higher prices from consumers if the product is brand differentiated in their minds. See L. Sullivan, 
Handbook Of The Law Of Antitrust 379 (1977). This is almost invariably the case with respect to 
the kinds of consumer products subject to vertical price restrictions. In that situation, resale price main
tenance will prevent the manufacturer’s dealers from competing among themselves with respect to the 
differentiated brand and driving down those inflated prices.

23. In the related context of consumer and territorial restrictions, the Supreme Court has recognized 
the validity of the argument that promotional activities, services, and repairs may be essential to effec

B. INDUCING DESIRED SERVICES

The main argument relied upon by opponents of per se treatment for verti
cal minimum price fixing concerns dealer services. Opponents claim that a 
manufacturer may independently conclude that a particular mix of price and 
service competition is best to sell the product. For example, market studies 
may show that point of sale advertising, dealer demonstrations or explana
tions, and post-sale warranty programs are highly prized by consumers. Deal
ers may not respond to these competitive incentives on their own because of 
“free rider” problems. They may hesitate to make investments in services if 
other dealers, unburdened by comparable costs, can offer the same product at 
lower prices.

Opponents of per se treatment cite, as an example of “free rider” problems, 
situations in which one dealer maintains an attractive showroom and provides 
sales demonstrations of complicated products while a second dealer across the 
street sells the same product in a no-frills discount operation. A consumer may 
take advantage of the free demonstration and then buy from the second dealer 
at a lower price. The “free rider” argument assumes that, unless the manufac
turer can prevent the latter type of operation, services essential to the competi
tive success of the manufacturer will not be provided.23
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There are a number of responses to this type of argument.
First, it should be made clear exactly who these “free riders” really are. 

They are the discounters of modern American marketing: low overhead, high 
volume sellers who aggressively compete as to price. Until the recent ideology 
about “free riders” became fashionable, they were regarded as the very heart 
of a free market competitive system. Moreover, they may offer lower prices 
not because they fail to provide desired services, but because they provide 
them more efficiently. Resale price maintenance prevents these sellers from 
passing efficiencies—translated into cost savings—on to consumers. To deny 
the sellers access to products because they are aggressive in pricing (and per
haps more efficient as well) hardly seems to be a service to consumers, or a 
vote of confidence in the competitive process.

Second, it is doubtful that many manufacturers establish minimum resale 
prices in order to induce particular services. After all, there is no guarantee 
that the dealer, once its resale price is raised, will know exactly what kind and 
what amount of service the manufacturer has in mind. If the distributor is a 
multiproduct outlet—for example, a supermarket, drug store, or department 
store carrying hundreds or even thousands of items—the idea that the manu
facturer can induce better services or more amenable surroundings by raising 
the retail price on one item is ridiculous. In any event, there are far more 
appropriate and less restrictive methods of insuring the availability of services. 
If a manufacturer really wants additional advertising, the common commercial 
practice is to contract separately for it. If a manufacturer wants a warranty 
program, the same solution applies. There probably are few situations in 
which separate contracts are not feasible or are costly, but those situations are 
few and far between.

Third, authorizing the manufacturer to decide what mix of products and 
services is desirable, instead of allowing the market to decide that question, is 
inconsistent with the nation’s commitment to a competitive process. If the 
service is indeed essential, distributors may be depended upon to recognize 
that fact and provide it, or they will be driven out of business. If it is only 
marginally relevant to the product’s success, the manufacturer should be indif
ferent as to whether it is provided. As to desirable but nonessential services, 
many products are sold through two kinds of outlets: one that charges a lower 
price in a no-frills operation, and the other that charges a higher price and 
provides services. But why should the manufacturer, in effect, be given the 
power to put one of these types of sellers out of business? Those opposing per 
se rules in this area implicitly assume that the manufacturer knows better than 
the market what will or will not work in the marketplace. A full commitment 
to a regime whereby competition governs the marketplace is inconsistent with 
that assumption.24

tive competition, and that “free rider” effects can undermine the ability of the manufacturer to make 
those services available within its distribution channel. Continental T V., Inc. v. GTE Sylvania Inc., 433 
U.S. 36, 55 (1977).

24. Critics of zper se rule also rest on the assumption that services in most or all discount houses are 
deficient. In fact, consumer-related services in many discount houses—attentive salespersons, warran
ties, adequate showrooms and show space, aggressive advertising—are often superior in discount 
houses when compared to other types of establishments.
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C. ATTRACTING DEALERS

Opponents of per se treatment for minimum resale price fixing also argue 
that price restrictions are essential because they enable manufacturers to ob
tain desirable shelf space with those distributors they already have, or to at
tract new dealers to invest in distribution of their products. Although fixed, 
higher wholesale or retail prices will indeed be attractive to distributors, the 
question remains whether the law should allow manufacturers to obtain addi
tional shelf space or dealers by raising prices to consumers.25 Here, the manu
facturer is deliberately arranging for retail prices to be raised—hardly 
something in the consumer’s interest—in order to attract additional dealers 
that most consumers may not want or need.

25. It is worth noting that this purported justification is inconsistent with the claim that the manufac
turer consistently represents the consumer's interest. See supra note 22 and accompanying text.

Critics of per se treatment may respond that the manufacturer would never 
provide for higher minimum resale prices if consumers did not want more out
lets or other services. But this argument ignores the possibility that resale price 
maintenance may be initiated in response to dealer pressure, or because the 
manufacturer sees higher retail prices in its long-term business interests.

Even if attracting dealers were a legitimate concern, resale price mainte
nance is unnecessary. A manufacturer can lower its own price, widening the 
possible margin of profit for the dealer, and thereby attract additional outlets. 
Competing for dealers in this way is not only legal but desirable from the 
consumer’s point of view.

D. PRODUCT IMAGE AND “LOSS LEADERS”

Some opponents ofper se treatment for minimum resale price fixing rely on 
the argument that it is unfair to the manufacturer to allow dealers to sell its 
product, against the manufacturer’s wishes, at discount prices. The argument 
is most persuasive in those cases (1) where the manufacturer invests resources 
to create a product image of quality, or (2) if the product is an “image item” 
like perfume or wine and price reductions may actually reduce sales volume. 
Some manufacturers understandably dislike seeing their product used as a 
“loss leader” to induce customers to come into a store.

Again, although this is a credible justification, the question is how often are 
a manufacturer’s interests hurt by low retail prices. The “loss leader” phenom
enon, of course, is only a problem in multiproduct outlets. Even then, the 
manufacturer ordinarily can control loss leader selling by adjusting its whole
sale price; loss leaders below that price are understandably rare. When that is 
unpossible, most manufacturers realize that their interests lie in a strategy of 
selling to discounters who offer the lowest possible prices. Moreover, if a man
ufacturer feels that strongly about the level of resale prices, it can place its 
product only in non-discount operations. There, of course, is nothing wrong 
with selecting dealers to suit particular products; problems arise only when 
there is price fixing after the dealers are selected.
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Conclusion

As noted above, the justification for a per se rule does not depend on a 
demonstration that vertical price-fixing agreements are always anticompetitive. 
Critics of the Dr. Miles rule can postulate market settings in which competitive 
benefits will flow from vertical price fixing, but such circumstances may be 
cited with respect to all practices subject to per se treatment. The question, 
however, is whether the per se rule ought to be abandoned, given all the ad
ministrative difficulties of a rule of reason, or retained, recognizing that most 
vertical price fixing is likely to be anticompetitive. In addition, the effects of a 
per se rule could be alleviated by modifying the rule at the edges to take ac
count of justifiable exceptions.

“Exceptions” adopted by the courts to date, which have resulted in legal 
resale price fixing, have largely dealt with the definition of “agreement” in the 
vertical line. Thus manufacturers can achieve the result of vertical price fixing 
by announcing a minimum resale price and threatening to cut off dealers who 
do not comply,26 or by designating dealers as agents or consignees.27 Neither 
of these devices makes much sense theoretically, nor is there any reason to 
believe that these “exceptions” would be more likely to apply to instances of 
vertical price fixing that on balance are procompetitive.28

26. See United States v. Colgate & Co., 250 U.S. 300, 306-08 (1919). Bui see United States v. Parke, 
Davis & Co., 362 U.S, 29, 45 (1960) (establishing limits on the Colgate doctrine). The Seventh Circuit 
in Monsanto recognized the so-called “Colgate” exception: "[a] manufacturer may unilaterally fix a 
suggested resale price for its product.” Spray-Rite Serv. Corp. v. Monsanto Co., 684 F.2d 1226, 1234 
(7th Cir. 1982), cert, granted, 103 S. Ct. 1249 (1983).

27. Simpson v. Union Oil Co., 377 U.S. 13 (1964).
28. See Posner, supra note 8, at 283-99.
29. See, eg, United States v. Jerrold Elecs. Corp., 187 F. Supp. 545, 556-58 (E.D. Pa. 1960), offdper 

curiam, 365 U.S. 567 (1961) (authorizing “new entrant” exception to the per se rule covering tie-in 
sales).

30. Cf. Broadcast Music, Inc. v. Columbia Broadcasting Sys., Inc., 441 U.S. 1 (1979).

A more sensible approach would be to accept narrow, carefully defined ex
ceptions to a per se rule. For example, minimum vertical price arrangements 
ought to be permitted if they are being adopted temporarily by a new entrant 
to attract dealers, or even by a failing company. Comparable exceptions have 
been engrafted on other per se rules.29 There even might be a “characteriza
tion” step in which rule of reason rather than per se treatment would be per
missible in those rare instances when the arrangement had a remote effect on 
market price, and when the defendant could demonstrate extreme examples of 
“free rider” problems.30

Allowing occasional exceptions is not inconsistent with per se treatment. 
The justification for a.per se approach is that minimum price fixing is often a 
response to dealer pressure, detecting that fact is extremely difficult, the effects 
at the dealer level (and occasionally the manufacturer level) are highly an
ticompetitive, and the purported business justifications of those arrangements 
can usually, if not always, be achieved in some less restrictive way. Limited 
and carefully defined exceptions are a way of preserving efficient enforcement 
while accommodating those relatively few situations that merit more extended 
analysis.
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1. American Telephone & Telegraph Company (AT&T) included Western Electric (an equipment 
manufacturer), the Bell Operating Companies (providers of telecommunications services and equip
ment within franchised areas), AT&T Long Lines (a provider of toll telecommunications services), and 
Bell Laboratories (a research center). United States v. American Tel. & Tel. Co., 461 F. Supp. 1314, 
1317 n.l (D.D.C. 1978).

2. United States v. Western Elec. Co. (American Tel. & Tel. Co.), 552 F. Supp. 131, 226-34 (D.D.C. 
1982), tiff'd sub nom. Maryland v. United States, 103 S. Ct. 1240 (1983). The full details of compliance 
with the MFJ were approved on August 5, 1983, by order of Judge Greene. United States v. Western 
Electric Co., No. 82-0192 (D.D.C. Aug. 5, 1983) (memorandum and order). The term “Modified Final 
Judgment” reflects the relationship between this consent decree and the original consent decree that 
resolved the 1949 antitrust suit brought by the United States to break up AT&T. See United States v. 
Western Elec. Co., 1956 Trade Cas. (CCH) H 68,246 (D.N.J. 1956) (original consent decree).

Dennis W. Carlton**

The consent decree leading to the forthcoming divestiture of AT&T has 
set the stage for the future development of the telecommunications in
dustry in the United States. Yet, the full impact of the settlement be
tween the Department of Justice and AT&T upon consumers and the 
telecommunications-services and telecommunications-equipment indus
tries remains uncertain. In their article, Mr. Lavey and Professor Carl
ton analyze the antitrust policies upon which the agreement is based and 
conclude that there are some anomalies in the application of these poli
cies in the agreement. The authors then discuss the settlement agree
ment as a response to imperfect regulation of cross-subsidies. Finally, 
the authors discuss the problem of raising sufficient revenue to cover the 
costs of telephone companies after the divestiture.

An antitrust consent decree, commonly referred to as the Modified Final 
Judgment (MFJ), was entered into by the American Telephone & Telegraph 
Company1 and the United States Department of Justice and approved by Dis
trict of Columbia District Court Judge Harold Greene in 1982.2 The judgment 
has become a landmark in the development of the telecommunications indus
try in the United States and its effects on the structure and operation of the 
telecommunications industry will be extensive. For example, the Bell Operat
ing Companies (BOCs) will be divested from AT&T, new exchange areas,
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known as “LATAs,” have been approved,3 property is being valued and trans
ferred between the BOCs and AT&T, new channels for marketing Western 
Electric’s equipment are being opened, and access charges are being devel
oped. The number of technical details involved in these changes is monumen
tal, as are the range and complexity of the legal issues.

3. United States v. Western Elec. Co., No. 82-0192, slip op. at 104-116 (D.D.C. July 8, 1983); United 
States v. Western Elec. Co., 1983-1 Trade Cas. (CCH) 65,333 (D.D.C. 1983). Under the MFJ. the 
BOCs cannot provide inter-LATA services. Among the relevant factors in establishing LATAs are “the 
minimization of service disruption to telephone subscribers; the avoidance of costly network manage
ment; and the establishment of LATAs of sufficient size to attract several interexchange carriers.” Id. at 
69,972 n.27.

4 A central goal of the antitrust laws is to promote economic efficiency and consumers' welfare 
through increases in the quantity and quality of products available to consumers. See Reiter v. So
notone, 442 U.S. 330, 343 (1979); Broadcast Music. Inc. v. Columbia Broadcasting Sys., Inc., 441 U.S. 1, 
20 (1979); Valley Liquors, Inc. v. Renfield Importers, Ltd., 678 F.2d 742, 745 (7th Cir. 1982). See 
generally R. Posner & F. Easterbrook, Antitrust Cases, Economic Notes and Other Materi
als 152-70 (2d ed. 1981) (discussing procompetitive policy designed to maximize consumers' welfare 
and economic efficiency as goals of antitrust laws); 1 P. Areeda & D. Turner, Antitrust Law 7-31 
(1978) (same).

5. The Department of Justice reasoned that AT&T, as a rate base/rate of return regulated monopo
list, had “both the incentive and the ability, through cross-subsidization and discriminatory actions, to 
leverage the power it enjoys in its regulated monopoly markets to foreclose or impede the development 
of competition in related, potentially competitive markets.” Department of Justice, Competitive Impact 
Statement, Daily Exec. Rep. (BNA) B-l, B-2 (Feb. 11, 1982).

In assessing the impact of these changes, it is important to remember that 
the MFJ is the settlement of an antitrust case. The assumption underlying the 
MFJ from the Department of Justice’s (DOJ’s) perspective is that the infusion 
of competition will enhance consumers’ welfare, and thereby realize a funda
mental goal of the antitrust laws.4 Simply stated, the DOJ’s theory was that 
ineffective regulation allowed AT&T to abuse its monopoly power in telecom
munications services and equipment, and resulted in certain products and 
services being offered at prices that were above competitive levels.5 Pricing a 
product above the competitive level is inefficient because it causes consumers 
to purchase less of the product than they would at the competitive price.

This article has two principal objectives. First, it evaluates the goals and 
remedies of the MFJ through application of the economic criteria of efficiency 
and consumers’ welfare. In addition, the article seeks to establish an economic 
framework that will be useful to courts and regulators in interpreting and ap
plying the MFJ, to business and government in pursuing legal remedies related 
to the MFJ, and to legislators and regulators in developing new regulatory 
regimes.

Sections I and II of this article examine two concerns of the MFJ: (1) abuse 
of monopoly power, and (2) cross-subsidization from an imperfectly regulated 
monopoly market to a competitive market. Each section initially addresses the 
relevant economic and legal theories underlying antitrust enforcement and 
then analyzes the application of these theories in the MFJ. Section III consid
ers an important economic problem that is affected by, but largely beyond the 
scope of, the MFJ: Raising sufficient revenue to cover the costs of a regulated 
firm.
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I. Abuse of Monopoly Power

A. ECONOMIC FRAMEWORK

Monopoly power is defined as the ability of a firm (or group of firms acting 
jointly) to raise its price above the competitive level without driving away so 
many customers as to make the price increase unprofitable.6 The price a firm 
may charge for its product is constrained by the availability of close substitutes 
for the product and, provided that there are sufficient close substitutes, its price 
remains no higher than that which will give it a competitive rate of return. If a 
firm attempts to charge a higher price—a supracompetitive price—customers 
will turn to other firms able to supply substitute products at competitive prices. 
These firms in turn will expand their production to meet the increased demand 
for their products. If a firm provides a large percentage of the substitutable 
products actually or potentially available, however, customers may find it 
more difficult to buy from alternative suppliers when the firm increases its 
price. Consequently, a firm with a large share of the relevant market of substi
tutable products may be able to raise its price without losing many customers.7 
For this reason, courts often use market share as a rough indicator of monop
oly power.8

6. Landes & Posner, Market Power in Antitrust Cases, 94 Harv. L. Rev. 937, 937 (1981). See United 
States v. Grinnell Corp., 384 U.S. 563, 570 (1966) (monopoly power is power to control prices or ex
clude competition); Valley Liquors, 678 F.2d at 745 (monopoly power is power of firm to raise prices 
above competitive levels profitably). See generally 2 P. Areeda & D. Turner, supra note 4, at 322 
(discussing necessary elements of monopoly power).

7. Technically stated, the elasticity of demand facing a firm increases with the availability of close 
demand and supply substitutes. See Landes & Posner, supra note 6, at 945. A relevant market is 
defined as an “area of effective competition,” has product and geographic dimensions, and includes 
close demand and supply substitutes. See United States v. E.I. du Pont de Nemours & Co., 351 U.S. 
377, 395 (1956); Standard Oil Co. v. United States, 337 U.S. 293, 299-300 n.5 (1949).

8. See Grinnell, 384 U.S. at 571; Broadway Delivery Corp. v. United Parcel Serv. of Am., Inc., 651 
F.2d 122, 129 (2d Cir.) (market share below 50% rarely evidence of monopoly power; share between 
50% and 70% usually strong evidence of monopoly power), cert, denied, 455 U.S. 943 (1981); Landes & 
Posner, supra note 6, at 938 (market share common indicium of market power). Recent research, how
ever, indicates that the links between concentration and market power may be quite weak. See, eg., 
Ravenscraft, Structure-Profit Relationships at the Line of Business and Industry Level, 65 Rev. Econ. & 
Stat. 22, 29 (1983); Peltzman, The Gains and Losses from Industrial Concentration, 20 J.L. & Econ. 229 
(1977). The DOJ, in the 1982 Merger Guidelines of the Department of Justice, 2 Trade Reg. Rptr. 
(CCH) f] 4500, 6881-1 (June 4, 1982), uses the Herfindahl-Hirschman Index to measure the competitive
ness of a market. This index is calculated by adding the squared shares of the firms in the market. Id.

4503 at 6881-11-6881-12.
9. See, e.g., J. Gould & C. Ferguson, Microeconomic Theory 9-88 (5th ed. 1980); T. Scitov- 

sky, Welfare and Competition 55-85 (1971); Lavey, Patents, Copyrights, and Trademarks as Sources 
of Market Power in Antitrust Cases, 27 Antitrust Bull. 433, 436 (1982).

10. See United States v. Aluminum Co. of Am., 148 F.2d 416, 430 (2d Cir. 1945) (L. Hand, J ).

Supracompetitive prices are associated with a loss of consumers’ welfare be
cause such prices force buyers to consume a mix of products that is different 
from, and less attractive to them than, what their choices would have been if 
firms supplied all goods and services at competitive prices.9 Antitrust laws, 
however, do not attempt to counter the mere existence of monopoly power, or 
even the use of monopoly power to extract supracompetitive profits. Some 
firms, by virtue of their superior skill, foresight, efficiency, or luck, can offer 
better products and lower prices than their rivals and still earn supracompeti
tive profits.10 If the antitrust laws posed disincentives to the existence and 
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growth of such firms, the laws could impair consumers’ welfare." For exam
ple, a firm enjoying economies of scale—as AT&T alleges that it does in inter
exchange telecommunications services12 —does not violate the antitrust laws 
when it obtains a large market share by charging prices that are profitable to it 
but so low that its smaller rivals cannot survive.

Some antitrust prohibitions focus on abuses of monopoly power that exclude 
competition in the monopolized market or involve leverage—the use of power 
in one market to restrain competition in another market.13 An illustration of 
such a forbidden practice is a tying arrangement, whereby a monopolist condi
tions the sale of a product in one market on the buyer’s purchase of another 
product in a different market.14 A firm may also attempt vertical foreclosure, 
another prohibited practice, by monopolizing a key stage of an industry’s oper
ations.15 A vertically-integrated firm may discriminate against competitors by 
denying access to a facility that is essential to the sale of a product and that 
cannot be duplicated by competitors readily or at a similar cost, and thereby

11. See. eg., 2 P. Areeda & D. Turner, supra note 4, at 331-41 (excess profits may be result of 
lower production costs or innovation in product design); Schmalensee, Another Look at Market Power, 
95 Harv. L. Rev. 1789, 1805 (1982) (excess profits may provide signals to guide flow of investment 
funds).

12 The Design and Cost Characteristics of Telecommunications Networks 1-4 (R. Skoog 
ed 1980). See also J. Meyer, The Economics of Competition in the Telecommunications In
dustry 181-213, Appendix D (1979)).

13. See, e.g, Northeastern Tel. Co. v. American Tel. & Tel. Co., 651 F.2d 76, 93 (2d Cir. 1981), cert, 
denied. 455 U.S. 943 (1982); California Computer Prods, v. International Business Machs. Corp.. 613 
F.2d 727, 744 (9th Cir. 1979); Berkey Photo, Inc. v. Eastman Kodak Co., 603 F.2d 263, 284 (2d Cir. 
1979), cert, denied. 444 U.S. 1093 (1980). See generally Landes & Posner, supra note 6; Lavey, supra 
note 9.

14 See, e.g.. United States Steel v. Fortner Enters., 429 U.S. 610, 620 (1977); Times-Picayune Pub
lishing Co. v. United States, 345 U.S. 594, 611 (1953). Some economists and lawyers have questioned 
the rationale for antitrust liability for tie-in arrangements made by unregulated firms. See R. Posner & 
F. Easterbrook, supra note 4, at 802-10. A firm that is capable of earning monopoly profits on one 
product often can gain no additional profits by tying a second, related product. Even when tying in
creases a monopolist’s profits, consumers are not necessarily harmed. A firm subject to regulatory 
restraint on profits from its monopolized product, however, may seek to leverage or engage in tying to 
earn supracompetitive profits on a related product. See 1 A. Kahn, Economics of Regulation 28 
(1970). The DOJ recognized that AT&T’s incentive for leverage grew out of its status as a rate base/ 
rate of return regulated monopolist. See supra note 5 (quoting DOJ). See generally Bowman, Tying 
Arrangements and the Leverage Problem, 67 Yale L.J. 19, 20 (1957); Burstein, A Theory of Full-Line 
Forcing, 55 Nw. U.L. Rev. 62 (1960); Markovitz, Tie-ins, Reciprocity, and the Leverage Theory, 76 
Yale L.J. 1397, 1398 (1967).

15. Many economists and lawyers have criticized the proposition that an unregulated monopolist 
would find it profitable to abuse its monopoly power by curtailing competition in related markets 
through vertical foreclosure. These authorities argue that it is often unlikely that a monopolist will 
obtain a second source of monopoly profits from such arrangements, though there are cases in which 
monopoly profits can rise as a result of vertical integration. See, e.g., 3 P. Areeda & D. Turner, supra 
note 4, at 199; R. Bork, The Antitrust Paradox 225-45, 365-81 (1978); E. Singer, Antitrust 
Economics: Selected Legal Cases and Economic Models 206-23 (1968); Bork, Vertical Integra
tion and the Sherman Act: The Legal History of an Economic Misconception, 22 U. Chi. L. Rev. 157 
(1954); McGee & Bassett, Vertical Integration Revisited, 19 J.L. & Econ. 17 (1976); Posner, The Chicago 
School of Antitrust Analysis, 127 U. Pa. L. Rev. 925, 926 (1979). Tying sometimes can increase a 
monopolist’s profits, but may or may not harm consumers. Carlton, Notes on Tie-In Sales. Vertical 
Foreclosure (unpublished paper 1982) (copy on file at Georgetown Law Journal}. The DOJ noted that 
the fact that some of AT&T’s services and equipment offerings were regulated could give it the eco
nomic incentive to engage in vertical foreclosure (or refusal to purchase from outside suppliers). See 
supra note 5. The 1982 Merger Guidelines of the Department of Justice, 2 Trade Rec, Rptr. (CCH) 1| 
4500 (June 4, 1982), recognized certain competitive problems possibly arising from vertical mergers, 
including evasion of rate regulation. Id. 4504, at 6881-17 - 6881-19. 
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may exclude more efficient rivals.16

16. See, eg.. United States v. Terminal R.R. Ass’n, 224 U.S. 383, 409-10 (1912); Hecht v. Pro-Foot- 
ball, Inc., 570 F.2d 982, 992-93 (D.C. Cir. 1977), cert, denied, 436 U.S. 956 (1978); United States v. Otter 
Tail Power Co., 331 F. Supp. 54, 61 (D. Minn. 1971), affd in relevant part, 410 U.S. 366 (1973).

17. See supra note 13 and cases cited therein.
18. American Tel. & Tel. Co., 552 F. Supp. at 187; United States v. Western Elec. Co., 1983-1 Trade 

Cas. (CCH) U 65,333, at 69,974 n.38 (D.D.C. 1983).
19. American Tel. & Tel. Co., 552 F. Supp. at 188. The Department of Justice noted that

AT&T’s control over the local exchange monopolies . . . has given it the power—and its 
concomitant control of Long Lines has given it the economic incentive—to impede competi
tion in intercity services. The United States alleged that AT&T, after having failed to per
suade regulators and courts to prevent new entry, attempted to exercise this power.

Competitive Impact Statement, supra note 5, at B-6. See generally Lavey, Joint Network Planning in the 
Telephone Industry, 34 Fed. Com. L.J. 345 (1982).

20. The MFJ defines “exchange access” as, inter alia, “the provision of exchange services for the 
purpose of originating or terminating interexchange telecommunications.” American Tel. & Tel. Co., 
552 F. Supp. at 228. The MFJ sets forth criteria for the establishment of exchange areas by the BOCs. 
Id See also United States v. Western Elec. Co., 1983-1 Trade Cas. (CCH) H 65,333, at 69,980 (D.D.C. 
1983) (requiring BOCs to provide equal access to all interexchange carriers on nondiscriminatory basis 
for intra-LATA as well as inter-LATA traffic); United States v. Western Elec. Co., No 82-0192, slip op. 
at 116-24 (D.D.C. July 8, 1983).

21. American Tel. <£ Tel. Co., 552 F. Supp. at 228.

To summarize, two elements of certain antitrust violations are relevant to an 
analysis of the MFJ.17 First, a firm must be shown to possess monopoly power. 
Second, that power must have been used to exclude competition in the monop
olized market or related markets. The possible effects of regulation on the 
existence and abuses of monopoly power will be discussed in the next section.

B. ANALYSIS OF THE MODIFIED FINAL JUDGMENT

The MFJ reflects concerns about four types of abuses of monopoly power. 
This section discusses these abuses and examines the MFJ’s response to them.

1. Interexchange services

The MFJ clearly regards the BOCs as present monopolists in local telecom
munications, even though there is currently some bypass of the BOCs’ ex
change facilities and bypass technologies are becoming increasingly 
attractive.18 The MFJ further assumes that the use of the BOCs’ exchange (lo
cal) facilities is essential to competitors providing interexchange (toll) serv
ices,19 raising a concern that the BOCs could confer a competitive advantage 
on AT&T’s interexchange services over the services of its competitors by deny
ing exchange access20 to other common carriers, providing them with inferior 
exchange access, or charging them a higher price than what AT&T pays for 
equal exchange access.

The MFJ is not directed at eliminating the BOCs’ monopoly control of local 
facilities. Rather, it seeks to prevent the abuse of this power to impair inter
exchange services. Thus, the MFJ does not prevent the BOCs from providing 
exchange services and exchange access by cable, optical fiber, cellular radio, or 
other new technologies,21 all of which could compete with their present ex
change facilities. Instead, the MFJ attempts to constrain the BOCs’ ability to 
use their monopoly position to engage in leverage.
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The MFJ tries to achieve this objective by requiring that the BOCs not dis
criminate in providing current and future facilities to other interexchange car
riers. Under the MFJ, the BOCs must provide to all interexchange carriers 
exchange access on an unbundled, tariffed basis that is equal in type, quality, 
and price to that provided to AT&T.22 The BOCs also may not discriminate in 
establishing and disseminating interconnection standards and in planning for 
new exchange-access facilities.23 These requirements of nondiscrimination are 
fortified by the ordered divestiture of the BOCs from AT&T and the elimina
tion of joint ownership of facilities.24 Such actions are intended to decrease 
the likelihood that the BOCs will have an incentive to favor AT&T. In addi
tion, the BOCs cannot provide interexchange telecommunications services on 
their own.25

22. Id. at 227. Provision of equal exchange access by BOCs will be phased-in. Id. at 232-34.
23. Id. at 227.
24. Id. at 226-27. The Federal Communications Commission has ordered structural separation be

tween a firm’s multiple ventures in several cases, requiring separate books of account, facilities, and 
personnel. See Final Decision, In re Amendment of Section 64.702 of the Commission’s Rules and 
Regulations [hereinafter Second Computer Inquiry}, 'll F.C.C.2d 384, reconsid, 84 F.C.C.2d 50, 71-75 
(1980),further reconsid , 88 F.C.C.2d 512 (1981), tiff'd sub nom. Computer and Communications Indus. 
Ass’n v. FCC, 693 F.2d 198 (D.C. Cir. 1982), cert, denied, 103 S. Ct. 2109 (1983); Application of Gen. 
Tel. and Elecs. to Acquire Control of Telenet Corp., 72 F.C.C.2d 111 (1979); Satellite Business Sys., 62 
F.C.C.2d 977, mod, 72 F.C.C.2d 609 (1977), tiff'd en banc sub nom. United States v. FCC, 652 F.2d 72 
(D.C. Cir. 1980); Regulatory Policies Concerning Resale and Shared Use of Common Carrier Services, 
62 F.C.C.2d 945 (1975), affd sub nom. National Ass’n of Regulatory Utility Comm’rs v. FCC, 525 F.2d 
630 (D.C. Cir. 1976). Structural separation, unlike structural divestiture, does not eliminate a firm's 
incentives for discrimination because profits from separate subsidiaries go to the same parent.

25. American Tel. & Tel. Co., 552 F. Supp. at 227.
26. Competition in interexchange services can prevent “supracompetitive price pressures that the 

[Federal Communications] Commission might not be able to perceive or control” and spur “greater 
technological advances and more efficient operations." United States v. FCC, 652 F.2d 72, 104 (D.C. 
Cir. 1980).

27. Of course, it is possible that the injunctive provisions will be beneficial even after divestiture if, in 
fight of the history of close ties between AT&T and the BOCs, the BOCs would have chosen to favor 
AT&T.

28. Interexchange carriers can bypass the BOCs’ exchange facilities for originating and terminating 
traffic. See infra footnotes 96-99 and accompanying text. Some interexchange carriers will bypass even 
if treated nondiscriminatorily and others will not bypass even if subject to substantial discriminatory 
disadvantages. Still, the threat of greater bypass by any interexchange carrier gives the BOCs an incen
tive to provide low-cost, high-quality interconnections.

29. If an interexchange carrier can provide a service at a price and with qualities that will increase 
demand for interexchange services and, thereby, exchange access, the BOCs have no incentive to disad
vantage that carrier in interconnection arrangements and prices.

30. The MFJ recognizes that in some exchange areas with small, mechanical switches, nondiscrimi- 
natory access arrangements would not promote consumers’ welfare because the cost of the necessary

By fostering interexchange competition, these provisions aim at decreasing 
the prices and increasing the quantity, quality, and diversity of services avail
able to consumers making interexchange calls.26 Unfortunately, it is possible 
that the combination of nondiscrimination requirements and divestiture will 
go beyond preventing abuses of monopoly power, to the detriment of competi
tion and consumers’ welfare. Divestiture alone would eliminate any incentive 
for the BOCs to favor one provider of interexchange services.27 The BOCs 
will have the incentive to make utilization of their facilities attractive to inter
exchange carriers28 and to potential users of interexchange services.29

The BOCs may require flexibility in developing interconnection arrange
ments and prices.30 The MFJ’s restrictions on the BOCs’ prices, terms of ofler- 
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ing services, and planning activities for interconnections may force the BOCs 
to justify differences in arrangements and prices as nondiscriminatory. The 
costs of proving nondiscrimination may be substantial, possibly increasing ex
change access charges. In addition, fear of possible liability for discrimination 
may lead the BOCs to offer only a few interconnection arrangements and 
prices. Such a limited range of options may be suboptimal in terms of innova
tion, competition among interexchange carriers, and consumers’ welfare.* 31

equipment changes would raise access fees and cause a decline in interexchange traffic, and allows an 
exception for these areas from the nondiscrimination requirement. American Tel & Tel. Co.. 552 F. 
Supp. at 233. The MFJ’s requirement that exchange access be provided on an unbundled basis, id. at 
227, recognizes that interexchange carriers differ in their demands for interconnections and willingness 
to pay for certain arrangements, reflecting differences in their customers, services, and facilities An 
optimal price/quality combination for one carrier’s customers may be suboptimal for those of another 
carrier.

31. The Robinson-Patman Act, 15 U.S.C. §§ 13- 13b, 21a (1976), prohibits charging different prices 
to different buyers for products of like grade and quality where the price difference may lessen competi
tion. A number of scholars have criticized the Act as inducing price uniformity, discouraging efficient 
distribution schemes, and, thereby, lessening competition and damaging consumers' welfare See R 
Bork, supra note 15, at 384-91, 398-401; R. Posner, The Robinson-Patman Act: Federal Regu
lation of Price Differences 49-53 (1976); R. Posner & F. Easterbrook, supra note 4. at 951-54, 
988-89; 1 American Bar Association Section of Antitrust Law, The Robinson-Patman Act: 
Policy and Law 27-37 (1980); Cooper, Price Discrimination Law and Economic Efficiency, 75 Mich. L. 
Rev. 962 (1977). While the Robinson-Patman Act is limited to price differences for products “of like 
grade and quality,” the MFJ’s prohibitions are broader. Though "discrimination” is not defined in the 
MFJ, it may be that the “term ‘price discrimination’ describes a pattern of pricing that yields different 
net returns from the sale or lease of the same or different products to different customers.” 2 P Areeda 
& D. Turner, supra note 4, at 341-42. Prohibition of price discrimination in this broad sense creates 
enormous uncertainties and costs of compliance. In addition, it is not clear whether a meeting-competi
tion defense, explicit in the Robinson-Patman Act, will be implied for the MFJ

Another approach to discrimination in charges and practices is evident in the cases interpreting sec
tion 202(a) of the Communications Act of 1934, 47 U.S.C. § 202(a) (1976). See, e.g., American Tel. & 
Tel. Co. (TELPAK), 38 F.C.C.2d 370 (1964), affid sub nom. American Trucking Ass'ns v. FCC, 377 
F.2d 121 (D.C. Cir. 1966), cert, denied, 386 U.S. 943 (1967); American Tel & Tel. Co. Private Line 
Services, 61 F.C.C.2d 587, 656 (1976), reconsid., 64 F.C.C.2d 971 (1977). further reconsid.. 67 F.C.C.2d 
1441 (1978), rev'd in part sub nom. Aeronautical Radio, Inc. v. FCC, 642 F.2d 1221 (D C. Cir. 1980).

32. American Tel & Tel. Co., 552 F. Supp. at 227. The court expressed this view by compelling the 
BOCs to provide all interexchange carriers and information service providers exchange access, infor
mation access, and exchange services on an equal basis. Id. The MFJ defined “information services" 
as (with some exceptions) “the offering of a capability for generating, acquiring, storing, transforming, 
processing, retrieving, utilizing, or making available information which may be conveyed via telecom
munications.” Id. at 229. See also id. at 189-90 (free access to BOC exchange facilities will encourage 
competition in information services).

33. Id. at 227. The limitation on the BOCs’ provision of information services and divestiture seems 
to make the nondiscrimination restrictions unnecessary to prevent abuses of monopoly power. Conse

2. Information services
The MFJ treats the use of the BOCs’ exchange facilities as essential to prov

iders of information services.32 The concern arises as to the treatment of rival 
information-service providers by the BOCs in terms of design of, access to, and 
charges for use of the BOCs’ facilities. That is, how can the BOCs be pre
vented from abusing their monopoly power in exchange telecommunications 
to exclude competition in information services?

Under the MFJ, the BOCs can expand the quantity, quality, and range of 
exchange facilities that they offer to providers of information services, but can
not discriminate among such providers or provide information services them
selves.33 The BOCs must charge equal access fees to all providers of 



1504 The Georgetown Law Journal [Vol. 71:1497

information services making equal use of the BOCs’ facilities. Before the 
MFJ, the vertical integration of the BOCs with AT&T could have provided the 
incentive for the BOCs to favor AT&T if AT&T competed against other sup
pliers of information services. The divestiture of the BOCs from AT&T and 
the requirement that the BOCs provide equal access to exchange facilities to 
all information services are aimed at eliminating the BOCs’ ability and incen
tives to impair development of the information-services industry as a competi
tive, efficient market.34

quently, the nondiscrimination restrictions may cause a loss of consumers’ welfare. See supra text 
accompanying notes 28-31.

34. See id. at 189-90 (revenues from access fees will encourage BOCs to design network to accommo
date information-service providers).

35. Id. at 225. The court defined electronic publishing as the provision of any information that 
AT&T or one of its affiliates “has, or has caused to be, originated, authored, compiled, corrected, or 
edited, or in which it has a direct or indirect financial or proprietary interest, and which is disseminated 
to an unaffiliated person through some electronic means." Id.

36. An implicit assumption here is that divestiture and nondiscriminatory exchange access will not 
result in a competitive market structure in interexchange services for at least a few years. See id. at 171 
(AT&T conceded that as late as 1981 its share of interexchange revenue was about 77%). But see id. at 
172 (after divestiture, competitive entry in interexchange telecommunications is likely to increase and 
AT&T should be unable to engage in monopoly pricing in any market). If providers of information 
services have competitive alternatives for interexchange services, this prohibition on AT&T is unneces
sary for competition in information services and may cause a loss of consumers’ welfare by eliminating 
an efficient supplier.

37 Judge Greene recognized that AT&T could discriminate against competing electronic publishers 
by giving priority to traffic from its own publishing operations, gaining proprietary information about 
its competitors' publishing services, developing technology, facilities, and services that favor its own 
publishing operations and areas served, or providing competitors with inferior or more costly intercon
nections and maintenance. Id. at 181.

38. Id. at 182.
39. Id. at 179-80.
40. See id. at 180 (inclusion of AT&T will result in further technological advances, new products, 

and better services).

A related question addressed by the MFJ deals with the ability of AT&T 
itself to provide information services. The MFJ, as modified by Judge Greene, 
prohibits AT&T from engaging in electronic publishing over its own transmis
sion facilities.35 This prohibition reflects concerns that these facilities are es
sential to providers of information services, that AT&T is a monopolist in 
interexchange services36 and that, if AT&T entered into electronic publishing, 
it would abuse its power to exclude competition.37 Judge Greene viewed elec
tronic publishing as an infant industry populated by a small number of firms 
unable to fend for themselves in competition with AT&T if confronted by dis
criminatory actions undertaken by AT&T.38 The prohibition on AT&T pro
viding electronic publishing removes the economic incentives for AT&T to 
discriminate against providers of these services.

In contrast, AT&T is not prohibited from engaging in remote-access data 
processing services, based on the view that other large corporations are already 
established in this field, making it unlikely that AT&T would or could exclude 
competition through discrimination.39 Judge Greene treated AT&T’s entry 
into this field as likely to stimulate competition.40 He viewed the facilities of 
AT&T as less essential than those of the BOCs to providers of data processing 
services. Supposedly, if AT&T tried to cripple well-established competitors in 
remote-access data processing by discriminating against them in the price and 
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quality of interexchange services, these competitors would have sufficient alter
nate transmission facilities available, such as microwave and satellite common 
carriers or private networks, to survive. Yet, anomalously, these alternatives 
are basically the same as those available to providers of information services, 
which are assumed in the MFJ to be subject to AT&T’s monopoly power.

Under the 1980 decision of the Federal Communications Commission 
(FCC) in Second Computer Inquiry,41 AT&T, through a separate subsidiary, is 
not prohibited from providing any “enhanced service,” including both elec
tronic publishing and remote-access data processing, on an unregulated ba
sis.42 The FCC found that the market for enhanced services is “truly 
competitive”43 and believed that market forces would protect the public inter
est in reasonable rates and availability of efficient enhanced services. Judge 
Greene, and to a lesser extent the DOJ, showed more concern than did the 
FCC about abuses of monopoly power by the BOCs and AT&T affecting com
petition in enhanced services and about the inability of regulators to prevent 
discrimination. The MFJ’s more restrictive requirements on AT&T will limit 
the range of its activities that are not prohibited under the FCC’s order in 
Second Computer Inquiry.

41. 77 F.C.C.2d 384, reconsid., 84 F.C.C.2d 50 (1980),further reconsid., 88 F.C.C.2d 512 (1981), affd 
sub nom. Computer and Communications Indus. Ass’n v. FCC, 693 F.2d 198 (D C. Cir. 1982), cert, 
denied. 103 S. Ct. 2109 (1983).

42. The FCC defined basic service as “a pure transmission capability over a communications path 
that is virtually transparent in terms of its interaction with customer supplied information.” Second 
Computer Inquiry, 77 F.C.C.2d at 420. Enhanced service “combines basic service with computer 
processing applications that act on the format, content, code, protocol or similar aspects of the sub
scriber’s transmitted information, or provide the subscriber additional, different, or restructure infor
mation, or involve subscriber interaction with stored information.” Id. at 387.

43. Id. at 433.
44. American Tel. & Tel. Co., 552 F. Supp. at 190. Western Electric was unregulated, though its 

dealings with AT&T Long Links and the BOCs were subject to regulatory scrutiny.
45 The DOJ alleged that the “protective connecting arrangement” required by AT&T for intercon

nection of customer-provided terminal equipment “erected an unreasonably restrictive barrier to use of 
competitive terminal equipment.” Competitive Impact Statement, supra note 5, at B-7. See also Litton 
Systems, Inc. v. American Tel. & Tel. Co., 700 F.2d 785, 794-802 (2d Cir. \983), petition for cert, filed, 
52 U.S.L.W. 3001 (U.S. July 5, 1983).

46. American Tel. & Tel. Co., 552 F. Supp. at 227.

3. Terminal equipment

Competition in the manufacturing and distribution of terminal equipment is 
a third concern of the MFJ. Before the MFJ, the BOCs distributed and in
stalled terminal equipment manufactured largely by its corporate affiliate, 
Western Electric.44 A BOC also could exclude competing manufacturers or 
distributors of terminal equipment from selling in its franchise area if it de
nied, delayed, or charged a higher price for interconnection of terminal equip
ment made or distributed by its rivals.45 The vertical integration of the BOCs 
with Western Electric could have provided the BOCs with the incentive to 
favor Western Electric in their purchases and installation practices.

Three provisions of the MFJ affect this possible abuse of the BOCs’ monop
oly power.46 First, the MFJ prohibits discrimination by the BOCs among sup
pliers and products in interconnection with, use of, and charges for the BOCs’ 
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services and facilities.47 The obligation of nondiscrimination extends to the 
establishment and dissemination of interconnection standards.48 Next, the cor
porate affiliation between the BOCs and Western Electric is severed.49 Finally, 
the BOCs may not engage in the manufacture of telecommunications equip
ment.50 These provisions are aimed at lowering the prices and raising the qual
ity of terminal equipment available to consumers.51

47. Id.
48. Id.
49. Id. at 226-27. The MFJ also requires termination of the standard supply contract between West

ern Electric and the BOCs and other subsidiaries. Id at 227.
50. Id.
51. Again, the nondiscrimination restrictions may be unnecessary or even counterproductive in light 

of the divestiture. See supra text accompanying notes 28-31 and note 33.
52. American Tel. <i Tel. Co., 552 F. Supp. at 231. The DOJ opposed this revision. See infra note 82 

(DOJ reasoning that distribution of terminal equipment by BOCs would pose competitive dangers). 
Under the decree, AT&T will retain both the embedded terminal equipment and the existing network 
of retail outlets. 552 F. Supp. at 192.

53. Id at 191-92.
54. Id. at 191.
55. “The [BOCs], with their existing relationship to telephone users, are more likely than any other 

competitive entity to provide an effective counterbalance to AT&T’s market strength [in distributing 
terminal equipment]." Id. at 192. Moreover, Judge Greene observed that the BOCs are likely to serve 
as outlets for many small equipment manufacturers, stimulating both price competition and innovative 
design and manufacturing. Id. at 192 n.249.

The MFJ, however, was revised by Judge Greene to allow the BOCs to dis
tribute new terminal equipment.52 This revision supposedly would aid manu
facturers of terminal equipment by expanding sales if the BOCs become 
efficient distribution channels.53 Moreover, the end of the BOCs’ affiliation 
with Western Electric suggests that the BOCs would lose the incentive to dis
criminate in their choices of which manufacturers’ equipment to distribute.54 
Yet, allowing the BOCs to distribute terminal equipment may give them the 
incentive to discriminate against rival distributors. This revision means that 
the MFJ’s prohibition of discrimination by the BOCs will be relied upon to 
prevent the BOCs from abusing their market power to exclude competition in 
the distribution of terminal equipment.

Under this revision, BOCs are allowed to distribute, but not manufacture, 
terminal equipment. The explanation for this treatment does not lie in a dif
ference in the possibility of anticompetitive discrimination. It does not seem 
that rival distributors could fend for themselves against discriminatory inter
connecting by BOCs much better than rival manufacturers could, that con
sumers would be harmed less by discrimination against distributors, or that the 
rewards to the BOCs would be less when such conduct is directed against dis
tributors. Instead, the court’s reasoning is that distribution is an existing busi
ness of the BOCs, and continued participation by the BOCs may promote 
competition in distribution.55 Conversely, manufacturing is not an existing 
business of the BOCs and, supposedly, participation by the BOCs in manufac
turing would create a greater risk of loss to consumers via anticompetitive 
leveraging than the likelihood that consumers would benefit from the BOCs as 
the most efficient suppliers.
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4. Switching and transmission equipment
Procurements by the BOCs represent a large portion of total sales of switch

ing and transmission equipment in the United States. Assuming that the cor
porate affiliation between Western Electric and the BOCs lessened the degree 
to which price and quality considerations formed the basis for the BOCs’ pro
curement practices or the ability of other manufacturers to make equipment 
satisfying the BOCs’ needs, the BOCs’ procurement practices would have fore
closed competition in manufacturing switching and transmission equipment.56

56. Competitive Impact Statement, supra note 5, at B-8. Judge Greene noted that the DOJ’s procure
ment case was “not extremely strong,” American Tel. & Tel. Co., 552 F. Supp. at 163 n.137, and dis
missed the part of the case dealing with the pricing of equipment sold by Western Electric. 524 F. 
Supp. 1336, 1380-81 (D.D.C. 1981).

57. American Tel. & Tel. Co., 552 F. Supp. at 227.
58. The nondiscrimination provisions may be unnecessary to prevent abuses of market power and 

may actually be detrimental to consumers’ welfare. See supra notes 28-31 and accompanying text. The 
requirement under the Communications Act of 1934 that the FCC approve investments in transmission 
lines was designed to prevent carriers from inflating their rate bases, such as by inefficient purchases. 
See 47 U.S.C. § 214(a) (1976); 78 Cong. Rec. 10,314 (1934); AT&T: Construction and Operation of 
Carrier Systems, 10 F.C.C. 315, 321 (1944). The FCC found that competition in supplying equipment 
to the BOCs benefits consumers, AT&T: Charges for Interstate Telephone Service, 64 F.C.C.2d 1, 26 
(1977), and that there was some inefficiency in the BOCs’ equipment procurements because of the close 
relationship between Western Electric and the BOCs. Id. at 41. At times, the FCC has monitored 
closely AT&T’s equipment procurement practices. See, eg., AT&T: Northeast Corridor Lightguide 
Cable, 84 F.C.C.2d 303, 316 (1981). See also AT&T: Charges for Interstate Telephone Service, 64 
F.C.C.2d 1, 51-52 (1977) (chronic forecasting errors by AT&T and ineffective regulatory review led to 
overbuilding and network underutilization); Competitive Carrier Rulemaking, 77 F.C.C.2d 308, 344-47 
(1979) (FCC’s frustration in reviewing AT&T’s construction and purchase plans too late in planning 
cycle reasonably to require major changes).

59. The FCC is not limited in its pursuit of the public interest to the policies of the antitrust laws. 
United States v. FCC, 652 F.2d 72, 88 (D C. Cir. 1980).

60. The court in American Tel. & Tel. Co. noted that “the Bell System has been neither effectively 
regulated nor fully subjected to true competition.” 552 F. Supp. at 170. See also MCI Communica
tions Corp. v. American Tel. & Tel. Co., 1982-83 Trade Cas. (CCH) H 65,137, at 71,363-72 (7th Cir. 
1983) (denying AT&T antitrust immunity for involuntarily initiated interconnection practices neither 
controlled nor supervised by FCC), petitions for cert, filed, 52 U.S.L.W. 3011 (U.S. July 11, 1983); 
Phonetele Inc. v. American Tel. & Tel. Co., 664 F.2d 716, 727-38 (9th Cir. 1981) (AT&T claim of 
implied antitrust immunity due to pervasive regulation denied; noting limited authority of FCC to 
approve proposed tariffs before they go into effect), cert, denied, 103 S. Ct. 785 (1983); Northeastern Tel. 

The MFJ provides that the BOCs must make nondiscriminatory procure
ments, nondiscriminatorily establish and disseminate technical information, 
sever their affiliation with Western Electric, and neither manufacture nor pro
vide any switching or transmission equipment.57 These provisions seek to pro
mote consumers’ welfare by increasing competition in manufacturing such 
equipment and lessening incentives for inefficient purchases.58

5. Summary
The preceding discussion of the goals and remedies of the MFJ indicates the 

skepticism of the DOJ and the court about the effectiveness of state and federal 
regulators in limiting the ability of the BOCs and AT&T to abuse their market 
power. The MFJ assumes that the procompetitive policies set forth in the anti
trust laws have not been and, without the MFJ’s remedies, would not be imple
mented effectively by regulators.59 Underlying the MFJ is the supposition that 
AT&T is not immune from the antitrust laws by reason of pervasive regula
tion.60 According to the MFJ, drastic structural remedies, limitations on the 
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scope of firms’ activities, and clear prohibitions against discrimination are nec
essary to prevent future exclusionary conduct by these regulated firms.

II. Cross-Subsidization

A. ECONOMIC FRAMEWORK

This section discusses economic harms that can arise from a firm’s use of 
profits earned in a regulated monopoly market to help cover its costs in a com
petitive market. Cross-subsidization enables a firm to price one of its products 
below its directly-attributable costs and still survive.61 It thereby may be able 
to drive out efficient rivals in supplying the subsidized product. It then could 
use actual or potential cross-subsidization to prevent potential competitors 
from electing to enter the market for the subsidized product, leaving the firm 
with the ability to extract monopoly profits for that product and impair con
sumers’ welfare. In addition, cross-subsidization will increase the price 
charged for the regulated, subsidizing product.62

Co. v. American Tel. & Tel. Co., 651 F.2d 76, 82-84 (2d Cir. 1981) (denying antitrust immunity to 
AT&T; noting compatability and effectiveness of FCC regulation under Federal Communications Act 
and antitrust actions under Sherman Act), cert, denied. 455 U.S. 943 (1982); Sound, Inc. v American 
Tel. & Tel. Co., 631 F.2d 1324, 1327-35 (8th Cir. 1980) (implied antitrust immunity based on tension 
between FCC regulation and antitrust principles denied); Mid-Texas Communications Sys., Inc. v. 
American Tel. & Tel. Co., 615 F.2d 1372, 1377-82 (5th Cir.) (implied antitrust immunity denied; FCC’s 
mandate not centered upon competitive effects of regulation so inquiry into antitrust concerns ob
scured), cert, denied, 449 U.S. 912 (1980); Essential Communications Sys., Inc. v. American Tel. & Tel. 
Co., 610 F.2d 1114, 1121-26 (3d Cir. 1979) (FCC action not level of agency approval required for grant 
of implied antitrust immunity); Southern Pac. Communications Co. v. American Tel. & Tel. Co., 556 F. 
Supp. 825, 1095-97 (D.D.C. 1982) (denying antitrust immunity to AT&T; noting FCC’s uncertainty and 
delay in regulating competition); United States v. American Tel. & Tel. Co., 524 F. Supp. 1336, 1357- 
60 (D.D.C. 1981) (no Congressional intent that FCC regulatory authority override antitrust 
considerations).

61. The courts in MC1 Communications Corp. v. American Tel. & Tel. Co., 1982-83 Trade Cas. 
(CCH) U 65,137 (7th Cir. 1983), petitions for cert, filed, 52 U.S.L.W. 3011 (U.S. July 11. 1983), and 
Northeastern Tel. Co. v. American Tel. & Tel. Co., 651 F.2d 76 (2d Cir. 1981), cert, denied, 455 U.S. 
943 (1982), rejected the claim that pricing below fully-distributed costs but above directly-attributable 
(long-run incremental or average marginal) costs constitutes predatory pricing. MCI, 1982-83 Trade 
Cas. (CCH) at 71,383-84; Northeastern Tel. Co., 651 F.2d at 89-90. The courts held that pricing above 
directly-attributable costs does not involve cross-subsidies. MCI, 1982-83 Trade Cas. (CCH) at 71,383- 
84; Northeastern Tel. Co., 651 F.2d at 88. See W. Sharkey, The Theory of Natural Monopoly 40- 
42 (1982) (cross-subsidization is the failure of the price charged for a service or product to cover the cost 
of producing it).

62. Perfect competition and perfect regulation in the competitive and regulated markets, respec
tively, would protect consumers from the harms of cross-subsidization. The danger of harmful cross
subsidization arises only when regulation is imperfect.

63. The FCC has at times attempted to improve its ability to detect and thereby to limit cross
subsidies by requiring the formation of separate subsidiaries for certain activities. See infra note 73.

64. See, eg., S. Breyer, Regulation and its Reform 36-59 (1982); P. Garfield & W. Lovejoy, 
Public Utility Economics 44-45 (1964); 1 A. Kahn, The Economics of Regulation 25-54 (1970); 
F. Scherer, Industrial Market Structure and Economic Performance 481-86 (2d ed. 1980); 
Averch & Johnson, Behavior of the Firm Under Regulatory Constraint, 52 Am. Econ. Rev. 1053 (1962); 

An integrated firm that has a regulated monopoly in one market and faces 
competition in another is difficult to regulate because regulators cannot possi
bly detect all instances of cross-subsidization.63 One form of regulation in
volves limiting the rates charged by a firm so that it covers its costs in 
providing a regulated product and earns no more than a competitive rate of 
return on its investment for that product.64
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Problems exist with cost-based regulation because cost accounting for a 
multi-product firm is often inadequate. Under the basic principles of cost ac
counting, firms should assign costs and investment to the specific activities that 
caused them.65 It may be difficult, if not impossible, to allocate some categories 
of costs and investment, such as executives’ salaries, research and development 
expenditures, and the expenses of production facilities used to manufacture 
several products, to particular products on the basis of cost causation. Even if 
it is possible to arrive at a sound cost-causation-based allocation of a firm’s 
costs and investment by product, it may be hard for regulators to detect in
stances of cross-subsidization in which the firm misallocated its costs and in
vestment across its products. The FCC’s failure to develop effective cost
accounting procedures for AT&T’s interstate services is a classic example of 
these difficulties.66

Joskow & Hall, Regulation in Theory and Practice: An Overview, in Studies in Public Regulation 1 
(G. Fromm ed. 1981).

65. See generally S. Davidson, Fundamentals of Accounting 621-39 (5th ed. 1975); E. Hen- 
dricksen, Accounting Theory 28-31 (1965); 1 A. Kahn, supra note 64, at 63-158; F. Scherer. 
supra note 64, at 483-86.

66. See American Tel. & Tel. Co. Private Line Rate Cases (TELPAK), 61 F.C.C.2d 587, 589-90 
(1976) (FCC adopted fully distributed costs as the ratemaking standard for multiservice carriers; chose 
FDC-7, a cost-causation based method), reconsid , 64 F.C.C.2d 971 (1977), further reconsid., 67 
F.C.C.2d 1441 (1978), rev’d in part sub nom. Aeronautical Radio, Inc. v. FCC, 642 F.2d 1221 (DC. Cir. 
1980); American Tel. & Tel. Co. (Interim Cost Allocation Manual). 84 F.C.C.2d 384. 385, 397 (1981) 
(FDC-7 unworkable for AT&T ratemaking because historical cost-causation data lacking; lack of a 
proper and manageable methodology for the allocation of investment and expenses to AT&T’s individ
ual services or service elements; interim cost allocation methodology adopted), affd sub nom. MCI 
Telecommunications Corp. v. FCC, 675 F.2d 408 (D C. Cir. 1982).

67. See, eg., 3 P. Areeda & D. Turner, supra note 4, at 151; R. Bork. supra note 15, at 144-59; R. 
Posner, Antitrust Law 188 (1976); Areeda & Turner, Predatory Pricing and Related Practices Under 
Section 2 of the Sherman Act, 88 Harv. L. Rev. 697, 698 (1975); Baumol, Quasi-Permanence of Price 
Reductions: A Policy for Prevention of Predatory Pricing, 89 Yale L.J. 1, 26 n.50 (1979); Brodley & 
Hay, Predatory Pricing: Competing Economic Theories and the Evolution of Legal Standards, 66 Cor
nell L. Rev. 738, 741 (1981); Easterbrook, Predatory Strategies and Counterstrategies, 48 U. Chi L. 
Rev. 263, 265 (1981); Hurwitz & Kovacic, Judicial Analysis of Predation: The Emerging Trends, 35 
Vanderbilt L. Rev. 63, 67 (1982); Joskow & Klevorick, A Framework for Analyzing Predatory Pricing 
Policy, 89 Yale L.J. 213, 219-20 (1979).

68. See, e.g., MCI Communications Corp. v. American Tel. & Tel. Co., 1982-83 Trade Cas. (CCH) J 
65,137 at 71,372-84 (7th Cir. 1983), petitions for cert, filed, 52 U.S.L.W. 3011 (U.S. July 11, 1983); 
William Inglis & Sons Baking Co. v. ITT Continental Baking Co., 668 F.2d 1014, 1030 (9th Cir. 1981), 
cert, denied, 103 S. Ct. 58 (1982); Northeastern Tel. Co. v. American Tel. & Tel. Co., 651 F.2d 76, 86 
(2d Cir. 1981), cert, denied, 455 U.S. 943 (1982).

The main issue is why a firm would have an incentive to cross-subsidize. 
One concern is that cross-subsidization may foster predatory pricing. Preda
tory pricing is the temporary reduction of price by one firm in an attempt to 
drive out rivals or to discourage new competitors from entering the market. 
Once the rival firms are eliminated, the predator may raise its prices above the 
competitive level in order to recoup its short-term losses and realize supracom- 
petitive profits.67 Successful predatory pricing thus decreases consumers’ wel
fare in the long run, although there is a short-run benefit from the temporarily 
lower prices.

Courts view predatory pricing as an attempt to monopolize in violation of 
the antitrust laws.68 Many legal and economic scholars believe that unregulat
ed firms have no incentive to engage in predatory pricing and rarely do so. A 
predator’s success depends upon both the successful and permanent elimina
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tion of rivals and the ability to charge supracompetitive prices in the rivals’ 
absence to regain lost profits. In reality, however, fulfillment of such condi
tions is unlikely. Evidence of successful predators is scarce because predation 
is often more costly to the predatory firm than it is to its rivals.69

69. See, eg., 3 P. Areeda & D. Turner, supra note 4, at 150-52; R. Bork, supra note 15, at 154; 
Federal Trade Comm’n, Strategic Predation and Antitrust Analysis 9-12 (S. Salop ed. 
1981); Easterbrook, supra note 67, at 312-18; McGee, Predatory Pricing Revisted, 23 J.L. & Econ, 289, 
292-300 (1980).

70. See R. Posner & F. Easterbrook, supra note 4, at 994-95 (discussing Otter Tail Power Co. v. 
United States, 410 U.S. 366 (1973)). If managers in regulated firms do not profit maximize, but instead 
pursue other goals such as maximizing their job security, while managers m unregulated firms do profit 
maximize, it is possible to conceive of cases in which predation is more likely to occur in the multi
product regulated firm than in the multi-product unregulated firm.

71. The Department of Justice reasoned that because AT&T’s aggregate earnings may not exceed a 
specified rate of return, when it faces competition for some but not all of its services AT&T has an 
incentive to reduce prices for its competitive services and raise prices for its monopoly services. Com
petitive Impact Statement, supra note 5, at B-7. The DOJ reasoned that consequently, when faced with 
competitive entry in certain intercity services, AT&T lowered its prices on those services, without re
gard to the costs of providing them and with the effect of impeding new intercity competition. Id.

The incentives for predatory pricing may be the same for a multi-product 
firm possessing a regulated monopoly in some products and facing competition 
in others as for unregulated firms. Under the assumptions of profit maximiza
tion and poor regulatory scrutiny of cost allocations, such a firm could shift 
some of its costs and investment attributable to the competitive product into 
the rate base for a regulated product to maximize its overall profits on the 
regulated and competitive products. Thus the firm may earn apparently 
supracompetitive profits on the unregulated product even though it charges a 
competitive price. If the firm attempts predation by pricing below the compet
itive level in the unregulated market, it will incur lost profits in the short run. It 
will sacrifice these profits only on the hope of excluding competition and re
couping its losses. The regulated firm may differ from an unregulated firm in 
that, during predation, the former might appear to earn competitive or 
supracompetitive profits on the product subject to predation through cost shift
ing. Yet under these assumptions, regulated and unregulated firms actually 
would face similar incentives regarding the decision whether to engage in pre
dation. Any theory that predicts why predatory pricing is not attractive to 
unregulated firms would apply equally to regulated firms.70

A second concern about cross-subsidization involves economic efficiency. 
Rate-base regulation seeks to limit rates such that a firm’s total revenues from 
a service cover the costs and yield a fair (i.e., competitive) rate of return on the 
investment allocated to the service. If rate-base regulation permits improper 
shifting of costs toward the regulated service, the price of the regulated service 
will be higher than is justified under efficient pricing principles. This result 
may increase the firm’s profits but will generally be detrimental to consumers’ 
welfare.

B. ANALYSIS OF THE MFJ

The DO J recognized the potential for AT&T to engage in cross-subsidiza
tion.71 Likewise, the court acknowledged the possibility for cross-subsidization
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if the divested BOCs were permitted to engage in particular activities.72 The 
MFJ manifests this awareness in two ways.

72. American Tel. & Tel. Co., 552 F. Supp. at 188-94 (restrictions imposed on divested BOCs prohib
iting them from manufacturing terminal equipment and providing interexchange or information serv
ices; no restrictions placed on marketing terminal equipment or on directory advertising because no 
danger of cross-subsidization from regulated to unregulated products in these areas).

73. See Application of Gen. Tel. and Elecs. to Acquire Control of Telenet Corp., 72 F.C.C.2d 111, 
137 (1979) (in approving acquisition FCC required that Telenet operate as separate subsidiary; struc
tural separation necessary to avoid cross-subsidization), mod., 84 F.C.C.2d 18, 32-37 (1979); Second 
Computer Inquiry, T1 F.C.C.2d at 457-87, reconsid., 84 F.C.C.2d at 71-75 (amendment of § 64.702 of 
FCC’s Rules and Regulations to require AT&T to offer customer-premises equipment and enhanced 
services through separate subsidiary); Land Mobile Services, 51 F.C.C.2d 945, 951 (1975) (wireline 
telephone companies must establish separate corporations for the operation of cellular mobile radio 
communication systems), aff’d sub nom. National Ass’n of Regulatory Util. Comm'rs v. FCC, 525 F.2d 
630, 637 (D.C. Cir. 1976), iw/. denied, 425 U.S. 992 (1976).

74. See Second Computer Inquiry, 77 F.C.C.2d at 462 (principal mechanisms employed include re
duction in extent of joint and common costs between affiliated firms, requirement that transactions 
move from one set of corporate books to another, and publication of rates, terms, and conditions on 
which services will be available to all potential purchasers).

75. American Tel. & Tel. Co., 552 F. Supp. at 168. See also Byars v. Bluff City News Co., 609 F.2d 
843, 863-64 (6th Cir. 1979) (courts should consider feasibility of forming final decrees; injunction order
ing monopolist to deal might enmesh court in difficult problems of price regulation).

76. Competitive Impact Statement, supra note 5, at B-27; American Tel. <t Tel. Co., 552 F. Supp. at 
167-68.

77. American Tel. & Tel. Co., 552 F. Supp. at 193 n.251.
78. Id.

1. Divestiture

On several occasions the FCC has required that the competitive activities of 
a regulated monopolist be carried out through a separate subsidiary.73 This 
structural separation reduces the monopoly’s ability to cross-subsidize by pro
moting detection and prevention of cross-subsidization attempts.74 The MFJ 
achieves structural separation of the BOCs from AT&T and Western Electric 
through total divestiture, a more drastic remedy than separate subsidiaries. 
Two reasons underly the MFJ’s approach.

First, the court reasoned that neither the FCC nor a “judicially-created bu
reaucracy”75 to oversee an injunction decree possesses the ability to police ef
fectively AT&T’s cost accounting and conduct,76 perhaps even with separate 
subsidiaries. The court viewed divestiture as a more effective enforcement 
mechanism than structural separation. Although the separate subsidiary ap
proach provides a means for revealing intra-company transactions so that reg
ulators may better detect and prevent cross-subsidization, it does not eliminate 
the economic incentives, to the extent they exist, for anticompetitive conduct.77 
The parent company still has the same incentive to use a regulated-monopoly 
subsidiary to provide a competitive advantage to another of its subsidiaries 
through cross-subsidization or discrimination. In contrast, a monopolist has 
no incentive to favor a separately-owned company over its rivals.

Second, the court viewed separate subsidiaries essentially as a regulatory 
device and therefore not an appropriate antitrust remedy.78 The nature of the 
action against AT&T, and not just the goal of economic efficiency, thus dic
tated certain aspects of the final order.
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2. Opportunities for cross-subsidization
Under the MFJ, the BOCs will be allowed to continue engaging in certain 

unregulated activities, specifically the sale of directory advertising (Yellow 
Pages) and the distribution of terminal equipment.79 The court did not require 
separate subsidiaries for these activities, but recognized that regulators may 
want to impose this requirement to help detect cross-subsidies.80 Cross-subsi
dization considerations entered into the court’s treatment of these activities in 
two ways.

79. Id. at 231.
80. Id. at 193 n.251.
81. Id. at 191-92.
82. District Court Accepts Government ’s, AT&T’s Assent to Changes in Settlement, 43 Antitrust & 

Trade Reg. Rep. (BNA) No. 1079, at 380-381 (Aug. 26, 1982) (DOJ reasoning that “provision by the 
BOCs of more complex customer premises equipment, which necessarily involves a high degree of 
coordination between the equipment provider or customer and the local exchange carrier with respect 
to such matters as installation, maintenance, testing and restoration, would pose substantial competitive 
dangers"). See supra notes 14 and 15 (discussing tie-in and foreclosure arrangements).

83. American Tel. & Tel. Co., 552 F. Supp. at 193-94.
84. Id. See also United States v. Western Elec. Co., No. 82-0192, slip op. at 150-54 (D.D.C. July 8, 

1983); United States v. Western Elec. Co., 1983-1 Trade Cas. (CCH) U 65,333, at 69,973 (D.D.C. 1983) 
(continued viability of BOCs in public interest in light of goal of universal telephone service); infra note 
113.

85. See, e.g., 1 A. Kahn, supra note 64, at 125-26; W. Lavey, Factors Influencing Investments, 

First, the court reasoned that cross-subsidization affecting the distribution of 
terminal equipment was unlikely since the risks of detection were high and the 
possibility of successful predation low.81 Nevertheless, the DOJ viewed a ban 
on the BOCs engaging in the distribution of terminal equipment as necessary 
for efficient competition in that market because the BOCs might have the in
centive to cross-subsidize or leverage through discriminatory 
interconnections.82

On the other hand, cross-subsidization from directory advertising to regu
lated services was both expected and encouraged.83 The court treated directory 
advertising as a source of profits that could be used to subsidize local tele
phone rates. The court believed that having the BOCs provide directory ad
vertising instead of AT&T would have no anticompetitive effect on the market 
for advertising. Rather, the court saw the cross-subsidies to local telephone 
service as promoting the federal policy of making telephone service available 
at reasonable rates.84

In the absence of structural separation of directory advertising from the 
BOCs’ exchange and exchange access services, the court expected cross-subsi
dization. It is not clear, however, whether the court expected the revenues or, 
possibly, losses from the BOCs’ distribution of terminal equipment to affect the 
amount of revenue required to provide services.

III. Raising Sufficient Revenue

A. ECONOMIC FRAMEWORK

The historical rationale for telephone regulation was that because the provi
sion of local telephone service was a natural monopoly, output could be pro
vided most efficiently by one firm.85 The provision of telephone service is 
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characterized by high fixed costs, and the incremental (marginal) cost of serv
ing an additional subscriber is less than the average cost (the total cost of pro
viding telephone service in the specified area divided by the total number of 
subscribers). Charging a price per subscriber equal to the marginal cost of 
serving him would not produce sufficient revenues to cover a telephone com- 
Eany’s total costs. Consequently, the prices for some products or services must 

e set above their marginal costs. The difficulty facing regulators is how to set 
the price of each service so as to cover total costs.

There are well-established economic pricing principles for raising the neces
sary revenue in such circumstances, assuming that the goal is to minimize the 
unavoidable economic inefficiency that results from charging prices in excess 
of marginal cost.86 The extent of the economic inefficiency or distortion will 
depend on the degree to which the demand for a product is reduced by an 
increase in its price and to what extent the price of a product exceeds its margi
nal cost. The greater the disparity between product demand at the elevated 
price level and product demand at marginal cost, the greater tends to be the 
economic distortion. The distortion is minimized if (1) products whose de
mand is less price sensitive bear the brunt of the financing burden, and (2) 
there are many products whose prices can be raised above marginal cost. If 
there are many products, the amount by which any one product’s price exceeds 
its marginal cost can be less while raising the same amount of revenue.87

Costs, and Revenues of REA Telephone Companies (Harvard Program on Information Resources 
Policy 1982).

86. See generally Baumol & Bradford, Optimal Departures from Marginal Cost Pricing, 60 Am. 
Econ. Rev. 265 (1970); Braeutigam, An Analysis of Fully Distributed Cost Pricing in Regulated Indus
tries, 11 Bell J. Econ. 182 (1980); Ng & Weisser, Optimal Pricing with a Budget Constraint—The Case 
of the Two-Part Tariff, 41 Rev. Econ. Stud. 337 (1974); Ordover & Panzar, On the Existence of Pareto 
Superior Outlay Schedules, 11 Bell J. Econ. 351 (1980); Ramsey, A Contribution to the Theory of 
Taxation, 37 Econ. J. 47 (1927); Willig, Pareto Superior Nonlinear Outlay Schedules, 9 Bell J. Econ. 
56 (1978). We are assuming no lump-sum taxes.

87. If demands for products are interrelated, the principles for optimal pricing must be modified 
somewhat. See Baumol & Bradford, supra note 86, at 266-67.

88. The principles described in this section apply as well to exchange facilities owned by independ
ent telephone companies and to interexchange plant owned by AT&T.

89. For a discussion of instances in which a natural monopolist of several products must be protected 
from entry for efficiency reasons, see Panzar & Willig, Free Entry and the Sustainability of Natural 
Monopoly, 8 Bell J. Econ. 1 (1977).

Consider the situation in which regulators have the option of raising the 
prices of many products above their marginal costs in order to cover the costs 
of providing telephone exchange services. This occurs when the regulated mo
nopolist is permitted to sell multiple products and is protected from competi
tive entry. Suppose that the BOCs were allowed to sell salt and tried to do so 
at a price above its marginal cost in order to contribute to the revenue require
ment of their telephone exchange facilities.88 They would be unable to sell salt 
at a supracompetitive price because salt buyers would turn to rival sellers of 
salt. Only if the BOCs were granted a monopoly in salt and the entry of rivals 
was forbidden would it be possible for them to earn revenue in the salt market 
to help pay for the costs of the telephone facilities.89 The benefit to consumers 
from granting the BOCs a monopoly in salt is the resulting drop in the distor- 
tionary effects of raising sufficient revenue to cover costs. Consumers, how
ever, would not be protected from resulting inefficiencies in salt production. 
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That task would fall on regulators as ancillary to the regulation of exchange 
telephone service.90 The restraint on competition in the production and sale of 
salt involved in this situation is antithetical to the antitrust laws.

90. Cf. United States v. Southwestern Cable Co., 392 U.S. 157, 167-68 (1968) (broad construction of 
agency power to enable it to exercise comprehensive regulatory authority); National Broadcasting Co. 
v. United States, 319 U.S. 190, 219 (1943) (regulatory powers of FCC include oversight of affiliations 
between broadcast stations and networks); General Tel. Co. of Southwest v. United States, 449 F.2d 
846 , 853 (5th Cir. 1971) (FCC endowed with broad authority to accommodate new developments in 
field of communications such as CATV systems). But cf. Home Box Office, Inc. v. FCC, 567 F.2d 9, 13- 
14 (D.C. Cir.) (ancillary jurisdiction of FCC over CATV more limited than jurisdiction over broadcast 
services), cert, denied, 434 U.S. 829 (1977). Of course, we are not suggesting that the FCC’s jurisdiction 
under the Communications Act of 1934 extends to the production and sale of salt.

91. American Tel. 4 Tel. Co., 552 F. Supp. at 169, 187-88.
92. The court noted that

Many persons . . claim that [the MFJ’s] restrictions [on the BOCs] would have adverse 
consequences in that they would either undermine the financial viability of the divested 
[BOCs], or produce substantial increases in the rates for local telephone service, thus eroding 
the statutory goal of universal telephone service for all Americans. . . . This factor, to be 
sure, cannot preclude the imposition of a restriction necessary to preclude the anticompetitive 
activity; but to the extent that a restriction does not have a procompetitive effect, it may not be 
imposed if it infringes upon other important public policies.

Id. at 187-88 (footnotes omitted). However, in a later opinion. Judge Greene noted that “[o]ne of the 
Court’s principal aims throughout the public interest process has been to ensure that divestiture would 
not bring about or contribute to local telephone rate increases.” United States v. Western Elec. Co., 
No. 82-0192, slip op. at 153 (D.D.C. July 8, 1983).

An alternative method for efficiently raising revenue is to allow free entry 
into a market but subject sales to a government charge or “tax” used to help 
finance the costs of providing telephone service. For example, there may be 
free entry into the salt market but all sales of salt would bear a charge to help 
offset the costs of providing telephone service. This would raise revenue that 
could be used to help cover costs regardless of whether the BOCs could com
pete in selling salt. The effect on salt buyers would be similar to the existence 
of a monopolist in salt in that the price would be above the competitive level, 
causing some decline in salt demand. Consumers, however, would be pro
tected from inefficiencies in the production of salt because the pre-tax price 
would still reflect a competitive market, the disparity between the regulated 
market price and a purely competitive price being the result of the govern
ment-imposed tax. If the level of the tax on salt is determined according to 
economic principles, there would be a net gain in social welfare over the alter
native proposal of covering all telephone exchange costs through telephone 
rates alone. In short, a general tax to raise revenue is superior to licensing 
monopolies in otherwise competitive industries; the former forces firms to pro
duce efficiently while the latter does not.

B. ANALYSIS OF THE MFJ

The MFJ recognized the need for the BOCs to raise sufficient revenue to 
cover their costs.91 The MFJ’s primary concern, however, is with remedying 
restraints on competition that might violate the antitrust laws.92 The MFJ is 
not a blueprint for raising revenue for the BOCs and AT&T, despite the rela
tionship of this problem to economic efficiency and competition in the tele
communications industry and other industries. Rather, the MFJ left to the 
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federal and state regulators and legislatures the problem of raising revenue to 
recover the costs of providing telephone service.93

93. American Tel. & Tel Co., 552 F. Supp. at 169 n. 161.
94. Id. at 170 (history teaches that fair competition is more likely to benefit consumers than monop

oly; telecommunications industry is no exception). See also supra note 60 and cases cited therein
95. American Tel. dt Tel. Co., 552 F. Supp. at 189-91.
96. Id. at 175-76.
97. Id. at 175. See also Staff Report, FCC Policy on Cable Ownership 141, 159-60 (1981).
98. American Tel. & Tel. Co., 552 F. Supp. at 175-76.
99. Id at 176.
100. Id. at 186-91. If there is no realistic possibility of abuse of monopoly power, the court would 

grant a BOC’s petition to engage in an unrelated industry. Id. at 195 n.267.
101. Id. at 193-94.

1. Free entry

The MFJ firmly rejected the proposition that economic efficiency justifies a 
lack of competition within the telecommunications industry. The additional 
efficiency in raising revenue from protected markets was judged to be small 
relative to the potential inefficiency that may result from insulating potentially 
competitive markets from competition. The court saw no reason to exempt 
this industry from the antitrust laws94 and did not believe that the antitrust 
remedies of the MFJ—divestiture and prohibitions on the BOCs’ entry into 
certain activities—endangered the BOCs’ viability.95

The court considered the proposal that AT&T should be prevented from 
using new local distribution technologies that would allow it to originate and 
terminate interexchange traffic by bypassing the BOCs’ exchange plant.96 En
try by AT&T into exchange access service would deprive the BOCs of revenue 
that otherwise would be used to help cover the BOCs’ costs. The court rejected 
this proposal, reasoning that other interexchange carriers have the ability to 
bypass the BOCs and that to prohibit AT&T from bypassing would restrict 
competition and thus be antithetical to the antitrust laws.

In addition, development of competitive bypass facilities would further the 
purpose of the antitrust laws by increasing the quantity and quality of ex
change access services and decreasing their price and the potential for their use 
in exclusionary conduct.97 According to the court, a legislative program of sub
sidies, special charges, or other regulatory means ultimately may have to be 
developed in order to maintain affordable local rates as the growth of bypass 
services decrease the number of customers upon which the BOCs must depend 
to recover their costs.98 The potential for such problems did not warrant 
preventing bypass by AT&T in this antitrust consent decree.99

The court removed two of the restrictions on the BOCs’ activities that were 
previously agreed to by the DOJ and AT&T. The MFJ permitted the BOCs to 
continue to publish local Yellow Pages advertising and to distribute customer
premises equipment.100 The court noted that there were profits derived from 
local directory advertising,101 making these activities an attractive source of 
revenue to help cover the BOCs’ costs. This factor played a large role in the 
court’s decision to remove these restrictions. Raising revenue to cover the 
BOCs’ exchange plant, however, was not a major consideration in the court’s 
decision to allow them to distribute terminal equipment. According to the 
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court, competition in this activity makes it unlikely that the BOCs will be able 
to extract much revenue from it for that purpose. Rather, the decision seems to 
have been made in the hope of promoting efficient distribution.102 In addition, 
the court allowed the BOCs to raise revenues by sublicensing AT&T’s patents 
on customer-premises equipment to manufacturers.103

102. Id. at 192 n.249. See also supra note 55 (discussing competition between AT&T and BOCs in 
terminal equipment distribution).

103. United States v. Western Elec. Co., No. 82-0192, slip op. at 68-69 (D.D.C. July 8, 1983).
104. American Tel. & Tel. Co., 552 F. Supp. at 186-87.
105. Id. at 232-34.
106. Id. at 169 n.161. See also Access Charges; MTS and WATS Market Structure (Third Report 

and Order) (Dkt. No. 78-72, Phase 1), 48 Fed. Reg. 10,319 (1983) (codified at 47 C.F.R. § 69).
107. The court criticized the FCC’s decision to adopt flat fees per line as running “directly counter to 

one of the decree’s principal assumptions and purposes—that the fostering of competition in the 
telecommunications field need not and should not be the cause of increases in local telephone rates.” 
United States v. Western Elec. Co, 1983-1 Trade Cas. (CCH) 1| 65,333 at 69,973. The court seemed to 
be more concerned about “the protection of rates which will permit all segments of the population to 
enjoy telephone service” than about economically-efficient pricing. Id. at 69,975. See also United 
States v. Western Elec. Co., No. 82-0192, slip op. at 74-76 (D.D.C. July 8, 1983).

108. American Tel. dt Tel. Co., 552 F. Supp. at 169 n. 161.
109. See supra notes 86-87 and accompanying text (discussing effect of elasticities of demand on 

optimal pricing structure).
110. See, e.g., J. Meyer, supra note 12, at Appendix C; B. Mitchell. Pricing Subscriber Access 

to the Telephone Network (1982); Griffin. The Welfare Implications of Externalities and Price Elas
ticities for Telecommunications Pricing, 64 Rev. Econ. & Stat. 59, 66 (1982).

The DOJ and the court rejected arguments that the BOCs should be allowed 
to enter into interexchange and information services because of potential 
abuses of monopoly power. Those who favored allowing the BOCs to provide 
interexchange services argued that the operating companies would provide ad
ditional competition in the interexchange market and that the resulting reve
nues to the BOCs would increase their viability and reduce the need for local 
rate increases to cover their costs.104

2. Access charges

The MFJ requires the BOCs to establish charges for exchange access pro
vided to interexchange carriers and information-service suppliers.105 While ac
cess charges are to be “cost justified,” the MFJ leaves to regulators the decision 
as to what costs should be included in this calculation and what costs should 
be covered by exchange service.106 Regulators could retain the cost allocation 
presently used in telephone separations and settlements procedures, providing 
a large allocation of plant costs to interexchange services. In addition, regula
tors could choose to make access charges for carriers and subscribers usage 
sensitive or flat fees per line.107 Finally, Judge Greene referred to the possibil
ity of using state or federal tax revenues to subsidize exchange and exchange 
access services.108

Though the MFJ is silent on the optimal methodology for covering the cost 
of providing telephone service, economic theory is not. The cost should be 
covered by pricing services above their marginal costs according to the inverse 
of the elasticities of demand for the services.109 Studies have shown that the 
demand for interexchange service is more elastic (price sensitive) than the de
mand for connection to exchange facilities.110 A five-percent increase in a 
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BOC’s price for using each unit of exchange access for interexchange service 
will cause a decline in demand for such exchange access because of a drop in 
interexchange traffic or possibly-inefficient bypass of the BOC’s exchange fa
cilities. This percentage decline is larger than the percentage decline in sub
scribers resulting from a five-percent increase in the flat cost of connection to 
the BOC’s exchange facilities. A similar result may be expected for usage
sensitive charges on exchange access for information services. It therefore 
would be more efficient to cover costs primarily through flat fees or surcharges 
on subscriber connections than through usage-sensitive charges that greatly ex
ceed marginal cost.111

111. The FCC’s adoption of end-user, flat access charges to recover non-traffic sensitive common 
line costs—replacing in part usage-sensitive charges—is a move to more efficient pricing. See Access 
Charges; MTS/WATS Market Structure Inquiry (Third Report and Order) (Dkt. No. 78-72, Phase 1), 
48 Fed. Reg. 10,319 (1983) (codified at 47 C.F.R. § 69).

112. See K. Kahn, supra note 64, at 65-66; Coase, The Marginal Cost Controversy, 13 Economica 
169, 173 (1946).

113. The policy of universal service is commonly traced to the goal stated in the Communications 
Act of 1934: “[T]o make available, so far as possible, to all the people of the United States a rapid, 
efficient, Nation-wide, and world-wide wire and radio communication service with adequate facilities 
at reasonable charges.” 47 U.S.C. § 151 (1976). See also 7 U.S.C. §§ 921 et seq., 941 et seq. (1976 & 
Supp. V 1981) (legislation creating and funding the Rural Electrification Administration's telephone 
loan programs).

3. Achieving social goals

The reason economists use prices to allocate goods and require firms to be 
self-financing is to make sure that those who consume the firm’s product bene
fit enough to justify the cost of providing the product.112 In a competitive mar
ket, consumers of a good must be willing to pay for the cost of its production. 
Attempts to cross-subsidize by charging a supracompetitive price to one group 
in order to enable another group to pay less than the competitive price would 
not succeed in a competitive environment because the first group would turn to 
alternative suppliers ready to supply them profitably at the competitive price.

The MFJ encourages competition in interexchange services and terminal 
equipment. These developments make it more difficult for AT&T and the 
BOCs to charge rates exceeding the costs of supplying some users. For exam
ple, under current nationwide toll rate averaging, supracompetitive toll rates 
charged by AT&T for traffic between some low-cost (typically densely-popu
lated) areas generate revenues (cross-subsidies) that make it possible to charge 
subcompetitive rates on traffic between some high-cost (typically rural) areas. 
Competition in interexchange service between densely-populated areas under
cuts the ability of AT&T to continue such pricing.

If the United States continues to pursue public policy goals like universal 
service113 and toll-rate averaging, someone must ultimately bear the costs of 
providing these services. When a public policy decision is made to provide a 
service to those who are unable or unwilling to pay its cost, the economic ra
tionale that the telecommunications industry must be self-financing and com
petitive can no longer apply. The MFJ promotes competition within the 
industry and restricts the products and services that the BOCs and AT&T can 
provide. Therefore, requiring the BOCs and AT&T to set prices to achieve 
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certain social goals and yet be self-financing could seriously distort the pricing 
of the products and services that are monopolized. Such distortions would 
cause inefficiencies, such as the suppression of usage of certain services, con
struction of inefficient bypass facilities, and development of arrangements to 
take advantage of underpriced services (e.g., arbitrage).114 As a matter of eco
nomic theory, general tax revenues are the most appropriate source of revenue 
to achieve certain social goals in telephone service pricing.115

114 See, e.g., Resale and Shared Use. 60 F.C.C.2d 261 (1976), tiff'd sub nom. AT&T v. FCC, 572 
F.2d 17 (2d Cir.), cert, denied, 439 U.S. 875 (1978); Resale and Shared Use (MTS/WATS), 83 F.C.C.2d 
167 (1980).

115. Political realities may prevent the use of the most economically-efficient methods of raising 
revenue.

Conclusion

The primary economic goals of the MFJ involve promotion of competition 
in interexchange services, information services, manufacture and distribution 
of terminal equipment, and manufacture of switching and transmission equip
ment. The MFJ attempts to prevent abuses of monopoly power by the BOCs 
and AT&T as well as anticompetitive cross-subsidization by the BOCs. The 
corresponding remedies aimed at eliminating incentives for anticompetitive 
conduct require divestiture of the BOCs from AT&T and restrictions on the 
activities of the BOCs and AT&T. Any remaining incentive to discriminate or 
cross-subsidize is discouraged by equal-access requirements on the BOCs. 
Certain anomalies appear in these restrictions.

The competitive structure of the telecommunications industry is only one 
aspect of its economic efficiency. Another aspect is how revenue is raised to 
cover the costs of providing telephone service and achieve certain social policy 
goals in pricing telephone services. The MFJ affects this issue by promoting 
competition, making it more difficult to raise revenues for these purposes. The 
MFJ leaves for regulatory and legislative action the development of cost allo
cations, surcharges, taxes, and subsidies. The resolution of these issues will 
have a major impact on the efficiency of the post-MFJ telecommunications 
industry.



The Misguided Search for the Constitutional 
Definition of “Religion”

George C. Freeman, III*

Courts and commentators have searchedfor a definition of “religion. ” 
Relatively little attention has been paid, however, to the problem of 
whether “religion ” can ever be satisfactorily defined. Mr. Freeman out
lines the attempts of the Founding Fathers, several of the lower courts, 
and two leading scholars to define the term. After an effort to isolate the 
essence of religion, Mr. Freeman concludes that the term can not be 
defined. The article concludes with several recommendations intended 
to aid courts in deciding free exercise clause and establishment clause 
cases without relying on a definition of “religion. ” Mr. Freeman urges 
courts to accept the proposition that they need only decide on a standard 
meaning of religion and need not discover its definition.

Every definition is dangerous.
Erasmus1

Much has been written recently, by courts2 and by commentators,3 about the 
constitutional definition of “religion.”4 The focus of these efforts has been on

* Lecturer, Tulane Law School. A.B. 1975, Emory University; B.A. 1977, M.A. 1983, Oxford Uni
versity; J.D., M.A. 1982, University of Virginia. I am deeply indebted to a number of people for read
ing and commenting on an earlier draft of this article. In particular, I wish to thank Thomas Bergin, 
Cora Diamond, Joel Goldstein, David Little, Richard Moreland, George Rutherglen, and. especially, 
A. D. Woozley and my wife, Allison. All mistakes that remain are, of course, my own.

1. R. Stark & C. Glock, 1 Patterns of Religious Commitment, American Piety: The Na
ture of Religious Commitment 11 (1968).

2. Eg., Thomas v. Review Bd„ 450 U.S. 707 (1981); Wisconsin v. Yoder, 406 U.S. 205 (1972); Welsh 
v. United States, 398 U.S. 333 (1970) (Harlan, J., concurring); International Soc’y for Krishna Con
sciousness, Inc. v Barber, 650 F.2d 430 (2d Cir. 1981); Fielder v. Marumsco Christian School, 631 F 2d 
1144 (4th Cir. 1980); Malnak v. Yogi, 592 F.2d 197 (3d Cir. 1979); Founding Church of Scientology of 
Wash. v. United States, 409 F.2d 1146 (D C. Cir.), cert, denied, 396 U.S. 963 (1969).

3. E.g, Bowser, Delimiting Religion in the Constitution: A Classification Problem, 11 Val. U.L. Rev.
163 (1977); Boyan, Defining Religion in Operational and Institutional Terms, 116 U. Pa. L. Rev. 479 
(1968); Clark, Guidelines for the Free Exercise Clause, 83 Harv. L. Rev. 327 (1969); Fernandez, The 
Free Exercise of Religion. 36 S. Cal. L. Rev. 546 (1963); Hollingsworth, Constitutional Religious Protec
tion: Antiquated Oddity or Vital Reality?, 34 Ohio St. L.J. 15 (1973); Killilea, Standards for Expanding 
Freedom of Conscience, 34 U. Pitt. L. Rev. 531 (1973); Mansfield, Conscientious Objection—1964 
Term, in Religion and the Public Order 3 (D. Giannella ed. 1965); Merel, The Protection of Indi
vidual Choice: A Consistent Understanding of Religion Under the First Amendment, 45 U. Chi. L. Rev. 
805 (1978); Rabin, When is a Religious Belief Religious: United States v. Seeger and the Scope of Free 
Exercise, 51 Cornell L.Q. 231 (1966); Note, Toward a Constitutional Definition of Religion, 91 Harv. 
L Rev. 1056 (1978) [hereinafter Harvard Note); Note, The Sacred and the Profane: A First Amendment 
Definition of Religion, 61 Tex. L. Rev. 139 (1982); Comment, Defining Religion: Of God, the Constitu
tion and the DA.R., 32 U. Chi. L. Rev. 533 (1965).

4. “Congress shall make no law respecting an establishment of religion, or prohibiting the free exer
cise thereof ...” U.S. Const, amend. I. Together these two clauses are known as the religion 
clauses. The first, which is commonly called the establishment clause, was held applicable to the states 
in Everson v. Board of Educ., 330 U.S. 1, 8, 15 n.22 (1947) (establishment clause not violated by state 
payment of transportation costs for parochial school children). The second, which is generally known 
as the free exercise clause, was held applicable to the states in Cantwell v. Connecticut, 310 U.S. 296, 
303, 305 (1940) (free exercise clause not violated by prior state certification for religious solicitation).

1519



1520 The Georgetown Law Journal [Vol. 71:1519

the question: How should “religion” be defined? Surprisingly, no court or 
commentator has yet addressed the logically prior question: Can “religion” be 
defined? This article addresses both questions. In so doing, the article has two 
aims: To show that the leading attempts to define “religion” are unsatisfac
tory, and, more importantly, to show that the very attempt to define “religion” 
is misguided.

Part One of the article is expository. It sketches the Founding Fathers’ views 
on the meaning of “religion,” outlines the history of the Supreme Court’s at
tempts to define the term, and describes several definitions recently proposed 
by lower courts. Part Two examines and criticizes two leading scholarly at
tempts to define “religion.” Part Three explains why “religion” can not be 
defined. Finally, in Part Four, several tentative recommendations are made 
for how courts can decide cases under the religion clauses without relying on a 
definition of “religion.”

I. The Meaning of “Religion”: The Founding Fathers and the 
Courts

A. THE FOUNDING FATHERS

The Founding Fathers’ views on the meaning of “religion” cannot easily be 
gleaned from the sketchy historical record. What little evidence there is, how
ever, suggests that most of the Founders equated religion with theism.5 For 
example, George Mason and James Madison, two of the most prominent 
figures in the struggle for religious freedom, characterized religion as “the duty 
which we owe to our Creator, and the manner of discharging it.”6 Benjamin 
Franklin expressed a similar view when he “esteemed the essentials of every 
religion” to be, among other things, a belief in “the Deity; [and] that he made 
the world, and govern’d it by his Providence . . . ,”7 Even the unorthodox 
Thomas Paine described religion as “man bringing to his Maker the fruits of 
his heart.”8 Only in the writings of a few, such as Thomas Jefferson, might we 
find a broader conception of religion. Writing on the passage of the Virginia 
Bill for Establishing Religious Freedom, Jefferson had this to say: “The bill 
. . . [was] meant to comprehend, within the mantle of its protection, the Jew 
and the Gentile, the Christian and Mahometan, the Hindoo, and infidel of 
every denomination.”9 Even this remark fails to show conclusively, however, 

5. See generally 1 A. Stokes, Church and State in the United States 290-517 (1950) (describ
ing the Founders' religious beliefs and statements); L. Pfeffer, Church, State and Freedom 71-149 
(rev. ed. 1967) (describing influences, setting, and meaning of religion clauses).

The words “theism” and “deism” are used here interchangeably: "Theism always involves the belief 
that God is continuously active in the world. In this it differs from deism. According to deism . . . 
God, having made the world at the beginning of time, left it to continue on its own.” Owen, Theism, in 
8 The Encyclopedia of Philosophy 97, 97-98 (P. Edwards ed. 1972).

6. 1 K. Rowland, The Life of Georoe Mason 244 (1892); Madison, A Memorial and Remon
strance Against Religious Assessments, reprinted in Everson v. Board of Educ., 330 U.S. 1, 64 (1947) 
(Rutledge, J., dissenting).

7. B Franklin, Benjamin Franklin on Religion, in Profile of Genius: Poor Richard Pam
phlets 14 (N. Goodman ed. 1938) (pamphlet IX).

8. T. Paine, Rights of Man, in 4 Life and Writings of Thomas Paine 92 (D. Wheeler ed. 1908).
9. T. Jefferson, Autobiography, in 1 The Writings of Thomas Jefferson 66-67 (Library ed. 

1903).
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that Jefferson’s view of religion was not theistic. With its focus on religious 
freedom, the remark reveals more about Jefferson’s views on whose opinions 
should be protected than it does about his views on whose opinions are 
religious.10

10. Jefferson’s comment on the meaning of religion in his famous letter to the Danbury Baptist 
Association suggests he equated religion with some form of theism: “(R)eligion is a matter which lies 
solely between man and his God.” Letter from Thomas Jefferson to Nehemiah Dodge, Ephraim Rob
bins & Stephen Nelson, A Committee of the Danbury Baptist Association (Jan. 1, 1802), reprinted in 
Jefferson, Replies to Public Addresses, in 16 The Writings of Thomas Jefferson 281 (Library ed. 
1903).

11. As the Supreme Court has observed in another context:
[A] thing which is within the intention of the makers of a statute is as much within the statute 
as if it were within the letter; and a thing which is within the letter of a statute is not within the 
statute unless it be within the intention of the makers.

Barrett v. Van Pelt, 268 U.S. 85, 90-91 (1925).
12. See generally 1 A. Stokes, supra note 5; L. Pfeffer, supra note 5.
13. See H. Zimmer, Philosophies of India 181-559 (1951) (describing Jainism, Sawkhya and 

Yoga, Brahamenism, and Buddhism); N. Smart, The Religious Experience of Mankind 60-90 
(1969) (describing Vedic religion, Jainism, Buddhism, and the Apanishads).

14. See Harvard Note, supra note 3, at 1060 (no clear evidence of protection solely of theism).
15. See infra note 244 (discussing distinction between traditional secular atheist and religious 

atheist).
16. Writing in 1788, Oliver Ellsworth, a member of the Constitutional Convention who later served 

as Chief Justice of the United States Supreme Court, stated: “But while I assert the rights of religious 
liberty, 1 would not deny that the civil power has a right, in some cases, to interfere in matters of 
religion. ... I heartily approve of our laws against drunkenness, profane swearing, blasphemy, and 
professed atheism.” 1 A. Stokes, supra note 5, at 535.

17 Among the amendments to the Constitution Madison submitted in 1789 was the following: “No 
State shall violate the equal rights of conscience, or the freedom of the press, or the trial by jury in 
criminal cases.” 1 Annals of Cong. 435 (J. Gales ed. 1789). Characterizing this as “the most valuable 

Knowing that the Founding Fathers equated religion with theism is not 
nearly so important, however, as knowing why they equated the two.11 Unfor
tunately, the Founders were almost wholly silent on this point. If any explana
tion for their equation is possible, perhaps the best is this: In propounding 
their definition of “religion,” the Founders sought simply to describe what reli
gion itself is like, not to prescribe which religion or religions people should 
practice. Their aim, in other words, was to propound a neutral definition of 
“refigion,” one that did not discriminate against any unorthodox believer.12 At 
that time in American history, however, all of the unorthodox believers appear 
to have been theists. Had there been nontheists among them, the Founders, in 
the interest of neutrality, might very well have conceived of religion in broader 
terms. This seems especially likely in view of the fact that most nontheistic 
religions resemble their theistic counterparts in emphasizing the importance of 
worship, rituals, deities, and the transcendent.13 In any event, no evidence ex
ists to suggest that the Founders’ intention in equating religion with theism 
was to deny the religious character of nontheism.14

Although the Founders might have been willing to include nontheism 
within the meaning of “religion,” the same cannot easily be said for traditional 
atheism.15 For while the Founders appear to have been unfamiliar with the 
views of nontheists, they were neither unfamiliar with nor accepting of the 
views of traditional atheists.16 To be sure, the Founders did intend for the 
religion clauses to protect everyone’s right to freedom of conscience, at least 
from interference by the federal government.17 The Founders’ aim, however, 
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was to protect freedom of conscience only in matters of religion, not freedom 
of conscience per se. Two sources support this conclusion: The report of the 
debates over the wording of the religion clauses and the final wording itself. 
The historical record reveals that the Founders debated ten different versions 
of the refigion clauses before adopting the present wording. Significantly, only 
the first seven versions contained a specific provision protecting the rights of 
conscience.18 The Founders’ decision to omit such a provision from the re
maining versions can be interpreted in either of two ways. On the one hand, 
the Founders may have thought a provision protecting freedom of conscience 
would protect more than freedom of religion and was for this reason objection
able. On the other hand, the Founders may have thought such a provision was 
redundant, the right to freedom of conscience being subsumable under the 
right to the free exercise of religion. Neither interpretation supports the view 
that the Founders sought to protect freedom of conscience per se.

amendment in the whole list,” id. at 755, Madison argued that “if there were any reason to restrain the 
Government of the United States from infringing upon these essential rights, it was equally necessary 
that they should be secured against the State Governments.” Id. Madison failed, however, to persuade 
a majority of his colleagues, who viewed the amendment as a usurpation of the powers reserved to the 
states. Thus, concern for federalism took precedence even over concern for protecting the rights of 
conscience in matters of religion. See Permoli v. First Municipality of New Orleans, 44 U.S. (3 How.) 
588. 609 (1845) (religion clauses held inapplicable to the states). Furthermore, concern for federalism 
still prevailed in 1868, when the fourteenth amendment was ratified. The best evidence for this can be 
found in the debates over the Blaine Amendment, which provided that “(N)o State shall make any law 
respecting an establishment of religion or prohibiting the free exercise thereof.” F. O’Brien, Justice 
Reed and the First Amendment 116 (1958). As Professor O’Brien has noted in commenting on the 
defeat of the proposal:

Not one of the several Representatives and Senators who spoke on the proposal even sug
gested that its provisions were implicit in the [Fourteenth] Amendment ratified just seven 
years earlier. Remarks of Randolph, Christiancy, Kernan. Whyte, Bogy. Eaton, and 
Morton give confirmation to the belief that none of the legislators in 1875 thought the Four
teenth Amendment incorporated the religious provisions of the First.

Id at 116-17. See also Kurland, The Irrelevance of the Constitution: The Religion Clauses of the First 
Amendment and the Supreme Court, 24 VlLL. L. Rev. 3 (1978-79).

18. A representative example of the versions containing a conscience provision is: “Congress shall 
make no law establishing religion, or to prevent the free exercise thereof, or to infringe the rights of 
conscience.” 1 Annals of Cono. 766 (J. Gales ed. 1789). The first four versions can be found in id. at 
434, 729, 731, 766. The other six versions can be found in Journal of the First Session of the 
United States of America (1789), reprinted in 1 The Journal of the Senate 104, 106, 116, 117, 
129, 145 (M.P. Claussen ed. 1977).

19. Cf. J.H. Ely, Democracy and Distrust 16 (1980) (“the most important datum bearing on 
what was intended is the constitutional language itself’).

20. The discussion here is derived from W. Hohfeld, Fundamental Conceptions 35-64 (1923). 
See also Corbin, Legal Analysis and Terminology, 29 Yale L.J. 163, 166 (1919) (a “right” includes a 
duty upon another; a “privilege” is the liberty to conduct oneself as one pleases). A constitutional right 
to freedom of religion is what Hohfeld called a claim right. A claim right can be described as a right 
held by X against Y to do Z. Having this right, X is at liberty to do or not do Z (but is under no duty to 
do or not do Z), and Y has a duty not to prevent X from doing Z and not to compel him to do Z. If, for 
example, X (an individual) has a claim right against Y (the government) to do Z (to practice a religion),

Nor is this view supported by the specific language selected for either the 
free exercise clause or the establishment clause.19 What the free exercise 
clause protects is the free exercise of religion, not the free exercise of con
science. It does this by affording every individual a right to freedom of reli
gion. This right, as a matter of logic, entails both a duty that is imposed on the 
government and a liberty that is accorded to every individual.20 To be more 
explicit, the government has a duty not to restrict or require the practice and 
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support of religion. Every individual, moreover, is at liberty either to practice 
and support a religion or not to practice and support a religion. Standing 
alone, however, the free exercise clause does not protect the nonbeliever except 
by guaranteeing him a right not to practice and support a religion. The clause 
affords him no right to engage in any other antireligious activities. For a right 
to engage in these, he must look to other provisions of the Constitution—to the 
free speech clause, for example.21

then X is at liberty to do or not do Z, and Y has a duty not to interfere with X’s attempt to do or not do 
Z. See W. Hohfeld, supra, at 38 (when a “right is invaded, a duty is violated").

21 Technically, even if there were no other provisions on which the nonbeliever could rely, he 
would still be at liberty under the Constitution to engage in additional irreligious activities—to de
nounce prayer, for example. He would be at liberty to do so in the sense that, absent government 
prohibition, he would have no duty not to do so. Since the nonbeliever would only be at liberty to 
denounce prayer and would not have a claim right to do so, however, the government would have no 
duty to refrain from prohibiting such denunciations. In short, although the free exercise clause forbids 
the government from prohibiting the believer from praying or requiring the nonbeliever to pray, it does 
not forbid the government from prohibiting the nonbeliever from denouncing prayer. Indeed, the gov
ernment is entitled to prohibit such denunciations unless some specific provision in the Constitution 
affords the nonbeliever a right to make them.

Others have reached a similar conclusion, albeit for slightly different reasons. See generally M. 
Howe, The Garden and the Wilderness (1965) (rule of neutrality between religion and irreligion 
not historically traceable to the religion clause); Giannella, Religious Liberty, Nonestablishment and 
Doctrinal Development—Parti. The Religious Liberty Guarantee, 80 Harv. L. Rev. 1381, 1424. 1430- 
31 (1967) (establishment clause prevents distinction between religious and secular beliefs for conscien
tious objectors).

22. See Welsh v. United States, 398 U.S. 333, 356-58 (1970) (Harlan, J., concurring) (establishment 
clause prevents distinction between religious and secular belief for conscientious objectors).

23. See id. at 357 (neutrality principle requires an equal protection mode of analysis).
24. Although Justice Harlan did not suggest the establishment clause must be construed as the 

nonbeliever’s free exercise clause, equal treatment requires that the clause be construed this way. Peter 
Westen explains why:

Relationships of equality (and inequality) are derivative, secondary relationships; they are 
logically posterior, not anterior, to rights. To say that two persons are the same in a certain 
respect is to presuppose a rule—a prescribed standard for treating them—that both fully sat
isfy. . . . “Equally” means “according to one and the same rule.”

Westen, The Empty Idea of Equality, 95 Harv. L. Rev. 537, 548 (1982) (footnotes omitted).
25. Justice Harlan’s view is based on Phillip Kurland’s “neutrality” principle, which states: 

“(GJovemment cannot utilize religion as a standard for action or inaction because [the religion] clauses 
prohibit classification in terms of religion either to confer a benefit or to impose a burden.” Kurland, Of 
Church and State and the Supreme Court, 29 U. Chi. L. Rev. 1, 5-6 (1961). Kurland suggests, although 
Justice Harlan did not, that this principle eliminates the need for any inquiry into the meaning of 
religion and that the Constitution itself might prohibit any such inquiry. Id. at 48. Kurland failed to 
notice, however, that courts and the government cannot be neutral with respect to religion unless they 
first know what religion itself is. For an excellent criticism of Kurland on this point, see Mansfield, 
Book Review, 52 Calif. L. Rev. 212, 215-16 (1964) (suggesting Court cannot escape constitutional 
definition of “religion” but actually showing Court cannot escape relying on constitutional meaning of 
“religion”).

Justice Harlan maintained that it is the establishment clause that protects 
the nonbeliever.22 It does this, he argued, by requiring that the government 
always treat the nonbeliever and the believer equally.23 According to this view, 
the establishment clause may be interpreted, in part, as the nonbeliever’s free 
exercise clause.24 Justice Harlan never suggested, however, that this view could 
be derived from the original intent of the Founders. He recommended it for 
other reasons.25 As for the original intent, moreover, there appears to be no 
evidence to suggest that the Founders intended for the establishment clause to 
be construed as the nonbeliever’s free exercise clause. Had they intended for it 
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to be, they simply could have retained some version of the freedom-of-con- 
science clause.

How much weight should be attached to the Founders’ views on the mean
ing of “religion” in deciding what “religion” means under the Constitution 
today is an open question. Several commentators recently have argued that 
the Founders’ views should not be accorded much weight at all.26 Paul Brest, 
for example, contends that it is not enough for courts simply “to try to under
stand constitutional concepts and values from the [Founders’] perspective;”27 
courts must also “ ‘translate’ the [Founders’] concepts and intentions into our 
time and apply them to situations that the [Founders] did not forsee.”28 Yet, in 
Brest’s opinion, we should not be optimistic about the possibility of courts pro
ducing successful translations: “When [a judge or Justice] engages in this sort 
of projection, she is in a fantasy world more of her own than of the [Founders’] 
making.”29 30 No claim is made here, however, that the Founders’ views on the 
meaning of “religion” either should or should not be controlling for courts 
today. All that is claimed is that any argument for treating the believer and 
the nonbeliever equally under the religion clauses must be accompanied by an 
argument for why the Founders’ views on the subject should be ignored.

26. See, e.g., Brest, The Misconceived Quest for the Original Understanding, 60 B.U.L. Rev. 204, 214- 
17, 238 (1980) (fundamental values are not well protected by guessing the intentions of the adopters); 
Dworkin, The Forum of Principle, 56 N.Y.U. L. Rev. 469, 471-500 (1982) (courts find constitutional 
“intent” not only in history but also in political theory); Sandalow, Constitutional Interpretation, 79 
Mich. L. Rev. 1033, 1068-69 (1981) (content and boundaries of Constitution not limited to Founders’ 
intent); Tushnet, Following the Rules Laid Down: A Critique of Interpretivism and Neutral Principles, 96 
Harv. L. Rev. 781, 798-804 (1983) (judicial interpretation of Founders' intent inconsistent with real 
intent of Founders to constrain judges).

27. Brest, supra note 26, at 218.
28. Id
29. Id. at 221.
30. 367 U.S. 488 (1961).
31. 133 U.S. 333, 345-48 (1890) (no constitutional bar to prosecuting bigamists or preventing biga

mists from voting or holding public office).
32. Id. at 342.
33. 283 U.S. 605, 623-27 (1931) (alien who refuses to promise to bear arms unless he believes the war 

is morally justified has no naturalization privilege), overruled, Girouard v. United States, 328 U.S. 61, 
69-70 (1946) (Seventh Day Adventist conscientious objector granted naturalization privilege by 
Congress).

34. 283 U.S. at 633-34 (Hughes, C.J., dissenting).

B. THE SUPREME COURT

Throughout its history, the Supreme Court has had surprisingly little to say 
about the meaning of “religion.” In fact, prior to its 1961 landmark decision in 
Torcaso v. Watkins?0 the Court had commented on the meaning of “religion” 
in only four cases. In the first, Davis v. Beason ,31 in 1890, the Court paid trib
ute to theism: “The term ‘religion’ has reference to one’s view of his relations 
to his Creator, and to the obligations they impose of reverence for his being 
and character, and of obedience to his will.”32 The second comment, coming 
some forty years later, in United States v. Macintosh ,33 seconded the tribute: 
“The essence of religion is belief in a relation to God involving duties superior 
to those arising from any human relation.”34 In 1944, in United States v. Bal
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lard?5 the Court subtly shifted its position. Without commenting explicitly in 
the case on the meaning of “religion,” the Court implied that earlier attempts 
to equate religion with theism were probably unconstitutional. Religious free
dom, said the Court, includes “the right to maintain theories of life and of 
death and of the hereafter which are rank heresy to followers of the orthodox 
faiths.”36 In 1953, in Fowler v. Rhode Island?1 the Court again suggested that 
any attempt to reduce religion to theism is constitutionally suspect: “[I]t is no 
business of courts to say that what is a religious practice or activity for one 
group is not religion under the protection of the First Amendment.”38

With Torcaso, the Supreme Court dispelled whatever doubts may have ex
isted about its willingness to conceive of religion in new, and radically differ
ent, terms. The dispute in the case arose over a provision in a Maryland 
statute requiring all public officials to profess a belief in God before assuming 
office.39 The Court invalidated the provision on the grounds that the require
ment placed Maryland “on the side of one particular sort of believer”40 and 
therefore imposed an unconstitutional burden on both nonbelievers and be
lievers whose religion does not rest on a belief in God.41 In what has become a 
famous footnote, the Court said of this latter group: “Among religions in this 
country which do not teach what would generally be considered a belief in the 
existence of God are Buddhism, Taoism, Ethical Culture, Secular Humanism 
and others.”42 With this remark, the Court expressly repudiated its earlier at
tempts to equate religion with theism.

What the Court in Torcaso did not do was provide any guidelines for deter
mining which beliefs and practices are rooted in religion. These the Court 
sought to provide, albeit in the context of statutory interpretation, in United 
States v. Seeger 43 At issue in Seeger was the meaning of the phrase “religious 
training and belief’ in section 6(j) of the Universal Military Training and 
Service Act of 1948.44 Section 6(j) guaranteed an exemption from military 
service to anyone

who, by reason of religious training and belief, is conscientiously op
posed to participation in war in any form. Religious training and be-

35. 322 U.S. 78, 85-88 (1944) (questions of truth or falsity of defendants’ religious beliefs or doctrines 
properly withheld from jury in fraud case).

36. Id. at 86-87. The Court continued:
Men may believe what they cannot prove. They may not be put to the proof of their religious 
doctrines or beliefs. Religious experiences which are as real as life to some may be incompre
hensible to others. . . . The Fathers of the Constitution were not unaware of the varied and 
extreme views of religious sects, of the violence of disagreement among them, and of the lack 
of any one religious creed on which all men would agree. They fashioned a charter of govern
ment which envisaged the widest possible toleration of conflicting views.

Id
37. 345 U.S. 67, 69 (1953) (ban on religious addresses in public park that applies only to Jehovah’s 

Witnesses unconstitutional).
38. Id at 69-70.
39. Torcaso, 367 U.S. at 489-90.
40. Id. at 490.
41. See id. at 490, 495 (federal and state governments cannot discriminate against nonbelievers or 

favor specific God-based religions).
42. Id. at 495 n.ll.
43 . 380 U.S. 163 (1965).
44. 50 U.S.C. app. § 456(j) (1964).
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lief in this connection means an individual’s belief in a relation to a 
Supreme Being involving duties superior to those arising from any 
human relation, but does not include essentially political, sociologi
cal, or philosophical views or a merely personal moral code.45

45. Id. The definition of religion propounded by the Court in Seeger is a statutory definition, not a 
constitutional definition. Leading commentators have predicted, however, that “the Court will find 
that the term religion as used in the First Amendment has at least as broad a reach as the same term in 
section 6(j), broader perhaps, since the First Amendment speaks only of religion and is not encumbered 
with the embarrassing verbiage of the Supreme Being clause." Mansfield, supra note 3, at 9. See also 
Giannella, supra note 21, at 1425 (Seeger definition suggests ultimate definition of religion for constitu
tional purposes); Harvard Note, supra note 3, at 1064 (Seeger definition of religion constitutionally 
required). Several lower courts have expressed a similar view. See International Soc’y for Krishna 
Consciousness, Inc. v. Barber, 650 F.2d 430, 439-40 (2d Cir. 1981) (anti-solicitation regulation violates 
free exercise clause under Seeger functional definition of religion); Malnak v. Yogi, 592 F.2d 197, 207- 
10 (3d Cir. 1979) (Adams, J., concurring) (modern definition of religion in Seeger applies to first 
amendment); cf. Founding Church of Scientology of Wash. v. United States, 409 F.2d 1146, 1160 (D C. 
Cir.) (lack of conventional deity does not preclude status as religion), cert, denied, 396 U.S. 963 (1969). 
But cf. Fiedler v. Marumsco Christian School, 631 F.2d 1144, 1152-53 (4th Cir. 1980) (preference of 
parochial school against interracial relationships not religious doctrine); Merel, supra note 3, at 812 
(protection of all acts of conscience beyond intent of first amendment and is theoretically and practi
cally illimitable).

46. Seeger, 380 U.S. at 166.
47. Id.
48. See Welsh v. United States, 398 U.S. 333, 348-54 (1970) (Harlan, J„ concurring) (legislative 

history and natural reading of § 6(j) demonstrate congressional intent to distinguish conventional reli
gions from ethical, moral, and intellectual views).

49. Seeger, 380 U.S. at 179-80.
50. Id. at 165.
51. Id. at 165-66.
52. Id. at 180.
53. Id. at 166.
54. Id. at 176. This definition has been accurately described as a “functional” definition of religion. 

The definition ignores the content of an individual’s beliefs and focuses instead on the role those beliefs 

In the light of this language, the petitioner, Andrew Seeger, did not appear to 
qualify for an exemption, since his opposition to war was not based on a belief 
in a Supreme Being. Indeed, Seeger expressed skepticism about the existence 
of such a Being.46 He based his opposition to war, instead, on a “religious faith 
in a purely ethical creed.”47

Despite strong evidence that Congress intended otherwise,48 the Court inter
preted section 6(j) as guaranteeing an exemption to every religious believer 
who opposed war in any form, no matter what his religion.49 Had Congress 
sought to Emit exemptions to traditional theists, the Court reasoned, Congress 
would have used the word “God” rather than the phrase “Supreme Being” in 
defining “religious training and belief.”50 This question of congressional intent 
resolved, the Court then proposed the following test for determining when a 
belief is a religious belief: “[T]he test ... is whether a given belief that is 
sincere and meaningful occupies a place in the fife of its possessor parallel to 
that filled by the orthodox belief in God of one who clearly qualifies for the 
exemption.”51 Drawing on the writings of several eminent theologians, most 
notably Paul Tillich,52 the Court suggested that a belief is “parallel to that 
filled by the orthodox belief in God”53 if it is “based upon a power or a being, 
or upon a faith, to which all else is subordinate or upon which all else is ulti
mately dependent.”54 Under this view of religious belief, the Court concluded, 
Seeger’s opposition to war was religious; consequently, he could not be denied 
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an exemption.55

play in the individual’s life. See L. Tribe, American Constitutional Law 830 (1978) (functional 
approach important for continued development of free exercise clause).

55. Seeger, 380 U.S. at 187-88.
56. 398 U.S. 333 (1970).
57. Id at 341.
58. Id
59. Id
60. Id at 342-43.
61. Id at 343-44.
62. 406 U.S. 205 (1972).
63. Id. at 234.
64. Id. at 215.
65. Id. at 215-16.

In the next major draft-exemption case, Welsh v. United States,56 the Court 
embraced an even more expansive view of the meaning of “religion.” The 
petitioner, Elliott Welsh, insisted that his opposition to war, unlike Andrew 
Seeger’s, was not in any way religious. It arose, said Welsh, from his “reading 
in the fields of history and sociology.”57 For the government, this meant that 
Welsh fit into the class of persons Congress had intended to exclude from 
exemption.

The Court disagreed. In its view, while “a registrant’s characterization of 
his own belief as ‘religious’ should carry great weight ... a registrant’s state
ment that his beliefs are non-religious is a highly unreliable guide” for the 
authorities to use in determining whether those beliefs are within the scope of 
the exemption.58 The reason: “Very few registrants are fully aware of the 
broad scope of the word “religious” as used in § 6(j).”59 Rather than simply 
ignoring Welsh’s characterization of his beliefs, however, and applying the 
Seeger test to them, the Court went further. Welsh could be denied an exemp
tion, the Court declared, only if his beliefs were not deeply held and did not 
“rest at all upon moral, ethical, or religious principles but instead rest[ed] 
solely upon considerations of policy, pragmatism, or expediency.”60 Finding 
that Welsh’s opposition to war could not be classified under any of the latter 
three headings, the Court held he was entitled to an exemption.61

Since Welsh, the Court has commented only twice, and then only in dicta, 
on the meaning of “religion.” In Wisconsin v. Yoder,62 where the right of the 
Amish to withdraw their children from school after the eighth grade was up
held,63 the Court expressed doubts about defining religion solely in functional 
terms, according to how a belief functions in the life of the believer. No one, 
argued the Court, is entitled to an exemption from reasonable state regulations 
for “purely secular considerations”:64

[T]o have the protection of the Religion Clauses, the claims must be 
rooted in religious belief. . . . Thus, if the Amish asserted their 
claims because of their subjective evaluation and rejection of the con
temporary secular values accepted by the majority, much as Thoreau 
rejected the social values of his time and isolated himself at Walden 
Pond, their claims would not rest on a religious basis. Thoreau’s 
choice was philosophical and personal rather than religious, and such 
belief does not rise to the demands of the Religion Clauses.65
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The Court simply asserted in Yoder, however, that Thoreau might be classified 
as a paradigm of the secular believer. The Court made no attempt either to 
explain or to justify this classification; nor did the Court there expressly repu
diate Torcaso, Seeger, and Welsh.bb More recently, in Thomas v. Review 
Board,the Court similarly asserted that some claims may be “so bizarre” as 
to be “clearly nonreligious in motivation.”66 67 68 69 At no point, however, did the 
Court attempt to formulate a standard for distinguishing claims that fall within 
the “clearly nonreligious” category from claims that do not.

66. The Court found the Amish way of life to be more than a personal preference. The Court noted 
that it was based on “deep religious conviction, shared by an organized group, and intimately related to 
daily living.” Id. at 216.

67. 450 U.S. 707, 719 (1981) (denial of employment compensation benefits to Jehovah’s Witness who 
refused to manufacture weapons violates first amendment).

68. Id. at 715.
69. 409 F.2d 1146 (D C. Cir.), cert, denied, 396 U.S. 963 (1969).
70. Id. at 1162. The court noted that the appellants had made a prima facie case for religious status, 

which the government chose not to challenge, and concluded that, as to the case before it, the appel
lants were entitled to the protection of the free exercise clause. See id at 1160.

71. Id. at 1152.
72. Id. at 1151.
73. Id. at 1160. The court also found it significant that the Founding Church of Scientology “is 

incorporated as [a religion] in the District of Columbia . . . [and] has ministers, who are licensed as 
such, with legal authority to marry and bury.” Id.

74. Id.
75. 650 F.2d 430 (2d Cir. 1981).
76. Id. at 440.

C. THE CIRCUIT COURTS

Recently, several circuit courts have also attempted to formulate a constitu
tional definition of “religion.” In Founding Church of Scientology of Washing
ton v. United States'*  the United States Court of Appeals for the District of 
Columbia Circuit held that the Church of Scientology is a religion.70 
Scientologists disavow the supernatural but claim close kinship between their 
doctrines and the doctrines espoused by Eastern religions, especially Hinduism 
and Buddhism.71 Their goal is to improve the spiritual condition of man by 
ridding the mind of “ ‘engrams,’ or patterns imprinted on the nervous system 
in moments of pain, stress or unconsciousness . . . [that] may produce uncon
scious or conditioned behavior which is harmful or irrational.”72 The court 
declared that Scientology’s fundamental writings, which espouse this goal, 
contain “a general account of man and his nature comparable in scope, if not 
in content, to those of some recognized religions.”73 The court noted, however, 
that “it might be possible to show that a self-proclaimed religion was merely a 
commercial enterprise, without the underlying theories of man’s nature or his 
place in the Universe which characterize recognized religions.”74 75

In International Society for Krishna Consciousness, Inc., v. Barber1'’ the 
United States Court of Appeals for the Second Circuit relied explicitly on the 
Seeger test in finding Krishna Consciousness (ISKCON) to be a religion.76 
The court declared that the Seeger test “treats an individual’s ‘ultimate con
cern’—whatever that concern be—as his ‘religion.’ A concern is ‘ultimate’ 
when it is more than ‘intellectual.’ A concern is more than intellectual when a 
believer would categorically ‘disregard elementary self-interest ... in prefer
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ence to transgressing its tenets.’ ”77 The court then examined “the role that 
Krishna Consciousness plays in the life of an ISKCON devotee”78 and con
cluded that for such an individual “adherence to the sect’s theological doc
trines is an ‘ultimate concern.’ ”79 To bolster its conclusion, the court noted 
that the Krishna philosophy also constitutes a religion “in the more traditional 
sense”:80

77. Id. (citations omitted). See also supra notes 51-54 and accompanying text (discussing Seeger 
test).

78. 630 F.2d at 440.
79. Id
80. Id
81. Id. at 440-41 (citations omitted).
82. Id. “Based on objective evidence of ISKCON devotees’ commitment to Krishna Conscious

ness,” the court concluded “that adherence to the principles of that theology is the most important 
interest in their lives.” Id. at 441.

83. 592 F.2d 197 (3d Cir. 1979).
84. See id at 199 (affirming lower court’s holding that SCI/TM was religious activity for purposes of 

establishment clause and that first amendment prohibits teaching of SCI/TM in public schools).
85. Id. at 198.
86. See id. at 200 (Adams, J., concurring) (majority rejected argument that lower court erred in 

applying controlling legal precedent, and noted that teaching of SCI/TM included significant religious 
aspects, such as ceremonial student offerings to deities, that were part of regularly scheduled educa
tional program).

Krishna Consciousness is an outgrowth of the ancient and diverse 
Hindu tradition. . . . Moreover, we think it significant that the 
Krishna Consciousness Movement has attracted thousands of devo
tees throughout the world. The Krishna faith, even if viewed apart 
from Hinduism, has an “elaborately articulated body of religious 
doctrine.” . . . Finally, it is significant that the government has de
termined that a particular organization is religious in nature; the non
profit tax exempt status accorded ISKCON by New York State and 
the Internal Revenue Service cannot be ignored.81

The court appears to have viewed these traditional elements of religion merely 
as providing additional evidence that Krishna Consciousness can serve as an 
ultimate concern.82 Nowhere in the opinion did the court suggest that an indi
vidual can have an ultimate concern only if these traditional elements are 
present.

One of the most thorough treatments of the meaning of “religion” by a cir
cuit court can be found in the concurring opinion of Judge Adams in Malnak v. 
Yogi.* 3 In Malnak the United States Court of Appeals for the Third Circuit 
ruled that the Science of Creative Intelligence—Transcendental Meditation 
(SCI/TM), as taught in the New Jersey public schools, was a religion.84 As 
part of the SCI/TM course, students were required to read a textbook devel
oped by the founder of SCI, a monk, and to bring fruit, flowers, and a white 
handkerchief to a ceremony in which the teacher chanted and made offerings 
to a deity.85 For a majority of the court, such circumstances were sufficient to 
qualify SCI/TM as a religion.86 Judge Adams, in his concurring opinion, 
agreed, but thought the question what constitutes a religion should be dis
cussed at length.

Referring to Torcaso, Seeger, and Welsh, Judge Adams characterized the 
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modem definition of religion as a “definition by analogy”: “The modem ap
proach . . . looks to the familiar religions as models in order to ascertain, by 
comparison, whether the new set of ideas or beliefs is confronting the same 
concerns, or serving the same purposes, as unquestioned and accepted ‘reli
gions.’ ”87 In his view, “(tjhere appear to be three useful indicia that are basic 
to our traditional religions and that are themselves related to the values that 
undergird the first amendment.”88 The most important of these is “the ‘ulti
mate’ nature of the ideas presented.”89 Such ideas are concerned with “the 
meaning of life and death, man’s role in the Universe, [and] the proper moral 
code of right and wrong.”90 According to Judge Adams, however, an idea is 
not religious simply because it addresses an ultimate question: “Certain iso
lated answers to ultimate questions . . . are not necessarily ‘religious’ answers 
[e.g., the Big Bang theory], because they lack the element of comprehensive
ness, the second of the three indicia.”91 A religion, Judge Adams maintained, 
“lays claim to an ultimate and comprehensive ‘truth.’”92 The final element in 
Judge Adams’ test concerns the “formal, external, or surface signs that may be 
analogized to accepted religions.”93 Formal services, ceremonial functions, the 
existence of clergy, and a structural organization are just a few of the signs that 
fit into this category.94 Judge Adams’ view regarding these signs is that, while a 
religion can exist without them, they may provide evidence that a group or 
belief system is religious.95

Shortly after writing his concurring opinion in Malnak. Judge Adams again 
commented on the meaning of “religion” in Africa v. Commonwealth of Penn
sylvania^ Writing this time for the court, Judge Adams rejected the idea, 
which he had embraced in Malnak, that a belief system is religious so long as it 
addresses ultimate questions in a comprehensive way:

[T]he free exercise clause does not protect all deeply held beliefs, 
however “ultimate” their ends or all-consuming their means. An in
dividual or group may adhere to and profess certain political, eco
nomic, or social doctrines, perhaps quite passionately. The first 
amendment, though, has not been construed, at least as yet, to shelter 
strongly held ideologies of such a nature, however all-encompassing 
their scope.97

Rather than completely rejecting the Malnak approach, however, Judge Ad
ams declared that the court would simply revise that approach in accordance 
with “the framework set forth in Yoder .”98 The Yoder framework provides 
that a “way of life, however virtuous and admirable, may not be interposed as

96. 662 F.2d 1025 (3d Cir. 1981), cert, denied. 456 U.S. 908 (1982).
97. Id at 1034.
98. Id. at 1034 n.17.

87. Id at 207.
88. Id at 207-08.
89. Id at 208.
90. Id.
91. Id. at 208-09. The example is Judge Adams’
92. Id at 209.
93. Id
94. Id.
95. Id. at 209-10.
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a barrier to reasonable state regulation ... if it is based on purely secular 
considerations; to have the protection of the Religion Clauses, the claims must 
be rooted in religious belief.”99 According to Judge Adams, Yoder also pro
vides a satisfactory standard for distinguishing between secular beliefs and 
religious beliefs: beliefs are secular rather than religious when they “are more 
akin to Thoreau’s rejection of ‘the contemporary values accepted by the major
ity’ than to the ‘deep religious conviction[s]’ of the Amish.”100 Guided by this 
standard, Judge Adams declared that the petitioner’s claim in Africa was not 
rooted in religion and so was not entitled to protection.101

In reaching this conclusion, Judge Adams thought it important to describe 
the facts in Africa in some detail. The petitioner in the case, Frank Africa, was 
a prisoner. He was also a self-proclaimed “Naturalist Minister” of MOVE, a 
purportedly religious organization that is, in Africa’s own words, both “revolu
tionary” and “absolutely opposed to all that is wrong.”102 In his complaint, 
Africa argued that the state had abridged his free exercise rights by refusing to 
provide him with a special raw-foods diet that MOVE requires all of its mem
bers to follow.103 In discussing the diet’s significance, Africa stated in a docu
ment submitted to the court that “our religious diet is common and 
uncomplicated because our diet is provided by God and already doneAf
rica also suggested that for MOVE members the word “diet” refers to more 
than just food and drink: “[O]ur religious diet is family, unity, consistency, 
[and] uncompromising togetherness.”105

According to Africa, the MOVE diet is not an end in itself but merely a 
means to achieving the organization’s goals. These goals are “to bring about 
absolute peace ... to stop violence altogether, to put a stop to all that is cor
rupt.”106 To achieve these goals, MOVE tries to put its members “in touch 
with fife’s vibrations.”107 The organization emphasizes what is “pure,” 
“healthy,” and “natural”: “Water is raw, which makes impure, which means it 
is innocent, trustworthy, and safe, which is the same as Godl'Wi Furthermore, 
pursuit of the pure, the healthy, and the natural, through the diet and other 
means, “is not a one-day thing or a once-a-week thing or a monthly thing” for 
MOVE members.109 According to Africa, members

are practicing [their] religious beliefs all the time: when I run, when I 
put information out like I am doing now, when I eat, when I 
breathe. . . . Every time a MOVE person opens their mouth, ac
cording to the way we believe, according to the way we do things, we

99. Id. at 1034 (quoting Wisconsin v. Yoder, 406 U.S. 205, 215 (1978)) (emphasis supplied by Africa 
court).

100. Africa , 662 F.2d at 1035.
101. Id at 1036.
102. Id at 1026.
103. Id.
104. Id at 1027-28 (emphasis in original).
105. Id. at 1028.
106. Id at 1026.
107. Id. at 1027.
108. Id. (emphasis in original).
109. Id
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are holding church.110
In analyzing Africa’s characterization of MOVE as a religion, the court fo

cused on the three indicia initially articulated in Judge Adams’ concurrence in 
Malnak \ (1) fundamental and ultimate questions, (2) comprehensiveness, and
(3) structural characteristics.111 As to the last of these, the court concluded that 
"MOVE is not structurally analogous to those ‘traditional’ organizations that 
have been recognized as religions under the first amendment.”112 The court 
reached this conclusion after finding that MOVE conducts no special services, 
recognizes no official customs, celebrates no religious holidays, lacks an orga
nizational structure, and appears to have “nothing that arguably might pass for 
a MOVE scripture book or catechism.”113

The court also concluded that MOVE does not provide its members with a 
comprehensive world view but encourages them, instead, to embrace “a single 
governing idea, perhaps best described as philosophical naturalism.”114 The 
court acknowledged, however, that this conclusion might be open to one seri
ous objection, namely, that a philosophy which emphasizes “[t]he notion that 
all of life’s activities can be cloaked with religious significance,” is, in a sense, 
comprehensive.115 To this, the court responded:

Such a notion by itself, however, cannot transform an otherwise secu
lar, one-dimensional philosophy into a comprehensive theological 
system. It is one thing to believe that, because of one’s religion, day- 
to-day living takes on added meaning and importance. It is alto
gether different, however, to contend that certain ideas should be de
clared religious and therefore accorded first amendment protection 
from state interference merely because an individual alleges that his 
fife is wholly governed by those ideas. We decline to adopt such a 
self-defining approach to the definition-of-religion problem.116

Perhaps the most important part of the court’s tripartite analysis concerns 
MOVE’S attitude toward fundamental and ultimate questions. After carefully 
reviewing the record, the court concluded that “[s]ave for its preoccupation 
with living in accord with the dictates of nature, MOVE makes no mention of, 
much less places any emphasis upon, what might be classified as a fundamen
tal concern.”117 The court based this conclusion on the fact that MOVE “rec
ognizes no Supreme Being and refers to no transcendental or all-controlling 
force . . . [and] does not appear to take a position with respect to matters of 
personal morality, human mortality, or the meaning of life.”118 Again, though, 
the court conceded that its conclusion might be mistaken.119 What troubled the 
court most was the possibility that “Africa’s insistence on ‘keeping in touch

no. Id.
111. /¿ at 1032-36.
112. Id. at 1036.
113. Id.
114. Id at 1035.
115. Id.
116. Id.
117. Id. at 1033.
118. Id.
119. Id. 
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with life’s vibrations’ [might be] a form of pantheism,”120 which the court de
fined as “the doctrine that God is everything and everything is God.”121 The 
court declined, however, to characterize Africa’s beliefs in this way:

120. id
121. Id. at 1033 n.16.
122. Id. at 1033-34.
123. Id. at 1034.
124. Id
125. See id. at 1035 (court concluded that concerns addressed by MOVE, even assuming they are 

ultimate in nature, are more akin to Thoreau’s rejection of “the contemporary secular values accepted 
by the majority” than to the deep religious convictions of the Amish).

126. Id. at 1035, 1036.

His concerns appear personal (e.g., he contends that a raw food diet 
is “healthy” and that pollution and other such products are “hazard
ous”) and social (e.g., he claims that MOVE is a “revolutionary” or
ganization, “absolutely opposed to all that is wrong” and unable to 
accept existing regimes), rather than spiritual and other-wordly. In
deed, if Africa’s statements are deemed sufficient to describe a reli
gion under the Constitution, it might well be necessary to extend first 
amendment protection to a host of individuals and organizations who 
espouse personal and secular ideologies, however much those ideolo
gies appear dissimilar to traditional religious dogmas.122

It was here, in explaining why the court would not classify such ideologies as 
religious, even if they addressed ultimate questions, that Judge Adams relied 
on Yoder. In that case, he declared, “[t]he Supreme Court would appear to 
have foreclosed such an expansive interpretation of the free exercise 
clause.”123 According to the standard proposed in Yoder, Thoreau epitomizes 
the secular, while the Amish epitomize the religious.124 Thus, to be religious, a 
belief system must not only address ultimate questions and be comprehensive; 
it must also have more in common with the belief system of the Amish than 
with that of Thoreau.125 In the court’s view, since Africa’s belief system failed 
to satisfy this standard, as well as the standards outlined in the tripartite test of 
the Malnak concurrence, Africa could not turn to the religion clauses for 
protection.126

Of the four attempts to define “religion” described in this section, the Barber 
court’s appears most faithfully to follow Seeger and Welsh. The Second Cir
cuit imposes no restrictions, other than ultimacy, on either the content or char
acter a belief must have to be religious. The attempts by Judge Adams in 
Malnak and by the District of Columbia Circuit in Founding Church of 
Scientology depart from Seeger and Welsh by limiting the class of religious 
beliefs to beliefs of a certain character. These two attempts are similar in re
quiring that a religious belief either pertain to ultimate questions in a compre
hensive way or provide a general account of man and his role in the universe.

In contrast, Africa represents a significant departure from Seeger and Welsh. 
For the Third Circuit, ultimacy and comprehensiveness alone are no longer 
sufficient to make a belief religious. Something more is needed—a greater re
semblance to the beliefs of the Amish than to those of Thoreau. Each of these 
four attempts to define “religion” will be considered more carefully below.
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II. The Meaning of “Religion”: The Commentators

The expansive view of the meaning of “religion” defended by the Supreme 
Court in Torcaso, Seeger, and Welsh has been thoughtfully discussed by sev
eral commentators.127 Two essays in particular are especially noteworthy.128 
Since both contain an insightful account of the Supreme Court’s expansive 
definition, and since both already have influenced some lower courts and are 
likely to influence others in the future, both essays are worth examining in 
some detail. In examining these essays, it will be useful to consider attempts to 
clarify the meaning of “religion” in terms of functional and nonfunctional 
definitions.

127. See supra note 3.
128. Harvard Note, supra note 3; Mansfield.ru/tro note 3.
129. Harvard Note, supra note 3, at 1072-75.
130. Id. at 1074-75.
131. Id. at 1084. The Note advocates defining “religion" under the establishment clause according 

to “operational" criteria that the author divides into three classes: "organization, theology, and attitudi
nal conformity.” Id. at 1086-87. Others have also recommended that religion be defined narrowly 
under the establishment clause and broadly under the free exercise clause. See, eg., L. Tribe, supra 
note 54, at 828 (“all that is 'arguably religious' should be considered religious in a free exercise clause 
analysis” and “anything 'arguably non-religious’ should not be considered religious in applying the 
establishment clause”) (emphasis in original); Freund, Public Aid to Parochial Schools, 82 Harv. L. 
Rev. 1680, 1686-87 n.14 (1969) (“It may be suggested that a conventional definition of religion or 
religious practice is controlling in applying the non-establishment clause, while a heterodox version is 
entitled to protection under the free exercise clause, which safeguards the nonconformist conscience"). 
Bui see infra text accompanying note 186.

132. Harvard Note, supra note 3, at 1067 (citations omitted).

A. FUNCTIONAL DEFINITIONS

1. The Ultimate Concern Test
The first essay, a student Note, proposes to define religion as “ultimate con

cern,” but only with respect to the free exercise clause. Ultimate concern is an 
appropriate definition in this context, the Note argues, because such a defini
tion, more than any other, promotes “the core value underlying the free exer
cise clause—inviolability of conscience.”129 Any narrower definition would be 
likely to “enshrine an orthodoxy within a Constitution designed in part to pro
tect unorthodoxy.”130 As the Note rightly points out, however, a narrower def
inition is needed for the establishment clause: “To borrow the ultimate 
concern test from the free exercise context. . . would be to invite attack on all 
programs that further the ultimate concerns of individuals or entangle the gov
ernment with such concerns.”131

The Note bases its analysis of ultimate concern largely on the writings of the 
theologian Paul Tillich:

The meaning of the term “ultimate” is to be found in a particular 
human’s experience rather than in some objective reality. Tillich’s 
thesis ... is that the concerns of any individual can be ranked, and 
that if we probe deeply enough, we will discover the underlying con
cern which gives meaning and orientation to a person’s whole life. It 
is of this kind of experience, Tillich tells us, that religions are made; 
consequently, every person has a religion.132

Mansfield.ru/tro
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Under this analysis, an ultimate concern is “an act of the total personality, not 
a movement of a special and discrete part of the total being.”133 It is the “sin
gle most important interest in [an individual’s] life.”134 This interest might be 
political, it might be economic, or it might be cultural.135 Indeed, any interest 
can serve as an ultimate concern, and “the free exercise clause demands that 
any concern deemed to be ultimate be protected, regardless of how ‘secular’ 
that concern might seem to be.”136

133. Id at 1076 n.110 (citing P. Tillich, The Dynamics of Faith 4-8 (1958)).
134. Harvard Note, supra note 3, at 1077 n. 113.
135. Id. at 1071.
136. Id. at 1075.
137. Id. at 1075 n. 108 (quoting United States v. Kauten, 133 F.2d 703, 708 (2d Cir. 1943)). In 

Kauten Judge Augustus Hand considered religious belief in light of the conscientious objector exemp
tion of the Selective Service Act of 1940. As a general matter, the court found that “[rjeligious belief 
arises from a sense of the inadequacy of reason as a means of relating the individual to his fellow-men 
and to his universe." 133 F.2d at 708.

138. Id at 1076 n.110 (citing P. Tillich, supra note 133, at 8-9).
139. See supra note 137 and accompanying text.
140 The Second Circuit in International Soc’y for Krishna Consciousness, Inc. v. Barber, 650 F.2d 

430 (2d Cir. 1981), similarly maintained that adherents to an ultimate concern would categorically 
“disregard elementary self-interest in preference to transgressing its tenets.” Id. at 440 (citing 
United States v. Kauten, 133 F.2d 703, 708 (2d Cir. 1943)). Since an ultimate concern can be self- 
interested, the Second Circuit’s suggestion that an ultimate concern must be more than intellectual can 
mean no more than that an ultimate concern must be deeply felt. Given this, there appears to be no 
way, in the Second Circuit’s view of an ultimate concern, to distinguish between an individual’s ulti
mate concern and his cardinal concerns. See infra notes 154-66 and accompanying text. For criticisms 
of any attempt to define religion as cardinal concerns, see infra notes 170-88 and accompanying text.

141. See Killilea, supra note 3, at 546 (“The hedonist may sincerely claim that he has an obligation 

Two additional remarks in the Note bring the meaning of the term “ultimate 
concern” into sharp relief. First, the Note states that “[a]n ultimate concern, 
by definition, cannot be superseded. . . . The {United States v. ] Kauten court 
recognized this when it said that religious belief ‘categorically requires the be
liever to disregard elementary self-interest and to accept martyrdom in prefer
ence to transgressing its tenets.’”137 The second remark parallels the first:

Clearly not every belief—not even all those strongly held—consti
tutes a matter of ultimate concern. . . . An ultimate concern must be 
unconditional, made without qualification or reservation. . . . This 
attribute, in large measure an outgrowth of [an act of the total per
sonality], prevents an individual from defining his ultimate concern 
conjunctively as “X and Y and Z.”138

Thus an individual can not maintain more than one “ultimate concern.” A 
second would always operate as a condition on the first.

Although the Note’s description and defense of the ultimate concern test are 
incisive, they are far from convincing. To begin, the Note’s description of the 
test is contradictory. In relying on the Kauten court’s statement that “religious 
belief categorically requires the believer to disregard elementary self-inter
est,”139 the Note overlooks the fact that self-interest itself might be an individ
ual’s ultimate concern.140 Perhaps the main objection to protecting the egoist 
under the free exercise clause is that his ultimate concern is not a moral con
cern and, therefore, he does not violate his conscience when he acts against his 
own self-interest.141 But this objection is unsound. Some philosophers have 
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argued that, however unattractive egoism may be, the theory is, nonetheless, a 
moral theory.142 If these philosophers are correct, then acting according to 
conscience is compatible with acting out of self-interest.143 Yet, even if these 
philosophers are wrong, this does not justify denying the egoist the same pro
tection of his ultimate concern that every other individual enjoys. Egoism, like 
any other ultimate concern, “need not be acceptable, logical, consistent, or 
comprehensible to others in order to merit First Amendment protection.”144 
Moreover, denying egoism protection would be tantamount to discriminating 
impermissibly against one religion in favor of another.145 Given these facts, 
the ultimate concern test must be revised in order to protect the egoist.

to pursue pleasure and avoid pain, but since this is such an utterly relative concern, he cannot maintain 
that he has an obligation to do or not to do any particular action”); Mansfield, supra note 3, at 29 (“A 
philosophy that gives to self-interest and self-preservation the first place, or a philosophy of hedonism 
or crude materialism, can furnish little footing for the notion of duty or obligation that lies at the heart 
of the idea of conscientious objection”).

142. Jesse Kalin states:
Ethical egoism is the view that everyone ought to pursue his own self-interest ... in prefer
ence to the self-interest of anyone else. The point people normally have in mind in accepting 
and advocating this ethical principle is that of giving their own interests a moral sanction by 
justifying their self-interested behavior in terms of a universalized rule. By doing so they are 
no longer open to the charge that they are making exceptions in their own favor; they are 
allowing themselves nothing more than is allowed—morally—to anyone else. The egoist does 
not claim to be acting merely prudently; his claim is that prudence is always moral, i.e., right; 
prudence is one’s duty; prudential reasons are always decisive in answering the question 
"What ought I to do?”

Kalin, On Ethical Egoism, in Studies in Moral Philosophy 26-27 (N. Rescher ed. 1968). See also 
Regis, What is Ethical Egoism?, 91 Ethics 50 (1980) (discussing different conceptions of ethical egoism 
and defending one conception of it).

143 “(C)onscience properly regarded delivers no substantive moral dictates at all. . . . [W]hat it 
‘dictates’ is a purely formal relation between what we know or believe and what we are to do. namely, 
consistency between the former and the latter.” Fuss, Conscience, 74 Ethics 111, 117 (1964). See also 
Childress, Appeals to Conscience, 89 Ethics 315, 321 (1978-79) (“dictates of conscience are purely for
mal. not material”).

144 Thomas v. Review Bd., 450 U.S. 707, 713 (1981).
145. See Everson v. Board of Educ., 330 U.S. 1, 15 (1947) (dictum) (violation of establishment clause 

for government to pass laws that “prefer one religion over another”).
146. This intuitionist should be distinguished from the intuitionist described in W.D. Ross, The 

Right and the Good (1930), and in H.A. Prichard, Moral Obligations (1949), who claim that 
moral truths are both necessary and self-evident. The intuitionist described here holds an epistemologi
cally neutral view regarding the status of moral principles. See J. Rawls, A Theory of Justice 34-35 
(1971); Feinberg, Rawls and Intuitionism, in Reading Rawls 108 (N. Daniels ed. 1975); Urmson, A 
Defense of Intuitionism, 75 Proc, of the Aristotelian Soc’y 111 (1974-75).

147. Feinberg, supra note 146, at 116.
148. J. Rawls, supra note 146, at 34.

Although revising the test in this way may save it from contradiction, other 
defects still remain. Among these is the fact that the test discriminates unfairly 
against the individual who has no ultimate concern but who is, nevertheless, 
strongly committed to certain principles and to a certain way of life. Such an 
individual might be called an “intuitionist.”146 He is a person “who cannot 
commit himself to a single moral principle that can be a trump card in all 
cases.”147 Intuitionist theory has been described as having two features: 
“[FJirst, ... a plurality of first principles which may conflict to give contrary 
directives in particular cases; and second, ... no explicit method, no priority 
rules, for weighing these principles against one another.”148 Joel Feinberg 
sums up the intuitionist’s reasons for refusing to embrace a single, ultimate 
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concern by saying that “(tjhere are, after all, different degrees of injustice, dif
ferent amounts and types of evils, and different probabilities in our projections 
of consequences.”149 Feinberg concludes that “few sensitive persons will be 
satisfied with a theory that would represent even the difficult problems as sim
ple by declaring in advance that one type of conflicting consideration must 
always triumph over the other.”150

149. Feinberg, supra note 146, at 116. No doubt, an individual might be an intuitionist and still have 
an ultimate concern. He might believe, for example, that he should always act morally. Most, if not all. 
intuitionists are likely to reject such a view, however, and to think it perfectly permissible to act in a 
variety of non-moral or morally neutral ways. They will play golf, listen to music, read novels, tend to 
gardens, all without the least compunction. See, eg., J. Fishkin, The Limits of Obligation 20-24 
(1982) (arguing that most actions fall “within the zone of moral indifference”). That an intuitionist has 
a single “underlying concern which gives meaning and orientation to [his] whole life,” Harvard Note, 
supra note 3, at 1067, seems highly unlikely.

150. Feinberg, supra note 146, at 116.
151. Harvard Note, supra note 3, at 1075 n.108.
152. Id.
153. Id

The Note’s explanation as to why only those people who are ultimately con
cerned should be protected is that they are the only ones who stand to suffer 
immense distress if prohibited from acting according to conscience:

One might ask why one who holds a belief in a largely “intellectual” 
sense and does not feel that his identity depends upon the belief 
should be any less protected than one who espouses the same idea, 
but as his ultimate concern. The answer lies in the power of the idea 
for this second individual. . . . The more “intellectual” believer . . . 
can follow a distasteful government order without wrenching his 
identity. It is this difference in fundamentality that validates consti
tutional protection of ultimate concerns.151

This explanation is unsatisfactory for at least two reasons. First, the Note’s 
dichotomy between the “intellectual” and the “ultimately concerned” seems 
highly dubious. Common sense suggests that the world cannot be so neatly 
divided. Some people, like the intuitionist, may have no ultimate concern yet 
still will be sorely distraught at having to “follow a distasteful government 
order,”152 especially if that order requires inflicting immediate harm. No 
doubt, there may be a difference between the distress the intuitionists experi
ence in such situations and the distress experienced by the ultimately con
cerned in the same situations. Even so, this difference is likely to be a 
difference in degree rather than a “difference in fundamentality.”153 That is to 
say, the distress experienced by the intuitionists will, in many cases, more 
closely resemble that experienced by the ultimately concerned than that exper
ienced by the intellectualist. The Note’s explanation is also unsatisfactory for 
another, even more important, reason: it is inconsistent with the Note’s claim 
that the ultimate concern test is designed to protect the inviolability of con
science. For those who are deeply committed but not ultimately concerned, 
the test appears to provide no protection whatsoever.

Closely related to this objection is a question that the Note does not suffi
ciently explore, but which is central to its thesis: Do many, if any, individuals 
actually have an ultimate concern? The Note asserts that they do and that 
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careful investigation will reveal how an individual ranks his concerns and 
which concern he holds as ultimate.154 To see that we have reason to be skep
tical of this claim, consider the following. A devout theist maintains that obey
ing God’s law is his ultimate concern. Much to his chagrin, however, the theist 
is frequently tempted to sin and occasionally succumbs to the temptation. 
Now, surely the ultimate concern test must not be so inflexible as to disqualify 
this individual from protection simply because his heart is not always pure and 
his actions are not always honorable. Allowances must be made, it would 
seem, both for temptation and for weakness of will. Otherwise, any devout 
theist who has ever been tempted to sin, much less succumbed to the tempta
tion, could not sincerely claim obedience to God’s law as his ultimate concern. 
Yet, despite appearances, the ultimate concern test, as formulated in the Note, 
lacks precisely the kind of flexibility such cases require. As the Note declares 
in describing the test, “an ultimate concern is an act of the totalpersonality, not 
a movement of a special and discrete part of the total being.”155 Given this 
requirement, if the devout theist deviates even slightly from the chosen path, 
or is tempted to do so, his commitment to God becomes something other than 
“an act of the total personality.” The theist might be very devout indeed, yet, if 
he sins or is tempted to, his commitment can only be “a special and discrete 
part of his total being.” The problem, put simply, is that totality admits of no 
degrees, in either thought or deed. It does not seem unfair to say, therefore, 
that the individual who is totally committed, if anyone fits this description, is 
doubtless either a very rare and exceptional person or a dangerous fanatic.

154. Id. at 1076.
155. Id. at 1076 n.110 (citing P Tillich, supra note 133, at 4-8) (emphasis added).
156. Id. at 1077 n. 113.
157. The phrase “single most important interest” is not free from ambiguity. It might be interpreted 

either as that interest which is more important than any other single interest or as that interest which is 
more important than alt other interests combined. The difference between these two interpretations is 
highly significant.

If having an ultimate concern entails no more than having one concern that is more important than 
any other single concern (the first possible interpretation), then an ultimate concern need not be what 
the Note says it must be—namely, a concern that “gives meaning and orientation to a person’s whole 
fife." Id. at 1067. Consider the following illustration. Imagine asking someone who loves literature to 
make a list of his favorite writers and to rank them. Imagine, too. that the individual places Shake
speare at the top of his list. Now, it would be very odd indeed to say, on ±e basis of this fact alone, that 
Shakespeare gives meaning and orientation to the individual’s love of literature. We might conceive of 
circumstances in which this would perhaps not be odd to say—if the individual states, for example, that 
he constantly and very carefully compares everyone he reads to Shakespeare and that Shakespeare is 
more important to him than all of the other writers on his list combined—-but, apart from such unusual 
circumstances, so grand a claim seems highly dubious.

Assuming the second interpretation of the phrase “single most important interest" is the only inter
pretation consistent with the Note’s understanding of what an ultimate concern is. this is the interpreta
tion relied on in the text. In choosing this interpretation, I do not mean to suggest that an ultimate 
concern must be either that concern which is more important than all other concerns combined or that 
concern which gives meaning and orientation to a person’s whole life. There is nothing inappropriate, 

Yet this need not be the end of the matter because the Note is not always 
consistent in describing an ultimate concern as “an act of the total personal
ity.” At one point, the Note states that an ultimate concern is the “single most 
important interest in [an individual’s] life.”156 Although the Note apparently 
equates this definition with the “act of the total personality” definition, the two 
appear to be quite different. Indeed, the second version appears to be far less 
demanding than the first.157 Unfortunately, even if this is true, the second ver
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sion is no less problematic than the first. The main problem with both versions 
is finding a standard for identifying an ultimate concern that is flexible enough 
to provide broad protection for freedom of conscience yet stringent enough to 
enable courts to distinguish between an ultimate concern and cardinal 
concerns.

One standard the Note endorses is the martyrdom test. The Note suggests 
that courts can decide if an individual has an ultimate concern by determining 
whether or not the individual would “accept martyrdom in preference to trans
gressing its tenets.”158 How courts are to determine this the Note does not say. 
The Note’s silence on this point is regretable but understandable since there 
seems to be no reasonable way for courts to resolve such an issue. Yet even if 
some plausible criterion could be devised, the martyrdom test would still be 
unacceptable. It is simply too stringent. The Note’s support159 for the result in 
Sherbert v. Verner160 evidences the author’s apparent failure to recognize the 
extent of the test’s stringency. In that case, Mrs. Sherbert, a Seventh-Day Ad
ventist, was dismissed from her job because she refused on religious grounds to 
work on Saturday.161 When other employers refused to hire her for the same 
reason, Mrs. Sherbert applied for but was denied unemployment compensa
tion.162 In upholding her right to receive compensation, the Court declared 
that “to condition the availability of benefits upon [Mrs. Sherbert's] willingness 
to violate a cardinal principle of her faith effectively penalizes the free exercise 
of her constitutional liberties.”163 Under the martyrdom test, the Court proba
bly reached the wrong result. That test does not protect cardinal concerns un
less those concerns can be derived from an ultimate concern. Thus, Mrs. 
Sherbert would not have qualified for unemployment compensation unless she 
had been willing to sacrifice her life to avoid working on Saturday. Had Mrs. 
Sherbert been unwilling to become a martyr rather than violate God’s prohibi
tion against Saturday work, she could not have established that obeying God’s 
law was her ultimate concern. Consequently, the free exercise clause would not 
have protected her. Although Mrs. Sherbert may herself have accepted mar
tyrdom rather than work on Saturday, most conscientious people probably 
either could not or would not act so heroically in similar circumstances. These 
are the very people, however, that the ultimate concern test is supposed to 
protect.

conceptually, about saying an ultimate concern is that concern which is more important than any other 
single concern. Whether or not courts could devise a criterion for identifying an ultimate concern, 
however, if the phrase were understood in this way, is unclear. It seems unlikely that they could. Even 
more important, if the ultimate concern test were based on this notion of an ultimate concern, the test 
would be subject to most, if not all, of the criticisms made below regarding the cardinal concerns test. 
See infra notes 170-88 and accompanying text.

158. Harvard Note, supra note 3, at 1075 n.108.
159. Id. at 1077-78.
160. 374 U.S. 398 (1963).
161. Id. at 399.
162. Id. at 399-401.
163. Id at 406.

It might seem that some other less stringent, more manageable standard, 
besides the martyrdom test, could be used in determining whether an individ
ual has an ultimate concern. Although it is highly unlikely that any such stan
dard exists, two possibilities are worth considering. Both can be derived from 
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the Note’s statement that “an ultimate concern must be unconditional.”164 In
terpreted in one way, this statement suggests that an individual can establish 
he has an ultimate concern by showing that he is unconditionally committed to 
unconditional principles. If the statement is interpreted in this way, two re
quirements must be met for an individual to be entitled to protection. First, 
the principles that can be derived from what the individual claims is his ulti
mate concern must not contain any exceptions. Second, the individual must be 
willing to sacrifice his life rather than violate those principles. The first re
quirement is needed to make the individual’s principles unconditional; the sec
ond, to make his commitment unconditional. If either requirement is not met, 
then what the individual claims is his ultimate concern is really something else, 
a cardinal concern. His true ultimate concern, if he has one, lies elsewhere—in 
his own self-interest or in whatever he is willing to sacrifice his life for. Obvi
ously, this standard is no less stringent than the martyrdom test.

164. Harvard Note, supra note 3, at 1076 n.110 (citing P. Tillich, supra note 133, at 8-9).
165. Exodus 20:13.

Interpreted a second way, the Note’s statement suggests that an individual 
can establish he has an ultimate concern simply by showing that he is uncondi
tionally committed to some set of principles. He need not make the additional 
showing that the principles themselves are unconditional. Although this inter
pretation appears to be more promising than the first, the appearance is illu
sory. What makes this interpretation appear more promising is that it allows 
an individual to hold principles with built-in exceptions. The result, in the 
ordinary case, is that an individual would not be required to sacrifice his life to 
avoid violating the principles that can be derived from his ultimate concern. 
The principles themselves would not require such a sacrifice. Consider the 
fifth commandment, which forbids killing.165 Only a few believe that this com
mandment forbids all killing, that it states “Thou shalt not kill, ever\” For 
most, the commandment is conditional. It states “Thou shalt not kill, unless 
. . . ,” where the subordinate clause is filled in by “in self-defense” and other 
appropriate exceptions. For those who subscribe to the latter view, no individ
ual who is committed to honoring the fifth commandment as part of God’s law 
need sacrifice his life just to avoid killing his potential murderer.

What makes this standard problematic is that no difference exists between 
being unconditionally committed to principles that are easy to adhere to, be
cause they contain a sufficient number of exceptions, and being conditionally 
committed to principles that are hard to adhere to, because they contain few to 
no exceptions. Under this standard, an individual could convert any one of his 
cardinal concerns into an unconditional commitment simply by qualifying the 
relevant concern with the appropriate exceptions. The list of the exceptions 
might be very long indeed, but the length of the list is beside the point. An 
individual can be unconditionally committed to a variety of principles, no 
matter how many exceptions they contain, so long as he is committed to acting 
on the principles whenever the exceptions do not apply. Given this, courts 
have no way of determining which of an individual’s cardinal concerns is his 
ultimate concern by focusing solely on what the individual is unconditionally 
committed to.
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At one point, the Note states that “while full acceptance of the ultimate con
cern idea as developed by progressive theologians would lead to an expansive 
standard, this is exactly what the free exercise clause commands.”166 The irony 
here is that on any interpretation of the ultimate concern test that would en
able courts to distinguish between ultimate concerns and cardinal concerns, 
the test would not lead to an expansive standard at all, but would instead result 
in a standard so narrow that only a few could expect to enjoy its protection. In 
fact, the only religious liberty the average person would enjoy under such a 
test is that which is guaranteed to him by the establishment clause, strictly 
construed.

166. Harvard Note, supra note 3, at 1075-76.
167. 319 U.S. 624 (1942).
168. Id. at 646-71 (Frankfurter, J., dissenting).
169. Id at 653-54.
170. See A.J. Ayer, Part of My Life 201-02 (1977) (discussing whether people with special talents 

have a duty to fight for their country in war).
171. See supra text accompanying note 45 (text of “religious training and belief exemption in Mili

tary Training and Service Act of 1948).

This is the result favored by Justice Frankfurter. In his dissent in West Vir
ginia v. Barnette,167 in which he argued that a state could compel school chil
dren who are Jehovah’s Witnesses to salute the flag even though saluting it 
violated their religion’s prohibition against worshipping graven images,168 Jus
tice Frankfurter stated:

The prohibition against any religious establishment by the govern
ment placed denominations on an equal footing. . . . But the law- 
making authority is not circumscribed by the variety of religious 
beliefs, otherwise the consitutional guaranty would be not a protec
tion of the free exercise of religion but a denial of the exercise of 
legislation. . . . The essence of the religious freedom guaranteed by 
our Constitution is therefore this: no religion shall either receive the 
state’s support or incur its hostility.169

No support, for Justice Frankfurter, meant no support. In his view, the estab
lishment clause demands strict neutrality. It forbids the government from 
making any exceptions for Jehovah’s Witness school children who object to 
saluting the flag, for Amish parents who wish to withdraw their children from 
school after the eighth grade, or for Seventh-Day Adventists who cannot in 
good conscience work on Saturday. This is an eminently respectable view, but 
it is not one that allows the broad scope to freedom of conscience that the Note 
suggests is appropriate.

2. An Alternative: The Cardinal Concerns Test
To expand the scope of the free exercise clause, “religion” might be defined 

as cardinal concerns rather than as an ultimate concern. The result, however, 
would not necessarily be greater protection for freedom of conscience. Indeed, 
the result might be even less protection for freedom of conscience.

Imagine a young painter, inspired by Cezanne’s example in the Franco- 
Prussian war,170 applying for a religious exemption from military service.171 In 
defending his right to the exemption, the young man explains that participat
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ing in any war would interfere seriously with one of his cardinal concerns, 
namely, his painting. He readily admits that he is not a pacifist, so that his 
opposition to participating in war is different from that of the traditional con
scientious objector. The painter denies, however, that this difference is rele
vant. In his view, both he and the traditional objector would have to ignore 
their cardinal concerns if they participated in a war; he would have to ignore 
his painting, while the traditional objector would have to ignore his pacifism. 
What Torcaso forbids, the young painter rightly argues, is government dis
crimination against one form of religious belief in favor of another.172 Thus, if 
“religion” were defined as cardinal concerns, the young painter would qualify 
under existing law for the exemption. So, too, would any individual who 
could make the requisite showing—any athlete, any entrepreneur, any scholar, 
any hedonist. To avoid this prospect, Congress might eliminate the religious 
exemption altogether, and in so doing, eliminate the protection now afforded 
to traditional conscientious objectors. The Note makes the same point about 
discretionary exemptions in arguing for a strict ultimate concern test: “When 
confronted with the choice between accommodating a vast number of religious 
interests and not accommodating any at all, the legislature may eliminate those 
discretionary accomodations which now exist for the core religions.”173 Given 
the likelihood of this result, defining “religion” as cardinal concerns could pro
duce less rather than more protection for freedom of conscience, exactly the 
opposite effect from that intended.

172. 367 U.S. 488, 495 (1961).
173. Harvard Note, supra note 3, at 1077 n. 113. The implications here are far-reaching. Suppose, 

for example, that the shareholders of a closely-held corporation vote unanimously to require their cor
poration to apply for a tax exemption as a religious institution. In a carefully prepared document, the 
shareholders state that a cardinal concern for all of them is earning a substantial return on their invest
ment. The corporation’s responsibility, they explain, is to assist them in pursuing this financial goal, 
just as a church’s responsibility is to assist its members in pursuing spiritual goals. The shareholders 
argue that, since cardinal concerns can be financial as well as spiritual, their corporation is entitled to 
an exemption. Faced with such a prospect, Congress would surely eliminate all tax exemptions for 
religious institutions.

This example does not appear to be fanciful. If the cardinal concerns test were adopted and publi
cized, many people could be expected to assert their right to “religious freedom" in contexts where 
previously no one has thought that religious freedom was an issue. Shaw provides us with a celebrated 
example:

Barbara: “. . By the way, papa, what is your religion? in case 1 have to introduce you 
again.”
Undershaft: “My religion? Well, my dear, 1 am a Millionaire. That is my religion.”

G.B. Shaw, Major Barbara, in Saint Joan, Major Barbara, Androcles and the Lion 256 (Mod
ern Library ed. 1956).

174. Thomas v. Review Bd., 450 U.S. 707, 718 (1981).
175. See, eg., id. at 719 (Jehovah’s Witness who quit job after refusing to transfer to department 

manufacturing munitions entitled to unemployment compensation benefits); Wisconsin v. Yoder, 406 
U.S. 205, 234 (1972) (Amish parents who sincerely believe high school attendance contrary to their

In cases in which an individual can directly invoke the free exercise clause 
for protection, instead of having to rely on a discretionary legislative exemp
tion, the result would very likely be the same. As currently construed, the free 
exercise clause prohibits any law that limits religious liberty, unless the gov
ernment can show that the law is “the least restrictive means of achieving some 
compelling state interest.”174 In the past, this standard has provided fairly 
broad protection for religious freedom.175 There is a tension, however, be-
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tween this standard and the government’s interest in not having to accommo
date religious interests where “accommodation would ‘radically restrict the 
operating latitude of the legislature.’”176 177 If “religion” were defined as cardinal 
concerns, the operating latitude of the legislature would undoubtedly be seri
ously jeopardized. Since most laws impinge upon the cardinal concerns of 
numerous individuals, legislatures would have to spend untold hours review
ing every piece of legislation—trying to anticipate how many individuals a 
particular law might affect, how the law might affect them, and how the law 
might be drafted to avoid being struck down under the free exercise clause. 
Even then, no legislature could be confident that any law it passed would not 
be widely challenged in the courts. The cost, in terms of efficiency and effec
tiveness, would surely be enormous. And there would be other costs as well: 
those the government would incur in defending itself and those courts would 
incur in hearing the challenges. In light of these potential problems, it seems 
reasonable to predict that if the cardinal concerns test were adopted the Court 
would repudiate its current standard for deciding cases under the free exercise 
clause. A likely replacement, one that would afford minimal protection for 
freedom of conscience, was recently proposed by Justice Stevens in United 
States v. Lee y11 Stating there that the current standard is too lenient even 
under a less expansive definition of “refigion,” Justice Stevens recommended 
imposing “an almost insurmountable burden on any individual who objects to 
a valid and neutral law of general applicability on the grounds that the law 
proscribes (or prescribes) conduct that his religion prescribes (or 
proscribes).”178

religion entitled to withdraw children from school after eighth grade); Sherbert v. Verner, 374 U.S. 398, 
410 (1963) (Seventh-Day Adventist unable to find job that would allow her to abstain from work on 
Saturday for religious reasons entitled to unemployment compensation benefits); CaUahan v. Woods, 
658 F.2d 679, 686-87 (9th Cir. 1981) (child whose father refused to obtain social security number for her 
because he sincerely believed such numbers to be Biblical “marks of the beast” entitled to AFDC 
benefits); Frank v. Alaska, 604 P.2d 1068, 1074-75 (Alaska 1979) (Athabacean Indians whose use of 
moose meat at funeral ceremony was deeply rooted religious practice entitled to kill moose despite state 
prohibition); People v. Woody, 61 Cal. 2d 716, 717, 394 P.2d 813, 815, 40 Cal. Rptr. 69, 71 (1964) 
(Navajo Indians who regarded peyote as central aspect of their religion entitled to use peyote in reli
gious rituals despite state prohibition).

176. United States v. Lee, 455 U.S. 252, 259 (1982) (quoting Braunfeld v. Brown, 366 U.S. 599, 606 
(1961)).

177. 455 U.S. 252, 263 & nn.2 & 3 (Stevens, J., concurring).
178. Id at 263 n.3.
179. Cf. Clark, supra note 3, at 342 (“the most important interest protected by the free exercise clause 

is the prevention of the severe psychic turmoil that can be brought about by compelled violations of 
conscience”); Marcus, The Forum of Conscience: Applying Standards Under the Free Exercise Clause, 
1973 Duke L.J. 1217 (surveys standards and notes broader protection for freedom of conscience should 
be pursued). But see Laycock, Towards a General Theory of the Religion Clauses: The Case of Church 
Labor Relations and the Right to Church Autonomy, 81 Colum. L. Rev. 1373, 1390 (1981) (arguing that 
many religious exercises would be excluded from free exercise protection if courts required that claim
ant act according to dictates of her conscience); Note, Religious Exemptions Under the Free Exercise 
Clause: A Model of Competing Activities, 90 Yale L.J. 350, 357 (1980) (“Personal conscience is one of 
the least distinctive elements of religious life”).

Before considering a final reason for rejecting the cardinal concerns test, it 
might be helpful to discuss a possible objection to the dire predictions just 
made. Arguably, the cardinal concerns test would not be nearly so disruptive 
if the scope of its protection were limited solely to moral concerns.179 If the 
test’s protection were limited in this way, an individual would be eligible for 
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protection only in those cases where the government required him either to 
perform some act he was morally opposed to performing or forbade him to 
perform some act he felt morally obligated to perform. How significantly this 
proposal would reduce the dangers discussed above is hard to say.180 Even 
assuming a significant reduction, however, the proposal would still be untena
ble: it is underinclusive. Neither of the rationales traditionally offered for 
granting special protection to freedom of conscience—that freedom of con
science promotes pluralism and that it promotes personal fulfillment181—is

180. In discussing the disadvantages of protecting all acts of conscience, Gail Merel argues that “to
protect acts of conscience in all matters . . not only reaches beyond the intention of the [religion]
clauses, but is both theoretically and practically illimitable.” Mere!, supra note 3, at 812; see also id. at 
829. The solution, Merel suggests, is for courts to construe the free exercise clause as protecting only 
those expressions of belief that are either religious or irreligious but not those that are nonreligious. Id. 
at 813-14. See also Schwarz, No Imposition of Religion: The Establishment Clause Value. 77 Yale L.J. 
692, 698-99, 719 (1968) (discussing distinction between religious, antireligious, and nonreligious view
point).

Unfortunately, Merel’s description of the three different belief systems appears to vitiate her own 
solution. Each of the belief systems, she says, is “multidimensional,” meaning that each pertains to 
“more than one aspect of an individual’s life.” Merel, supra note 3, at 831-32. The important point, 
however, is that the content of any given belief system has no bearing on how a belief system should be 
labeled. As Merel says of a religious belief system, for example, it can “include any multidimensional 
system of beliefs an individual claimant sincerely asserts to be religiously held.” Id. at 834 (emphasis 
added). Thus, on Merel’s view, the same belief system can be religious, irreligious, or nonreligious. 
How a belief system should be labeled depends solely upon how the individual who holds it thinks it 
should be labeled. The individual’s sincere judgment is unimpeachable.

The problem here is that since an individual cannot err in how he labels his belief system—so long as 
the system is multidimensional and sincerely held—a claimant has an incentive to choose that label 
which will maximize his protection, and courts will have no basis whatsoever for challenging the chosen 
label. The individual who now thinks of himself as being nonreligious can switch labels without being 
insincere and without abandoning a single substantive belief. He need only abandon the belief that he 
is nonreligious, a belief that is completely arbitrary since no difference in content need exist between a 
belief system that is nonreligious and one that is religious or irreligious. Given this problem, Merel’s 
solution would appear to be vulnerable to exactly the same charge she levels at the views she criti
cizes—namely, that it “is both theoretically and practically illimitable.” See id. at 812; cf. Africa v. 
Commonwealth of Pa., 662 F.2d 1025, 1035 (3d Cir. 1981) (“We decline to adopt ... a self-defining 
approach to the definition-of-religion problem”), cert, denied, 456 U.S. 908 (1982). For a solution simi
lar to Merel’s, see United States v. Seeger, 380 U.S. 163, 185 (1965) (“the court’s task is to decide 
whether the beliefs professed by a registrant [for exemption as a conscientious objector] are sincerely 
held and whether they are, in his own scheme of things, religious”).

Merel never explains whether her three categories—the religious, the irreligious, and the nonreli
gious—are intended to be descriptive or prescriptive. If they are intended to be prescriptive, then they 
are subject to the criticism just made. If they are intended, instead, to be descriptive, then they are 
subject both to the criticism just made, as well as to the criticism that the meaning of a word, such as 
"religion,” depends on more than the intentions of the person using it. See Moore, The Semantics of 
Judging, 54 S. Cal. L. Rev. 151, 178-79, 246-56 (1981) (criticizing the view that the meaning of a word 
is determined by the intentions of the person using the word); Schauer, An Essay on Constitutional 
Language, 29 U.C.L.A. L. Rev. 797, 810 n.53 (1982) (criticizing Professor Corbin for arguing that “it is 
an ‘illusion’ that words have meaning independent of those who use them. . . . Were it not for that 
‘illusion,’ [says Schauer], we would have no way of understanding each other”) (citation omitted).

Despite these problems, Merel’s categories should not be ignored. The way to make them serviceable 
is to ascribe to each a specific content. For an attempt to do this, see infra text accompanying notes 290- 
94.

181. Harvard Note, supra note 3, at 1058 n.14. The Note also credits Justice Douglas with having 
suggested that freedom of conscience is intrinsically valuable and. for this reason, deserves protection, 
/¿(citing Walz v. Tax Comm’n, 397 U.S. 664, 719-20 (1970) (Douglas. J., dissenting) (quoting James 
Madison’s “Memorial and Remonstrance Against Religious Assessments”)). If sound, this thesis would 
justify using the free exercise clause solely to protect acts of conscience, since no other cardinal concern 
can lay claim to having intrinsic value.

Yet the thesis is far from sound. Pascal may have been exaggerating when he wrote that “Men never 
do evil so fully and so happily as when they do it for conscience’s sake.” The Faber Book of Apho- 
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sufficiently narrow to justify limiting protection solely to acts of conscience. 
Many cardinal concerns, not just those that are moral, are likely to promote 
pluralism; and every cardinal concern, by definition, is intimately related to 
personal fulfillment.* 182 There is thus no principled basis for defining “religion” 
as a cardinal concern while limiting that protection solely to moral 
concerns.183

RISMS 81 (W.H. Auden & L. Kronenberger eds. 1962). Still, we cannot overlook the fact that an individ
ual’s conscience can tell him to act in the vilest ways. See, e.g., H. Arendt, Eichmann in Jerusalem 
111-12, 131 (1963) (discussing Nazi Adolf Eichmann's attempts to follow dictates of his conscience in 
exterminating Jews for the sake of “good society”); G. Marshall, Constitutional Theory 214 
(1971) (noting that Governors Barnett and Wallace acted according to conscience in defying federal 
court orders to admit blacks to public schools); P. Nowell-Smith, Ethics 216 (1954) (suggesting the 
world would have been better off had Robespierre “given his conscience a thorough rest and indulged 
his taste for roses and sentimental verse”). See also J.L. Mackie, Ethics: Inventing Right and 
Wrong 15-49 (1977) (belief in objective values is false).

182. The painter who objects to being drafted, for example, see supra notes 170-72 and accompany
ing text, might not feel morally guilty if forced to serve in the military, but he might still feel sorely 
distraught at having to do so. Similarly, few, if any, homosexuals are likely to think they have a moral 
obligation to disobey sodomy laws although strict enforcement of such laws might severely impair the 
ability of at least some homosexuals to achieve personal fulfillment.

Two other problems should also be noted here. The first concerns the standard that should be used 
under the free exercise clause for identifying moral principles, see supra note 142 and accompanying 
text (discussing egoism as a moral principle), and whether or not moral beliefs need be any more 
“acceptable, logical, consistent, or comprehensible to others [than religious beliefs need be| to merit 
First Amendment protection.” Thomas v. Review Bd., 450 U.S. 707, 714 (1981) (religious beliefs need 
not be acceptable, logical, consistent, or comprehensible to others). The second problem concerns the 
standard that should be adopted for determining when an act is an act of conscience. See Broad, Con
science and Conscientious Action, in Broad’s Critical Essays in Moral Philosophy 136 (D. Cheney 
ed. 1971) (arguing that the only coherent standard is one that few people are ever likely to meet).

183. The criticism here is analogous to that directed at Professor Thomas Emerson for excluding 
conduct from the protected speech category while maintaining that the free speech clause is designed in 
part to “assurfe] individual self-fulfillment.” Emerson, Toward a General Theory of the First Amend
ment, 72 Yale L.J. 877, 878, 880-81 (1963). See, eg., Jackson & Jeffries, Commercial Speech: Eco
nomic Due Process and the First Amendment, 65 Va. L. Rev. 1, 13 n.46 (1979) (“Without [the] 
distinction [between speech and conduct] the right of individual self-fulfillment would exceed tolerable 
limits. . . . Emerson provides no principled basis, however, for understanding why self-fulfillment 
. . . depend[s] more on freedom of expression than freedom of action”) (citations to Emerson omitted).

184. Harvard Note, supra note 3, at 1084.
185. L. Tribe, supra note 54, at 828; Freund, supra note 131, at 1686-87 n.14.

Let us assume, however, that “religion” could be defined as cardinal con
cerns under the free exercise clause without raising any of the problems dis
cussed so far. One problem would still remain: How to define “religion” 
under the establishment clause. If “religion” were defined under the estab
lishment clause as cardinal concerns, the result would be “doctrinal chaos”:184 
since there is probably no government program that does not promote some 
cardinal concern, virtually every government program could be deemed an 
unconstitutional establishment of religion. To avoid this problem, courts 
could adopt a dual definition of “religion”—a narrow definition for the estab
lishment clause and a broad definition for the free exercise clause.185 Such a 
definition would protect freedom of conscience and preserve the government’s 
ability to operate. In doing so, however, it would create another, equally unac
ceptable, problem: A three-tiered system of ideas. Judge Adams was the first 
to identify this problem with his concurrence in Malnak:

[A dual definition] would create a three-tiered system of ideas: those 
that are unquestionably religious and thus both free from govem- 
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ment interference and barred from receiving government support; 
those that are unquestionably non-religious and thus subject to gov
ernment regulation and eligible to receive government support; and 
those that are only religious under the newer approach and thus free 
from governmental regulation but open to receipt of government 
support.186

186. Malnak v. Yogi, 592 F.2d 196, 212 (3d Cir. 1979) (Adams, J., concurring).
187. Id. at 212-13.
188. Id at 213.
189. Mansfield, supra note 3.
190. In rejecting the court’s definition, Mansfield states:

A person may make his pocketbook his master or his stomach a god, or consider that the 
highest virtue is the preservation of his own life and the advancement of his own interests, but 
no one would say, except ironically, that because of his devotion to these ends his belief in 
them is religious.

Id at 10.
191. Id
192. Id Mansfield’s first requirement, that religious belief entail the affirmation of some truth, is 

Judge Adams noted that the ideas classified in the third grouping, those that 
are “free from governmental regulation but open to receipt of government sup
port,” would be in an obviously advantaged position.187 He found no reason, 
however, for favoring a newer belief system over an older one: “If a Roman 
Catholic is barred from receiving aid from the government, so too should be a 
Transcendental Meditator or a Scientologist if those two are to enjoy the pre
ferred position guaranteed to them by the free exercise clause.”188 Judge Ad
ams’ objection provides us with yet another reason for rejecting the cardinal 
concerns test. Moreover, when viewed in connection with the other objections 
raised here, both against the cardinal concerns test and against the ultimate 
concern test, this objection provides us with a sound basis for rejecting, or for 
at least being highly skeptical of, any attempt to define “religion” in functional 
terms.

B. A NONFUNCTIONAL DEFINITION

In the second of the two articles to be discussed here,189 Professor Mansfield 
rejects the court’s functional definition of “religion”190 and, by implica
tion, the ultimate concern and cardinal concerns tests. Taking a more tradi
tional approach, Mansfield argues that “the fundamental character of the 
truths asserted ... is the primary reason for characterizing a belief in these 
truths as religious.”191 He develops this point more fully by saying:

A religious belief is first of all a belief, that is to say the affirmation of 
some truth, reality, or value. In addition, it addresses itself to basic 
questions to which man has always sought an answer, questions 
about the meaning of human existence, the origin of being, the mean
ing of suffering and death, and the existence of a spiritual real
ity. ... In this respect ... [it requires] attention to whether the 
questions to which the belief addresses itself are of a certain charac
ter; it requires attention to the subject matter of the belief rather than 
the condition of the believer.192
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Mansfield’s critics have charged that his “definition succeeds only by being 
so general as to include nearly all belief whatsoever.”193 Nearly everyone, the 
critics contend, addresses Mansfield’s questions at some point in life and an
swers them in a more or less tentative way. Yet this does not mean that every 
answer to these questions is a religious answer or that everyone is religious. 
Someone might conclude that the concept of a spiritual or transcendant reality 
is unintelligible194 and that the concept of being is incoherent.195 This person 
might view questions about the meaning of life, death, and suffering solely in 
secular terms.196 He might affirm some truth about these matters, but the truth 
he affirms may bear little resemblance to a religious truth. He might believe, 
for example, that in his case the acquisition of wealth is essential to living a 
meaningful life. According to Mansfield’s definition, this belief arguably 
would be a religious belief, as would many other beliefs Mansfield probably 
intended to exclude. When carefully examined, then, Mansfield’s definition 
appears to resemble closely the definition that characterizes cardinal concerns 
as the essence of religion. Consequently, his definition should be rejected for 

equivalent to Judge Adams’ second requirement in Malnak. See supra notes 89-90 and accompanying 
text. Mansfield’s second requirement, moreover, that a religious belief address itself to certain basic 
questions, is equivalent to Judge Adams’ first requirement in Malnak. See supra notes 91-92 and ac
companying text. Mansfield’s requirements are also similar to those adopted by the District of Colum
bia Circuit in Church of Scientology. See supra notes 69-74 and accompanying text.

193. Clark, supra note 3, at 339.
194. R.M. Hare reaches this conclusion by way of an example:

Let us suppose that someone alleges that there is a god in the fire who makes it burn; it would 
not bum without him, it is said, and to get him to make it bum you have to perform the right 
ritual, lay the sticks correctly, not put too much big stuff on top, etc. . . . But, it may be 
asked, what is the difference between the statement that there is a god who, if we perform the 
right rituals, makes the fire bum, and the statement that the fire will bum if we do the speci
fied series of operations? 1 call this fire-god “transcendental" because his existence or non
existence makes no difference to observable phenomena. He is, as Wittgenstein might have 
said, idling—doing no work.

Hare, The Simple Believer, in Religion and Morality 393, 415 (G. Outka & J. Reeder eds. 1973). 
See also J. Passmore, Philosophical Reasoning 38-57 (1968) (near unanimity among analytical 
modem philosophers that there is no absolute separation between physical and spiritual); Williams, 
Tertullian’s Paradox, in New Essays in Philosophical Theology 187 (A. Flew & A. MacIntyre eds. 
1955) (Christian beliefs must involve at least one belief about both God and world and that belief must 
be partly incomprehensible).

195. The term “being” is used here in the sense in which many modem theologians have used it. 
Tillich, for example, constructs an entire theological system on this concept. See P. Tillich, System
atic Theology (1953). Tillich talks about “God as being-itself,” id. at 235, and about “the courage to 
be as the key to the ground of being.” P. Tillich, The Courage To Be 156 (1952). It is this kind of 
talk that some find incoherent. Ninian Smart’s criticism is representative:

The trouble ... is to know what “being” means. We are aware of how we use the verb “to 
be,” when we say such things as “This is Friday” and “There is a green hill far, far away.” We 
use the verb sometimes as a copula, to join predicate to subject, sometimes in an existential 
sense. (“There is a ... .” means “a . . . exists.”) But does it make any sense to take the 
present participle and use it as a label for something? It seems just bad grammar, masquerad
ing as philosophical profundity. Consider what would happen if we treated other little words 
in our language with the same seriousness. What of “of,” and “and,” and “if’? Why not talk 
about “ofness,” “andness,” and “ifity”? Such locutions would be nonsensical.

N. Smart, The Philosophy of Religion 61 (1979). See also Edwards, Professor Tillich’s Confusions, 
74 Mind 192-214 (1965) (concept of being is unintelligible).

196. See, eg., Russell, A Free Man’s Worship, in The Meaning of Life 55 (E. Klemke ed. 1981); 
Baier, The Meaning of Life, in The Meaning of Life 81 (E. Klemke ed. 1981).



1548 The Georgetown Law Journal [Vol. 71:1519

the same reasons that support rejection of the cardinal concerns definition.197

197. See supra notes 170-86 and accompanying text.
198. See, e.g., D. Little & S. Twiss, Comparative Religious Ethics 53-75 (1978). Little and 

Twiss argue that a religious statement must express an "acceptance of a set of beliefs, attitudes, and 
practices based on a notion of sacred authority that functions to resolve the ontological problems of 
interpretability.” Id. at 56. By the “ontological problems of interpretability,” they mean the exper
iences people have in trying to do three things: “[1]. . to make sense out of the felt inexplicability of 
the natural (and social) world ... [2] ... to cope with the obdurate presence of suffering and death 
. . . [and 3] ... to live with and manage the ambiguities and puzzles inherent in human conduct.” Id. 
at 54.

199. See, eg., Geertz, The Anthropology of Religion, in 13 The International Encyclopedia of 
the Social Sciences 406 (1968) (“Whatever else religion does, it relates a view of the ultimate nature 
of reality to a set of ideas of how man is well advised, even obligated, to live”).

200. The Random House Dictionary 379 (J. Stein ed. 1973). Daniel Taylor makes the same point: 
“The notions of definition and essence go together.” D. Taylor, Explanation and Meaning 164 
(1970) But, says Taylor, “Knowing the meaning of a word is not knowing ... a definition or an 
essence." Id. at 165. See also R. Robinson, Definition (1954) (discussing different types of defini
tions). For a related account of why words such as “religion” cannot be defined, see H.L.A. Hart, The 
Concept of Law 13-15 (1961) (discussing definition per genus et differentiam).

201. L. Wittgenstein, Philosophical Investigations §67 (G.E.M. Anscombe trans. 1953) 
[hereinafter Wittgenstein, Investigations).

202. Id. § 66.

Mansfield’s mistake was to focus exclusively on the character of fundamen
tal questions. Had he focused as well on the character of the answers to these 
questions, he could have avoided the charges of his critics. Had he said, that 
is, that a religious belief is not merely “the affirmation of some truth” about 
“the existence of a spiritual reality,” but the affirmation of a particular truth 
about the existence of such a reality—the affirmation that such a reality does in 
fact exist—his definition would be much more plausible. Had he then added 
that the religious believer interprets questions about the meaning of life, death, 
suffering, and the origin of being in light of a belief in a spiritual reality, Mans
field would have provided an account of religious belief quite similar to the 
accounts provided by many modem theologians198 and anthropoligists.199

Even if revised along these lines, however, Mansfield’s definition would still 
be incomplete. At best, it would specify only the conditions that must nor
mally be satisfied, rather than the conditions that must always be satisfied, for 
a belief or practice to be religious. It would not specify what every definition is 
supposed to specify, namely, the “essential qualities”200 of what is defined—in 
this case, the respects in which all religions are alike. The problem is not that 
Mansfield’s definition, or the revised version of that definition, is less satisfac
tory than some other definition. Indeed, as far as definitions go, the revised 
version seems superior to most. The problem is that the very attempt to define 
“religion” is itself misconceived. There simply is no essence of religion, no 
single characteristic or set of characteristics that all religions have in common 
that makes them religions. What we discover when we examine a variety of 
different religions or different religious belief systems is not a shared essence, 
but a set of “family resemblances,”201 “a complicated network of similarities 
overlapping and criss-crossing.”202
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III. The Meaning of “Religion”: The Search for Essences

A. THE GENERAL PROBLEM203

203. Readers who are familiar with Wittgenstein’s theory of “family resemblances” might want to 
skip this section, which is designed to explain the theory to readers who are not familiar with it.

204. For a brief, but penetrating, account of how Socrates developed this thesis in the early dia
logues, see R. Robinson, Plato’s Earlier Dialectic 49-60 (1953).

205. See Plato, Laches, in 1 The Dialogues of Plato 77-111 (B. Jowett trans. Oxford Univ. Press 
3d ed. 1892) [heremafter Dialogues of Plato] (“What is that common quality which is called cour
age, and which includes all the various uses of the term . . . ?”).

206. See, e.g., Plato,Meno, in lid. at 27-63 (virtue); Plato,Euthyphro, in lid at 75-93 (piety); Plato, 
Theaetetus, in 4 id at 193-280 (knowledge).

207. See Wittgenstein, Investigations, supra note 201, §§ 66-90; L. Wittgenstein, The Blue 
and Brown Books 17-19, 25-28 (1958) [hereinafter Wittgenstein, The Blue Book], For excellent 
analyses of Wittgenstein’s remarks relied on here, see G. Baker & P. Hacker, Wittgenstein: Un
derstanding and Meaning 315-94 (1980); G. Pitcher, The Philosophy of Wittgenstein 215-27 
(1964); Bambrough, Universals and Family Resemblances, 41 Proc, of the Aristotelian Soc’y 207 
(1960-61); Dilman, Universals: Bambrough on Wittgenstein, 79 Proc, of the Aristotelian Soc’y 35 
(1978-79). For insightful accounts of the general problem of meaning, vagueness, and open texture, see 
P. Alston, The Philosophy of Language 84-106 (1964) (dimensions of meaning); M. Black, Mar
gins of Precision: Essay in Logic and Language 1-13 (1970); F. Scheffler, Beyond the Let
ter: A Philosophical Inquiry into Ambiguity, Vagueness, and Metaphor in Language 37-78 
(1979) (vagueness); Moore, supra note 180, at 193-202 (meaning, vagueness, and open texture). On the 
relevance of Wittgenstein’s remarks to attempts to define the word “law” and other legal words, see 
H.L.A. Hart, supra note 200, at 13-17, 120-32; Baker, Defeasibility and Meaning, in Law, Morality, 
and Society: Essays in Honour of H.L.A. Hart 26 (P. Hacker & J. Raz eds. 1977); Hart, Positivism 
and the Separation of Law and Morals, 71 Harv. L. Rev. 593, 606-15 (1958).

208. Wittgenstein, The Blue Book, supra note 207, at 17.
209. Id at 18.

The search for essences, of words and of concepts, goes back at least as far as 
Socrates. In dialogue after dialogue, Socrates advanced the same thesis: 
knowing how to apply a word, knowing a word’s meaning, entails knowing the 
necessary and sufficient conditions for its application; if no such conditions 
exist, the word has no application, no meaning.204 This thesis rests on the rea
sonable assumption that there is some quality or collection of qualities com
mon to all things of a certain kind that distinguishes things of that kind from 
everything else. All acts of courage, for example, while they might differ in 
some respects, have at least one common quality that distinguishes them from 
all other acts. We can tell whether a particular act—risking one’s life in a war 
or one’s reputation for a just cause—is a courageous act by determining 
whether the act shares the quality or qualities common only to acts of cour
age.205 If the particular act lacks the requisite quality or qualities, it must be an 
act of some other kind. What is true, moreover, for the concept of courage is 
true as well for all other concepts.206 Every concept must share one or more 
qualities that no other concept possesses if the task of distinguishing between 
and among concepts is not to be impossible. To be able to distinguish chairs 
from couches, cars, and charnels, we must know what is unique about chairs. 
We must know, in other words, what the essence of a chair is.

No one, perhaps, has been more influential than Wittgenstein in showing 
that the search for essences is misguided.207 Wittgenstein attributed the search 
to “our craving for generality”208 and to the “the contemptuous attitude [we 
have] towards the particular case.”209 To explain what is fundamentally wrong 
with the search, he focused on the attempt to define the word “game”:
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Don’t say: “There must be something common, or they would not be 
called ’games’”—but look and see whether there is anything common 
to all.—For if you look at them you will not see something that is 
common to all, but similarities, relationships, and a whole series of 
them at that.210

Wittgenstein’s point here can be more easily understood by considering the 
relatively simple concept of a chair. The standard chair is readily describable. 
It has four legs, a seat, and a back. The features common to the standard chair 
should not be confused, however, with the essence of chairs. Chairs have an 
essence if and only if the features common to the standard chair are common 
to all chairs. Stated more formally: Chairs have an essence if and only if there 
is some one feature or set of features that is both necessary and sufficient to 
make a material object a chair.

As for necessary features, it would seem that chairs do not have any. A 
chair can still be a chair even if it has no legs or no seat or no back. Yet, even 
if one of these features were a necessary feature of every chair, neither that 
feature, nor any other, would be sufficient to make a material object a chair— 
neither the legs, nor the seat, nor the back. None of these features would be 
sufficient because other material objects normally have the same features. Ta
bles and desks have legs. Couches and cars have seats and backs. Conse
quently, mere possession of any one of these features is not both necessary and 
sufficient to ensure that a given material object is a chair rather than something 
else.

Similarly, if instead of moving from necessary to sufficient features, we 
move from sufficient to necessary features, we get the same result. We find, for 
example, that the features of the standard chair are sufficient, but not neces
sary, to make a material object a chair. Some objects are chairs even though 
they lack one or more features of the standard chair. Thus, just as certain 
features may be necessary, but are not sufficient, to make a material object a 
chair, certain combinations of features may be sufficient, but are not necessary, 
to make a material object a chair. Sufficiency does not guarantee necessity any 
more than necessity guarantees sufficiency. In short, then, there is no one fea
ture or set of features that is both necessary and sufficient to make a material

210. Wittgenstein, Investigations, supra note 201, § 66 (emphasis in original). Since Wittgen
stein himself recommended paying careful attention to the particular case, his own remarks on the 
particulars of games are worth quoting in full:

Look for example at board-games, with the multifarious relationships. Now pass to card 
games; here you find many correspondences with the first group, but many common features 
drop out, and others appear. When we pass next to ball games, much that is common is 
retained, but much is lost.—Are they ail “amusing”? Compare chess with noughts and 
crosses. Or is there always winning and losing, or competition between players? Think of 
patience. In ball games there is winning and losing; but when a child throws his ball at the 
wall and catches it again, this feature has disappeared. Look at the parts played by skill and 
luck; and at the difference between skill in chess and skill in tennis. Think now of games like 
ring-a-ring-a-roses; here is the element of amusement, but how many other characteristic fea
tures have disappeared! And we can go through the many, many other groups of games in the 
same way; can see how similarities crop up and disappear.

Id 
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object a chair; or, what amounts to the same thing, there is no essence of 
chairs.

This does not mean that a chair could have any features whatsoever and still 
be a chair. Obviously, the concept must be limited in some way.211 Otherwise, 
whenever anyone used the word “chair,” no one would know what he meant. 
How do we discover which limitations are appropriate? We begin by investi
gating the facts. Our aim is to discover what purposes chairs serve—what 
chairs are generally used for and what activities are generally associated with 
their use. In conducting our investigation, we will find that chairs are gener
ally used to seat one person while supporting his back, that they are frequently 
used while eating at a table, while studying at a desk, or while lounging before 
a television set, and that they are often bought and sold in the marketplace. 
This information will enable us to form the concept of a standard chair or to 
understand why an object described as a standard chair is, in fact, a standard 
chair.212

Using this concept, we can decide in many cases whether some object is a 
chair by seeing how closely the object resembles a standard chair. Our deci
sion will ordinarily turn on the extent to which the object can be used in the 
same way that the standard chair is generally used.213 If, on the one hand, the 
similarities in use between the two are sufficiently great, the object can be read
ily included within the class of chairs. If, on the other hand, the dissimilarities

211. Relevant here is Wittgenstein’s observation that “Many words . . . don’t have a strict meaning. 
But this is not a defect. To think it is would be like saying that the light of my reading lamp is no real 
light at all because it has no sharp boundary.” Wittgenstein, The Blue Book., supra note 207, at 27. 
Extensive philosophical debate has centered on the question of whether all, most, or only many words 
lack an essence. Compare, e.g., G. Pitcher, supra note 207, at 221 n.6, with Bambrough, supra note 
207, at 212-14.

212. Having some knowledge of what purposes chairs serve is necessary for understanding the con
cept of a standard chair. Julius Kovesi, discussing tables instead of chairs, explains the point in the 
following way:

Tables are a great stumbling block to philosophers. Some say that we just perceive that the 
object in front of us is a table. Others, with justification, object to this by saying that all that 
we perceive are qualities given to our senses, the hardness, smoothness and the colour of the 
object: there is no quality of being-a-table as such that we could perceive; we construct—they 
say—our notion of a table out of empirically-given qualities. It is true there is no perceivable 
quality called “yellow." But there is no reason whatsoever to say that therefore we construct 
our notion of table out of perceivable qualities. This is not the case either historically or 
logically. Historically, without a need for tables we would not have these pieces of furniture; 
logically, we cannot understand the notion of a table without understanding that need.

J. Kovesi, Moral Notions 2-3 (1967) (emphasis in original). Kovesi’s point here is that an individual 
cannot understand the concept of a table simply by observing empirical similarities between material 
objects. Understanding the concept entails knowing '"why' we call a large variety of objects ‘tables’ and 
refuse the word to other objects.” Id at 4 (emphasis added). See also Fish, Interpretation and the 
Pluralist Vision, 60 Tex. L. Rev. 495, 497 (1982) (“facts are always context relative and do not have a 
form independent of the structure of interest within which they emerge into noticeability”); Graff, 
“Keep off the Grass,” "Drop Dead, "And Other Indeterminacies: A Response to Sanford Levinson, 60 
Tex. L. Rev. 405, 405 (1982) (agreeing with the theorist who “says that the words by which we signify 
‘tables’ and 'chairs’ are only somewhat arbitrary sounds, that even the visible ‘furniture’ of the world is 
insubstantial, for the language we use to describe that world segments it in culturally conditioned 
ways”); Stone, From A Language Perspective, 90 Yale L.J. 1149, 1158 (1981) (“in a language, one does 
not know the meaning of a term until one knows the rules that govern its ‘movement,’ that is, how it is 
correctly applied, what service it may and may not perform in various appearances”).

213. “Our reasons for having tables constitute, as it were, the guiding principles for deciding what 
are tables and what are not, and what new constructions will be accepted as tables.” J. Kovesi, supra 
note 212, at 3. 
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in use are sufficiently great, the object can be readily excluded from the class of 
chairs. Precisely how great the similarities or dissimilarities must be, however, 
before we can know whether an object fits into the class, is not a matter that 
can be resolved simply by comparing the object to the standard chair. Com
parisons tell us no more than that an object is similar in use to the standard 
chair in some respects and dissimilar to it in others.

Courts, of course, cannot be content merely to identify similarities and dis
similarities. Their job is to classify. It does not follow, however, that in every 
case there will be one uniquely appropriate classification. Nowhere is this 
point made more eloquently than in the writings of H. L. A. Hart.214 Follow
ing Wittgenstein, Hart notes that for all words “[tjhere must be a core of settled 
meaning, but there will be, as well, a penumbra of debatable cases, in which 
words are neither obviously applicable nor obviously ruled out.”215 When 
faced with a debatable case, Hart argues, courts cannot rely on logic alone to 
resolve the dispute: “Logic only tells you hypothetically that if you give a 
certain term a certain interpretation, then a certain conclusion follows. Logic 
is silent on how to classify particulars.”216 To be sure, in many debatable cases 
courts can resolve the dispute by turning to traditional sources—to the intent 
of the legislature217 or to the principles and policies embodied in the common 
law.218 Yet these sources, as well as others courts might turn to, also have a 
"penumbra of uncertainty.” They, too, at some point, will prove indetermi
nate. The result, as Hart points out, is that in some cases “there is no possibil
ity of treating the question raised ... as if there were one uniquely correct 
answer to be found.”219 More than one answer will be satisfactory in some 
important respects, but not in others. Thus, instead of a single, right answer, 
what courts will sometimes find is two or more plausible answers, each of 
which “is a reasonable compromise between many conflicting interests.”220 
Consequently, courts are in the same position as the individual who tries to 
define the word “chair”: neither can escape the fact that there are no essences.

214 H.L.A. HART,jiy>ra note 200, at 120-32; Hart, Positivism and the Separation of Law and Morals. 
71 Harv. L. Rev. 593, 606-15 (1958).

215. Hart, supra note 214, at 607.
216. Id. at 610.
217. Hart is criticized for overlooking this point in Fuller, Positivism and Fidelity to Law—A Reply to 

Professor Hart, 71 Harv. L. Rev. 630, 661-69 (1958). But see Moore, supra note 180, at 281-92 (argu
ing that Hart can accommodate Fuller’s criticisms).

218. Hart is criticized for overlooking this point in R. Dworkin. Taking Rights Seriously 22-31 
(1977). But see Lyons, Principles, Positivism, and Legal Theory, 87 Yale L.J. 415, 418-26 (1977) (argu
ing that Hart can accommodate Dworkin’s criticisms).

219. H.L.A. HART.ru/ira note 200, at 128. Compare Dworkin, Ho Right Answer.’, 53 N.Y.U. L. Rev. 
1 (1978) (arguing there is a right way for courts to decide every case) with Woozley, Ho Right Answer, 
29 Phil. Q 25 (1979) (arguing Dworkin has failed to show there is a right answer in every case) and 
Alexander & Boyles, Hercules or Proteus’ The Many Theses of Ronald Dworkin, 5 Soc. Theory & 
Prac. 267 (1980) (same).

220. H.L.A. Hart, supra note 200, at 128.
221. W James, The Varieties of Religious Experience 26 (1920).

B. ESSENCE AND RELIGION

At the turn of the century, in his celebrated Gifford Lectures on religious 
experience, William James stated that “[m]ost books on the philosophy of reli
gion try to begin with a precise definition of what its essence consists of.”221 

HART.ru/ira
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James vehemently objected to this approach and advised his audience to “ad
mit freely at the outset that we may very likely find no one essence, but many 
characters which may alternately be equally important to religion.”222 To see 
that James’ advice was sound, let us begin by trying to identify the purpose of 
religion.223 Here we would do well to take our cue from Professor Mansfield224 
and Judge Adams225 and say that the purpose of religion is to provide answers, 
or a way of arriving at answers, to certain fundamental “Why” questions— 
most or all of which are thought by the traditional religious believer to be 
interrelated: “Why is there something rather than nothing? Why are we here? 
Why is there suffering and evil in the world? Why should we ever act in one 
way rather than another? Why is any one thing ever more valuable than any 
other?”226 Using this purpose of religion as a starting point, we can identify the 
features common to most traditional Eastern and Western religions, and can 
then show that no feature is both necessary and sufficient to guarantee that a 
belief system is religious.227 The following is a list of relevant features:228

222. Id For an example of the type of approach James objected to, see P. Tillich. What is Reli
gion? 56-86 (J.L. Adams trans. 1969) (understanding “the concept of essence ... is the first and basic 
task of philosophy of religion”). See also Harvard Note, supra note 3, at 1066-83 (supporting Tillich's 
decision to “locate the essence of religion in the phrase ‘ultimate concern’”).

223. For an explanation of the importance of identifying the purpose of religion, see supra note 212 
and accompanying text.

224. Mansfield, supra note 3, at 10.
225. Malnak v. Yogi, 592 F.2d 197, 208-09 (3d Cir. 1979) (Adams, J., concurring).
226. Cf. D. Little & S. Twiss, supra note 198, at 54-56.
227. The focus here is on religious belief systems rather than on religious institutions or on religion 

per se. What can be said about the former, however, can also be said, by analogy, about the latter.
228. This list is drawn to a large extent from P. Alston, supra note 207, at 88.
229. Contra Winch, Meaning and Religious Language, in Reason and Religion 193, 196 (S. Brown 

ed. 1977) (suggesting it might be possible “to identify a set of practices as ‘religious’ independently of 
any beliefs associated with them”).

1. A belief in a Supreme Being
2. A belief in a transcendent reality
3. A moral code
4. A world view that provides an account of man’s role in the uni

verse and around which an individual organizes his life
5. Sacred rituals and holy days
6. Worship and prayer
7. A sacred text or scriptures
8. Membership in a social organization that promotes a religious 

belief system
Taken together, these features provide us with a paradigm of a religious belief 
system. A belief system will thus be more or less religious depending on how 
closely it resembles this paradigm, in the same way that a material object will 
be more or less a chair depending on how closely it resembles a standard chair.

Starting at the bottom of the list, we can see that the last four features are 
characteristically religious because of their relation to either or both of the first 
two features. Sever this relation and the last four features usually lose their 
religious character. Even in borderline cases, these features are linked to a 
moral code and a world view. Standing alone or together, the last four fea
tures are not sufficient to make a belief system religious.229 Nor is any one of 
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them necessary for this purpose: A mystic might avoid affiliation with any 
religious organization; a primitive religion might sustain itself without any 
literature; and a Buddhist might not worship, pray, celebrate holy days, or 
practice any rituals.230 Thus, to discover what, if anything, is essential to reli
gion, we must focus on the first four features on the list.

230. See N. Smart, supra note 13, at 28-49 (discussing primitive religions); Homer, Buddhism: The 
Theravada, in The Concise Encyclopedia of Living Faiths 267, 293 (R. Zaehner ed. 1959) (dis
cussing Theravada’s lack of emphasis on worship-related activities).

231. See N. Smart, supra note 13, at 79, 123, 137.
232. F. Dostoyevsky, The Brothers Karamazov 281-92 (C. Garnett trans. 1950). Ivan’s senti

ments are echoed in the Yiddish proverb, “If God lived on earth, people would break his windows.” 
The Faber Book of Aphorisms 79 (W.H. Arden & L. Kronenberger eds. 1982).

233. See N. Smart, supra note 195, at 30.
234. I. Kant, Critique of Pure Reason 273 (N. Kemp Smith trans. 1929); Plato, Timaeus, in 3 

Dialogues of Plato, supra note 205, at 437-515.
235. Harvard Note, supra note 3, at 1073 (citing M. Eliade, Rjtes and Symbols of Initiation 

103-15 (1958)).
236. P. Tillich, supra note 133, at 1-4.
237. See B. Russell, Skeptical Essays 149-50 (1928) (“I am myself a dissenter from all known 

religions, and I hope that every kind of religious belief will die out. ... I regard it as belonging to the 
infancy of human reason”); A.J. Ayer, Language, Truth and Logic 34 (1952) (any "statement 
which refers to a ‘reality’ transcending the limits of all possible sense-experience [must be nonsense]”); 
id. at 115 (“The assertion that there is a god is nonsensical’’); Flew, Theology and Falsification, in New 
Essays in Philosophical Theology 96, 96-99, 106-08 (A. Flew & A. MacIntyre ed. 1955) (arguing no 
reason exists for believing there is a difference between the statement “God (or the transcendent) exists” 
and the statement “God (or the transcendent) does not exist”).

Consider, first, belief in a Supreme Being. Making this a necessary feature 
of a religious belief system would entail denying that most Buddhists and 
many Hindus are religious.231 Even making belief in a Supreme Being a suffi
cient feature of a religious belief system would be odd. Some individuals, like 
Ivan Karamazov, believe in a Supreme Being but still reject Him. In their 
view, a Supreme Being does not deserve our love and respect because He al
lows so many people to suffer for no good reason.232

The second possibility, belief in the transcendent, fares no better than belief 
in a Supreme Being. Many Greeks believed in gods but thought of them as 
somehow part of the natural order, not as part of any transcendental order.233 
Assuming the Greeks who held this view were religious, belief in the transcen
dent cannot be a necessary feature of a religious belief system. Similarly, since 
a Kantian and a Platonist might believe in the existence of the transcendent as 
a world of “things-in-themselves” or as a realm of essences, but not attach any 
special significance to this world as, say, Hindus and Christians do, belief in 
the transcendent cannot be sufficient to make a belief system religious.234

When we turn to moral codes and world views, a third option, the result is 
the same. Since “the Greco-Oriental [religious] mystery cults . . . offer no 
moral or ethical principles to guide their adherents,”235 neither a moral code 
nor a world view is necessary for having a religious belief system. Nor is either 
sufficient for that purpose. No one but a Tillichian, who thinks that religion 
has an essence and that its essence is having an ultimate concern,236 is likely to 
classify such people as Bertrand Russell, A. J. Ayer, and Antony Flew as reli
gious.237 Although each of these men subscribed to a moral code and held a 
world view, each also unabashedly rejected religion.

At this point, we might enhance our understanding of a religious belief sys
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tem by contrasting it with a secular or irreligious belief system. All that the 
two ordinarily have in common, as paradigms, is a moral code and a world 
view. The traditional secularist has no interest in the last four features on the 
list, except perhaps as significant cultural or psychological phenomena. More 
important, he has no faith in or commitment to a Supreme Being or the tran
scendent. Indeed, he thinks all statements about a Supreme Being and the 
transcendent are either unintelligible or vacuous.238

238. A.J. Ayer, supra note 237, at 115; Flew, supra note 237, at 96. For philosophers who reject 
positivist criteria of meaning, which Ayer and Flew rely on, but who, like Ayer and Flew, think claims 
about God and the transcendent should be rejected, see J.L. Mackie, supra note 181, at 232 (“there is 
no cogent positive argument for the existence of God"); R Rorty, Consequences of Pragmatism 
xiv (1982) (expressing skepticism about whether the “vocabulary of theology” is useful or informative); 
B. Williams, Morality 86 (1972) (suggesting the vocabulary of theology is “incurably unintel
ligible”); Harman, Quine on Meaning and Existence, 21 Rev. of Metaphysics 124, 127 (1967) (com
paring belief in God to belief in "witches, phlogiston, or the ether”).

239. See supra text accompanying note 226.
240. See Ayer & Cohesion, Logical Positivism: A Debate, in A Modern Introduction to Philos

ophy 586, 589-98 (P. Edwards & A. Pap 1st ed. 1962); Russell & Copleston, The Existence of God: A 
Debate, m A Modern Introduction to Philosophy 473, 473-481 (P. Edwards & A. Pap 3d ed. 
1973); Edwards, Why, in 8 The Encyclopedia of Philosophy 296 (P. Edwards ed. 1967).

241. See supra note 240.
242. See, eg., G. Warnock, The Object of Morality 17-22 (1971).
243. See, eg., J.L. Mackie, supra note 181, at 15-49; G. Harman, The Nature of Morality 11- 

23, 78-99 (1977).
244 A distinction should be drawn here between the traditional secular atheist and the religious 

atheist. In general, the former asserts that claims about God and the transcendent are either incoherent 
or false, depending on the nature of the claim. See generally A J. Ayer, supra note 237; Flew, supra 

The dissimilarities between the traditional secularist and the traditional be
liever become even more pronounced when we consider the different responses 
each provides to the fundamental questions noted above.239 Whereas the tradi
tional believer generally thinks the question “Why is there something rather 
than nothing?” to be of the utmost importance, the traditional secularist thinks 
it unintelligible, and so not a genuine question at all.240 To the question “Why 
are we here?” the traditional secularist gives a scientific or causal explanation. 
If the believer is dissatisfied with this answer because it does not tell us why we 
are here but only how we got here, the secularist contends that the believer is 
once again asking the psuedo-question, “Why is there something rather than 
nothing?”241 The secularist also gives a causal explanation for the existence of 
suffering and evil in the world. He points to natural disasters, to limited re
sources, and, perhaps most of all, to limited sympathies.242 For him, something 
like the doctrine of original sin is at best an illuminating metaphor. Finally, in 
discussing why we should ever act in one way rather than another or why some 
things are more valuable than others, the secularist rejects explanations that 
the believer finds appealing, explanations that rely on the notion of intrinsic 
goodness and intrinsic value, or on the notion that goodness and value are 
somehow divinely or transcendentally underwritten.243 Roughly speaking, 
then, the difference between the traditional believer and the traditional secu
larist is this: The former believes, while the latter does not, that all of the 
fundamental questions are both genuine and interrelated, that these questions 
cannot be answered satisfactorily without referring to a Supreme Being or the 
transcendent, and that an individual’s attempt to answer these questions can 
be facilitated by such activities as worship and prayer.244
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Between these two extremes lie a variety of borderline cases in which the 
question “Is the belief system religious or irreligious?” can not be answered 
unequivocally. Such cases are significant here for two reasons: First, because 
if they must be classified, they can be classified as either religious or irrelig
ious;245 and second, because no sharp line can be drawn between such cases 
and the paradigm cases.246 These facts are significant because they provide 
further support for the claim that there is no single feature or set of features 
that consitutes the essence of religion.

note 237. The latter, on the other hand, ordinarily believes in the transcendent, and very likely in gods, 
but rejects the idea of a God who is a Supreme Being. See N. Smart, Doctrine and Argument in 
Indian Philosophy 214 n.l (1964) (describing Eastern religions as “transpolytheistic”).

245. See supra note 220 and accompanying text.
246. See P. Alston, supra note 207, at 89 (the term “religion” can be extended to “cases that do not 

differ from the paradigm in too many respects. But it is impossible to say exactly how many respects 
are too many”). See also supra note 211. In addition, these conventions are dynamic, and. thus, a 
borderline case eventually may become a paradigm case and vice versa. See Moore, supra note 180, at 
200-02 (discussing “open texture”). Cf. Towne v. Eisner. 245 U.S. 418, 425 (1918) (Holmes. J.) (“A 
word is not a crystal, transparent and unchanged, it is the skin of living thought and may vary greatly in 
color and content according to the circumstances and the time in which it is used”).

247. Hare, supra note 194.
248. Id. at 415.
249. Id. at 409-10. Hare’s view of Christianity closely resembles that of R. B Braithwaite, whose 

1955 Eddington Lecture on religious belief Hare describes as “by far the best thing on this subject that I 
ha[ve] ever read or heard.” Id at 407. See Braithwaite, An Empiricist’s View of the Nature of Religious 
Belief in The Philosophy of Religion 72 (B. Mitchell ed. 1971). Braithwaite's position is summa
rized in the following excerpt:

[BJelief in the truth of the Christian stories is not the proper criterion for deciding whether or 
not an assertion is a Christian one. A man is not, I think, a professing Christian unless he 
both proposes to live according to Christian moral principles and associates his intention with 
thinking of Christian stories; but he need not believe that the empirical propositions presented 
by the stories correspond to empirical fact.

Id at 86. See also Thornton, Religious Belief and “Reductionism," 5 Sophia 3 (1966) (criticizing as 
circular the argument that the traditional interpretation of Christianity is the correct one and that peo
ple like Braithwaite and Hare cannot be Christians because they reject the traditional interpretation); 
Phillips, Religious Beliefs and Language Games, in The Philosophy of Religion 121 (B. Mitchell ed. 
1971) (defending a view of religion purportedly different from, but actually very similar to, that of Hare 
and Braithwaite).

To see this point more clearly, consider the case of the British philosopher 
R. M. Hare.247 Hare contends that all religions that rely on the supernatural or 
the transcendent are based on “superstition.”248 Nevertheless, Hare classifies 
himself as a Christian, and perhaps justifiably so, since there are important 
similarities between his views and way of life and those of the traditional 
Christian. Hare attends church, for example, and emphasizes the importance 
of the Bible. He also prays, not to anyone or anything, but seemingly as a 
mode of reflection or meditation. Hare worships, too, although what he wor
ships is not altogether clear. Yet, while these indicia of Christianity are impor
tant to Hare, what makes him a Christian, in his view, is his commitment to 
Christian morality and his faith that embracing this morality will make life 
worthwhile for him and for others.249 Against Hare, it might be argued that he 
cannot be a Christian because he has eliminated from Christianity what is 
most essential to it, namely, God. Hare responds to this objection by saying:

The position which I have been defending could be said to be obvi
ously a humanist one, and incompatible with Christianity. But I won
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der whether this is still the case. We must reflect that there was a 
time when it was thought. . . that you cannot be a Christian (at least 
not a nonheretical one) unless you believe in transubstantiation, or in 
the immaculate conception, or in the Genesis story of the creation, 
taken literally. We have to allow that ideas about what is requisite 
for being said to be a Christian can change, and may change radically 
and, in the present circumstances, rapidly.250

250. Hare, supra note 194, at 423.
251. See Thomas v. Review Bd., 450 U.S. 707, 715 (1981) (“the judicial process is singularly ill 

equipped to resolve [intrafaith] differences in relation to the Religion Clauses”).
252. Wittgenstein, Investigations, supra note 201, § 126.
253. P. Alston, supra note 207, at 90.
254. A H. Maslow, The Farther Reaches of Human Nature 269-79 (1971); see also P. Slater, 

The Dynamics of Religion 64-78 (1978); Stone, The Human Potential Movement, in The New Reli
gious Consciousness 93 (C. Glock & R. Bellah eds. 1976).

Courts, of course, have no interest in whether or not Hare’s belief system is 
Christian.251 Their concern is with whether or not it is religious. All the neu
tral observer can reasonably say, however, is that Hare’s is a religious belief 
system in some important respects but not in others. This is true, moreover, 
not only in Hare's case; it is true, as well, in the case of the individual who does 
not pray or worship or attend church but who, like Hare, admires the ethical 
teachings of the New Testament and who dedicates himself to following them. 
In all such cases, so long as the individual is concerned with some of the fun
damental questions that are central to a religious belief system and looks to 
religious doctrine for his answers, the neutral observer can do no more than 
point to similarities and dissimilarities. Wittgenstein described this dilemma 
when he said: “Philosophy simply puts everything before us, and neither ex
plains nor deduces anything.”252

It would be a mistake to conclude from these observations, however, that 
courts are handicapped only by the fact that religious belief systems have noth
ing in common that distinguishes them from all other belief systems. As Wil
liam Alston explains, the problem is more complicated:

Even if we could say exactly which or how many of the various reli
gion-making characteristics a [belief system] has to have in order to 
be religious, we would be unable to say with respect to a given char
acteristic, exactly what degree of it we must have in order to apply 
the term.253

Take the word “transcendence,” for example. One prominent scholar, A. H. 
Maslow, lists thirty-five different kinds of transcendence. These range from 
“transcendence in the sense of loss of self-consciousness, of self-awareness” 
and “[t]ranscendence of culture” to “[transcendence [as becoming] divine or 
godlike, to go beyond the merely human” and “[t]ranscendence [as living] in 
the realm of Being . . . plateau-living.”254 As these different descriptions sug
gest, what is true in general for different belief systems is also true in particular 
for different beliefs about transcendence: some will be religious, others will 
not, and still others will fall on the borderline. Alston’s point is that any care
ful investigation will show the same to be true for all religious concepts. All 
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are, to some extent, inherently vague.255

255. See, eg.. United States v. Seeger, 380 U.S. 163, 188, 189-91 (1965) (Douglas, J., concurring) 
(describing “the fluidity and evanescent scope of the concept [Supreme Being]”); 1 John 4:8 (“God is 
love”); P. Slater, supra note 254, at 75 ('7 define divine being as unambiguously life-enhancing power. 
The question whether or not ‘God exists' thus becomes: are we aware of any presence which is unam
biguously life-enhancing?”) (emphasis in original); P. Tillich, The Shaking of the Foundations 63 
(1948) (“The name of this infinite and inexhaustible depth and ground of all being is God. That depth 
is what God means”) (emphasis in original); G.J. Warnock, Contemporary Moral Philosophy 
(1967) (discussing various accounts of the nature of morality, such as intuitionism, emotivism, prescipti- 
vism, and naturalism); supra text accompanying notes 248-49 (discussing worship and prayer without 
belief in God or the transcendent).

256. For example, H. H. Price has commented:
[Until recently, theists, atheists, and agnostics] shared a common assumption. All three as
sumed that statements about God (or about other super-natural entities) were at any rate 
meaningful. It was agreed by all three that the statement “God exists” is in fact either true or 
false, whatever difficulties there might be in discovering which it is, and even if these difficul
ties were insuperable.

This is the assumption which is now denied. Instead, it is suggested by contemporary 
Agnostics that statements about God are empty or devoid of meaning, indeed not genuine 
statements at all. They do not tell us anything. They are not even false. (“It is at least false” is 
nowadays something of a compliment.) When someone says “God loves us” one cannot even 
suspend judgment about this utterance, as the old Agnostics wished to do, because there is no 
intelligible proposition to suspend judgment about.

This modern doctrine does have the important point in common with the old Agnosticism. 
It is neutral as between Theism and Atheism, or believers and disbelievers. But instead of 
suspending judgment, it says that both sides are talking nonsense, on the ground that the very 
question they are disputing about is a meaningless question.

H.H. Price, Belief 455-56 (1969).
257. J. Passmore, supra note 194, at 98. Many who dispute the secular atheist’s conclusions still find 

that his arguments present a serious challenge not only to the truth of the believer’s claims but also to 
the intelligibility of those claims. See, eg., I. Barbour, Issues in Science and Religion (1966); T. 
McPherson, Philosophy and Religious Belief (1974); B. Mitchell, The Justification of Reli
gious Belief (1973); N. Smart, supra note 195; R. Swinburne, The Coherence of Theism (1977).

The problem, though, is even more complicated than Alston’s remark sug
gests. Alston is concerned only with the problem of vagueness. He is not con
cerned, as well, with the problem of vacuity. This is the problem raised by the 
contemporary secular atheist. The secular atheist’s argument is that the con
cepts generally thought to be central to religion—the concepts of God, 
Supreme Being, and transcendence—are not only vague but also vacuous.256 
John Passmore summarizes the atheist’s argument this way:

[PJositivist arguments [concerning the criteria a proposition must sat
isfy to be meaningful], if backed by other forms of philosophical rea
soning, . . . show that religious statements cannot be used as 
theologians have commonly wanted to use them—as at once giving 
us some sort of information about a transcendental Being and serving 
as a basis for explaining, predicting, describing, justifying forms of 
human activity. The very fact that it is logically impossible ever to 
say of a transcendental Being that he is here rather than there and so 
to refer to a situation as “this” in which he is particularly present— 
makes them unusable in explaining, predicting, describing and 
justifying.257

Although those who subscribe to this view may be wrong, perhaps profoundly 
wrong, there appears to be no simple way to show why they are wrong or even 
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that they are wrong. Hence, even if the central concepts of religion are not 
vacuous, they are considerably more vague than other empirical concepts. 
What can count as a genuine belief about God, a Supreme Being, or transcen
dence is far more difficult to determine than what can count as a genuine belief 
about tangible items such as tables or chairs. This inherent vagueness suggests 
that the central concepts of religion have little to contribute to the search for 
the essence of religious belief. And so we return, or should return, to William 
James, who advised us to abandon the search.258

258. W. James, supra note 221, at 39.
259. 406 U.S. 205 (1972). See supra text accompanying notes 63-65 (discussing Yoder).
260. 662 F.2d 1025 (3d Cir. 1981), cert, denied, 456 U.S. 908 (1982). See supra text accompanying 

notes 96-126 (discussing Africa).
261. Africa, 662 F.2d at 1035.
262. Id at 1034 n.17.
263. See E. Wagenknecht, Henry David Thoreau 155-60 (1981); W. Wolf, Thoreau: Mystic, 

Prophet, Ecologist 27-49 (1974).
264. A. Christy, The Orient in American Transcendentalism 187-222 (1932); R. Cook, Pas

sage to Walden 140-42 (1949); E. Wagenknecht, supra note 263, at 165-72; W Wolf, supra note 
263, at 13-25, 91-184; Dickens, Thoreau and the “Other Great Tradition,’’ 29 Emerson Soc’y Q. 26 
(1962); Pickard, The Religion of “Higher Laws," 34 Emerson Soc’y Q. 68 (1965); Rogers, God, Nature, 
and Personhood: Thoreau’s Alternative to Inanity, in Religion in Life 101 (1979); White, Henry 
Thoreau, The New Yorker, May 7, 1949, at 23.

265. White, supra note 264, at 26.
266. 2 The Journal of Henry David Thoreau 472 (B. Torrey & F. Allen eds. 1906).

C. YODER AND AFRICA

Assuming that the arguments in the previous two sections are sound, and 
thus that religion has no essence but does have a focus, we are now in a posi
tion to consider some of the views expressed in Wisconsin v. Yoder259 and Af
rica v. Commonwealth of Pennsylvania ,260 Judge Adams can be construed as 
speaking for both courts when he says in Africa that a belief system is secular 
rather than religious if it is “more akin to Thoreau’s rejection of ‘the contem
porary values accepted by the majority’ than to the ‘deep religious convictions’ 
of the Amish.”261 This view of the meaning of “religion,” which neither court 
attempted to explain or justify, is not only one of the most important views 
expressed on the subject; it is doubtless one of the most controversial as 
well.262 What makes it controversial is not the choice of the Amish as a para
digm of the religious believer. This choice is likely to be widely accepted. 
What makes it controversial is the choice of Thoreau as a paradigm of the 
secular believer. This choice must be considered more carefully.

Because Thoreau often criticized institutional religion, some have concluded 
he was antireligious.263 The consensus among those who have studied his life 
and writings, however, appears to be just the opposite.264 E. B. White, for ex
ample, has written that “when he died [Thoreau] uttered the purest religious 
thought we ever heard. They asked him whether he had made his peace with 
God and he replied, ‘I was not aware we had quarreled.’”265 Significantly, 
Thoreau did not utter such thoughts only on his deathbed. Ten years earlier, 
in 1851, he made the following entry in his journal: “My profession is to be 
always on the alert to find God in nature, to know his lurking-places, to attend 
all the oratorios, the operas, in nature.”266 Earlier still, he wrote: “I must not 
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be for myself, but [for] God’s work, and that is always good.”267 Had Thoreau 
simply identified God with the world or with nature, we might wonder 
whether he should be classified as religious. But Thoreau was no pantheist. 
As one observer has remarked, “Thoreau’s God . . . was a personal God.”268 
Although Thoreau may have thought the universe is part of God, he also 
thought God is “more than, and is not exhausted by, the universe.”269 Robert 
Dickens summarizes Thoreau’s views on the relation between God and the 
natural world by saying:

267. 1 id. at 326.
268. E. Waoenknecht, supra note 263, at 171.
269. W. Wolf, supra note 263, at 173 (quoting The Oxford Dictionary of the Christian 

Church 1010 (F.C. Cross ed. 1958).
270. Dickens, supra note 264, at 27.
271. Africa, 662 F.2d at 1027 (emphasis in original).
272. See supra text accompanying note 226.
273. Africa, 662 F.2d at 1033.

Thoreau used “Nature” to denote the godly and purposeful aspect of 
nature, and “nature” he used to denote the external world excluding 
human beings and their works. He also used “Nature” in an inclu
sive sense—e.g., as including “nature,” though not being limited to 
“nature.” Thus “Nature” transcends “nature,” but also includes “na
ture.” Further, God transcends “Nature” and is immanent in 
“Nature.”270

In short, then, Thoreau appears to have believed in a personal God, as well as 
in the transcendent, and to have chosen as his life’s profession to be always on 
the alert for both. Although these views might not make Thoreau a paradigm 
of the religious believer, they do suggest that the courts made a serious mistake 
when they chose him as a paradigm of the secular believer.

Far harder to classify is Frank Africa, the self-proclaimed “Naturalist Min
ister” of MOVE. As a purely descriptive matter, Africa does not appear to be 
either religious or irreligious. Instead, he appears to fall somewhere in be
tween. Although Africa claims, for example, to believe in God, his conception 
of God is very different from more traditional conceptions. Here, in his own 
words, is Africa’s conception: “Water is raw, which makes it pure, which 
means it is innocent, trustworthy, and safe, which is the same as God''ri'i It is 
worth emphasizing here that not every belief in “God” is a religious belief. A 
belief in the value of rawness and purity does not become a religious belief 
simply because an individual identifies one or both with God. The same holds 
true for a belief in the value of innocence, trustworthiness, and safety. In gen
eral, a belief in “God” need not be classified as religious unless it plays an 
integral role in an individual’s attempt to answer the “Why” questions that 
religion itself is concerned with answering.272

This is not to say, however, that Africa’s claim to hold a belief in God, in 
addition to other religious beliefs, should be readily dismissed. A sympathetic 
observer might reasonably conclude that, when viewed in conjunction with his 
“all-consuming belief in a ‘natural’ or ‘generative’ way of life,”273 Africa’s be
lief system is sufficiently similar to pantheism to at least warrant not being 
classified as irreligious. A sympathetic observer might also conclude that Af
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rica’s commitment to “keeping in touch with life’s vibrations” forms the basis 
of a rudimentary world view, “a Weltanschauung, or philosophy, in which a 
picture of reality is combined with a sense of its meaning and value and with 
principles of action.”274 Africa appears, for example, to divide the world into 
two realms. The first consists of the “pure,” the “natural,” and the “genera
tive.” The second consists of the “polluted,” the “artificial,” and the “per
verted.”275 It is because the former supposedly takes precedence over the latter 
that Africa commits himself to “keeping in touch with life’s vibrations.”276 
This commitment might be viewed as giving Africa’s life a sense of purpose 
and meaning. It might also be viewed as providing him with principles of 
action—promoting peace and opposing violence,277 working hard,278 and fol
lowing a strict natural foods diet that is “direct, straight, and true”279—that 
some contemporary theorists might reasonably classify as moral.280 Other sim
ilarities between Africa’s belief system and the traditional believer’s include 
the fact that “for MOVE members every day of the year can be considered a 
religious ‘holiday,’ ”281 and the fact that while “MOVE members participate in 
no distinct ‘ceremonies’ or ‘rituals’ . . . every act of life itself is [thought to be] 
invested with religious meaning and significance.”282 In the eyes of a sympa
thetic observer, all of these similarities are likely to make Africa a borderline 
case of a religious believer.

274. Rickman, Wilhelm Dili hey, in 2 The Encyclopedia of Philosophy 403, 404 (P. Edwards ed. 
1972).

275. Africa, 662 F.2d at 1026-27.
276. Id. at 1027.
277. Id. at 1026.
278. Id. at 1028.
279. Id.
280. The most relevant theory here is emotivism, the theory that moral statements as a general rule 

do no more and no less than express and evoke emotions. See A.J. Ayer, supra note 237, at 107-09; 
J O. Urmson, The Emotive Theory of Ethics 13-27 (1968). Although this theory originated in the 
first half of the 20th century, its roots can be traced back to the 18th century and David Hume. See J.L. 
Mackje, Hume’s Moral Theory 69-71 (1980); JO. Urmson, supra, at 19.

281. Africa, 662 F.2d at 1025, 1027.
282. Id.
283. Id. at 1033.
284. Id.
285. Id at 1034.

In considering these same issues and comparisons, the court in Africa 
reached a different set of conclusions, thereby limiting the types of claims 
likely to be protected by the religion clauses. Some of the court’s conclusions 
merit at least a brief discussion. Especially noteworthy is the court’s conclu
sion that “MOVE does not appear to take a position with repect to matters of 
personal morality, human mortality, or the meaning and purpose of life.”283 
As the court acknowledged, however, “the matter is not wholly free from 
doubt.”284 One reason for being skeptical is that the court never explained 
what it meant by the phrases “personal morality” and “purpose of life.” An
other reason is that the court never explained why the commitment of MOVE 
members to “a ‘natural’ or ‘generative’ way of life,” to “keeping in touch with 
life’s vibrations,” can not provide the basis for a personal morality or serve as a 
purpose of life. What the court did say is that Africa’s commitment is not a 
form of pantheism, since it is not “spiritual or other-worldly.”285 In saying this, 



1562 The Georgetown Law Journal [Vol. 71:1519

however, the court again eschewed explanation. It never said what it meant by 
“spiritual or other-worldly” or how pantheism could even be other-worldly. 
Nor did the court explain, apart from mentioning the dubious Thoreau para
digm, why a commitment like Africa’s is irreligious simply because it is not 
other-worldly and not, in any traditional sense, spiritual. R. M. Hare’s com
mitment is certainly not other-worldly, and would seem to be spiritual only in 
a sense of that term which is broad enough to include Africa’s commitment, 
yet Hare is not irreligious.286 Very likely, Hare is a borderline case, at least at 
the present time. What the court failed to show is why Africa should not be 
classified in exactly the same way.287

286. See supra text accompanying notes 247-50.
287. Criticisms similar to those made in this paragraph could also be made of the court's conclusion 

that Africa did not hold a world view comparable to those held by traditional believers. See Africa, 662 
F.2d at 1035.

288. See supra text accompanying notes 214-20.
289. But cf. supra note 213.

Of course, even if the court had classified Africa as a borderline case, the 
inquiry could not have ended with that classification. The court’s principal 
task was to determine if Africa was entitled to protection under the first 
amendment. To make that determination, the court had to decide whether to 
classify Africa as religious. Descriptively, that task was incompatible with Af
rica’s being a borderline case. Legally, however, no incompatibility need have 
existed.288 Indeed, the fact that Africa was a borderline case means that, as a 
matter of law, the court might reasonably have classified him either way, de
pending on what the aims of the religion clauses are and on which classifica
tion would best have promoted those aims.289 Where the court erred was in 
ignoring the aims of the religion clauses in examining Africa’s belief system. 
What the court did, instead, was turn to the Thoreau paradigm and, after ex
amining Africa’s belief system in light of that paradigm, conclude that Africa 
was not religious. Thus, even if the court reached the right result, it did so for 
the wrong reasons. Needless to say, though, whether or not the court actually 
reached the right result is still an open question, one that requires careful scru
tiny of the aims of the religion clauses.

Up to this point, the comments on the court’s decision in Africa have all 
been critical. The impression this leaves may be misleading. For even though 
there is much in the decision to criticize, there is also much in the decision to 
praise. In fact, of all the decisions that attempt to explore and resolve the 
problems that arise in connection with identifying the meaning of “religion,” 
none comes closer to the heart of the matter than does the decision in Africa. 
The focus in Africa on the underlying concerns of traditional believers, the 
reliance on the use of paradigms, and the emphasis on a thorough develop
ment of the facts, taken together, provide a reasonably sound framework for 
determining which claims are religious and which are not. To be sure, since 
there is no essence of religion, this framework could be improved by revision 
along the lines suggested in the previous section. The end result, however, 
would still be a revised framework, not an entirely new one.
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IV. The Meaning of “Religion:” The First Amendment

Two sets of recommendations arise from the preceding discussion of at
tempts to define “religion.” The first set pertains to the establishment clause; 
the second, to the free exercise clause. These recommendations focus on how 
courts can decide cases under the religion clauses without relying on a defini
tion of “religion.” They are not intended to be exhaustive. To the extent they 
are useful, their utility lies in the direction they provide for further study.

A. THE ESTABLISHMENT CLAUSE

Gail Merel’s distinction between the religious and the irreligious, on the one 
hand, and the nonreligious, on the other, provides a useful starting point for 
discussing the establishment clause.290 Although Merel herself fails to draw a 
satisfactory distinction, such a distinction can be drawn. Perhaps the best way 
to conceptualize the nonreligious is to contrast it with the religious and the 
irreligious. The latter two, in turn, can best be conceptualized in light of the 
paradigms described above.291 These paradigms suggest the following rules of 
thumb. First, government support of an activity is religious if the activity is 
more likely to promote a paradigmatic religious belief system than a paradig
matic irreligious belief system. Second, government support of an activity is 
irreligious if the activity is more likely to promote a paradigmatic irreligious 
belief system than a paradigmatic religious belief system. Finally, government 
support of an activity is nonreligious if the activity is just as likely to promote 
either type of paradigmatic belief system.

290. See supra note 180.
291. See supra text accompanying notes 226 & 228. References to the “paradigms" are intended only 

as a shorthand for references both to the paradigms and to the fundamental questions that underlie 
them.

292. See People v. Woody, 61 Cal. 2d 716, 394 P.2d 813, 40 Cal. Rptr. 69 (1964).
293. See Meek v. Pittinger, 421 U.S. 349 (1975).

Although this scheme is rather vague, its vagueness does not render it un
manageable. For knowing that government support of an activity is religious, 
irreligious, or nonreligious is not the same as knowing whether government 
support of the activity violates the establishment clause. Two examples will 
illustrate this point. The first involves government support that is religious; the 
second involves government support that is nonreligious. When the govern
ment bans the use of peyote but allows Navajo Indians to use the drug as part 
of their sacred ritual, the government is supporting religion.292 Whether this 
support violates the establishment clause, however, depends on whether the 
exemption granted to the Navajo constitutes an impermissible establishment of 
refigion. Similarly, when the government supports a speech and hearing ther
apy program at a church school by allowing public employees to administer 
the program, the government is supporting nonreligion.293 Administering the 
therapy program is itself just as likely (or no more likely) to promote a para
digmatic religious belief system than it is to promote a paradigmatic irreligious 
belief system. Yet, even though the government’s support is nonreligious, it 
may still violate the establishment clause. Whether the support does violate 
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the establishment clause depends, once again, on whether the support consti
tutes an impermissible establishment of religion.

These examples illustrate that the key word in establishment clause cases, 
particularly in those at the penumbra, is not the word “religion” but the word 
“establishment.” The critical inquiry in such cases is: What constitutes an im
permissible establishment of religion? To answer this question, courts must 
look to the aims of the establishment clause. Determining what those aims are 
is certainly no easy task. Not surprisingly, the subject has generated considera
ble debate.294 It is from these debates, however, and from the search for the 
meaning of “establishment,” not from any attempt to define “religion,” that 
the standards for deciding cases under the establishment clause must be 
sought.

294. See Harvard Note, supra note 3, at 1058 (describing Supreme Court’s views on the subject). For 
accounts that are critical of the Supreme Court’s views, see Choper, The Religion Clauses of the First 
Amendment: Reconciling the Conflict, 41 U. Pitt. L. Rev. 673 (1950); Merel, supra note 3; Schwarz, 
supra note 180.

295. But cf Burton, Comment on “Empty Ideas": Logical Positivist Analyses of Equality and Rules .91 
Yale L.J. 1136, 1142 (1982) (contending that “Justice Black . . . seemed to insist that ’speech’ means 
using words’,” citing Tinker v. Des Moines School Dist., 393 U.S. 503, 515 (1969) (Black, J., 

dissenting)).
296. Herndon v. Lowry, 301 U.S. 242, 261 (1937).
297. Abood V. Detroit Bd. of Educ., 431 U.S. 209, 231 (1977).
298. Thornhill v. Alabama, 310 U.S. 88, 104-05 (1940).
299. Schneider v. State, 308 U.S. 147, 163-64 (1939).
300. Stromberg v. California, 283 U.S. 359, 369-70 (1931).
301. Tinker v. Des Moines School Dist., 393 U.S. 503, 505-06 (1969).
302. Edwards v. South Carolina, 372 U.S. 229, 237-38 (1963).
303. Those who recommend that “religion” be defined in functional terms really seem to be recom

mending that “religion” be defined as a term of art. Anyone who actually believes that religion must be 
defined in functional terms can be criticized for confusing the meaning of a word with the metaphorical 
use of a word. See C. Brooks & R.P. Warren, Modern Rhetoric 274 (1949) (“In metaphor there is 
a transfer of meaning. . . A word that applies literally to one kind of object or idea is applied by 
analogy to another”). Compare Hollingsworth, supra note 3, at 78 (discussing claims such as “Baseball 
is his religion”) with S. Cavell, Must We Mean What We Say? 80 (1969) (discussing Romeo’s 
declaration that “Juliet is the sun”).

304. See supra notes 179-83 and accompanying text.

B. THE FREE EXERCISE CLAUSE

Turning from the establishment clause to the free exercise clause, the temp
tation is surely great to recommend that courts treat the word “religion” in the 
free exercise clause in much the same way they treat the word “speech” in the 
free speech clause. Few commentators today argue that courts should interpret 
“speech” literally.295 Most contend that the word should be used as a term of 
art, encompassing such diverse forms of expression as talking,296 painting,297 
picketing,298 distributing a handbill,299 displaying a red flag,300 wearing a 
black armband,301 and marching in a demonstration.302 Unfortunately, the 
temptation to recommend that “religion” be treated in a similar way is one 
that should be resisted.303 Courts simply cannot use “religion” as a term of art 
without converting the right to the free exercise of religion into a seemingly 
illimitable right of personal autonomy.304

Under the free exercise clause, then, religion must be given its standard 
meaning. So, too, must “irreligion.” These meanings can be gleaned from the 
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paradigms described above.305 In most cases, those paradigms will serve courts 
well. Only in the borderline cases will the paradigms prove unavailing. In 
those cases, the belief or activity or institution in question, because it appears 
equally similar to both paradigms, can be reasonably classified as either reli
gious or irreligious. To decide such difficult cases, courts must devise an alter
nate strategy. One promising possibility would be to construct a wholly 
different kind of paradigm—a borderline-case paradigm.306 A suitable candi
date for such a paradigm would be Frank Africa.307 Imagine, for example, that 
the Third Circuit improperly denied Africa protection under the free exercise 
clause. Under these circumstances, other borderline cases could qualify for 
protection only by having more in common with the religious paradigm than 
Africa had. Conversely, imagine that the Third Circuit properly denied Africa 
protection under the free exercise clause. Under these circumstances a differ
ent standard would apply: Other borderline cases could qualify for protection 
only by having more in common with the religious paradigm than Africa had. 
Whether Africa himself was or was not entitled to protection—and thus 
whether the former or latter standard should be adopted—depends on what 
the aims of the free exercise clause are.308 Only by scrutinizing those aims 
more carefully, and by resolving any tensions that might exist between them, 
can courts determine which standard to adopt.

305. See supra text accompanying notes 226 & 228. References to the “paradigms” are intended only 
as a shorthand for references both to the paradigms and to the fundamental questions that underlie 
them.

306. This borderline-case paradigm might also be referred to as a nonreligious paradigm Generally, 
however, when used in reference to a belief system, the word “nonreligious" refers to those beliefs and 
activities not centrally related to an individual’s religious or irreligious orientation. Deciding which 
movie to attend or how to solve a math problem or a legal dispute are activities that ordinarily would fit 
into this category.

307. Africa v. Commonwealth of Pa., 662 F.2d 1025 (3d Cir. 1981), cert, denied, 456 U.S. 908 (1982).
308. See supra note 3.

Conclusion

The primary aim of this article has been to show that the search for the 
constitutional definition of “religion” is misguided. There simply is no essence 
of religion, no single feature or set of features that all religions have in com
mon and that distinguishes religion from everything else. There is only a fo
cus, coupled with a set of paradigmatic features. These, without more, 
however, are enough. They alone are sufficient to give “religion” its meaning. 
Where courts and commentators have erred is in assuming that a word cannot 
have a meaning unless it can be defined. That assumption, as this article dem
onstrates, can and ought to be abandoned. Although abandoning the assump
tion will not make the task of deciding cases under the religion clauses any 
easier, it should improve the way in which that task is performed.
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NOTES

Copyright and the Right of Publicity: 
One Pea in Two Pods?

Copyright and the right of publicity are two doctrines of law concerning 
intellectual, literary, and artistic creativity. Federal copyright law affords indi
viduals protection against unauthorized use of their creative works.1 Copyright 
law also encourages creativity by assuring creators the opportunity to obtain 
financial rewards for their works.2 The right of publicity is an increasingly 
recognized common law right that affords individuals control of their names, 
likenesses, and other personal attributes.3 By allowing individuals the opportu
nity to obtain financial rewards for fame, the right of publicity encourages 
creative efforts in the pursuit of fame.4

1. See infra notes 9-16 and accompanying text (describing protection copyright provides for creative 
works).

2. See infra notes 17-19 and accompanying text (discussing rewards of copyright to authors as means 
of encouraging creativity).

3. See infra notes 26-47 and accompanying text (discussing right of publicity).
4 See infra notes 55-58 and accompanying text (discussing purposes of right of publicity).
5. See infra notes 60-78 and accompanying text (discussing conflict between copyright protection and 

right of publicity).
6. See infra notes 15-16 and accompanying text (discussing exclusive rights of author under 

copyright).
7. See infra notes 60-68 and accompanying text (discussing copyright law protection of works using 

reality as source material).
8. See infra notes 86-94 and accompanying text (discussing right of publicity transfer of control of 

work from author to subject).

The incentives for creativity embodied in copyright law and the incentives 
for fame embodied in the right of publicity conflict when creative individuals 
use the personal attributes of others in their works.5 Under copyright law, a 
work is controlled by its creator.6 Thus, a book about a person belongs to its 
author, a sculpture of a person belongs to its sculptor, and a photograph of a 
person belongs to its photographer.7 Under the right of publicity, however, 
control is often placed in the hands of the subject depicted in the creative 
work.8

This note examines the conflict between copyright and the right of publicity. 
The note begins with a general overview of copyright and the right of public
ity. Next, the note examines the tension between the two bodies of law and 
argues that the protection of a person’s name, likeness, and other personal at
tributes conferred by the right of publicity is inconsistent with the protection of 
creative expressions conferred by copyright. After a review of the Copyright 
Act of 1976 and an analysis of copyright preemption case law, the note con
cludes that the right of publicity is largely preempted by federal copyright law. 
Finally, the note discusses related state causes of action that survive federal 
preemption.

1567
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I. Copyright and the Right of Publicity: An Overview

A. COPYRIGHT

Under the Constitution, “[t]he Congress shall have power ... To promote 
the Progress of Science and useful Arts, by securing for limited Times to Au
thors and Inventors the exclusive Right to their respective Writings and Dis
coveries.”9 The 1976 Copyright Act,10 enacted pursuant to this constitutional 
grant, extends copyright protection to “original works of authorship fixed in 
any tangible medium of expression.”11 The statute provides the following illus
trative but incomprehensive list of “works of authorship”:

9. U.S. Const, art I, § 8, cl. 8.
10. Copyright Act of 1976, 17 U.S.C. §§ 1 et seq. (Supp. V 1981). The 1976 Act replaced the Copy

right Act of 1909, ch. 320, 35 Stat. 1075 as amended (repealed 1976).
11. 17 U.S.C. § 102 (Supp. V 1981).
12. Id.
13. In Goldstein v. California, 412 U.S. 546 (1973), the Supreme Court noted that the terms in the 

copyright clause “have not been construed in their narrow literal sense but, rather, with the reach 
necessary to reflect the broad scope of constitutional principles.” Id. at 561.

14. 17 U.S.C. § 101 (Supp. V 1981).
15. Section 106 of the Copyright Act of 1976 provides:

Subject to sections 107 through 118, the owner of a copyright under this title has the exclusive 
rights to do and to authorize any of the following:
(1) to reproduce the copyrighted work in copies or phonorecords;
(2) to prepare derivative works based upon the copyrighted work;
(3) to distribute copies or phonorecords of the copyrighted work to the public by sale or other 
transfer of ownership, or by rental, lease, or lending;
(4) in the case of literary, musical, dramatic, and choreographic works, pantomimes, and mo
tion pictures and other audiovisual works, to perform the copyrighted work publicly; and
(5) in the case of literary, musical, dramatic, and choreographic works, and pictorial, graphic, 
or sculptural works, including the individual images of motion picture or other audiovisual 
work, to display the copyrighted work publicly.

17 U.S.C. § 106 (Supp. V 1981).
16. Id. § 302.

(1) literary works;
(2) musical works, including any accompanying words;
(3) dramatic works, including any accompanying music;
(4) pantomimes and choreographic works;
(5) pictorial, graphic, and sculptural works;
(6) motion pictures and other audiovisual works; and
(7) sound recordings.12

As the list demonstrates, “author” means much more than writer, and the term 
“writings” includes much more than just books.13 The statute provides protec
tion not just for books but for original works that are “fixed in any tangible 
medium of expression.” The “fixing” requirement is met when a work is em
bodied in any form of more than transitory stability through which the work 
can be perceived, reproduced, or otherwise communicated.14

Once an original work is fixed, the Act provides the author with a number of 
exclusive rights. These rights include the right to reproduce copies of the 
work, to prepare derivative works based upon the original, to sell or lease cop
ies, and to perform or display the work publicly.15 In general, these exclusive 
rights subsist for a period equal to the life of the author plus fifty years.16
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The immediate effect of copyright protection is to give an author control 
over the use of and the financial rewards from his creative works.17 Providing 
this reward to authors is one of the purposes of the constitutional and statutory 
copyright provisions.18 This reward to the author, however, is but a means to 
the stimulation of “artistic creativity for the general public good.”19

The durational limit of an author’s copyright protection reflects the delicate 
balance between encouraging creativity and promoting public availability that 
the Copyright Act seeks to strike.20 Authors are given control over their crea
tive works in order to encourage them to produce such works. Creative works, 
however, must be widely disseminated in order to benefit society fully. Hence, 
the Constitution mandates, and the Copyright Act provides, that copyright 
protection is not indefinite.21

Copyright law also seeks to maximize societal enrichment by protecting only 
an author’s expression of ideas, not the ideas themselves. The 1976 Copyright 
Act provides that “in no case does copyright protection . . . extend to any 
idea, procedure, process, system, method of operation, concept, principle, or 
discovery . . . ,”22 Thus, an author can copyright a book that describes an 
accounting system, but this does not afford him a monopoly in the use of the 
system itself.23 Similarly, an author can copyright an historical account, but 
this does not afford him a monopoly in the facts described in the account.24 
Copyright protects expressions but others remain free to use the underlying

17. See Twentieth Century Music Corp. v. Aiken, 422 U.S. 151, 156 (1975) (immediate effect of 
copyright law to secure fair return for author's creative labor).

18. See Fox Film Corp. v. Doyal, 286 U.S. 123, 127-28 (1932) (copyright given to authors by public 
in return for benefits derived from their creative labors).

19. Aiken, 422 U.S. at 156; see also Goldstein v. California. 412 U.S. at 555 (ultimate aim of copy
right to stimulate and encourage intellectual and artistic creation); Mazer v. Stein, 347 U.S. 201. 219 
(1954) (reward to author secondary to goal of encouraging literary and artistic works).

20. In Aiken the Supreme Court stated:
The limited scope of the copyright holder’s statutory monopoly, like the limited copyright 
duration required by the Constitution, reflects a balance of competing claims upon the public 
interest: Creative work is to be encouraged and rewarded, but private motivation must ulti
mately serve the cause of promoting broad public availability of literature, music, and the 
other arts.

422 U.S. at 156 (footnotes omitted).
21. U.S. Const, art. 1, § 8, cl. 8; 17 U.S.C. § 302 (Supp. V 1981).
22. 17 U.S.C. § 102(b) (Supp. V 1981).
23. Baker v. Selden, 101 U.S. 99, 104 (1879). In Selden the plaintiff had written and copyrighted a 

book that explained the author’s new bookkeeping system and contained sample forms with ruled lines 
and headings to be used with the system. Id. at 100. The defendant published a book that described 
the same system and contained similar sample forms. Id. The Court held that the copyright in the 
book afforded the plaintiff no protection in the system itself, but only in the manner and words in which 
the author expressed his ideas. Id. at 104. The Court stated that “any author has the right to express 
the [idea] in his own way.” Id. at 100-01.

24. Hoehling v. Universal City Studios, Inc., 618 F.2d 972, 975-80 (2d Cir.)cwZ. denied, 449 U.S. 841
(1980). In Hoehling the plaintiff had written an historical interpretation based on a factual account of 
the Hindenburg airship disaster. Id. The plaintiff had developed an original theory concerning
the cause of the ship’s explosion and the persons responsible. Id. Subsequently, a different author 
wrote a second book incorporating the plaintiffs theory and sold the rights to a movie company. Id. at 
976. The movie company developed a screenplay based on the second book, and produced a movie 
that incorporated the plaintiffs theory. Id. at 976-77. The author of the second book admitted to 
consulting the plaintiffs book. Id. at 976. The plaintiff claimed that the screenplay and film infringed 
the copyright in his work. Id. at 977.

The court held that although the plaintiff had a valid copyright in his book, the historical facts and 
interpretations contained therein were not copyrightable elements of the work. Id. at 977-79. The 
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ideas. Indeed, they are encouraged to do so, for each new expression created is 
afforded its own copyright protection. Through the idea/expression dichot
omy, copyright law provides monopolies in expressions while simultaneously 
encouraging competition in ideas.* 25

copyright in the book protected only the words by which the author expressed himself, and the defend
ants were free to use the facts contained in the plaintiffs book. Id. at 979.

25. Ln Sid & Marty Kroft Television v. McDonald’s Corp., 562 F.2d 1157 (9th Cir. 1977), the Ninth 
Circuit noted that “(t]he ‘marketplace of ideas’ is not limited by copyright because copyright is limited 
to expression.” Id. at 1170.

The idea/expression dichotomy also prevents copyright from abridging free speech by striking 
an acceptable definitional balance as between copyright and free speech interests. In some 
degree it encroaches upon freedom of speech in that it abridges the right to reproduce the 
“expression” of others, but this is justified by the greater public good in the copyright encour
agement of creative works. In some degree it encroaches upon the author’s right to control his 
work in that it renders his “ideas” per se unprotectible, but this is justified by the greater 
public need for free access to ideas as part of the democratic dialogue.

Nimmer, Does Copyright Abridge the First Amendment Guarantees of Free Speech and Press?, 17 
U.C.L.A. L. Rev. 1'180, 1192-93 (1970).

Copyright further assures the free use of ideas through the fair use doctrine. Originally part of the 
common law, the doctrine is now codified at section 107 of the 1976 Act. 17 U.S.C. § 107 (Supp. V 
1981). Fair use provides standards that allow limited unauthorized use of copyrighted expressions 
themselves in order to facilitate scholarly comment, clarification of an author’s observations, parody, 
and incidental and other uses. HR. Rep. No. 1476, 94th Cong., 2d Sess. 65-66 (1976), reprinted in 1976 
U.S. Code Cong. & Ad. News 5659, 5678-80.

26. 202 F.2d 866, 868 (2d Cir.), cert, denied, 346 U.S. 816 (1953).
27. Id. at 867.
28. Id
29. Id
30. Id.
31. Id New York has a statutory right of privacy that provides:

The copyright balance, then, includes both the incentives required to en
courage creative efforts and the limitations required to assure that the public 
will benefit from such efforts. Copyright law can be seen as a congressional 
formula that takes into account both the individual interests of creators and 
the general interests of society. The next section of this note will explore the 
developing common law right of publicity and its effects upon this delicate 
balance.

B. THE RIGHT OF PUBLICITY

The term “right of publicity” was coined by Judge Jerome Frank in Haelan 
Laboratories v. Topps Chewing Gum ,26 That case involved the use of a baseball 
player’s photograph by rival chewing gum manufacturers in order to promote 
sales of their gum.27 The plaintiff manufacturer had signed an exclusive con
tract with the ballplayer authorizing use of his photograph for promotional 
purposes.28 The defendant manufacturer subsequently obtained a similar con
tract with the ballplayer.29 When the plaintiff brought suit to enjoin the de
fendant’s use on the ground that the defendant violated the plaintiffs exclusive 
right to use the ballplayer’s photograph, the defendant answered that a person 
has no legal interests in the pubheation of his photograph other than the right 
of privacy.30 Because that right is personal and nonassignable, the defendant 
argued, the plaintiffs “exclusive” contract was no more than a release from 
liability for any invasion of the ballplayer’s privacy rights.31
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The Haelan court accepted the defendant’s view of the right of privacy, but 
it determined that in addition to that right, the ballplayer had a separate and 
distinct “right of publicity.” The court theorized that

in addition to and independent of that right of privacy (which in New 
York derives from statute), a man has a right in the publicity value of 
his photograph, i.e., the right to grant the exclusive privilege of pub
lishing his picture, and that such a grant may validly be made “in 
gross,” i.e., without an accompanying transfer of a business or of any
thing else. Whether it be labelled a “property” right is immaterial; 
for here, as often elsewhere, the tag “property” simply symbolizes the 
fact that courts enforce a claim with pecuniary worth.

This right might be called a “right of publicity.” For it is common 
knowledge that many prominent persons (especially actors and ball
players), far from having their feelings hurt through public exposure 
of their likenesses, would feel sorely deprived if they no longer re
ceived money for authorizing advertisements, popularizing their 
countenances, displayed in newspapers, magazines, busses, trains and 
subways.32

A person, firm or corporation that uses for advertising purposes, or for purposes of trade, the 
name, portrait or picture of any living person without having first obtained the written consent 
of such person, or if a minor of his or her parent or guardian, is guilty of a misdemeanor.

N.Y. Civ. Rights Law § 50 (McKinney 1976). The right of privacy differs from the right of publicity 
in that its purpose is to prevent injury to personal feelings rather than to allow an individual to com
mercially exploit the use of his personal attributes. Lombardo v. Doyle, Dane & Bembach. Inc., 58 
A.D.2d 620, 621, 396 N.Y.S.2d 661, 664 (1977). The origin of the right “to be let alone" has been traced 
to the famous 1890 law review article by Louis Brandeis and Samuel Warren, The Right to Privacy, 4 
Harv. L. Rev. 193 (1890). See infra notes 176-207 (discussing right of privacy).

32. Haelan, 202 F.2d at 868.
33. See supra notes 11-14 and accompanying text (discussing copyrightable subject matter).
34. Haelan, 202 F.2d at 867.
35. Groucho Marx Prods, v. Day and Night Co., 523 F. Supp. 485, 494 (S.D.N.Y. 1981), rev’d, 689 

F.2d 317 (2d Cir. 1982). The Second Circuit reversed the district court’s conclusion that New York law 
governed, and applied California’s common law right of publicity. 689 F.2d at 320. The court deter
mined that under California law, the plaintiff could not prevail. Id.

36. Estate of Presley v. Russen, 513 F. Supp 1339, 1361 (D.N.J. 1981) (finding likelihood of plaintiffs 
success on right of publicity claim).

37. Motschebacher v. R.J. Reynolds Tobacco Co., 498 F.2d 821 (9th Cir. 1974). The court found 
that the plaintiffs car was distinctive because it had a narrow white pinstripe, was red in color, and 
because the white background of the racing number was oval rather than a more commonplace circular 
configuration. Id. at 822.

38. Ali v. Playgirl, Inc., 447 F. Supp. 723, 729 (S.D.N.Y. 1978). Although labelled “Mystery Man," 
the drawing of a nude boxer clearly depicted Ali. Id. at 726-27.

39. Zacchini v. Scripps-Howard Broadcasting Co., 433 U.S. 562 (1977). See infra notes 119-34 and 
accompanying text (discussing Zacchini).

Although it is clear that copyright protects original works of authorship,33 it 
is more difficult to define what the right of publicity protects. Haelan involved 
control of a baseball player’s photograph.34 Other cases have found infringe
ment of the right of publicity in stage impersonations of the Marx Brothers35 
and Elvis Presley,36 in a cigarette advertisement employing a photograph of a 
race car driver’s “distinctive” automobile,37 in a magazine drawing that carica
tured Muhammad Ali,38 and in a television news report of a human can
nonball act.39 On the other hand, courts have refused to extend the right of 
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publicity to prohibit a biography of Marilyn Monroe40 or a television commer
cial containing an imitation of actress Shirley Booth’s voice.41 One court en
capsulated the many facets of the right of publicity when it stated: “The 
distinctive aspect of the common law right of publicity is that it recognizes the 
commercial value of the picture or representation of a prominent person or 
performer, and protects his proprietary interest in the profitability of his public 
reputation or ‘persona’.”42

As copyright gives authors exclusive rights in their creative works,43 the 
right of publicity gives individuals exclusive rights in their personas. Judicial 
recognition of the right of publicity allows individuals to permit others to 
make use of their personas.44 The right of publicity also gives individuals the 
power to prohibit such use by seeking injunctive relief45 and money dam
ages.46 The right of publicity, in essence, grants individuals a monopoly in 
their personae, just as copyright gives authors a monopoly in their creative 
expressions.47

Because the right of publicity arises from state law, there is great variation in 
its nature and scope from state to state.48 In some states, the right is not recog
nized.49 In other states, the right has been judicially created,50 while in still

40. Frosch v. Grosset & Dunlap, Inc., 75 A.D.2d 768, 769, 427 N.Y.S.2d 828, 829 (1980).
41. Booth v. Colgate-Palmolive Co., 362 F. Supp. 343, 347 (S.D.N.Y. 1973).
42. Ali v. Playgirl, Inc., 447 F. Supp. at 728.
43. See supra notes 15-16 and accompanying text (discussing exclusive rights of copyright).
44. Haelan, 202 F.2d at 868.
45. See Ali v. Playgirl, Inc., 447 F. Supp. at 732 (defendant enjoined from further distribution of 

magazine containing portrait infringing right of publicity).
46. See Martin Luther King, Jr. Center for Social Change v. American Heritage Prods., Inc., 694 

F.2d 674, 680 (11th Cir. 1983) (measure of damages to public figure for violation of right of publicity is 
value of appropriation).

47. In Factors Etc., Inc. v. Pro Arts, Inc., 496 F. Supp. 1090, 1093 (S.D.N.Y. 1980), revd, 652 F.2d 
278 (2d Cir. 1981), the district court stated that the assignment of publicity rights to the plaintiffs gave 
them “a valid property right, the exclusive authority to print, publish and distribute [the assignor’s] 
name and likeness.” 496 F. Supp. at 1093. The district court applied New York law to determine that 
the defendants infringed Elvis Presley’s assigned publicity rights, and that those rights survived Pres
ley’s death. Id at 1104. The Second Circuit reversed on the ground that Tennessee law should have 
been applied to the case and that under Tennessee law the right of publicity does not survive death. 
652 F.2d at 281, 283. The Second Circuit followed the interpretation of Tennessee law expressed by the 
Sixth Circuit in Memphis Dev. Found, v. Factors Etc., Inc., 616 F.2d 956 (6th Cir.), cert, denied. 449 
U.S. 953 (1980). On remand from the Second Circuit, the district court stayed entry of judgment to 
allow the plaintiffs to petition the Second Circuit for rehearing in light of an intervening Tennessee 
court decision holding the right of publicity to be descendible. Factors Etc., Inc. v. Pro Arts, Inc., 541 
F. Supp. 231, 234 (S.D.N.Y. 1981).

48 This lack of national uniformity can lead to a curtailment of creative works that portray individ
uals The threat of money damages and injunctions may lead many artists, authors, and producers to 
abandon such works rather than risk the potential legal ramifications. Indeed,

[o]ne of the fundamental purposes behind the copyright clause of the Constitution, as shown 
in Madison’s comments in the Federalist, was to promote national uniformity and to avoid the 
practical difficulties of determining and enforcing an author’s rights under the differing laws 
and in the separate courts of the various States. Today, when the methods for dissemination 
of an author’s work are incomparably broader and faster than they were in 1789, national 
uniformity in copyright protection is even more essential than it was then to carry out the 
constitutional intent.

H R. Rep. No. 1476, 94th Cong., 2d Sess. 129, reprinted in 1976 U.S. Code Cono. & Ad News 5659, 
5745.

49. It is interesting to note that although the term “right of publicity” was coined by the United 
States Court of Appeals for the Second Circuit in a diversity case in which the court purported to apply 
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others the right is of statutory origin.* 50 51 There is also no uniformity among the 
states in terms of the durational limits accorded the right of publicity. In some 
states, courts have determined that the right terminates upon the death of the 
individual depicted.52 In other states, the right is inheritable if the individual 
depicted exercised the right during his lifetime.53 In some jurisdictions, the 
right is survivable regardless of whether or not it was exercised.54

New York law. New York state courts have never explicitly recognized the right of publicity. Brinkley 
v. Casablancas, 80 A.D.2d 428, 435-36, 438 N.Y.S.2d 1004, 1009 (1981).

50. See Felcher & Rubin, Privacy, Publicity, and the Portrayal of Real People by the Media, 88 Yale 
L.J. 1577, 1589 & n.67 (1979) (citing cases).

51. See Brinkley v. Casablancas, 80 A.D.2d 428, 440, 438 N.Y.S.2d 1004, 1012 (1981) (construing 
New York’s right of privacy statute as encompassing right of publicity). See also infra notes 195-207 
(criticizing extension of right of privacy statutes to cover publicity interests).

52. Lugosi v. Universal Pictures, 25 Cal. 3d 813, 824, 603 P.2d 425, 431, 160 Cal. Rptr. 323, 329 
(1979); Memphis Dev. Found, v. Factors Etc., Inc., 616 F.2d 956, 958-60 (6th Cir.) (construing Tennes
see law), cert, denied, 449 U.S. 953 (1980). But see supra note 47 (discussing uncertainty as to status of 
right of publicity in Tennessee).

53. Martin Luther King, Jr. Center for Social Change v. American Heritage Prods.. 694 F.2d 674, 
682-83 (11th Cir. 1983) (construing Georgia law).

54. Hicks v. Casablanca Records, 464 F. Supp. 426, 429 (S.D.N.Y. 1978) (construing New York law).
55. In Lugosi v. Universal Pictures Chief Justice Bird stated:

Underlying these decisions [recognizing the right of publicity] is a recognition that each per
son “has a right to enjoy the fruits of his own industry,” the right to decide how and when the 
commercial value in his identity will be exploited. When one makes an unauthorized use of 
another’s identity for his own commercial advantage, he is unjustly enriched, having usurped 
both profit and control of that individual’s public image.

25 Cal. 3d at 839, 603 P.2d at 441, 160 Cal. Rptr. at 339 (Bird, C.J., dissenting) (citations omitted).
56. 433 U.S. 562 (1977).
57. Id at 573.
58. Lugosi, 25 Cal. 3d at 840, 603 P.2d at 441, 160 Cal. Rptr. at 339 (Bird, C.J., dissenting).

The immediate effect of the right of publicity is to reward the individual 
whose persona is used.55 As with copyright, rewarding these individuals is 
intended to benefit society. In Zacchini v. Scripps-Howard Broadcasting Co. ,56 
the Supreme Court stated that “the state’s interest [in protecting the right of 
publicity] is closely analogous to the goals of patent and copyright law, focus
ing on the right of the individual to reap the reward of his endeavors . . . .”57 
As with copyright, this reward to individuals serves as a means to a more im
portant end:

[Providing protection for the economic value in one’s identity 
against unauthorized commercial exploitation creates a powerful in
centive for expending time and resources to develop the skills or 
achievements prerequisite to public recognition and assures that the 
individual will be able “to reap the reward of his endeavors . . 
[quoting Zacchini\. While the immediate beneficiaries are those who 
establish professions or identities which are commercially valuable, 
the products of their enterprise are often beneficial to society gener
ally. Their performances, inventions and endeavors enrich our soci
ety .. . ,58

Copyright and the right of publicity share a common goal of encouraging 
creative efforts for the general enrichment of society. Copyright law works 
toward this goal through a precise formula that balances individual, social, 
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and constitutional concerns.59 The durational limit of copyright protection and 
the idea/expression doctrine helps to strike a proper balance of the interests 
involved. The right of publicity, on the other hand, lacks the precision of 
copyright. The scope and duration of the right of publicity vary from state to 
state. In addition, the right of publicity has no doctrine analogous to copy
right’s idea/expression dichotomy. Its protection of the persona is not tem
pered by any built-in mechanism that assures unfettered public access to ideas.

59. See supra notes 20-21 and accompanying text (discussing copyright’s balance of competing socie
tal interests) and note 25 (discussing consistency of copyright law with first amendment).

60. See 17 U.S.C. § 102 (Supp. V 1981) (describing subject matter of copyright).
61. 188 U.S. 239 (1903).
62. Id at 250.
63. Id. at 248-49.
64. Ill U.S. 53 (1894).
65. Id at 54, 58-59.
66. Id. at 56, 57-58.
67. See supra notes 22-25 and accompanying text (discussing copyright idea/expression dichotomy).
68. Bleistein v. Donaldson Lithographic Co., 188 U.S. 239, 249 (1903).
69. See supra notes 44-47 (discussing individuals’ right to control use of their personae under right of 

publicity).

II. The Conflict Between the Right of Publicity and Copyright

Copyright and the right of publicity come into conflict when authors use the 
personality attributes of others in their work. Under copyright law, such use is 
permitted and encouraged; works that draw upon reality are entitled to full 
copyright protection.60 In Bleistein v. Donaldson Lithographic Co. ,61 for exam
ple, Justice Holmes explained that

[t]he copy [from life] is the personal reaction of an individual upon 
nature. Personality always contains something unique. It expresses 
its singularity even in handwriting, and a very modest grade of art 
has in it something irreducible, which is one man’s alone. That 
something he may copyright unless there is a restriction in the words 
of the act.62

Bleistein upheld the copyrightability of a hand-drawn circus poster that had 
representations of real persons.63 64 Earlier, in Burrow-Giles Lithographic Co. v. 
Sarony,M the Supreme Court had determined that a photograph of Oscar 
Wilde was likewise entitled to copyright protection.65 The Court rejected the 
argument “that a photograph, being a reproduction on paper of the exact fea
tures of some person, is not a writing of which the producer is the author,” and 
concluded that under the Constitution and the Copyright Act, “[a]n author 
. . . is he to whom anything owes its origin.”66

Copyright protection of creative works that are based on reality extends only 
to the author’s individual expression.67 As discussed above, the idea/expres
sion dichotomy leaves others free to make their own use of the underlying idea 
involved.68 The right of publicity, on the other hand, removes the underlying 
basis of a person’s expression from unresticted use by creative individuals; the 
names and faces of the famous become protected property of an individual.69 
Society, therefore, is left free to draw inspiration from the mountains, but is
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denied the “stars.”70

70. In some instances, however, right of publicity claims are overcome by the first amendment’s 
guarantee of free speech. See Felcher & Rubin, supra note 50, at 1596-1601 (arguing that prevailing 
pattern in right of publicity is to find informative and cultural works immune from liability on first 
amendment grounds).

First amendment issues are beyond the scope of this note. This note argues that concerns of the first 
amendment aside, the right of publicity is preempted whenever an author has a valid copyright in a 
challenged work because enforcement of the publicity right in such cases directly abrogates federal 
copyright protection. It should be noted, however, that the analysis of the right of publicity proposed 
by Felcher and Rubin depends on a judicial determination of whether portrayals of real people by the 
media serve cultural, informational, or commercial purposes. Id. at 1596. Copyright protects all works 
of authorship without permitting a judicial determination of artistic or cultural worth. As Justice 
Holmes noted:

[ijt would be a dangerous undertaking for persons trained only to the law to constitute them
selves final judges of the worth of pictorial illustrations, outside of the narrowest and most 
obvious limits. At the one extreme some works of genius would be sure to miss appreciation. 
Their very novelty would make them repulsive until the public had learned the new language 
in which their author spoke.

Bleistein v. Donaldson Lithographic Co., 188 U.S. 239, 251 (1903).
71. 496 F. Supp. 1090 (S.D.N.Y. 1980), revd, 652 F.2d 278 (2d Cir. 1981). See supra note 47 (dis

cussing subsequent history of Factors).
72. Factors, 496 F. Supp. at 1092, 1101.
73. Id at 1093.
74. Id at 1104.
75. Id at 1095-96.
76. See supra notes 15-16 and accompanying text (discussing exclusive rights of copyright).
77. See supra notes 17-19 and accompanying text (discussing copyright law’s purpose of stimulating 

creativity for public good) and notes 55-58 and accompanying text (discussing similar goal of right of 
publicity).

For example, in Factors Etc., Inc. v. Pro Arts, Inc. ,71 the court determined 
that the defendants’ poster depicting the late Elvis Presley infringed the plain
tiffs’ assigned publicity rights in the Presley persona.72 The court stated that 
pursuant to the assignment of the right of publicity, the plaintiffs had “the 
exclusive authority to print, publish and distribute [Presley’s] name and like
ness.”73 The court enjoined the defendants from further sales of the poster and 
awarded the plaintiffs damages equal to the defendants’ profits from prior 
sales.74

The defendants in Factors had a valid copyright in the Presley poster.75 The 
court’s enforcement of the right of publicity abrogated the defendants’ copy
right by divesting them of their exclusive rights to reproduce and distribute 
their work.76

Factors demonstrates the fundamental conflict between copyright and the 
right of publicity. Copyright law mandates that the underlying basis of all 
creative expression remain in the public domain; the right of publicity declares 
that the physical fact of a person’s appearance may be removed from the pub
lic domain. The property rights created by the two bodies of law are mutually 
exclusive; individuals cannot have exclusive rights in their personas while 
others at the same time have exclusive rights in works that utilize those 
personas.

Copyright and the right of publicity reach this impasse despite their com
mon goal.77 Both bodies of law seek to encourage the production of culturally 
enriching works. Copyright is more effective at reaching this goal because it 
works directly; it gives individuals property rights in the works they produce. 
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The right of publicity, on the other hand, rewards fame rather than creative 
works. By giving individuals a property right in their name and likeness, the 
right of publicity encourages individuals to follow pursuits that lead to fame.78

78. See supra notes 55-58 and accompanying text (discussing right of publicity’s incentive for indi
vidual achievement).

79. Maritote v. Desilu Productions, Inc., 345 F.2d 418 (7th Cir.), cert, denied, 382 U.S. 883 (1965), for 
example, involved a suit brought by the administratrix of the estate of Al Capone. Id. at 418. The 
administratrix claimed that the television series “The Untouchables”, which portrayed Capone and 
other underworld figures, infringed Capone’s property interest in his name and likeness. Id. at 418, 
419. The court determined that under Illinois law such interests do not survive death Id. at 420.

It may be argued that copyright also gives monetary rewards to infamous individuals. The many 
books by the Watergate conspirators can be pointed to by way of example. Copyright, however, re
wards only the individual’s own work rather than giving that individual a right to share in the proceeds 
of all works that involve him. Thus, if a person wants to learn about Watergate, but feels that contrib
uting to the Watergate conspirators’ welfare is wrong, he can buy John Sirica’s book rather than G. 
Gordon Liddy’s.

80. U.S. Const, art. VI, cl. 2.
81. Hines v. Davidowitz, 312 U.S. 52, 67 (1941).
82. See supra notes 48-54 and accompanying text (discussing states in which the right of publicity is 

recognized).
83. Some argue that the right of publicity should survive preemption because it rightly recognizes 

that, in many instances, the value of a creative work is more properly attributable to the celebrity 
depicted in it than to the author. See, eg., Felcher & Rubin, supra note 50, at 1604-05 (characterizing 
as exploitative works capitalizing on attributes of others without contributing anything new). However, 
if there is merit to that assertion, the supremacy clause mandates that Congress, and not the states, 
reformulate the copyright balance. In copyright it is especially important that the supremacy clause be 
given a broad reading, because uniformity is essential to effective intellectual property laws. See supra 
note 48 (discussing congressional recognition of need for national uniformity in copyright protection).

The right of publicity is less effective than copyright because although peo
ple who produce culturally enriching works sometimes become famous, this is 
not always the case. In addition, many people who do become famous do so 
without producing works of any kind, while others achieve fame, or infamy, 
through acts that should not be encouraged at all.79

In comparison to copyright, the right of publicity gives more for less. It 
gives more protection, because it gives a monopoly in a persona rather than 
just in individual expressions. It generates less benefit for society because, un
like copyright, the right of publicity does not require that an individual pro
duce creative works before it makes rewards available.

In the clash between copyright and the right of publicity, the supremacy 
clause would seem to assure that copyright will prevail. The supremacy clause 
states that “[tjhe Constitution, and the Laws of the United States which shall 
be made in Pursuance thereof. . . shall be the supreme Law of the Land; and 
the Judges in every state shall be bound thereby, any Thing in the Constitution 
or Laws of any State to the Contrary notwithstanding.”80 In general, a state 
law is preempted if it “stands as an obstacle to the accomplishment and execu
tion of the full purposes and objectives of Congress.”81 The growing number of 
jurisdictions that recognize the right of publicity82 to the detriment of copy
right holders would seem to suggest that more than an invocation of the 
supremacy clause is necessary to defeat the competing claims. The next sec
tions of this note will examine the preemption provisions of the Copyright Act 
of 1976 and the case law on copyright preemption in order to buttress the 
preemption argument.83
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III. Preemption Under the Copyright Act of 1976
A. COPYRIGHT EQUIVALENCY

Section 301 of the Copyright Act of 1976 sets forth the statute’s preemption 
provisions.84 Under the terms of section 301, a state cause of action is pre
empted if it creates rights that are equivalent to any of the exclusive rights of 
copyright in works of authorship that are fixed in tangible form and come 
within the subject matter of copyright.85 Thus, section 301 requires two condi
tions to be met for preemption: The grant of an equivalent right and the 
presence of a fixed work of authorship.

An evaluation of the facts of Factors Etc., Inc. v. Pro Arts, Inc.86 indicates 
that, contrary to the holding of the case, both preemption requirements of sec
tion 301 are met in cases where the personality attributes of one party are used 
in the copyrighted work of another.87 As discussed above, Factors involved a 
poster of the late Elvis Presley reproduced from a photo in which the defend
ants held a valid copyright.88 The district court determined that the defend
ants’ poster infringed the plaintiffs’ assigned publicity rights.89 By way of 
remedy, the court granted the plaintiffs a permanent injunction that prohibited 
the defendants from reproducing and distributing copies identical or similar to 
the poster at issue in the suit.90 The injunction also prohibited the defendants 
from making any other use of Presley’s name and likeness in the absence of an 
agreement with the plaintiffs.91 The court granted damages in an amount 
equal to the profits that the defendants received from sales of the infringing 
poster.92

The Factors judgment effectively transferred title in the Presley poster from 
the defendants to the plaintiffs. Although copyright law granted the defend
ants the exclusive rights to reproduce and distribute the copyrighted poster,93

84. 17 U.S.C. § 301 (Supp. V 1981).
85. Id. Seaion 301(a) provides in full:

On and after January 1, 1978, all legal or equitable rights that are equivalent to any of the 
exclusive rights within the general scope of copyright as specified by section 106 in works of 
authorship that are fixed in a tangible medium of expression and come within the subject 
matter of copyright as specified by seaions 102 and 103, whether created before or after that 
date and whether published or unpublished, are governed exclusively by this title. Thereafter, 
no person is entitled to any such right or equivalent right in any such work under the common 
law or statutes of any State.

Id
86. 496 F. Supp. 1090 (S.D.N.Y. 1980), rev’d, 652 F.2d 278 (2d Cir. 1981).
87. Factors is one of the few right of publicity cases that has directly confronted the copyright pre

emption issue. The district court determined that copyright law does not preempt New York’s right of 
publicity. 496 F. Supp. at 1100. Seaion 301 did not apply because the Factors suit was commenced in 
September of 1977, before the effective date of the 1976 Act. The district court, however, considered in 
diaa the effects of seaion 301. Id. at 1096-97, 1100. The circuit court agreed with the district court's 
conclusion on the preemption issue but reversed because it determined that the law of Tennessee, not 
New York, should be applied. 652 F.2d at 281-83. Under that law, the right of publicity was held not 
to survive the death of its subjea. Id

88. 496 F. Supp. at 1092, 1095. See supra notes 71-76 and accompanying text (discussing Factors}.
89. Id at 1093, 1100.
90. Id. at 1104.
91. Id
92. Id
93. See supra note 15-16 and accompanying text (discussing author’s exclusive rights under copy

right). The defendant’s use of Presley as subjea matter was entirely consistent with copyright law. See 
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the right of publicity stripped the defendants of these rights.* 94 Both of section 
301’s preemption requirements were met because enforcement of the right of 
publicity gave the plaintiffs identical rights to copyright in the defendants’ 
fixed work of authorship.

supra notes 60-68 and accompanying text (discussing copyright protection of works that use reality as 
source material).

94. Factors, 496 F. Supp. at 1104.
95. Id at 1100.
96. Id In a dissenting opinion in Lugosi v. Universal Pictures, Chief Justice Bird, like the Factors 

court, determined that the right of publicity escapes preemption because a persona is not a writing 
within the meaning of the Constitution. 25 Cal. 3d at 849, 603 P.2d at 448, 160 Cal. Rptr. at 346. Chief 
Justice Bird reasoned that

[t]he intangible proprietary interest protected by the right of publicity simply does not consti
tute a writing. That interest may be valuable due to the individual’s creative intellectual la
bors. but the publicity value generated by these labors is not focused in a “physical 
rendering.” To conclude that the right of publicity is subject to congressional regulation under 
the copyright clause is to find that not only an author’s writings, but also his mind, are subject 
to such control. Such a position is untenable. Thus, congressional action has not preempted 
the recognition of common law protection for the right of publicity.

Id
97. See supra notes 60-66 (discussing persona as part of reality).
98. One commentator seems to argue that the right of publicity is preempted only if the plaintiff has 

previously fixed his likeness in a tangible form. See Shipley, Publicity Never Dies; It Just Fades Away: 
The Right of Publicity and Federal Preemption, 66 Cornell L. Rev. 673, 728-29 & n.351 (1981). 
Shipley suggests that prior fixing by or at the behest of the plaintiff satisfies the section 301 requirement 
that state law pertain to works of authorship fixed in tangible form. Id at 729. If the plaintiff's likeness 
has been fixed previously, the right of publicity is preempted and the plaintiff is limited to a copyright 
mfringement action. Id The plaintiff's theory in such an action would be that the defendant’s work 
infringes the prior, authorized work. Id.

This note argues that prior fixing of works employing a persona is irrelevant to the section 301 
analysis. That section’s work of authorship requirement is met in nght of publicity suits because both 
parties are claiming equivalent rights to copyright in the defendant’s work of authorship. The plain
tiff’s right of publicity action is therefore preempted because it interferes with Congress’ intention that 
authors, not subjects, shall have the exclusive right to reproduce and distribute their works. See supra 
notes 15-16 and accompanying text (discussing authors’ exclusive rights under copyright law).

Whether the plaintiff previously has fixed or authorized fixation of works that employ his personal 
attributes has no bearing on an author's rights in his work. The way a person looks is an aspect of 
reality that copyright law leaves free for all to use. See supra notes 69-76 and accompanying text 
(discussing underlying nature of right of publicity). Only expressions of reality and never reality itself 
may be fixed under the Copyright Act. Cf 17 U.S.C. § 102(b) (Supp. V 1981) (“In no case does copy
right protection for an original work of authorship extend to any idea, procedure, process, system, 
method of operation, concept, principle, or discovery, regardless of the form in which it is described, 
explained, illustrated, or embodied in such work”)

If the plaintiff has himself created fixed works that use his own personal attributes as source material, 
copyright protection would only extend to the individual expressions thereby produced and would in 
no way effect the right of others to use those attributes. As the Court stated in Bleistein v. Donaldson 

The Factors court, however, concluded that copyright does not preempt the 
right of publicity.95 In reaching this conclusion, the court first suggested that 
the right of publicity escaped preeemption because it did not relate to works of 
authorship: “In contrast to a copyright suit, the product at issue [in a right of 
publicity suit] is a ‘persona’ . . . .”96 It is true, as the Factors court noted, that 
a persona is not in itself a work of authorship.97 The plaintiffs in right of pub
licity actions, however, do not seek to control a persona in the abstract. 
Rather, it is the defendant’s work of authorship in which the plaintiff’s persona 
is employed that is at issue. A claim to rights in a persona is, in essence, a 
claim to rights in all works of authorship that employ that persona.98

Furthermore, the House Report to the 1976 Act demonstrates that a state 
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cause of action cannot escape preemption merely because on its surface it is 
unconnected to works of authorship. The House Report states:

Nothing in the bill derogates from the rights of parties to contract 
with each other and to sue for breaches of contract; however, to the 
extent that the unfair competition concept known as “interference 
with contract relations” is merely the equivalent of copyright protec
tion, it would be preempted."

This passage suggests that if a state cause of action in fact provides rights in 
works of authorship that are equivalent to copyright protection, that cause of 
action is preempted regardless of whether the state’s acknowledged purpose is 
to provide such protection.99 100 Enforcement of the right of publicity in Factors 
provided the plaintiffs with rights equivalent to a copyright in the defendants’ 
work of authorship in that the plaintiffs obtained the exclusive right to market 
and receive profits from the poster.101 The “works of authorship” requirement 
of section 301 was therefore satisfied.102

Lithographic Co., “Others are free to copy the original. They are not free to copy the copy.” 188 U.S. 
239, 249 (1903).

99. H R. Rep. No. 1476, 94th Cong., 2d Sess. 132, reprinted in 1976 U.S. Code Cong. & Ad. News 
5659, 5748.

100. The House Report’s section dealing with preemption begins with a forceful statement of Con
gress’ broad preemptive intent:

The intention of section 301 is to preempt and abolish any rights under the common law or 
statutes of states that are equivalent to copyright and that extend to works coming within the 
scope of the Federal copyright law. The declaration of this principle in section 301 is intended 
to be stated in the clearest and most unequivocal language possible, so as to foreclose any 
conceivable misinterpretation of its unqualified intention that Congress shall act preemp
tively, and to avoid the development of any vague borderline areas between state and federal 
protection.

Id at 130, reprinted in 1976 U.S. Code Cong. & Ad. News 5659, 5746.
101. Factors, 496 F. Supp. at 1104.
102. Id. In her dissenting opinion in Lugosi, Chief Justice Bird discussed the copyright preemption 

issue. Like the Factors court, Chief Justice Bird determined that the right of publicity escapes preemp
tion because a persona is not a writing within the meaning of the Constitution:

The intangible proprietary interest protected by the right of publicity simply does not consti
tute a writing. That interest may be valuable due to the individual’s creative intellectual la
bors, but the publicity value generated by these labors is not focused in a “physical 
rendering." To conclude that the right of publicity is subject to congressional regulation under 
the copyright clause is to find that not only an author’s writings, but also his mind, are subject 
to such control. Such a position is untenable. Thus, congressional action has not preempted 
the recognition of common law protection for the right of publicity.

25 Cal. 3d at 850, 603 P.2d at 448, 160 Cal. Rptr. at 346 (Bird, C.J., dissenting). This note also argues 
that a persona is not a writing, but unlike Chief Justice Bird and the Factors court, this note concludes 
that the right of publicity is preempted by section 301. This is because enforcement of the right of 
publicity is tantamount to state-created rights in works of authorship—the right of publicity gives plain
tiffs rights equivalent to copyright in defendants’ works of authorship.

103. Factors, 496 F. Supp. at 1099-1100.

The Factors court also determined that the right of publicity escapes pre
emption because it is not equivalent to copyright as section 301 requires.103 In 
reaching this conclusion, the court applied the equivalency test developed by 
Professor Nimmer in his respected treatise:

[I]n essence a right which is “equivalent to copyright” is one which is 
infringed by the mere act of reproduction, performance, distribution 
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or display. The fact that the state created right is either broader or 
narrower than its federal counterpart will not save it from preemp
tion. ... If under state law the act of reproduction, performance, 
distribution or display, no matter whether the law includes all such 
acts or only some, will in itself infringe the state created right, then 
such a right is preempted. But if other elements are required ... in 
order to constitute a state created cause of action, then the right does 
not lie “within the general scope of copyright” and there is no 
preemption.104

104. I M. Nimmer, Nimmer on Copyright § 1.01[B] 1-11 (1983).
105. Factors, 496 F. Supp. at 1099-1100.
106. Id.
107. Id. at 1100.
108. A state law is preempted if it “stands as an obstacle to the accomplishment and execution of the 

full purooses and objectives of Congress.” Hines v. Davidowitz, 312 U.S. 52, 67 (1941). Preemption 
must, therefore, be examined from the federal rather than state perspective in order to ascertain 
whether federal objectives are obstructed. From the federal perspective. New York’s commercial ex
ploitation criterion is irrelevant because it only serves to limit the number of potential right of publicity 
plaintiffs. It does not change the nature of the rights asserted by plaintiffs who do meet the exploitation 
requirement.

109. H R. Rep. No. 1476, 94th Cong., 2d Sess. 132, reprinted in 1976 U.S. Code Cong. & Ad. News 
5659, 5748 (emphasis added).

The Factors court determined that New York’s descendible right of publicity 
was not equivalent to copyright105 because a cause of action for infringement 
of the right of publicity requires that the celebrity have commercially exploited 
his name and likeness during his lifetime.106 According to the Factors court, 
the commercial exploitation requirement amounted to a distinct additional el
ement that destroyed copyright equivalency.107

The Factors court’s view of the requirements for preemption is erroneous. If 
merely adding an extra element would prevent preemption, states could easily 
subvert federal preemption by simply appending a superfluous requirement to 
their right of publicity laws.108 The House Report to the Copyright Act of 
1976, in its single reference to the right of publicity, emphasizes that such 
rights survive only to the extent that they are qualitatively different from copy
right. As the Report states

[R]ights and remedies that are different in nature from the rights com
prised in a copyright . . . may continue to be protected under State 
common law or statute. The evolving common law rights of “pri
vacy,” “publicity,” and trade secrets, and the general laws of defama
tion and fraud, would remain unaffected as long as the causes of 
action contain elements, such as invasion of personal rights or a 
breach of trust or confidentiality, that are different in kind from copy
right infringement.109

Factors involved no rights that were different in kind or nature from those of 
copyright. Rather, the plaintiffs and defendants both claimed the rights to 
reproduce and distribute the poster of Presley. The only difference was that 
the plaintiffs’ claim was much broader than the defendants’. The defendants 
claimed only the right to reproduce and distribute the single photographic ex
pression involved in the case, while the plaintiffs’ claim encompassed all 
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images of Presley.110 111 The rights the plaintiffs asserted were then qualitatively 
identical to those of copyright and the state cause of action should have been 
preempted.

110. Factors, 496 F. Supp. at 1093, 1100. The court stated that “(t]here can be no doubt that Elvis 
Presley assigned to [the plaintiff] a valid property right, the exclusive authority to print, publish and 
distribute his name and likeness.” Id. at 1093. The court discounted any bearing that the defendants’ 
valid copyright in the Presley photograph might have had on the case, stating that ”[t)he plaintiffs prior 
right to exploit the Presley name and image cannot be defeated by the defendants’ attempt to copyright 
individual items.” Id. at 1100.

111. 501 F. Supp. 848 (S.D.N.Y. 1980).
112. Id. at 852 (emphasis in original).
113. Id. at 853-54.
114. 496 F. Supp. 408 (S.D. Ohio 1980), afpd in relevant part, 679 F.2d 656 (6th Cir. 1982).
115. Id. at 412-13.
116. Id at 443.
117. Id
118. See supra notes 90-94 and accompanying text (discussing effect of Factors judgment) and notes 

15-16 and accompanying text (discussing author’s exclusive rights under copyright).

Other courts have recognized the distinction between qualitative equiva
lence and superfluous requirements that eluded the Factors court. In Harper 
and Row, Publishers v. Nation Enterprises" ' for example, the court determined 
that to escape preemption “[t]he state cause of action must protect rights under 
the facts of a particular case which are qualitatively different from the rights of 
reproduction, performance, distribution, or display.”112 The court further rec
ognized that a state right is not saved from preemption merely because it re
quires additional elements; rather, the state cause of action must provide the 
plaintiff with rights that are different in kind from copyright.113

The court in Allied Artists Pictures Corp. v. Rhodes"4 also displayed a more 
sophisticated understanding of equivalency than did the Factors court. 
Rhodes involved an Ohio statute that outlawed “blind bidding” on motion 
pictures, a movie industry practice whereby producers sell films to exhibitors 
without the exhibitors first having an opportunity to screen the films.115 In 
upholding the statute against a copyright challenge, the court stated that the 
test for preemption is whether a state act “creates, grants, or destroys any rights 
that are equivalent to the exclusive rights of copyright . . . ,”116 Because the 
Ohio act neither deprived the owners of motion picture copyrights of their 
rights to reproduce, perform, distribute, or display their films, nor granted 
these rights to exhibitors, the statute was not preempted.117 The right of public
ity in cases like Factors is preempted under the analysis proposed in Allied 
Artists because its enforcement destroys copyright holders’ exclusive rights to 
reproduce and distribute their works and transfers those rights to the 
plaintiffs.118

If authors have valid copyrights in their works, states cannot deprive them 
of those rights under color of state laws that merely assert that the property 
right is more properly another’s. Congress has determined that authors, not 
their subjects, shall have the exclusive right to reproduce and distribute works 
of authorship. Thus, section 301 and the supremacy clause foreclose states 
from interfering in the copyright area unless the state purpose is wholly differ
ent from the determination of property rights in creative works.
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B. WORKS NOT FIXED IN TANGIBLE FORM

Although the right of publicity should be held preempted in cases in which 
defendants have a valid copyright in their works, the right of publicity can 
survive preemption if the works at issue are not fixed in tangible form and, 
therefore, not entitled to copyright protection. In Zacchini v. Scripps-Howard 
Broadcasting Co. ,119 for example, the Supreme Court upheld a state’s enforce
ment of the right of publicity.120 Although the events behind Zacchini oc
curred before the passage of the 1976 Copyright Act, an examination of the 
case and its outcome under the aegis of the current Act demonstrates that not 
all actions involving state rights of publicity are preempted.

119. 433 U.S. 562 (1977).
120. Id. at 579.
121. Id at 563.
122. Id at 563-64.
123. Id at 564.
124. Id
125. Id at 565.
126. Id. at 578-79.
127. The Court briefly referred to the preemption issue in a footnote in which it discussed the copy

right and patent law preemption cases it had previously decided. Id at 577, 578 n.13. For a discussion 
of hose cases, see infra notes 147-83 and accompanying text. The Court’s reliance on those cases, in 
which it had decided that states could “fill the gaps” in copyright and patent law, id, suggests that 
states can also provide a right of publicity consistent with copyright. This dicta, however, is far from 
dispositive. Zacchini involved the appropriation of an unfixed work of authorship, not the appropria
tion of a name or likeness. Id at 576.

This section of the note argues that states are not preempted from protecting works that are not fixed 
in tangible form, but are preempted from protecting name and likeness. Zacchini refers only to the 
former situation and is not in conflict with this argument.

128. The Court noted the difference between the appropriation of another’s performance and the use 
of another’s name or likeness, stating that “the broadcast of petitioner’s entire performance, unlike the 
unauthorized use of another’s name for purposes of trade or the incidental use of a name or picture by 
the press, goes to the heart of petitioner’s ability to earn a living as an entertainer.” Id at 576.

129. Zacchini’s performance was a work of authorship not fixed in a tangible form. The Copyright 

The plaintiff in Zacchini performed a human cannonball act.121 Before a 
performance at an Ohio fairground, a local television news crew asked 
Zacchini for permission to film and televise his act.122 Despite Zacchini’s re
fusal, the defendant television station proceeded with its plan and televised the 
entire fifteen-second act on the evening news.123 Zacchini brought suit against 
the station on right of publicity grounds.124 The Ohio Supreme Court recog
nized the existence of a right of publicity, but held that the defendant’s cover
age of the performance was protected by the first amendment’s guarantee of 
freedom of the press.125 The United States Supreme Court reversed and held 
that the first amendment did not allow the news media to appropriate a per
former’s entire act.126 The Court did not directly address the issue of 
preemption.127

Zacchini was an unusual right of publicity case because it involved appro
priation of a performer’s act rather than unauthorized use of name, likeness, or 
personal attributes.128 Indeed, Zacchini’s personal attributes were inconse
quential; it was the firing of a human being from a cannon that invited the 
public’s interest.

Zacchini thus involved appropriation of the plaintiff s own “work of author
ship,” not the facts of his name or likeness.129 The defendant’s film of 
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Zacchini’s act would not qualify for copyright protection because copyright 
neither protects an unauthorized recording of another’s performance, nor pro
hibits states from protecting a performer’s live act. As explained above, copy
right protection applies to “original works of authorship fixed in any tangible 
medium of expression.”130 Under the 1976 Act a work is “fixed” only when the 
fixing is done “by or under the authority of the author.”131 The defendant’s 
fixing of Zacchini’s act would not qualify for protection under the 1976 Act 
because the author had explicitly refused the defendant permission to record 
his performance.132

Act of 1976 applies only to "fixed’ works of authorship. 17 U.S.C. § 102(a) (Supp. V. 1981) The discus
sion of unfixed works in the House Report to the Copyright Act of 1976 states that “[ejxamples would 
include choreography that has never been filmed or notated, an extemporaneous speech, ‘original 
works of authorship’ communicated solely through conversations or live broacasts, and a dramatic 
sketch or musical composition improvised or developed from memory and without being recorded or 
written down.” H R. Rep. No. 1476, 94th Cong., 2d Sess. 131, reprinted in 1976 U.S. Code Cong. & 
Ad. News 5659, 5747. Thus, the 1976 Act specifically leaves the states free to protect works that are not 
fixed in tangible form.

130. 17 U.S.C. §102(a) (Supp. V 1981). See supra notes 11-14 and accompanying text (discussing 
requirements for copyright protection).

131. 17 U.S.C. § 101 (Supp. V 1981).
132. Zacchini, 433 U.S. at 564.
133. 17 U.S.C. § 301 (Supp. V 1981) (emphasis added).
134. The House Report emphasizes that “unfixed works are not included in the specified 'subject 

matter of copyright.’ They are therefore not affected by the preemption of section 301 and would 
continue to be subject to protection under state statute or common law until fixed in a tangible form.” 
H R. Rep. No. 1476, 94th Cong., 2d Sess. 131, reprinted in 1976 U.S. Code Cong. & Ad. News 5659, 
5747.

135. See, eg., Groucho Marx Productions v. Day and Night Co., Inc., 523 F. Supp. 485 (S.D.N.Y. 
1981) (play that copies Marx Brothers characters and style of humor infringes right of publicity), rev'd, 

Thus, because the defendant in Zacchini had no copyright claim, there was 
no direct conflict between copyright and the right of publicity. In fact, the 
protection that Ohio law provided Zacchini is explicitly authorized by the 1976 
Copyright Act because Zacchini was the creator of an unfixed work of author
ship. Section 301(b) of the Copyright Act provides:

Nothing in this title annuls or limits any rights or remedies under the 
common law or statutes of any State with respect to—

(1) subject matter that does not come within the subject matter of 
copyright as specified by sections 102 and 103, including works of 
authorship not fixed in any tangible medium of expression. . . ,133

Thus, when an author creates works that are not fixed in any tangible medium 
of expression, the states may provide protection through the right of 
publicity.134

c. exclusivity of copyright remedies under section 301
As discussed above, the right of publicity is preempted in cases like Factors, 

where plaintiffs claim a monopoly in representation of themselves, and is not 
preempted in cases like Zacchini, where plaintiffs claim that defendants have 
appropriated their unfixed works of authorship. A third category of cases in
volves right of publicity suits in which, unlike Zacchini, plaintiffs claim that 
defendants have appropriated their fixed works of authorship.135 In such cases 
the right of publicity is preempted because plaintiffs are limited to copyright 
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remedies for what in fact amounts to copyright infringement.136

689 F.2d 317 (2d Cir. 1982); Chaplin v. Amador, 93 Cal. App. 358, 358-59, 269 P. 544, 544-46 (1928) 
(upholding ban of film imitating films and character of Charlie Chaplin to prevent fraud).

136. Section 501(a) of the 1976 Act provides that anyone who violates a copyright owner's exclusive 
rights to reproduce, distribute, perform, display, or prepare derivative works from an original work of 
authorship that is fixed in a tangible form is an infringer of the copyright. 17 U.S.C. § 501(a) (Supp. V 
1981).

137. 523 F. Supp. 485 (S.D.N.Y. 1981), rev'd, 689 F.2d 317 (2d Cir. 1982).
138. Id. at 486, 493.
139. Id. at 494.
140. Although the issue is not settled beyond all doubt, it appears that characters are copyrightable 

subject matter under the terms of both the 1909 and 1976 Copyright Acts. In Atari, Inc. v. North Am. 
Philips Consumer Elees. Corp., 672 F.2d 607, 610, 620-21 (7th Cir. 1982), the court reversed a district 
court's denial of a preliminary injunction against one video game that was said to infringe the copyright 
in another. The court determined that the injunction should have been granted because the infringing 
game, “K.C. Munchkin,” substantially appropriated the characters of plaintiffs game. “Pae-Man.” Id. 
at 617.

Some cases that arose under the prior Act suggested that simple stock characters in literary works 
were not copyrightable subject matter under the 1909 Act. In Warner Bros., Inc. v. Columbia Broad
casting Sys., Inc., 216 F.2d 945 (9th Cir. 1954), cert, denied, 348 U.S. 971 (1955), for example, the court 
concluded that “(i]t is conceivable that the character really constitutes the story being told, but if the 
character is only the chessman in the game of telling the story he is not within the protection afforded 
by the copyright.” Id at 950.

Fictional characters, therefore, are at least arguably within the scope of copyright subject matter. 
Warner Brothers suggests only that if a character is extremely basic, it may be too minimal or lacking in 
originality to qualify for copyright protection. However, the House Report to the 1976 Act unequivo
cally states:

As long as a work fits within one of the general subject matter categories of sections 102 and 
103, the bill prevents the States from protecting it even if it fails to achieve Federal statutory 
copyright because it is too minimal or lacking in originality to qualify, or because it has fallen 
into the public domain.

H R. Rep. No. 1476, 94th Cong., 2d Sess. 131, reprinted in 1976 U.S. Code Cong. & Ad. News 5659, 
5747.

141. Neither the district court nor the circuit court examined the copyright issue. The courts’ opin
ions do not consider who are the authors of the Marx Brothers plays, films, and characters. In the 
future, it would be advisable that actors’ and writers’ contracts be made explicit as to who owns the 
copyright in a given work. Section 201 of the 1976 Act provides that in the case of works made for hire, 
the employer is considered the author for copyright purposes unless the parties expressly agree other
wise in a written instrument. 17 U.S.C. § 201(b) (Supp. V 1981).

142. 17 U.S.C. § 301 (Supp. V 1981).

In Groucho Marx Productions, Inc. v. Day and Night Co., Inc. ,137 for exam
ple, a right of publicity suit was brought by the heirs of the Marx Brothers 
against the producers of a play that featured copies of the Marx Brothers char
acters and their distinctive style of humor.138 Without addressing the preemp
tion issue, the district court found for the plaintiffs.139 Although, as in 
Zacchini, the prior copyright act would have applied to the preemption issue, 
examination of the case under the terms of the 1976 Act is instructive.

The Marx Brothers characters and the films and plays in which they are 
featured are fictional works of authorship.140 Julius, Adolf, and Leo Marx cre
ated the characters Groucho, Harpo, and Chico, who were then fixed in a se
ries of films and plays.141 Under the terms of the 1976 Act, authors who have 
fixed their works in a tangible form are limited to a copyright remedy for in
fringements of those works.142 Under the current Act, therefore, a right of pub
licity suit is preempted in Groucho Marx-Vypt. cases because plaintiffs in cases 
that involve copyright infrigement must rely exclusively upon copyright reme
dies. The right to prepare derivative works is one of the exclusive rights of 
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copyright.143 A derivative work “is a work based upon one or more preexisting 
works, such as a translation, musical arrangement, dramatization, fictionaliza- 
tion, motion picture version, sound recording, art reproduction, abridgement, 
condensation, or any other form in which a work may be recast, transformed 
or adapted.”144

The challenged play in Groucho Marx contained imitations of the Marx 
Brothers characters and style of humor placed “in a new situation with original 
lines.”145 The play did not infringe Julius, Adolf, or Leo Marx’s right of pub
licity; rather, the play was an unauthorized, and hence, infringing, derivative 
work based upon prior Marx Brothers plays and films.

The Groucho Marx opinion, in fact, is best characterized as an example of 
traditional copyright infringement analysis. Rather than examining the use de
fendants had made of the attributes of Julius, Adolf, and Leo Marx, the court 
employed copyright concepts to determine that the challenged play infringed 
another work of authorship.146

IV. The Supreme Court on Copyright Preemption

Section 301 represents the first codification of preemption in a copyright 
statute. Before the 1976 Act was passed, the Supreme Court decided several 
important cases that explored preemption under the supremacy clause. The 
analytical framework of those cases is useful in two ways. First, the analysis 
proposed by the cases indicates the extent to which copyright law, quite apart 
from section 301 of the 1976 Act, preempts conflicting state laws under the 
supremacy clause. Second, these cases illuminate the meaning of section 301, 
which Congress intended merely to clarify and reaffirm extant preemption 
principles.147

143. Id. § 106(d).
144. Id. § 101.
145. 523 F. Supp. at 493.
146. The court stated:

Although literary commentary may have been the intent of the playright, any such intent was 
substantially overshadowed in the play itself by the wholesale appropriation of the Marx 
Brothers characters. Under the fair use doctrine in copyright law, a parodist is entitled to 
“conjure up” the original. . . . Here, defendants have gone beyond merely building on the 
original to the point of duplicating as faithfully as possible the performances of the Marx 
Brothers, albeit in a new situation with original lines. The Marx Brothers themselves were a 
parody on life; the play does not present a parody on their parody but instead successfuly 
reproduced the Marx Brother’s own style of humor.

Id at 493 (emphasis added). See 17 U.S.C. § 107 (Supp. V 1981) (fair use doctrine permits limited 
unauthorized use of copyrighted works for such purposes as criticism, comment, and scholarship).

It appears that the district court determined that the defendant’s play infringed the plaintiff's work of 
authorship, rather than a right to control the use of a real person’s name or likeness. The Second 
Circuit reversed on the ground that the district court should have applied California rather than New 
York right of publicity law to the case. The circuit court relied upon Guglielmi v. Spelling-Goldberg 
Prods., 25 Cal. 3d 860, 603 P.2d 454, 160 Cal. Rptr. 352 (1979) (per curiam), in holding that California 
would not recognize a descendible right of publicity given the facts of the Groucho Marx case. 689 F.2d 
at 319-20.

147. The House Report specifically endorsed two of these Supreme Court decisions, stating that 
section 301(b)’s "purpose is to make clear, consistent with the 1964 Supreme Court decisions in Sears, 
Roebuck <k Co. v. Stiffel Co. and Compco Corp. v. Day-Brite Lighting, Inc., that preemption does not 
extend to causes of action, or subject matter outside the scope of the revised Federal copyright statute.”
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In the companion cases Sears, Roebuck & Co. v. Stiffel Co.* 148 and Compco 
Corp. v. Day-Brite Lighting, Inc. ,149 the Court addressed the issue of whether 
state unfair competition laws could prohibit copying of articles that did not 
merit protection under federal patent or copyright law.150 The Court held that 
under the supremacy clause states may not protect such articles because “[t]o 
forbid copying would interfere with the federal policy, found in Art. I, § 8, cl. 
8, of the Constitution and in the implementing federal statutes, of allowing free 
access to copy whatever the federal patent and copyright laws leave in the 
public domain.”151 The Sears/Compco rationale supports the view that the 
right of publicity is preempted by copyright to the extent that it protects facts 
and ideas.152 Copyright law requires that facts and ideas remain in the public 
domain.153 The states, therefore, can not restrict their use.154

H.R. Rep. No. 1476, 94th Cong., 2d Sess 131, reprinted in 1976 U.S. Code Cong. & Ad. News 5659, 
5747 (citations omitted).

148. 376 U.S. 225 (1964).
149. 376 U.S. 234 (1964).
150. Both cases involved the copying of lighting fixtures that were insufficiently novel to warrant 

patent protection. Sears, 376 U.S. at 225-26; Compco, 376 U.S. at 234.
151. Compco, 376 U.S. at 237.
152. The right of publicity is not preempted, however, to the extent it protects works of authorship 

that are not fixed in a tangible form. See supra notes 119-34 and accompanying text (discussing Copy
right Act’s approval of state protection of works not fixed in tangible form).

153. See supra notes 22-25 and accompanying text (discussing 1976 Act’s prohibition against restric
tions on the use of ideas and facts).

154. An interesting question is whether Congress can preempt state action in an area in which it has 
no authority. The Copyright Act of 1976 implements Congress’ policy that facts cannot be copyrighted. 
17 U.S.C. § 102(b). As Professor Nimmer suggests, however. Congress’ constitutional copyright au
thority may not extend to facts because facts cannot be construed as “writings” of “authors". 1 M. 
Nimmer, supra note 104, § 1.01 [B] at 1-24,1-25. Nimmer further suggests that if Congress has no con
stitutional authority to protect facts, it may not be able to preempt states from doing so, but that the first 
amendment may prohibit such state protection. Id.

The first amendment issue aside, Congress can preempt the states from protecting facts such as name 
and likeness because when authors use facts in their copyrighted works, state enforcement of the right 
of publicity directly abrogates federal rights granted pursuant to constitutional authority. See supra 
notes 60-78 and accompanying text (discussing direct conflict between right of publicity and copyright). 
In Hoehling v. Universal City Studios, Inc., 618 F.2d 972, 980 (2d Cir. 1980), the Second Circuit con
cluded that ”[w]here, as here, historical facts, themes, and research have been deliberately exempted 
from the scope of copyright protection to vindicate the overriding goal of encouraging contributions to 
recorded knowledge, the states are preempted from removing such material from the public domain.” 
See supra note 24 (discussing Hoehling).

155. 412 U.S. 546 (1973).
156. Id at 551. While Goldstein was in the lower courts, the 1909 Act was amended to provide 

copyright protection for sound recordings. Id. at 551-52. The current Act fists sound recordings as 
protected by copyright. 17 U.S.C. § 102(a)(7) (Supp. V 1981).

157. Goldstein, 412 U.S. at 548.
158. Id. at 551, 560.
159. Id. at 569-71.

Goldstein v. California'55 involved the unauthorized copying of sound re
cordings, a practice not originally prohibited by the 1909 Copyright Act.156 
The defendant was convicted of violating a California statute that outlawed 
such copying.157 The Supreme Court upheld the defendant’s conviction and 
rejected his contention that under the holdings of Sears and Compco, Califor
nia was preempted from according protection to sound recordings.158 The 
Court specifically reaffirmed its Sears and Compco holdings, but held that 
neither the Constitution nor the Copyright Act of 1909 preempted the Califor
nia statute.159 There was no constitutional impediment to the state statute be
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cause “the language of the Constitution neither explicitly precludes the States 
from granting copyrights nor grants authority exclusively to the Federal Gov
ernment.”160 Similarly, the Court held that because the Copyright Act of 1909 
was silent on the matter of federal protection for sound recordings and did not 
forbid the states from providing such protection, there was no statutory 
preemption.161

160. Id at 560.
161. Id at 570. The Court explained that with musical recordings, unlike the utilitarian articles in 

Sears and Compco, Congress had established no balance between the need to promote inventions and 
the need to maintain free competition. Id. There was, therefore, no reason to preeempt state law. Id. 
at 569-70. The Court noted that the California statute did not restrain the use of ideas or concepts but 
merely prevented the unauthorized duplication of recordings. Id. at 571.

162. The Court implicitly recognized that California was preempted from providing protection to 
sound recordings fixed after the effective date of the amendment to the 1909 Act, and that by further 
action, Congress could preempt California from providing protection to recordings fixed prior to the 
amendment. The Court stated that “unless Congress takes further action with respect to recordings 
fixed prior to February 15, 1972, the California statute may be enforced against acts of piracy such as 
those which occured in the present case.” Id. at 571.

163. See supra notes 84-118 and accompanying text (discussing 1976 Copyright Act’s preemption of 
state laws that provide equivalent rights).

164 17 U.S.C. § 301(c) (Supp. V 1981).
165. The Court determined that the 1909 Copyright Act was totally silent on the matter of protection 

of sound recordings. Goldslein, 412 U.S. at 570.
166. See supra notes 60-68 and accompanying text (discussing copyright’s protection of works that 

use reality as source material).
167. See supra notes 71-76 and accompanying text (discussing how enforcement of right of publicity 

may abrogate copyright owner’s exclusive rights).
168. See supra note 154 (discussing Congress’ ability to preempt state laws in areas in which Con

gress itself has no constitutional authority).
169. 416 U.S. 470 (1974).
170. Id at 472. The Court adopted the Restatement’s definition of “trade secret’:

“[A] trade secret may consist of any formula, pattern, device or compilation of information 
which is used in one’s business, and which gives him an opportunity to obtain an advantage 
over competitors who do not know or use it. It may be a formula for a chemical compound, a 
process of manufacturing, treating or preserving materials, a pattern for a machine or other 
device, or a list of customers.”

The Goldstein Court held that California was free to protect sound record
ings largely because the 1909 Copyright Act was totally silent on the matter. 
This holding conflicts with any suggestion in Sears /Compco that states may 
not grant any rights equivalent to copyright protection. Nonetheless, the hold
ing still recognizes preemption to the extent that Congress has affirmatively 
indicated that a state may not act.162 In the 1976 Act, as discussed above, Con
gress has not been silent on the matter of state remedies that afford rights 
equivalent to copyright.163 Such remedies are explicitly preempted.164

Furthermore, in Goldstein the defendant could claim no affirmative copy
right protection for his activities; he could only claim that copyright afforded 
no protection to the plaintiff.165 In right of publicity cases in which defendants 
use the personal attributes of others in their works of authorship, however, the 
defendants can claim the affirmative protection of copyright.166 In such cases 
the right of publicity and copyright directly clash.167 Under Goldstein, Sears, 
and Compco, state protections equivalent to copyright must yield.168

In Kewanee Oil Co. v. Bicron Corp. 169 the Supreme Court considered an 
issue closely related to the issue in Goldstein-. Whether federal patent law 
preempts state trade secret law.170 The Court determined that there is no copy



1588 The Georgetown Law Journal [Vol. 71:1567

right and patent clause preemption of state trade secret law because, as in 
copyright, federal patent power is not exclusively conferred.171 As to statutory 
preemption, the Court declared that the question of whether federal law 
preempts state law “involves a consideration of whether that law ‘stands as an 
obstacle to the accomplishment and execution of the full purposes and objec
tives of Congress’.”172 The Court noted that although patent law does not ex
plicitly endorse or forbid trade secret law, the state law would nevertheless be 
preempted if it “ ‘clashes with the objectives of the federal patent law.’ ”173

Id. at 474-75 (quoting Restatement of Torts § 757, comment b (1939)).
171. Id. at 478.
172. Id. at 479 (quoting Hines v. Davidowitz, 312 U.S. 52, 67 (1941)).
173. Id. at 480 (quoting Sears, 376 U.S. at 231).
174. Id. at 480-81, 484-85.
175. Id. at 475-76.
176. 35 U.S.C. § 154 (Supp. V 1981).
177. Kewanee, 416 U.S. at 475-76.
178. Professor Nimmer points out that copyright does not preempt state trade secret law because the 

rights under the latter are not “equivalent” to the exclusive rights of copyright. Also, an additional 
element of secrecy is required under trade secret law. 1 M. Nimmer, supra note 104, § 1.01 [B] at 1-25 & 
n.106. See supra notes 84-118 and accompanying text (discussing meaning of equivalency in regard to 
preemption of equivalent state rights).

179. Kewanee, 416 U.S. at 489-90.
180. Id.
181. Id. at 493.
182. Id. at 480.

The Court determined that trade secret laws do not conflict with the objec
tives of patent law in fostering and rewarding invention, promoting disclosure 
of inventions, and assuring that ideas in the public domain remain free.174 The 
Court emphasized that trade secret law operates very differently from patent 
law.175 Patent law confers upon an inventor a total monopoly in a machine, 
process, or device for seventeen years.176 Trade secret law, however, affords a 
discoverer no protection against independent discovery. It assures only that 
agreements to respect confidentiality between the discoverer and his licencees 
will be honored and that trade secrets cannot be disclosed by those who use 
improper means to obtain them.177 Trade secret law removes nothing from the 
public domain and its encouragement of invention does not conflict with the 
goals of patent law.178

The strongest argument for preemption, the Kewanee Court noted, is that 
inventors of patentable items might choose to rely on the potentially perpetual 
protection of trade secret law rather than the temporally limited protection of 
patent law, thereby frustrating Congress’ disclosure policy.179 The Court deter
mined, however, that there was no reasonable risk of such an occurrence be
cause the protection afforded by trade secret law is much weaker than the total 
monopoly provided by patent law.180 The Court, therefore, concluded that 
trade secret law does not interfere with the objectives of patent law and is not 
preempted “[u]ntil Congress takes affirmative action to the contrary.”181

Nonetheless, Kewanee supports the argument that copyright law preempts 
the right of publicity. Under Kewanee, state law is preempted if it clashes with 
the objectives of federal law even absent explicit Congressional prohibition.182 
As discussed above, the right of publicity clashes with the federal copyright 
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objective of keeping facts and ideas in the public domain.183 Furthermore, in 
right of publicity cases in which defendants employ personal attributes of 
others in works of authorship, there is a direct conflict between federal and 
state protections. In Goldstein, Zacchini, and Kewanee, on the other hand, 
there was no direct clash between federal and state law; the defendants had no 
affirmative federal protection in their activities, and could only claim that the 
plaintiffs also had no such protection. Federal copyright protection in defend
ants’ works is a manifestation of affirmative congressional action. Under the 
doctrine of Kewanee and Goldstein, therefore, state protection should be 
preempted.

183. See supra notes 69-76 and accompanying text (discussing right of publicity’s restrictions on facts 
and ideas).

184. W. Prosser, Handbook of the Law of Torts § 117, at 804-14 (4th ed. 1971). Prosser’s 
exposition of the right of privacy was accepted as authoritative by the Supreme Court. Zacchini, 433 
U.S. at 571 & n.7.

185. 50 Hawaii 374, 441 P.2d 141 (1968).
186. Id at4 374-78, 441 P.2d at 142-44.
187. Id. at 377, 441 P.2d at 144. In other contexts, the privacy rights of public figures are generally 

viewed as being less expansive than those of private persons, in that “a public figure, whether he be 
such by choice or involuntarily, is subject to the often searching beam of publicity and that, in balance 
with the legitimate public interest, the law affords his privacy little protection.” Spahn v. Julian Mess
ner, Inc., 18 N.Y.2d 324, 328, 221 N.E.2d 543, 545, 274 N.Y.S.2d 877, 879 (1966).

188. 521 S.W.2d 719 (Tex. Civ. App. 1975).
189. Id. at 723.

V. Non-Preempted State Protections

Although most aspects of the right of publicity are preempted by copyright, 
individuals may still retain some appropriate state law protection against ex
ploitation. The right of privacy, for example, can still be relied upon to pro
hibit advertisers from making celebrities unwilling salesmen for their products.

The right of privacy consists of four distinct branches: Appropriation of the 
plaintiff's name or likeness for commercial purposes, intrusion upon the plain
tiffs seclusion or solitude, public disclosure of private facts about the plaintiff’s 
personal life, and the creation of publicity that places the plaintiff in a false 
light.184 185 It is the first branch of privacy, appropriation of name or likeness for 
commercial purposes, that provides the most protection to celebrities.

The appropriation branch of the right of privacy can be used to prohibit 
advertisers from falsely implying that a person has endorsed a product. In 
Fer gerstrom v. Hawaiian Ocean View Estates,for example, the Supreme 
Court of Hawaii determined that the defendant corporation violated the plain
tiffs’ common law right of privacy when, without consent, it used their names 
and photographs in advertising brochures.186 The court stated that when one 
party has appropriated another’s name and likeness for advertising purposes, 
the right of privacy is available as a remedy regardless of whether the injured 
party is a public or private figure.187 188 Similarly, in Kimbrough v. Coca-Cola/ 
USA198 a Texas court determined that the defendant would have violated a 
well-known college football player’s right of privacy by making unauthorized 
use of his likeness in advertisements.189

In addition to common law recognition of the appropriation aspect of the 
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right of privacy, several states have legislated against nonconsensual use of a 
person’s likeness for advertising purposes.190 New York’s right of privacy stat
ute, for example, provides criminal and civil sanctions against any person, 
firm, or corporation that uses for advertising or trade purposes the name, por
trait, or picture of any living person without having first obtained his written 
consent.191

There is no copyright preemption problem in cases involving the appropria
tion aspect of the right of privacy because such actions do not involve rights 
that are equivalent to copyright.192 The objection in such cases is not that an 
author has made unauthorized use of an individual’s personality attributes in a 
work of authorship, but that an advertiser has falsely associated the party’s 
name and reputation with a commercial product. The plaintiff in such a case 
does not seek to share in the proceeds of an author’s work, but to prevent 
deception of consumers and injury to his personal feelings.193 The nature of 
the right asserted is qualitatively different from copyright and, therefore, sur
vives preemption.194

Not all cases involving the right of privacy give appropriation a narrow ap
plication.195 The tort has also been applied in suits against authors who use an

190. See, eg., Fla. Stat. Ann. § 540.08 (West 1972 & Supp. 1982); Mass. Gen. Laws Ann. ch. 214 
§ 3A (West Supp. 1983-1984); N.Y. Civ. Rights Law §§ 50-51 (McKinney 1976).

191. N.Y. Civ. Rights Law §§ 50-51 (McKinney 1976).
192. See supra notes 84-118 and accompanying text (discussing copyright equivalency).
193. Cf. supra notes 75-76 and accompanying text (discussing abrogation of copyright protection by 

right of publicity).
The distinction between appropriation and the right of publicity is a fine one, but for copyright 

preemption purposes it is important. Copyright authorizes the use of an individual’s personal attributes 
in creative works. See supra notes 60-70 and accompanying text (discussing copyright protection of 
works that employ reality). It does not authorize false or deceptive commercial endorsements.

The foregoing analysis, however, presents a conceptual problem: When is the use of an individual’s 
name and likeness part of a work of authorship and when is it a deceptive commercial advertisement? 
For example, plaintiffs in actions involving the right of privacy or the right of publicity could easily 
claim that photographic posters such as the one in Factors are not works of authorship, but advertise
ments for posters. Such claims can also be made in regard to books and periodicals that contain por
trayals or accounts of real persons. See, e.g., Ann-Margret v. High Society Magazine, Inc., 498 F. Supp. 
401, 406 (S.D.N.Y. 1980) (rejecting claim that photograph m magazine sold for profit constitutes use for 
advertising purposes); Spahn v. Julian Messner, Inc., 18 N.Y.2d 324, 330, 221 N.E.2d 543, 546, 274 
N.Y.S.2d 877, 881 (1966) (fictionalized biography of baseball player constitutes use of name and like
ness for purposes of trade); Frosch v. Grosset & Dunlop, Inc., 75 A.D.2d 768, 768- 69, 427 N.Y.S.2d 
828, 828-29 (1980) (unauthorized biography of Marilyn Monroe not commercial advertisement for 
goods or services).

The claim that a work employing an individual’s name or likeness is an advertisement for itself is 
fundamentally unsound. A person buying a poster of Elvis Presley, for example, would not do so 
because he was led to believe that Presley endorsed its quality. The purchase would be made simply 
because the buyer wanted a picture of Presley. A buyer would only buy the an unauthorized poster if 
its quality was more appealing to him than that of other available posters. The appeal of the poster is 
due to the photographer’s efforts, not the implication that the poster is endorsed by its subject.

Similarly, a reader buys a biography of a famous person because he is interested in the subject, not 
because he believes the subject has endorsed the work. Indeed, unauthorized biographies often sell 
better than authorized ones precisely because the buyer knows the subject did not approve its publica
tion. This leads the buyer to expect a better product; one that is not sanitized or self-serving and hence 
closer to the truth.

194. Cf. supra notes 100-18 and accompanying text (discussing right of publicity’s qualitative 
equivalency to copyright).

195. For example, in Time, Inc. v. Hill, 385 U.S. 374 (1967), the Supreme Court examined New 
York’s privacy statute. The Court stated that

[t]he text of the statute appears to proscribe only ... the appropriation and use in advertising 
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individual’s name and likeness in their works.* 196 When appropriation is given 
such a broad application, it is indistinguishable from the right of publicity.197 
In such cases, appropriation is preempted to the same extent as the right of 
publicity; a mere difference in nomenclature does not affect the preemption 
analysis.198

or to promote the sale of goods, of another’s name, portrait or picture without his 
consent, . . .

The New York courts have, however, construed the statute to operate much more 
broadly. . . . Specifically it has been held in some circumstances to authorize a remedy 
against the press and other communications media which publish the names, pictures, or por
traits of people without their consent.

Id at 381-82.
196. See, eg., Arrington v. New York Times Co., 55 N.Y.2d 433, 434 N.E.2d 1319, 449 N.Y.S.2d 941 

(1982) (unauthorized use of photo of plaintiff for magazine article constitutes use of likeness for pur
poses of trade under New York statute); Spahn v. Julian Messner, Inc., 18 N.Y.2d 324, 330, 221 N.E.2d 
543, 546, 274 N.Y.S.2d 877, 881 (1966) (fictionalized biography of baseball player constitutes use of 
name and likeness for purposes of trade under New York statute); Brinkley v. Casablancas, 80 A.D.2d 
428, 438 N.Y.S.2d 1004 (1981) (unauthorized poster of famous fashion model constitutes use of name 
and likeness for purposes of trade under New York statute).

197. See supra notes 26 & 32-47 and accompanying text (discussing nature of right of publicity).
198. See H R. Rep. No. 1476, 94th Cong., 2d Sess. 132, reprinted in 1976 U.S. Code Cong. & Ad. 

News 5659, 5748 (nothing in bill derogates from rights of parties to contract with each other and sue for 
breaches of contract; to extent that unfair competition concept known as “interference with contract 
relations” is merely the equivalent of copyright protection, it is preempted).

199. 59 Misc. 2d 444, 299 N.Y.S.2d 501 (Sup. Ct. 1968).
200. 80 A.D.2d 428, 438 N.Y.S.2d 1004 (1981).
201. 59 Misc. 2d at 445-46, 299 N.Y.S.2d at 503-04.
202. Id at 447-48, 299 N.Y.S.2d at 505-06 (citations omitted).

A comparison of two New York cases, Paulsen v. Personality Posters, Inc. 199 
and Brinkley v. Casablancas,200 demonstrates the difference between a narrow 
application of the right of privacy that escapes copyright preemption and a 
broad application that is subject to preemption. In Paulsen a television come
dian who launched a tongue-in-cheek presidential campaign brought suit 
against the manufacturer of a comical campaign poster depicting the come
dian.201 The court rejected the comedian’s claim that the poster invaded his 
statutory right of privacy, stating that

[wjhere the unauthorized use of name or picture has been purely for 
“advertising purposes,” in the sense of promoting the sale of a collat
eral product, stringent enforcement of the statutory prohibition has 
presented comparatively little difficulty and relief from such “com
mercial exploitation” has been liberally granted even to those who 
might be characterized “public figures.” A far more restrictive treat
ment, however, has been accorded the proscription against use “for 
the purposes of trade,” particularly where the use has been in further- 
ence of the business of a communications medium. Consonant with 
constitutional considerations, it has consistently been emphasized 
that the statute was not intended to limit activities involving the dis
semination of news or information concerning matters of public in
terest and that such activities are privileged and do not fall within 
“the purposes of trade” contemplated by [the right of privacy statute], 
notwithstanding that they are also carried on for a profit.202
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The Paulsen court recognized and specifically rejected the plaintiff's attempt to 
stretch the bounds of the statutory right of privacy to include the right of pub
licity. The court reasoned that

while plaintiff is ostensibly seeking redress for an alleged “violation 
of his privacy,” it is not his privacy at all that concerns him. Privacy 
in its usual sense is hardly the goal of an entertainer or performer. 
What such a figure really seeks is a type of refief which will enable 
him to garner financial benefits from the pecuniary value which at
taches to his name and picture. While such concept, which is termed 
the “right of publicity,” has been accorded some limited recognition 
[citing Haelan\, the courts of this state have evidenced no inclination 
to adopt or follow such construction within the context of [the pri
vacy statute]. On the contrary, it has been made clear that the pur
pose of the statute is to redress injury for invasions of a “person’s 
right to be let alone,” with recovery being grounded on the mental 
strain, distress, humiliation and disturbance of the peace of mind suf
fered by such person, hardly what the plaintiff here seeks, and that 
the statute was not enacted to fill gaps in the copyright law or to 
afford substitute relief for breaches of contract or violation of various 
other species of property rights.203

203. Id. at 450, 299 N.Y.S.2d at 508 (citations omitted).
204. 80 A.D.2d at 429, 438 N.Y.S.2d at 1005-06.
205. Id. at 435, 438 N.Y.S.2d at 1009.

The Paulsen court tightly restricted the right of privacy and in so doing 
highlighted the distinction between the personal nature of that tort and the 
proprietary nature of the right of publicity. The court in Brinkley v. Casa
blanca, however, lost sight of the distinction and blurred the once clear line 
between privacy and publicity. In Brinkley the defendants marketed a poster 
of a fashion model without her consent.204 The defendants argued that the 
ensuing privacy action should have been dismissed because the real nature of 
the model’s complaint was an infringement of her right of publicity. Her right 
of privacy was not infringed because she did not object to her appearance in 
the poster, but instead wanted compensation for it.205 The court accepted the 
defendants’ characterization of the plaintiff’s motives, but nevertheless refused 
to dismiss the suit because

[i]¡respective of whether a separate and distinct common law right of 
publicity exists in this state, we believe that the so-called right of pub
licity is subsumed in [New York’s privacy statute] to the extent that 
even a public figure has a privacy interest which finds recognition in 
the statute and for the violation of which a remedy of monetary re
dress is provided. . . . [T]he statute does not distinguish between the 
private person for whom injured feelings may be the paramount con
cern and the public figure whose right of privacy is limited in any 
event by public interest considerations, but whose economic interests 
are affected by the wrongful exploitation of his or her name or like
ness. The wrong consists of only two elements: the commercial use 
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of a person’s name or photograph and the failure to procure the per
son’s written consent for such use. The damages that flow from the 
confluence of these two events should be compensable whether the 
injury is to one’s feelings or to his “property” interest. Both injuries 
are caused by the same wrong and should be redressed by the same 
cause of action.206

206. Id. at 439-40, 438 N.Y.S.2d at 1012.
207. The Brinkley court, however, did recognize that the right of privacy is limited by the first 

amendment guarantees of free speech and free press. The court stated: “Where First Amendment 
guarantees are involved, however, [the privacy statute’s] application has been restricted “to avoid any 
conflict with the free dissemination of thoughts, ideas, newsworthy events, and matters of public inter
est. . . . Freedom of speech and the press under the First Amendment transcends the right of pri
vacy.” Id at 432, 438 N.Y.S.2d at 1007-08 (citations omitted).

The Brinkley court erred when it stretched the right of privacy to encompass 
the right of publicity. Privacy is different from publicity and from copyright 
precisely because it is concerned with injuries to feelings, not with rights in 
intellectual property.207 The states can protect individuals from becoming un
willing vendors for commercial products without conflicting with copyright 
law, but they are not at liberty to modify property rights in creative works 
according to their own divergent views regarding the proper contours of intel
lectual property law.

Conclusion

Copyright and the right of publicity both seek to encourage creative activity 
for the enrichment of society. The two bodies of law employ conflicting incen
tives toward this common end. The right of publicity’s broad protection of 
subject matter is inconsistent with copyright’s limited protection of expression. 
Copyright and the right of publicity are thrown into direct conflict when au
thors use the personal attributes of others in their works. In such cases, en
forcement of the right of publicity directly abrogates federal copyright 
protection by transferring the author’s exclusive rights to the subject depicted 
in the work. The right of publicity, therefore, should be preempted in such 
cases.

The right of publicity is also preempted in cases involving plaintiffs’ works 
of authorship. When performances or works that have been fixed in a tangible 
form are appropriated rather than personal attributes such as name or likeness, 
then copyright remedies should be exclusive. The right of publicity is not pre
empted, however, to the extent that states use the right to protect plaintiffs’ 
works of authorship not fixed in tangible form. The Copyright Act of 1976 
specifically allows states to provide this type of protection.

Preemption of most aspects of the right of publicity does not mean that indi
viduals must become unwitting hawkers for any commercial vendor. State 
right of privacy actions that are qualitatively different from copyright protec
tion survive preemption. States may use the right of privacy to prevent unsus
pecting individuals from becoming unwilling spokespersons for commercial 
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products. To the extent that the right of privacy is applied in a manner indis
tinguishable from the right of publicity, however, it too is preempted.

Marc J. Apfelbaum



Direct not Derivative: Recovering Excessive 
Investment Advisor Fees in Mutual Funds

The unique structure of the mutual fund industry distinguishes it from other 
investment institutions.1 In contrast to the ordinary industrial corporation, in 
which the management is internally organized, the typical mutual fund is 
dominated by an outside entity, the investment advisor.2 It is the advisor who 
gives birth to the fund and effectively controls its operation.3 Officers and di-

1. There are three types of investment companies: Face amount certificate companies, unit invest
ment trusts, and management companies. Mutual funds are a species of management company A 
mutual fund shareholder owns a proportionate amount of the fund’s portfolio of securities. For a 
detailed description of mvestment companies, see Securities & Exchange Commission, Public Pol
icy Implications of Investment Company Growth, H. R. Rep. No. 2337, 89th Cong., 2d Sess. 39- 
45 (1966) [hereinafter PPI],

A mutual fund is technically known as an open-end diversified management investment company. 
This is the terminology of the Investment Company Act of 1940, 15 U.S.C. §§ 80a-l to 80a-64 (1976 & 
Supp. V 1981) [hereinafter ICAJ. A mutual fund is termed “open-end” because the capital of the fund 
grows with each share redeemed, “diversified” because fund investments are not heavily concentrated 
in individual issues, and "management” because the investments are not fixed. Id.

A mutual fund investment company offers its shares to the public on a continuous basis and is obli
gated to redeem the shares on demand at net asset value. See PPI, supra, at 42. A typical fund is 
managed for a specific investment objective, such as growth of shareholder’s capital or income. Whar
ton School of Finance and Commerce, A Study of Mutual Funds, H. R. Rep. No. 2274, 87th 
Cong., 2d Sess. 5-6 ( 1962) [hereinafter Wharton Report); see also 1981 Investment Company Mu
tual Fund Fact Book, at 9 [hereinafter Mutual Fund Fact Book).

Traditionally, mutual funds have invested in equity instruments. Since 1972, however, mutual funds 
have also invested in a portfolio of short-term instruments such as prime commercial paper and Treas
ury bills. Gartenberg v. Merrill Lynch Realty Assets Management, Inc., 528 F. Supp. 1038, 1040 n.3 
(S.D.N.Y. 1981), aff'don other grounds, 694 F.2d 923, 933 (2d Cir. 1982). This species of mutual fund is 
popularly called a money market fund. Id. In addition to providing investors with a diversified portfo
lio under expert management, money market funds enable participants to redeem and purchase shares 
through checking accounts. See Frankel, Money Market Funds, 14 Rev. Sec. Reg. 913, 913 (1979) 
(discussing special characteristics of money market funds).

There is no load or other fee charged by money market funds for the redemption of shares, unlike 
front-end load equity funds. In 1966, only about one-twentieth of all mutual fund assets were held by 
no-load funds. See PPI, supra, at 51-52. In 1982, well over three-fourths of mutual fund assets were 
held by no-load funds. See Mutual Fund Fact Book, supra, at 17.

2. S. Rep. No. 184, 91st Cong., 2d Sess. 5, reprinted in 1970 U.S. Code Cong. & Ad. News 4897, 
4901 [hereinafter 1969 S. Rep.]. Mutual funds have either internalized or externalized management 
services. Funds with internalized management services compensate company officers to perform man
agement functions. Funds with external management are run by investment advisors, who are compen
sated under the terms of an advisory contract negotiated with the board of directors of the fund. Thus, 
externally managed funds are organized and promoted by persons who usually have an existing man
agement organization, such as a brokerage house or investment banking firm. These organizers con
tribute their expertise, initial capital, and organizational expense. See PPI, supra note 1, at 7-8. Such 
external management companies are far more prevalent than internally organized funds and represent 
the most distinctive feature of the open-end mutual fund industry. See Burks v. Lasker. 441 U.S. 471, 
480-85 (1979) (discussing unique structure of mutual fund industry).

3. This relationship between the fund and its creator, the investment advisor, has been summarized 
in the Wharton Report:

None of them (investment companies) has the personnel or facilities that usually characterize 
going concerns. They consist essentially of a collection of assets (cash and securities) in the 
hands of the custodian, and the advisory agreement establishes their legal existence and de
fines a set of relationships, among investment manager, underwriter and shareholders. The 
company proper is a “legal shell” established and utilized by external organizations that sell 
its shares, manage its assets and dispose of its income.

1595
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rectors of the fund, elected by shareholders, play a supervisory rule, overseeing 
the conduct of the external investment advisor.* 4

Wharton Report, supra note 1, at 66.
Former SEC Chairman Manuel F. Cohen, during his testimony before the House subcommittee 

considering amendments to the ICA in 1967, characterized the industry by quoting industry insiders: 
"Many of [them] stated, ‘it is our fund, we run it, we manage it, we control it,’ and I don’t think there is 
anything wrong in them saying that. They were just admitting what is a fact of life. The investment 
advisor does control the fund." Proposed Amendments to the Investment Company Act: Hearings on 
H. R. 9510 and H. R. 9511 Before the Subcomm, on Commerce <k Finance of the House Comm, on Inter
state Commerce. 90th Cong., 1st Sess., pt. 2, 674 (1967). See generally Simpson, Recognition of Legisla
tive Intent in Judicial Interpretation of Investment Company Act of 1940, 40 Geo. Wash. L. Rev. 890, 
893 n.15 (1972) (discussing role of investment advisor).

The unique structure of the industry has prompted analysts to describe the relationship between the 
mutual fund and the external investment advisor as “business incest" and as a “corporate anomaly.” 
See generally Note, The Mutual Fund and its Management Company. An Analysis of Business Incest, 71 
Yale L.J. 137 (1961); Modesett, The Mutual Fund—A Corporate Anomaly, 14 U.C.L.A. L. Rev. 1252 
(1967).

4. See 2 T. Frankel, The Regulation of Money Managers 19 (1978) (describing role of mutual 
fund board of directors and similarities of role to role of outside directors of large corporation); see also 
Brudney, The Independent Director—Heavenly City or Potemkin Village?, 95 Harv. L. Rev. 597 (1982) 
(discussing essential limitations on independent or “disinterested” directors in monitoring any self
dealing by members of the board); Caplin, Outside Directors and Their Responsibilities: A Program for 
the Exercise of Due Care, 1 J. Corp. L. 57, 61 (1975) (discussing need for shift in directors’ loyalties 
away from management toward shareholders).

5. During the period from 1938 to 1940, the SEC, pursuant to congressional authorization, Public 
Utility Holding Company Act of 1935, § 30, 15 U.S.C. §§ 792-794 (1976 & Supp. V 1981), conducted a 
study of the investment company industry and found that investment companies had been operated in 
the interests of their manager to the detriment of shareholders. Securities & Exchange Commission 
Report on Investment Trusts Investment Companies, H R. Doc. No. 136, 77th Cong., 1st Sess. 
2640-2720 (1938-40). Advisors often viewed investment companies as sources of capital for ventures of 
their own, and as captive markets for unmarketable securities they wished to convert to cash. Outright 
larceny and embezzlement were not uncommon. Id at 2701.

6. 15 U.S.C. §§ 80a-l to 80a-64 (1976 & Supp. V 1981).
7. The findings and declaration of policy of section 1 of the ICA sets forth the purpose of the statute: 

“The interests of investors are adversely affected when investment companies are organized, operated, 
land] managed . . in the interest of. . . investment advisors.” 15 U.S.C. § 80a-l (1976). Until 1940, 
the regulation of investment companies was accomplished through the detailed disclosure provisions of 
the 1933 and 1934 Securities Acts. Recognizing that investor protection through disclosure was an 
insufficient means to cope with abuses peculiar to the investment company industry. Congress passed 
the ICA of 1940. The Act set forth a comprehensive regulatory framework prescribing procedures and 
identifying prohibited conduct. See PPI, supra note 1, at 65. For example, section 17 of the ICA 
prohibits transactions between certain affiliated persons and their investment companies in the absence 
of a prior determination by the SEC that the terms of the proposed transaction are reasonable, fair, and 
consistent with the policies of the Act. ICA § 17, 15 U.S.C. § 80a-17 (1976). The Act, however, did not 
impose analogous controls on compensation for services, such as management compensation, sales 
loads, and brokerage commissions Although fund managers retained a large degree of discretion in 
this area, this discretion was subject to control through specific requirements on the composition of the 
investment companies’ boards of directors. For example, section 10 of the ICA provides that a fund’s 
board of directors contain a specified number of directors who are not directly or indirectly affiliated 
with the advisor. ICA § 10, 15 U.S.C. § 80a-10 (1976). A majority of the board must consist of such 
independent directors if the advisor is directly or indirectly affiliated with the broker underwriter or 
investment banker; otherwise, at least 40% of the board must be independent. See PPI, supra note 1, at 
162.

Unaffiliated, however, did not mean completely unrelated. Section 2(a)(3) of the ICA defined affilia

The symbiotic relationship between the advisor and the fund first became 
troublesome because highly liquid assets of funds proved to be too great a 
temptation for unscrupulous advisors and board members.5 Congress re
sponded to this potential for abuse with the Investment Company Act of 1940 
(ICA),6 which provided for independent board members as a means of moni
toring these outside investment advisors.7
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By 1966, however, the explosion in the investment company industry8 gave 
rise to a new problem, excessive advisory compensation,9 not directly ad
dressed in the 1940 Act.10 Because of the industry’s unique structure, the arms- 
length bargaining process typical of conventional corporate negotiations was 
conspicuously absent from the investment advisory contract.11 The advisor 
typically proposed a fee for his services and the fund’s directors routinely ap
proved it.12 In response to this problem, Congress passed the Investment 
Company Act Amendments of 1970.13 These amendments included a new 

tion in terms of an ownership or employment relationship and, therefore, directors unaffiliated with the 
investment advisor could be and sometimes were relatives or close friends of their affiliated colleagues. 
ICA § 2(a)(3), 15 U.S.C. § 80a-2(a)(3) (1976); see also PPI, supra note 1, at 67-68. Thus the 1940 Act 
dealt only partially with the problems created by the close relationship between the fund’s directors and 
the external investment advisor.

8. Between 1940 and 1966 assets managed by mutual funds jumped from $450 million to $38.3 bil
lion. PPI, supra note 1, at 2.

9. Because mutual fund advisors typically received a fixed percentage of the fund as compensation 
and because management of a small portfolio requires much of the same economic forecast analysis as 
does managing a large fund, investment advisors profited disproportionately from the economies of 
scale engendered by fund growth. For example, if a fund’s assets grew from $250 million to $500 
miffion. the management fee based on one half of one percent of total assets would double, despite the 
lack of a proportional increase in the costs of managing and operating the fund. Annual fees “tended 
to cluster heavily around the traditional rate of .50% of average net assets.” Wharton Report, supra 
note 1, at 490-509. See also Hearings on S. 1659 Before the Sen. Comm, on Banking and Commerce, 
90th Cong., 1st Sess. 35-39 (1967); Acampora v. Birkland, 220 F. Supp. 527, 535 (D. Colo. 1963) (flat 
fees of .50% rose from $47 million for 1935 to $243 million in 1961); Saxe v. Brady, 40 Del. Ch. 474, 
486, 184 A.2d 602, 610 (1962) (flat fee of .50% on assets of a very large fund). But see Meiselman v. 
Ebenhardt, 39 Del. Ch. 563, 565, 170 A.2d 720, 722 (1961) (unlike other funds, fee scaled down so in 
1956 it amounted to .44% of assets and in 1960 to .35% of assets).

The development of mutual fund “complexes,” in which a single advisor creates and advises a 
number of individual mutual funds, presented additional opportunities for increasing advisory com
pensation. See PPI, supra note 1, at 47-49. For a comprehensive discussion of mutual fund complexes, 
see Glazer, A Study of Mutual Fund Complexes, 119 U. Pa. L. Rev. 205 (1970).

10. The inability of federal law to cope with the problem of excessive fees stemmed primarily from 
the nature of the mutual fund industry when the 1940 ICA was enacted. At that time, the industry was 
relatively small and Congress had little concern with the amount of management compensation Other 
abuses, such as self-dealing and unsound capital structures, were far more significant to the draftsmen 
of the 1940 Act. PPI, supra note 1, at 72. ”[M]any of the Act’s provisions were specifically tailored to 
meet conditions and practices prevalent in the investment company industry of a generation ago. And 
some of these provisions are not suited to contemporary needs.” Id. at 71. Consequently, the 1940 Act 
contained what the SEC has characterized as only “a few elementary safeguards” with respect to man
agement compensation. Id. These consisted of the provisions in section 15 for approval of advisory 
contracts by shareholders and the section 36 enforcement mechanism which applied only if the com
pensation obtained was so excessive as to involve a gross abuse of trust. See infra note 14 (discussing 
section 36 standards).

11. See 1969 S. Rep., supra note 2, at 4901; PPI, supra note 1, at 131.
12. Investment Company Act Amendments of 1967: Hearings on HR 9510 and HR 9511 Before the 

Subcomm on Commerce & Finance of the House Comm, on Interstate & Foreign Commerce, 90th Cong., 
1st Sess. 29 (1967) (statement of Manuel Cohen, Chairman, Securities & Exchange Commission). One 
Delaware court considering the duties of independent directors found that directors gave “almost auto
matic approval” to the management contract. Lutz v. Boas. 39 Del. Ch. 585, 609, 171 A.2d 381, 395-96 
(1961) (independent directors held grossly negligent in failing to discover illegal transactions between 
advisor and subadvisor).

13. Investment Company Act Amendments of 1970, Pub. L. No. 91-547, § 1 et. seq, 84 Stat. 1413 
(1970) (codified at 15 U.S.C. § 80a-35(b)) [hereinafter ICA of 1970], The dramatic surge in the assets of 
mutual funds prior to 1970 prompted Congress to authorize studies of the industry. Because Congress 
was aware that the fledgling industry would change, it authorized the SEC in the 1940 ICA “at such 
times as it deems that any substantial further increase in size of investment companies creates any 
problem involving the protection of investors, or the public interest to make a study and investigation 
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subsection, 36(b), which governs fees charged to investment companies.14

and from time to time to report the results and its recommendations to the Congress.” ICA 
§ 14(b), 15 U.S.C. § 80a-14(b) (1976).

Pursuant to the § 14(b) authorization, the SEC commissioned the Wharton School of the University 
of Pennsylvania to study the investment company industry and report its findings. See Wharton 
Report, supra note 1. The report made no legislative recommendations despite its extensive findings. 
The SEC presented the results of the Wharton Report and the Commission’s independent study, Re
port of the Special Study of Securities Markets, Chapter XI, H R. Doc. No. 95, 88th Cong., 
1st Sess. (1962), in its own report on Public Policy Implications of Investment Company Growth, see 
PPI, supra note 1, transmitted to Congress on December 2, 1966. The influence of these three major 
reports, reflecting dramatic changes in the industry since the 1940 Act was passed, and three years of 
legislative hearings culminated in passage of the 1970 Amendments to the 1940 Act. See infra note 88 
(discussing evolution of 1970 Amendments).

14. ICA of 1970, Pub. L. No. 91-547, § 20, 84 Stat. 1413, 1429 (1970). Former section 36 of the 1940 
Act authorized the SEC to seek injunctive relief against advisors who breached their fiduciary duty to 
the fund shareholders under a standard of gross abuse of trust or gross misconduct. ICA of 1970, § 36, 
15 U.S.C. § 80a-35 (1976). The 1970 Amendments tightened up the section 36 standard from the gross 
abuse of trust to one of breach of fiduciary duty involving personal misconduct. ICA of 1970, § 20, 15 
U.S.C. § 80a-35(a) (1976). The amendments also provided a new statutory remedy in section 36(b) 
which created an unqualified fiduciary duty with respect to investment advisor compensation. ICA of 
1970, § 20, 15 U.S.C. § 80a-35(b) (1976). See generally Note, Private Rights of Action Against Mutual 
Fund Investment Advisors: Amended Section 36 of the 1940 Act, 120 U. Pa. L. Rev. 143, 144 (1971).

15. ICA of 1970, § 20, 15 U.S.C. § 80a-35(b) (1976). See Galfand v. Chestnutt Corp., 402 F. Supp. 
1318, 1320 (S.D.N.Y. 1975), affd and remanded for recalculation ofdamages, 545 F.2d 807, 811 (2d Cir.) 
(investment company’s advisor who also served as affiliated director of company violated fiduciary 
duties in connection with amendment of investment advisor contract to increase advisor’s remunera
tion), affd, 575 F.2d 290 (2d Cir. 1976), cert, denied, 435 U.S. 943 (1978).

16. 15 U.S.C. § 80a-35(b) (1976). The amendments provide that “(a]n action may be brought under 
this subsection by the Commission, or by a security holder (of the fund] ... on behalf of such [fund] 
against such investment advisor . . . for breach of fiduciary duty in respect of such compensation.” Id 
Shareholder actions under the ICA are considered a necessary supplement to the SEC’s own enforce
ment proceedings. See SEC v. American Birthright Trust Management Co., 13 Sec. Reg. & L. Rep. 
(BNA) A-8, A-9 (D.D.C. 1980). See generally Rogers & Benedict. Money Market Fund Management 
Fees: How Much is Too Much?, 57 N Y U. L. Rev. 1059, 1060-61 n.3 (1982) (37 derivative actions filed 
m past four years challenging size of management fees). Cf Mills v. Electric Auto-Lite Co., 396 U.S. 
375, 382 (1972); J.I. Case Co. v. Borak, 377 U.S. 426, 431-33 (1964). These suits also provide private 
redress for injury flowing from the abuses Congress sought to prevent by enactment of the ICA. Moses 
v. Burgin, 445 F.2d 369, 373 (1st Cir.), cert, denied, 404 U.S. 994 (1971).

17. Some industry commentators assume that a shareholder suit for recovery of excessive advisory 
fees is a derivative action without analyzing the implications of section 36(b). See, eg., Note, Duties of 
Independent Directors in an Open-End Mutual Fund, 70 Mich. L. Rev. 696, 710 (1972) (assuming with
out analysis that section 36(b) authorizes derivative action against advisor and any director, officer, or 
underwriter regarding advisory fees).

Because the extraordinary growth of the industry in the 1950’s and 1960’s gave rise to enormous 
advisor fees, over fifty shareholder derivative suits were intiated alleging excessive or unfair fees during 
that period. See R. Jennings & H. Marsh, Securities Regulation 1397, 1399 n.5 (1982). Thus, 
prior to the proposal of the 1970 amendments and subsequent to their passage, a shareholder’s means of 
redress was considered to be derivative litigation.

18. Rule 23.1 provides in pertinent part:
In a derivative action brought by one or more shareholders or members to enforce a right of a 
corporation ... the corporation . . . having failed to enforce a right which may properly be 

Section 36(b) imposes a fiduciary duty upon both investment advisors and 
independent directors in negotiating fair advisory fee schedules.15 Section 
36(b) also authorizes the Securities and Exchange Commission (SEC) or the 
shareholders of a mutual fund to bring suit to recover excessive advisory com
pensation.16 Traditionally, an action brought by shareholders pursuant to this 
section has been designated as a shareholder derivative suit,17 requiring com
pliance with the requirements of rule 23.1 of the Federal Rules of Civil Proce
dure.18 Under rule 23.1, the shareholder plaintiff in a derivative suit must 
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plead that a demand was made on a company’s board of directors prior to 
filing the complaint or, in the alternative, demonstrate the futility of making 
such a demand.19 This demand requirement applies whenever a corporation 
“fails to enforce a right which it may properly assert.”20

asserted by it, the complaint shall allege with particularity the efforts, if any, made by the 
plaintiff to obtain the action he desires from the directors . . . and the reasons for his failure 
to obtain the action he desires from the directors . . . and the reasons for his failure to obtain 
the action or for not making the effort.

Fed. R. Civ. P. 23.1.
In addition to the demand requirement, rule 23.1 establishes other derivative litigation requirements, 

such as contemporaneous ownership of stock by the shareholder plaintiff when the alleged wrong tran
spired and the posting of a security bond for litigation expenses. Id.

19. In its classic form, a derivative suit involves two actions by an individual shareholder: First, an 
action against the corporation for failing to bring a specific suit, and second, an action on behalf of the 
corporation for harm resulting from the original injury. Ross v. Bernhard, 397 U.S. 531, 534-37 (1970).

20. See supra notes 18-19 and accompanying text (discussing rule 23.1 demand requirement).
21. 692 F.2d 250 (2d Cir. 1982), cert, granted, 103 S. Ct. 1271 (1983).
22. Id. at 253-54. The Fox court only addressed the procedural director demand requirement of rule 

23.1, not its additional requirements. Id. at 253.
23. Id at 259.
24. Id at 260.
25. Id. at 262. The demand requirement forces complaining shareholders to provide the corporation 

with a chance to use informal means to recoup excessive fees and thus avoid costly or vexatious litiga
tion. It also gives the board the first opportunity to decide whether it is in the best interests of the 
corporation to vigorously prosecute the suit. See generally Note, The Demand and Standing Require
ments in Stockholder Derivative Actions, 44 U. Chi. L. Rev. 168 (1976) (detailed discussion of policy 
reasons for demand requirement). The Fox court, however, asserted that the demand requirement is 
not mandated in a section 36(b) context because the investment company itself may not bring suit. 692 
F.2d at 254 n.7.

26. Id. at 262. The First and Third Circuits have rejected this conclusion. Weiss v. Temp. Inv. 
Fund, Inc., 692 F.2d 928, 934-35 (3d Cir. 1982); Grossman v. Johnson, 674 F.2d 115, 120 (1st Cir. 1982), 
cert, denied, 103 S. Ct. 85 (1982).

There had been disagreement among the district courts in the Second Circuit itself on whether a rule 
23.1 demand is required in a 36(b) suit. Compare Markowitz v. Brody, 90 F.R.D. 542, 554-55 
(S.D.N.Y. 1981) (concluding rule 23.1 applies to section 36(b) shareholder suits) with Gartenberg v. 
Merrill Lynch Asset Management, Inc., 91 F.R.D. 524, 526-28 (S.D.N.Y. 1982) (dictum) (stating de
mand on directors of fund not intended to be prerequisite to suit under section 36(b)). Cf. Boyko v. 
Reserve Fund, Inc., 68 F.R.D. 692, 696 (S.D.N.Y. 1975) (when at least one member of mutual fund 
board is affiliated, futility of demand will be presumed).

In a recent case, Fox v. Reich & Tang, Inc.,2' the United States Court of 
Appeals for the Second Circuit considered the practice of classifying section 
36(b) suits as derivative actions requiring demand on the board. The court 
began its analysis by considering the question of whether the necessary prereq
uisite to a derivative suit existed, that is, whether the investment company it
self may assert a right of action under 36(b).22 After examining the words of 
the statute, the legislative history, and the historical context existing prior to 
the enactment of the amendment, the court concluded that Congress did not 
intend to provide the company with a cause of action.23 Writing for a unani
mous panel. Judge Kaufman held that because the corporation had no cause of 
action, the shareholders’ suit under 36(b) was not a typical derivative action.24 
Thus, a shareholder of an investment company does not have to comply with 
the demand requirement of rule 23.1 prior to commencing suit to challenge the 
company’s investment advisory contract.25 The Fox decision is significant be
cause the removal of the demand requirement assures shareholders direct ac
cess to the courts to challenge excessive advisory fees.26
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This note argues that a 36(b) mechanism for recovery of excessive fees must 
be maintained to serve both as a deterrent to inhibit investment advisors from 
charging excessive compensation and as a means of last resort for defrauded 
shareholders. First, the note closely examines the Fox court’s reasoning. It 
then analyzes the implications of Fox for future derivative suits under section 
36(b). The note next demonstrates that the historical underpinnings of the 
1970 amendments, the integral structure of the amendments themselves, and 
public policy considerations support the Fox court’s conclusion that Congress 
did not intend to provide the investment company board of directors with the 
right to initiate and control section 36(b) litigation. The note asserts that the 
prophylactic potential of fund shareholders acting as private attorneys general 
will be better realized by the Fox approach because the court exempts share
holders from the director demand requirement that formerly served as a major 
obstacle in shareholder litigation. The Fox holding thus provides shareholders 
with unimpeded access to the courts, making judicial relief a genuine 
possibility.

The note then indicates that the current SEC proposals to restructure the 
mutual fund industry may erode the influence of the Fox decision by creating 
a new form of investment company. These proposals challenge the effective
ness of using directors to supervise investment advisors and reassess the effec
tiveness of the section 36(b) mechanism for recovery of excessive fees. This 
note asserts that marketplace competition and the ease with which disgruntled 
investors may redeem their shares do not provide sufficient substitutes for a 
36(b) mechanism. Recognizing that the mutual fund industry has undergone 
dramatic changes since the passage of the 1970 amendments, the note suggests 
that the SEC conduct a much more detailed study of the efficacy of section 
36(b) actions and the corporate superstructure of mutual funds before taking 
any steps to divert SEC regulatory energies. The note concludes that any de
regulation plan adopted by the SEC or Congress must preserve the Fox court’s 
effort to provide fund shareholders with indefeasible access to the courts for 
review of allegedly excessive compensation.

I. The Fox Opinion

A. THE OPINION

Martin Fox, a shareholder of a money market fund, brought suit on behalf 
of the Daily Income Fund (the Fund) to recover allegedly excessive fees paid 
by the Fund to its investment advisor, Reich & Tang, Inc. (Reich & Tang).27 
Over a three-year period, the Fund had experienced a dramatic upswing in net 
assets.28 Because Reich & Tang’s fee was set at a fixed rate of one-half of one 
percent of the Fund’s net assets, the enormous growth in portfolio value pro

27. Fox, 692 F.2d at 252. The fees paid to promotor managers of money market funds are fixed 
percentages of the fund’s assets or percentages of the yield. See H. Bines, The Law of Investment 
Management § 5.03(1) (1978).

28. The net assets as of June 30, 1978, were approximately $75 million. On April 15, 1981, the 
portfolio’s net asset value had reached a level of $775 million. 692 F.2d at 252.
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duced a commensurate increase in fees paid.29 Fox alleged that because the 
services provided by Reich & Tang were routine, the compensation paid for 
services during this three-year period was inordinately high.30

Instead of making a demand upon the board of directors of the Fund, Fox 
alleged that a section 36(b) action is exempt from the demand requirement of 
rule 23.1.31 The complaint asserted that it was futile to make a demand on the 
board because the directors had already acquiesced to the fees set by the advi
sor when they approved the advisory contract.32 Thus, the plaintiff asserted, 
demand on the directors would serve only to place prosecution of the action 
“in the hands of persons hostile to its success.”33 The district court held that 
demand was required and granted Reich & Tang’s motion to dismiss.34 The 
Second Circuit reversed the dismissal of the complaint and remanded the case 
to the district court.35 The Fund then filed a petition for certiorari with the 
Supreme Court of the United States on the issue of whether a shareholder’s 
derivative action under section 36(b) of the ICA is exempt from the director 
demand requirement of rule 23.1.36 The Supreme Court has agreed to review 
the Fund’s petition.37

29. Id at 253. The Fund’s fee in 1978 of $375,000 increased to approximately $3,875,000 in 1981. 
The Fox court described this as an “extraordinary leap in fees.” Id.

30. Id
31. Id
32. Id at 253 n.4.
33. Id The general rule is that demand will be excused when the plaintiff shows a majority of the 

company's board had an interest in the subject matter of the suit such that it would be futile to ask the 
board to take any remedial action. Galef v. Alexander, 615 F.2d 51, 59 (2d Cir. 1980). See Note, supra 
note 25, at 173.

Courts have held that a shareholder’s demand is required in section 36(b) suits unless 50% of the 
board is “interested” within the meaning of the ICA. Weiss v. Temp. Inv. Fund, Inc., 692 F.2d 928, 942 
(3d Cir. 1982) (requiring demand); Grossman v. Johnson, 674 F.2d 115, 121 (1st Cir. 1982) (same), cert, 
denied. 103 S. Ct. 85 (1982); cf. Untermeyer v. Fidelity Daily Income Trust, 580 F.2d 22, 24 (1st Cir. 
1978) (no demand required if board evenly split). But see Blatt v. Dean Witter Intercapital Fund. Inc., 
528 F. Supp. 1152, 1155 (S.D.N.Y. 1982) (demand requirement in 36(b) suit would be empty gesture 
frustrating purpose of rule); Boyko v. Reserve Fund, Inc., 68 F.R.D. 692, 696 (S.D.N.Y. 1975) (demand 
excused when one of fund’s six directors is interested person).

Furthermore, courts have not excused demand merely because of director approval of the manage
ment contract. See Grossman v. Johnson, 674 F.2d 111, 124 (1st Cir. 1982) (demand not excused when 
complaint alleged no factual basis for allegation that board was controlled), cert, denied, 103 S. Ct. 85 
(1982); Heit v. Baird, 567 F.2d 1157, 1160 (1st Cir. 1977) (to be excused from demand, plaintiff must 
show not only some directors hostile to suit but majority of board so implicated in complaint that 
demand for redress futile); Jones v. Equitable Life Ins. Soc’y, 409 F. Supp. 370, 373-74 (S.D.N.Y. 1975) 
(dismissing complaint for failure to plead with particularity why demand would be futile); Kusner v. 
First Penn. Corp., 395 F. Supp. 276, 284-85 (E.D. Pa. 1975) (same), rev’d on other grounds, 531 F.2d 
1234 (3d Cir. 1976); In re Kauffman Mutual Fund Actions, 479 F.2d 257, 267 (1st Cir.) (mere director 
approval of action, absent self interest or other indication of bias, insufficient to excuse demand re
quirement), cwr. denied, 414 U.S. 857 (1973). But see Lewis v. Curtis, 671 F.2d 779, 785-86 (3d Cir. 
1982) (mere presence of majority of disinterested directors does not automatically result in conclusion 
that demand required); Papilsky v. Berndt, 59 F.R.D. 95, 97 (S.D.N.Y. 1973) (demand presumptively 
futile and need not be made where directors implicated in action at issue), appeal dismissed. 503 F.2d 
554 (2d Cir. 1974).

Because the Fox court held that demand is not a predicate to a section 36(b) suit, the court did not 
reach any discussion of the excuse issue embodied in rule 23.1 actions. 692 F.2d at 253 n.4.

34. Fox v. Reich & Tang, Inc., 94 F.R.D. 94, 99 (S.D.N.Y. 1982).
35. 692 F.2d at 253.
36. Fox v. Reich & Tang, Inc., 692 F.2d 250 (2d Cir. petitionfor cert, filed, 51 U.S.L.W. 3595

(U.S. Jan. 1, 1983) (No. 80-1200).
37. Fox v. Reich & Tang, Inc., 692 F.2d 250 (2d Cir. 1982), cert, granted sub nom., Daily Income 

Fund v. Fox, 103 S. Ct. 1271 (1983).
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The Second Circuit framed the issue as whether a shareholder plaintiff in an 
action brought to recover allegedly excessive advisor’s fees pursuant to section 
36(b) is required to plead that a demand was made on the investment company 
board of directors in accordance with Federal Rule of Civil Procedure 23.1.38 
The court noted that the director demand requirement applies only when a 
corporation has failed to enforce a right it may properly assert.39 In order to 
determine whether an investment company may assert a right under section 
36(b) of the ICA, the Fox court first examined the language of the statute40 
and found that section 36(b) did not expressly authorize a cause of action by 
investment companies.41 The court contended that the conspicuous absence of 
language conferring upon the investment company board of directors the right 
to sue the investment advisor was not an inadvertent omission.42 Rather, the 
court asserted that if Congress had intended to provide the board with the 
right to vindicate a shareholder’s grievance, the language of the statute would

38. 692 F.2d at 254.
39. Id.
40. Section 36(b) provides that:

For the purposes of this subsection, the investment adviser of a registered investment com
pany shall be deemed to have a fiduciary duty with respect to the receipt of compensation for 
services, or of payments of a material nature, paid by such registered investment company, or 
by the security holders thereof, to such investment adviser or any affiliated person of such 
investment adviser. An action may be brought under this subsection by the Commission, or 
by a security holder of such registered investment company on behalf of such company, 
against such investment adviser, or any affiliated person of such investment adviser, or any 
other person enumerated in subsection (a) of this section who has a fiduciary duty concerning 
such compensation or payments, for breach of fiduciary duty in respect of such compensation 
or payment paid by such registered investment company or by the security holders thereof to 
such investment adviser or person. With respect to any such action the following provisions 
shall apply:

(1) It shall not be necessary to allege or prove that any defendant engaged in personal 
misconduct, and the plaintiff shall have the burden of proving a breach of fiduciary duty.
(2) In any such action approval by the board of directors of such investment company of 
such compensation or payments, and ratification or approval by such compensation or pay
ments, or of contracts or other arrangements providing for such compesation or payments, 
by the shareholders of such investment company, shall be given such consideration by the 
court as is deemed appropriate under all circumstances.
(3) No such action shall be brought or maintained against any person other than the recipi
ent of such compensation payments, and no damages or other relief shall be granted against 
payments. No award of damages shall be recoverable for any period prior to one year 
before the action was instituted. Any award of damages against such recipient shall be 
limited to the actual damages resulting from the breach of fiduciary duty and shall in no 
event exceed the amount of compensation or payments received from such investment com
pany, or the security holders thereof, by such recipient.

ICA of 1970, § 20 (codified at 15 U.S.C. § 80a-35(b) (1976)).
In examining the language of the statute, the Fox court adhered to the Supreme Court’s guidelines 

for statutory interpretation. The Court has repeatedly emphasized that the starting point of any statu
tory construction is the plain language of the statute itself. See International Bhd. of Teamsters v. 
Daniel 439 U.S. 551, 558 (1979); Transamerica Mortgage Advisors. Inc. v. Lewis, 444 U.S. 11, 16 
(1979); Emst & Ernst v. Hochfelder, 425 U.S. 185, 197, 199 n.19 (1976); Blue Chip Stamps v. Manor 
Drug Stores, 421 U.S. 723, 756 (1975) (Powell, J., concurring).

41. Fox, 692 F.2d at 254-56. Accord Weiss v. Temporary Inv. Fund, Inc., 692 F.2d 928, 934-35 
(Gibbons, J., dissenting) (arguing that § 36(b) does not grant right that may properly be asserted by 
fund). In Delaware & Hudson Co. v. Albany & Susq. R.R., 213 U.S. 435 (1909), the Supreme Court 
construed the language of Equity Rule 94, which is analogous to rule 23.1. The Court described a 
derivative suit as a right of action, “existing in the corporation itself and in which the corporation itself 
is the appropriate plaintiff.” 213 U.S. at 447.

42. Fox, 692 F.2d at 254-55.
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expressly reflect this intent.43 By definition, a typical derivative suit com
mences only when a board of directors fails to enforce an existing legal right 
on behalf of the corporation. Because the board of directors in Fox lacked the 
authority to enforce section 36(b), the court held that a section 36(b) suit is not 
a standard derivative action and thus is not governed by all of the requisites of 
Federal Rule of Civil Procedure 23.1.44

The Fox court went on to reject an argument, accepted by both the United 
States Courts of Appeal for the First and Third Circuits,45 that the statutory 
language “on behalf of the corporation”46 implies that a shareholder suit 
brought pursuant to section 36(b) is a derivative action.47 Judge Kaufman

43. Id. See supra note 40 (text of § 36(b)).
The ICA lists the requirements and limitations of a section 36(b) cause of action in exacting detail. 

For example, the ICA establishes the following rules: Plaintiffs bear the burden of proof in showing a 
breach of fiduciary duty, 15 U.S.C. § 80a-35(b)(l) (1976); actions are limited to persons who received 
compensation or payments from the investment company or its shareholders, id. § 35(b)(2); statute of 
limitations is one year, id § 35(b)(3); the action is restricted, in contrast to other actions under the ICA, 
to federal courts, id § 35(b)(5); certain types of compensation are exempted from the purview of the 
section, id. § 35(b)(4); and the collateral consequences of a finding of breach of fiduciary duty are 
limited, id § 35(b)(6). Thus, the ICA provides a detailed legal remedy, inuring only to shareholders of 
mutual funds or the SEC.

In declining to imply a private right of action on behalf of the company, 692 F.2d at 254-56, the Fox 
court acted consistently with the prevailing judicial trend. Supreme Court precedent refusing to imply 
a private right of action when Congress has fashioned specific and elaborate enforcement provisions 
supports the Fox court’s analysis. See Universities Research Ass’n v. Coutou, 450 U.S. 754, 782-84 
(1981) (no private right of action for back wages under Davis-Bacon Act when there were no prevailing 
wage stipulations in contract); Northwest Airlines Inc. v. Transport Workers Union of Am., 451 U.S. 
77. 90-91 (1981) (no private right of action for contribution under Equal Pay Act of 1963 and Title VII 
of Civil Rights Act of 1964); California v. Sierra Club, 451 U.S. 287, 294 (1981) (no private right of 
action for damages under § 10 of Rivers & Harbors Appropriation Act of 1899); Texas Ind., Inc. v. 
Radcliff Materials, 451 U.S. 630, 639-40 (1981) (no implied right to contribution in Sherman Act); 
Touche Ross v. Redington, 442 U.S. 560, 571 (1979) (no implied private right of action for damages 
under § 17(a) of Securities Exchange Act of 1934); Securities Investor Protection Corp. v. Barbour. 421 
U.S. 412, 424-25 (1975) (no private right of action for customers of failing broker-dealer under Securi
ties Investor Protection Act (SIPA) when SEC has exclusive authority under § 7(b) of SIPA). But see 
Cannon v. University of Chicago, 441 U.S. 677, 717 (1979) (implied private right of action exists for 
victims of discrimination by federally-financed educational institution under § 901(a) of Title IX of 
Education Amendments of 1972).

This long line of cases indicates a definitive trend toward foreclosure of private rights of action unless 
the statutory language and legislative history suggest that a private remedy is necessary to accomplish 
the statutory purpose.

44. 692 F.2d at 261.
45. Weiss v. Temporary Inv. Fund, Inc., 692 F.2d at 934-35; Grossman v. Johnson, 674 F.2d at 115.
46. The ICA provides that “an action may be brought under this subsection by the Commission or 

by a security holder of such registered investment company on behalf of such company ...” ICA of 
1970, § 20, 15 U.S.C. § 80a-35(b) (1976) (emphasis added).

47. 692 F.2d at 255. In Grossman the First Circuit held that an investment company has an implied 
cause of action under section 36(b). 674 F.2d at 120. The court stated that

[section 36(b)] is explicit that recovery by a shareholder is to be on behalf of the investment 
company and that his [Grossman’s] suit must be brought in the same behalf. . . A suit "on 
behalf of such company” (a phrase which is more than merely one “for the benefit of the 
company”) is normally a derivative action that the company could itself bring.

Id In Weiss the Third Circuit cited to this language in Grossman to strengthen its conclusion that a 
36(b) suit is a derivative action requiring a demand upon the board of directors of the investment 
company. 692 F.2d at 934.

The Weiss court also pointed to dictum in Burks v. Lasker, 441 U.S. 471, 477 (1979), to reinforce its 
interpretation of the words “on behalf of the corporation.” 692 F.2d at 934. In Burks the Supreme 
Court noted that a derivative suit is brought by shareholders to enforce a claim on behalf of the corpo
ration. 441 U.S. at 477. The Burks Court then referred to a 36(b) suit as a derivative suit. Id at 484. 
The Third Circuit, however, drew an unwarranted conclusion from the dictum in Burks. The Third 
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stated that these words merely signify that excessive management fees recov
ered under a 36(b) suit must be returned to the company, not to the sharehold
ers or the government.* 48 According to the Second Circuit, the shareholders in 
a section 36(b) cause of action act as private attorneys general, assisting the 
SEC in enforcing the investment advisor’s fiduciary obligation to the 
company.49

Circuit inferred from the Burks dictum that the Supreme Court did not question the ability of the 
investment company board of directors to intiate a 36(b) action. This construction of the Supreme 
Court’s passing reference to a 36(b) suit as derivative does not necessarily mean the Court intended a 
36(b) action to be a standard derivative suit. As the Fox Court analysis indicates, a 36(b) suit may be 
classified as a unique type of derivative suit, exempting the shareholder plaintiff from approaching the 
board to vindicate his nghts.

48. Fox, 692 F.2d at 255-56.
49. Id. at 255.
50. Id. at 256.
51. Id. at 256-60.
52. Id. at 256-58.
53. Id. at 259.
54. Id. at 257-58.
55. Id at 260.
56. Id. at 260-61.
57. Id. Under the Fox court’s analysis, the federal courts, as opposed to corporate boardrooms, are 

best suited to adjudicate shareholders’ grievances. The judicial determination of whether an advisor 
charged excessive compensation for management services is the overriding purpose of a section 36(b) 
cause of action.

58. Id. at 261-62. The court chose not to examine this question in any depth because of its previous 
conclusion that a section 36(b) cause of action is not the common form of derivative litigation. Id. at 

Having concluded that the explicit language of the statute was dispositive on 
the issue,50 the Fox court nevertheless supplemented its analysis of the plain 
language with an examination of the legislative history of the ICA.51 The 
court discussed the inability of the 1940 Act to cope with the dramatic growth 
in the investment company industry and the concomitant drastic increase in 
advisory fees.52 The Fox court concluded that providing the board of directors 
which approved the allegedly excessive contract with a right of action would 
undermine the statutory protection of shareholders that Congress envisioned 
in enacting section 36(b).53

The court also analyzed the legislative history of section 36(b) to determine 
whether Congress intended to provide the investment company board of direc
tors with a cause of action.54 The Fox court noted that in enacting section 
36(b), Congress enhanced the responsibilities of the board of directors to act as 
corporate stewards with respect to advisor fees.55 Because of the symbiotic 
relationship between the fund and its advisor, which precludes arms-length 
negotiation of advisory fee contracts, the Fox court asserted that Congress 
could not have intended the board’s increased responsibilities to include the 
legal vindication of complaining shareholders’ rights.56 The Fox court instead 
found that Congress intended the courts to possess the ultimate power to de
cide whether advisors breached their fiduciary duty by receiving excessive 
compensation.57

Judge Kaufman next considered whether the court’s interpretation of the 
section 36(b) cause of action would be inconsistent with the policy underlying 
the demand requirement and the business judgment rule.58 In considering this 
issue, the court relied on the Supreme Court’s two-step analysis set forth in 
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Burks v. Lasker F*  Under Burks, the decision whether the directors’ good faith 
refusal to sue can prevent a shareholder from pursuing a derivative suit first 
depends on whether state law gives directors the power to terminate such liti
gation.59 60 If so, the court must then consider whether application of state law 
would be inconsistent with the policies of the underlying federal statute.61 Ap
plying the Burks test, the Fox court held that the overriding federal policy 
mterest in providing mutual fund shareholders with an immediate right of ac
tion rendered the demand requirement and the business judgment rule inap
plicable in a section 36(b) context.62 Because director termination of a 36(b) 
suit would impermissibly interfere with shareholder access to the courts, direc
tors could not be allowed to use the demand requirement to control the out
come of a 36(b) cause of action.63

261. Under the Fox analysis, the demand requirement in the unique context of a section 36(b) action is 
a ritualistic, dilatory exercise. Id.

The policy goal of the demand requirement is to ensure that a shareholder exhausts intracorporate 
remedies prior to initiating litigation. In a standard derivative action, the board usually becomes the 
shareholder’s first line of defense. A litigation committee composed of disinterested directors has the 
power under state law to decide in a reasonable exercise of its business judgment whether or not a suit 
is contrary to the best interests of the corporation. See Note, supra note 25, at 171-72.

59. Fox, 692 F.2d at 261 (citing Burks v. Lasker, 441 U.S. 471 (1979)). See infra notes 131-38 and 
accompanying text (discussing Burks and business judgment rule).

60. Burks, 441 U.S. at 480.
61. Id
62. 692 F.2d at 261.
63. Id. at 261.
64. See S. Rep. No. 1351, 90th Cong., 2d Sess. 49 (1968) (disinterested directors and the advisor 

would prefer agreement on fee reduction rather than incur bad publicity attending litigation with the 
SEC). But see Note, Termination of 36(b) Actions by Mutual Fund Directors: Are the Watchdogs Still the 
Shareholder’s Best Friends?, 50 Fordham L. Rev. 720, 737 (1971) (section 36(b) does not deter advisor 
because even if found liable, advisor must only disgorge that portion of fee deemed excessive).

65. The difficulty of precisely classifying a shareholder action under section 36(b) was anticipated by 
Judge Ward in Markowitz v. Brody, 90 F.R.D. 542, 557 n.12 (S.D.N.Y. 1981). Contrary to the Fox 
opinion, the district court in Markowitz viewed the implication of a private right of action to be doctri
nally sound: “If a mutual fund has no section 36(b) right of action, one is left to wonder how it's proper 
to describe a shareholder’s section 36(b) action as derivative. Implying a section 36(b) right of action on 
behalf of the fund . . . would close a potentially vexing doctrinal lacuna in the structure of section 
36(b).” Id. (emphasis added).

66. Direct actions by individual shareholders for injuries to the value of their investment caused by 
excessive advisory fees would be an inefficient method of enforcing management obligations. The stake 
of individual shareholders in the potential award is usually too small to justify instituting a lawsuit. 
Furthermore, a multiplicity of such actions would result in corporate and judicial waste. Class actions 

B. ANALYSIS OF THE FOX OPINION: THE SECTION 36(b) SUIT AS A UNIQUE 
VARIETY OF DERIVATIVE LITIGATION

The decision in Fox to allow a section 36(b) suit without requiring demand 
on the board removes a major obstacle to shareholder initiation of section 
36(b) litigation. By eliminating some or all of the procedural hurdles of deriv
ative litigation, Fox will facilitate access to federal courts for fund sharehold
ers seeking to adjudicate the issue of excessive advisory fees. In addition to 
vindicating shareholder rights, the increased likelihood of litigation may deter 
investment advisors from charging excessive advisory fees.64

In Fox, the Second Circuit borrowed aspects of both the direct and deriva
tive suits to create a “hybrid” shareholder action.65 A direct right to sue per
mits shareholders of a class to enjoy the fruits of any recovery.66 In contrast, 
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in a derivative right of action, any funds recovered must be returned to the 
corporate treasury. Under Fox, as in a direct action, the shareholder will en
joy an unencumbered right to sue, but as in a derivative suit, any of the fees 
recovered will be returned to the investment company.67 Thus, there remains 
some question how the district court on remand will characterize shareholders’ 
rights of action under section 36(b). Fox did not discuss whether any of the 
requirements of derivative litigation other than demand must be met before 
the suit may commence. The district court, therefore, may choose between two 
possible interpretations of the Fox holding. The court may interpret the opin
ion narrowly and find that a complaining shareholder is only exempt from the 
demand provisions of rule 23.1,68 or conversely, may interpret the opinion 
broadly and refuse to apply any of the requirements of rule 23.1.

are similarly impractical because the cost of organizing a large number of geographically diverse share
holders is prohibitively high. The shareholders of the investment company initiating the suit would 
have to bear the costs of notifying other similarly situated class members. See Eisen v. Carlisle & 
Jacquelin, 417 U.S. 156, 177 (1974) (requiring “best notice to all members who can be identified 
through reasonable effort"). See generally 4 T. Frankel, The Regulation of Money Managers 
602-03 (1978) (discussing class actions under Investment Advisors Act of 1940 and the 1CA).

In addition, a class action for return of excessive fees would only replace the derivative suit’s proce
dural hurdles with a new set of obstacles to shareholder recovery. See Fed. R. Civ. P. 23. Thus, it is 
improbable that the Fox court intended a section 36(b) suit to be a direct class action. The procedural 
requisites of class actions would undermine section 36(b)’s purpose to provide shareholders with unim
peded access to the federal courts.

67. 692 F.2d at 255. The impossibility of recovering litigation expenses in a direct action suggests a 
reason to interpret the Fox opinion as incorporating other aspects of a derivative suit. If the section 
36(b) suit is classified as a derivative action, legal fees incurred by shareholders would be paid out of 
any corporate recovery. This provision for attorney’s fees removes a disincentive for a complaining 
shareholder to seek redress in federal courts under section 36(b). See W. Cary & M. Eisenberg, 
Corporations 938 (5th ed. 1980).

68. The following language in Fox supports this narrow construction:
In holding that a rule 23.1 demand will not be required in a shareholder suit brought pursuant 
to section 36(b) of the ICA, we do not ignore the appropriateness, in a typical derivative suit 
alleging corporate wrongdoing, of first asking the corporation to “vindicate" what are after all, 
“its own rights." We conclude, however, that in the unique context of a section 36(b) lawsuit 
the shareholder need not afford the fund an opportunity to vindicate its rights because such a 
requirement would be an empty, unfruitful, and dilatory exercise.

692 F.2d at 262.
69. Courts opposing the Fox construction of 36(b) argue that excusing shareholders from the de

mand requirement undermines a significant policy behind rule 23.1. Weiss v. Temporary Inv. Fund. 
Inc., 692 F.2d at 936, 936-37; Markowitz v. Brody, 90 F.R.D. at 560. These courts believe that demand 
is an essential prerequisite of a section 36(b) suit because bringing the problem of excessive fees to the 
attention of the board of directors will lead to remedial action and avoid costly litigation. See Unter- 
meyer v. Fidelity Daily Income Trust, 79 F.R.D. 42, 44 (D. Mass. 1978) (directors should be given 
opportunity to redress plaintiff’s complaint without resort to costly litigation). These courts emphasize 
that the board of directors may use informal means of recovering excessive fees, such as negotiating 
with the advisor to obtain a rebate or termination of the contract. Markowitz v. Brody, 90 F.R.D. at 
560.

The Fox court, however, rejected this rationale as unpersuasive. “Negotiations may well fait and 
termination of the contract, although perhaps depriving the advisor of future business, may not affect 
the remedy sought by the shareholder plaintiff, which is a return of excessive fees." 692 F.2d at 254 n.7.

Although it eliminates the need for demand upon the board of directors, the 
Fox opinion does not suggest that the 1970 amendments were designed to de
prive the board of directors of all oversight responsibilities. The opinion only 
denies the board the authority to control shareholder litigation over the terms 
of advisory compensation.69 This does not preclude the board of directors 
from acting as corporate stewards in derivative litigation brought pursuant to
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other provisions of the ICA that do not entail any arms-length bargaining be
tween the board of directors and the investment manager.

II. The 1970 Amendments to the ICA

The inability of the courts to effectively respond to the problem of excessive 
fees, the absence of normal competitive restraints on fees, and advisor control 
of fee schedules, prompted the 1970 Amendments to the ICA.70 The SEC leg
islative proposals submitted to Congress71 were based upon the recognition 
that the disinterested director requirement was ineffective in keeping advisor 
compensation at a reasonable level72 and that the courts had been reluctant to 
second-guess the directors’ approval of fees.73 This section of the note sup
ports the Fox court’s claim that Congress did not intend the shareholders’ 
cause of action provided in section 36(b) to be subject to the control of the 
fund’s directors.

A. HISTORICAL PERSPECTIVE

The 1940 Investment Company Act required shareholders to elect a repre
sentative board to negotiate the advisory contract and supervise the manage-

70. The mutual fund industry opposed any regulation, declaring that the proposed amendments 
would result in unnecessary litigation and reduce the quality of advisory services. Mutual Fund Amend
ments: Hearings on H R. 11995 Before the Subcomm, on Commerce & Finance of the House Comm, on 
Interstate <5 Foreign Comm., 91st Cong., 1st Sess. 428-30 (1969). Investment company advocates also 
argued that regulation was unnecessary because rates had declined and the public was satisfied with 
their services. Id.; Investment Company Act Amendments of 1967: Hearings on HR 9510 & HR 9511 
Before the Subcomm, on Commerce <f Finance of the House Comm, on Interstate & Foreign Commerce, 
90th Cong., 1st Sess. 241-42 (1967) [hereinafter Hearings on H.R. 9510}.

The SEC argued, however, that neither market competition nor director approval effectively re
strained advisors from charging excessive fees. Hearings on H.R 9510, supra, at 241-42.

Because of the unique structure of the mutual fund industry, internal corporate restraints on advisor 
compensation were considered impractical. “The mutual fund, unique among all corporations, is the 
creature and the captive. I don’t use these as epithetical words, but as an objective description. The 
advisor gives birth to the fund. The advisor peoples the fund with its directors; the advisor’s owners are 
officers of the fund. That umbilical cord is never, never cut. That close, I might say, incestuous rela
tionship is that for all time.” See Mutual Fund Amendments: Hearings of the House Comm, on Interstate 
& Foreign Commerce, 91st Cong., 1st Sess. 168 (statement of Abraham Pomerantz, mutual fund share
holders’ attorney).

71. See supra notes 5-13 and accompanying text (discussing SEC industry studies and legislative 
reform proposals).

72. See Mutual Fund Legislation of 1967: Hearings on S. 1659 Before the Senate Comm, on Banking 
and Currency, 90th Cong., 1st Sess. 699 (1967) (remarks of Abraham Pomerantz. mutual fund share
holders’ attorney) (with one exception the 100 or more unaffiliated directors of the largest mutual funds 
have simply ‘rubberstamped’ the advisory contract) [hereinafter Hearings on S. 1659}. Moreover, be
cause shareholders usually select a fund on the basis of an advisor’s reputation, directors believe that it 
is simply not their prerogative to overrule the shareholders’ choice. See LobelL Rights and Responsibili
ties in the Mutual Fund, 70 Yale L.J. 1258, 1265 (1961).

In addition, the Commission found that shareholder ratification of the board of directors, required 
under 15 U.S.C. § 80a-15(a) (1976), was an ineffective check on advisory fees because most sharehold
ers have too small an investment to justify active participation in reviewing the management contract. 
Hearings on HR 9510, supra note 70, at 41 (statement of Manuel Cohen, Chairman, SEC).

73. See generally Phillips, Mutual Fund Advisory Fees, in Mutual Funds 271-72 (P.L.I. 1970) (pre- 
1970 case law precluded investors from successfully adjusting advisory fees unless court found fee “so 
shockingly out of line it amounts to waste of corporate assets or that no one exercising reasonable 
business judgment could have approved it”). See also infra notes 81-84 and accompanying text (dis
cussing failure of courts to redress shareholders’ grievances). 



1608 The Georgetown Law Journal [Vol. 71:1595

ment of investors’ funds.74 The Act attempted to deal with the problems 
inherent in the relationship between the investment company board and its 
external advisor by requiring that forty percent of the elected board members 
be unaffiliated.75 These provisions of the 1940 Act were concerned with curb
ing the flagrant abuses engendered by self-dealing between the advisors and 
the affiliated members of the board of directors.76

In the 1950’s, the mushrooming growth of mutual fund assets led to a com
parable rise in the advisors’ compensation because advisory contracts provided 
for fixed fees at a percentage of the portfolio value.77 Investment advisors en
joyed phenomenal increases in fees without providing increased services com
mensurate with the increased compensation. Investment advisors, however, 
failed to share these economies of scale with fund shareholders.78 Thus, from 
1959 to 1966, shareholders initiated over fifty private actions under state law 
seeking return of these excessive fees.79

In most of the cases initiated during this period, settlements were reached 
that provided for some reduction in future advisory compensation.80 Termina-

74. See ICA, § 16, 15 U.S.C. § 80a-16 (1976).
75. Id § 10(a), 15 U.S.C. § 80a-10(a) (1976). The 1940 Act created a framework predicated on a 

corporate form of governance. For example, section 16 requires shareholder election of the board of 
directors, id § 16(a), 15 U.S.C. § 80a-16(a) (1976), and section 15(a) requires shareholder approval of 
the advisory contract. Id. § 15(a), 15 U.S.C. § 80a-15(a) (1976). In the absence of shareholder ap
proval, the board must annually approve the company’s underwriting and advisory contracts. Id. 
§ 15(b), 15 U.S.C. § 80a-15(b) (1976); Rome v. Archer, 41 Del. Ch. 404, 413, 197 A.2d 49, 55 (Del. Sup. 
Ct. 1964) (directors must make substantive determination of whether investment company is obtaining 
good investment counsel, not merely whether it is paying excessive fees; what is good investment advice 
is open to debate); Brown v. Bullock, 294 F.2d 415, 421 (2d Cir. 1961) (en banc) (duties of directors are 
not discharged when deliberations are perfunctory rather than substantive). Moreover, section 16(b) 
commits nomination and selection of unaffiliated directors to current unaffiliated directors for three 
years following the sale of the advisory contract, ICA § 16(b), 15 U.S.C. § 80a-16(b) (1976), and section 
32(a) requires that a majority of the unaffiliated members of the board annually select the company’s 
independent public accountants. Id. § 32(a), 15 U.S.C. § 80a-32(a) (1976).

Despite the provisions requiring appointment of unaffiliated directors, courts and commentators have 
questioned the ability of unaffiliated directors to remain independent. The dissent in Brown v. Bullock 
pointed out that Congress cannot expect even unaffiliated directors to be strangers to management. 294 
F.2d at 424 (Moore, J., dissenting). Abraham Pomerantz, a shareholders’ advocate, commented during 
a law school conference on the mutual fund industry, highlighting the advisor’s control over the board 
of directors. “The principle safeguard of the Investment Company Act, against overreaching by man
agers or advisors, is the so-called unaffiliated director. . . . Who picks the unaffiliated directors? The 
affiliated men pick the unaffiliated men. The men who need to be watched pick the watchdogs to watch 
them. You and I know that if you are choosing an unaffiliated director . . . you are not going to choose 
anybody who is going to be too hard on you.” University of Pennsylvania Law School Conference on 
Mutual Funds: The Mutual Fund and the Management Fee, 115 U. Pa. L. Rev. 663, 739 (1967) (empha
sis added) [hereinafter Conference on Mutual Funds],

76. See supra note 5 and accompanying text (discussing self-dealing transactions by advisors); PPI, 
supra note 1, at 141-42. Because the investment company industry was in an embryonic stage of devel
opment in 1940, advisory fees were not an area of primary concern when the ICA was passed.

77. See PPI, supra note 1, at 130-31.
78. See supra note 9 and accompanying text.
79. Note, Duties of the Independent Director in Open-End Mutual Funds, 70 Mich. L. Rev. 696, 704 

n.73 (1972).
80. Despite the lack of success on the merits, shareholder settlements generally resulted in new, more 

favorable advisory contracts. See PPI, supra note 1, at 138. Shareholders thus generally consented to 
dismissal of their complaints. See Schlusselberg v. Keystone Custodian Funds, Inc., Fed. Sec. L. Rep. 
(CCH) H 92,607 (S.D.N.Y. 1970) (guaranteed credit of $200,000 per year for 5 year periods); Goodman 
v. Von Der Heyde, Fed. Sec. L. Rep. (CCH) H 92,541 (S.D.N.Y. 1969) (immediate payment of 
$275,000 to fund and reconstitution of board of directors to comprise 40% unaffiliated with advisor); 
Josephson v. Campbell, Fed. Sec. L. Rep. (CCH) K 92,347 (S.D.N.Y. 1969) (advisor to pay $170,000 
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tion of the suit resulted from a judgment on the merits in only three cases.* 81 
Each of these cases held that the plaintiffs failed to prove that the fees were 
legally excessive.82 An important factor in each suit was shareholder ratifica
tion of the advisory contracts.83 The ratification shifted the burden of proof to 
objecting shareholders to convince the court that “no person of ordinary, 
sound business judgment would be expected to entertain the view that the con
sideration was a fair exchange for the value which was given.”84 The share
holders thus had to shoulder the very difficult burden of proving that the 
disparity between fees paid and services received was tantamount to corporate 
waste of assets. Because state law was not designed to deal with the unusual 
problems of the mutual fund industry, shareholder resort to the courts proved 
ineffective to deal with the divergent interests of externally managed funds and 
their investment advisors.

each year for 10 years of business expenses of three groups of funds); Glicken v. Bradford, 35 F.R.D. 
144 (S.D.N.Y. 1964) (in exchange for release from suit, advisor agreed not to seek or accept any in
crease in fees for next 10 years).

81. See Acampora v. Birkland, 220 F. Supp. 527, 549 (D. Colo. 1963) (advisory fee, although high, 
held not unconscionable or sufficiently shocking to warrant judicial intervention; merely exceeding 
industry norm insufficient to make fee excessive); Saxe v. Brady, 40 Del. Ch. 474, 486, 184 A.2d 602, 
610 (1962) (flat .50% fee on assets of very large fund held to be legally permissible, when fund share
holders overwhelmingly ratified previous payments and similar future fees); Meiselman v. Eberstadt, 39 
Del. Ch. 563, 567-68, 170 A.2d 720, 723 (1961) (advisory rate voluntarily reduced to level unusually low 
for mutual fund industry upheld).

These cases, upholding advisory fees, created strong pressures for settlements between shareholders 
and the advisor. See Note, Private Rights of Action Against Mutual Fund Investment Advisors: Amended 
Section 36 of the 1940 Act, 120 U. Pa. L. Rev. 143, 148 (1970). In addition, the Wharton Report, supra 
note 1, published in September 1962, may have contributed to the defendants’ desire to terminate the 
litigation. The Saxe court, however, did indicate that the advisory fee could be held unreasonable 
when the net profits of the advisor in comparison to reasonable expenses became unconscionable or 
shocking. 40 Del. Ch. at 496, 184 A.2d at 615.

82. See supra note 81; see also note 73 and accompanying text (delineating strict standard for recov
ery in pre-1970 advisory fee cases).

83. See 1969 S. Rep., supra note 2, at 4901 (rule that advisory contracts ratified by shareholders and 
approved by vote of disinterested directors may not be upset absent showing of corporate waste insuffi
cient in industry where protection of arms-length bargaining is impossible).

84. Saxe v. Brady, 40 Del. Ch. at 486, 184 A.2d at 610. Under Saxe shareholder ratification of the 
advisory contract all but immunized advisory fees from judicial scrutiny by changing the standard from 
one of fairness to one of waste of corporate assets. If the management fee approximated the industry 
average and full disclosure was made to shareholders, one commentator suggested that “this test effec
tively precluded a finding that fees were excessive because the lack of private competition in the indus
try rendered the standard for comparison meaningless.” Note, Duties of the Independent Director in 
Open End Mutual Funds, 70 Mich. L. Rev. 696, 704 (1972).

85. Baris, Mutual Fund Legislation, 4 Rev. Sec. Reg. 978 (1971).
86. ICA § 36(a), 15 U.S.C. § 36(a) (1940); see supra note 14 (discussing old section 36 of ICA).
87. See PPI, supra note 1, at 143. The general hesitancy in this area may have arisen because of the 

extreme nature of the sanction under section 36. Old section 36 provided that “[t]he court shall enjoin a 
person guilty of a gross abuse of trust from acting in such a capacity either permanently or for such a 
period of time as it in its discretion shall deem appropriate.” ICA § 36(a), 15 U.S.C. § 36(a) (1940).

When resort to state common law remedies proved futile, defrauded share
holders sought relief at the federal level under the original section 36 of the 
ICA.85 The original section 36(a), however, provided for SEC injunctive relief 
against directors, investment advisors, and underwriters only for “gross mis
conduct or abuse of trust.”86 The Commission itself failed to bring section 
36(a) suits in the compensation area because of a reluctance to stigmatize advi
sors with charges of “gross abuse of trust” solely because they adhered to the 
traditional pattern of fee schedules in the industry.87
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The SEC expressed concern with the inadequacies of relief available under 
section 36(a): “Thus, the Congressional requirement of approval by the share
holders and a majority of the unaffiliated directors, which was intended to act 
as protection for shareholders, has actually insulated fees from judicial scru
tiny and deprived shareholders of judicial protection which they otherwise 
would have enjoyed.”88 Thus, the stage for amendment of the Act was set.

88. PPI. supra note 1, at 141-43.
89. 692 F.2d at 260-61. An examination of the congressional evolution of the 1970 amendments 

demonstrates a shift from a regulatory focus to an emphasis on judicial oversight. In 1967, H R. 9510, 
see supra note 70, and S. 1659, see supra note 72, were introduced in Congress. Both bills contained 
amendments changing the standard for “excessiveness” in advisory fees from a standard of corporate 
waste to one of reasonableness. Reasonableness was to be determined in light of all relevant factors 
including the quality of services rendered, the extent to which compensation took into account econo
mies of scale attributable to a fund’s growth, and the value of all benefits, in addition to compensation 
received directly or indirectly by the advisor. See H R. 9510, reprinted in Hearings on H.R. 9510, supra 
note 70, at 8; S. 1659, reprinted in Hearings on S. 1659, supra note 72, at 916-17.

In 1968 the Senate passed S. 3724, 90th Cong., 2d Sess., 114 Cong. Rec. 23,544-52 (1968), which 
provided that advisory fees be reasonable, and that this reasonableness be enforceable in actions by the 
SEC or an interested party. Id The industry vigorously opposed SEC enforcement because of the fear 
that the SEC would attempt to engage in coercive ratemaking. See Baris, supra note 85, at 979.

Industry representatives also questioned the court’s ability to take on the complex task of analyzing 
the factors involved in valuation of advisory fees. See Hearings on HU 9510. supra note 70, at 243 
(testimony of John Haire, Chairman-elect, Investment Company Institute), Phillips, supra note 73. at 
306-07 (remarks of David Silver, General Counsel Investment Company Institute) (labelling SEC pro
posals as judicial ratemaking). But see Hearings on H R. 9510, supra note 70. at 609-11 (testimony of 
Judge Friendly, United States Court of Appeals for the Second Circuit) (courts capable of performing 
task of advisory fee valuation).

In 1969 the SEC and industry representatives reached a compromise that changed the standard from 
a reasonableness test to a breach of fiduciary duty. Mutual Fund Amendments: Hearings on H. R 11195 
and S. 2224 before the Subcomm on Commerce i Finance of the House Comm, on Interstate & Foreign 
Comm, 91st Cong., 1st Sess. 49-53 (1969). The bill was subsequently enacted into law in the Invest
ment Company Act Amendments of 1970, Pub. L. No. 91-547, § 36, 84 Stat. 1413, 1428 (1970) (codified 
at 15 U.S.C. § 80a-35(b) (1976)).

Because Congress failed to articulate the specific content of this fiduciary duty, however, the parame
ters of an advisor’s responsibilities are unclear. The change from a reasonableness standard to a fiduci
ary duty seems to exalt form over substance. The breach of fiduciary duty approach is merely a 
different procedure for testing the “fairness" of management compensation. See Baris, supra note 85, 
at 939.

90. 692 F.2d at 260.
91. Id at 261.

B. THE 1970 AMENDMENTS

The failure of directors to Emit excessive advisory compensation and the 
insulation of advisory fees from judicial scrutiny prompted the Fox court to 
find that in passing the 1970 amendments Congress intended to strengthen ju
dicial oversight and remove the internal director control once private actions 
were brought.89 The Fox court concluded that Congress intended the disinter
ested directors only to ensure that equitable fees were negotiated.90 Once these 
fees were challenged in shareholder litigation, however, the courts were in
tended to play the dominant role in protecting shareholders from managerial 
overreaching.91

Although the 1970 amendments provided for judicial review of excessive 
advisory fees, the amendments also included several indirect controls on the 
fee negotiation process. For example, section 15(c) of the 1970 amendments 
increased the watchdog function of the board of directors by providing that a 
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majority of disinterested directors have the affirmative duty to evaluate the 
terms of any advisory fee contract.92 Directors are also permitted to terminate 
contracts without financial penalty upon sixty days’ notice.93

The amendments imposed an additional control over directors by tightening 
the qualifications for independent director status. The new standard provides 
that no “interested persons,” as opposed to “affiliated persons” under the 1940 
version, may qualify as independent directors.94 Interested persons include 
individuals with close family ties to the advisor, substantial financial or profes
sional relationships with the advisor, and underwriting agreements or benefi
cial or legal interests in securities issued by the advisor or underwriter.95 This 
definition of interested director status does not, however, guarantee complete 
independence in negotiating advisory compensation. The symbiotic relation
ships between fund boards of directors and advisors creates subtle influences 
on directors that are almost impossible to prove.96

Courts have split on the importance of the 1970 amendments’ indirect con-

92. 15 U.S.C. § 80a-15(c) (1976). In the 1970 compromise bill. Congress intentionally reinforced the 
corporate form of governance that was threatened by versions of the bill suggesting the imposition of 
judicial rate regulation or administrative ratemaking by the SEC. See supra note 91 (discussing evolu
tion of 1970 amendments).

The Fox court’s argument that courts are to be the shareholders’ forum of last resort is significant in 
light of the practical difficulty the board of directors faces in severing the relationship with its advisor. 
See 1969 S. supra note 2, at 4897, 4901. Furthermore, the requirement that the board of directors 
approve the advisory contract makes it even more unlikely that the directors will be willing to renegoti
ate contract terms they once upheld as equitable. Cf. Blatt v. Dean Witter Reynolds Intercapital Fund, 
Inc., 528 F. Supp. 1152, 1156 (S.D.N.Y. 1981) (dictum) (declaring that directors of investment company 
cannot act as effective stewards of corporate welfare in recouping excessive advisory compensation).

93. 15 U.S.C. § 80a-15(a) (1976).
94. Investment Company Amendments of 1970, Pub. L. No. 91-547, § 5(a), 84 Stat. 1413, 1423 

(1970). The term “interested person,” rather than “affiliated person,” appears, among other places, in 
the following sections of the 1CA: (i) section 80a-10(a), which requires that not more than 60% of the 
board of directors of a registered investment company be composed of interested persons; (ii) section 
80a-10(b)(2), which prohibits any registered investment company from using as its principal under
writer any director, officer, or employee, or any person of which any such director, officer or employee 
is an interested person, unless a majority of the board of directors of such company are persons who are 
not underwriters or interested persons of such underwriters; (iii) section 80a-15(c), which requires that 
advisory and underwriting contracts of any registered investment company having a board of directors 
be approved by a majority of directors who are not party to such contracts or an interested person of 
any party to such contract; (iv) section 80a-31(a), requiring that the independent public accountants of 
any registered management company be selected by a majority of directors of such company who are 
not interested persons thereof.

95. Id. 8 2a(3), 84 Stat. 1413, 1415. The term “interested person” encompasses a much broader 
category of persons than the term “affiliated persons.” For example, a director was deemed “unaffili
ated” under the 1940 Act even though he owned up to 4.99% of the advisor underwriter's stock, had 
substantial business or professional relationships with the investment company or its advisor or its 
underwriter, or was closely related by blood or marriage to the company’s managers. See 1969 Sen. 
Rep., supra note 2, at 4897, 4927-28.

96. One court has noted that “tangible indications of bias on the part of the independent directors 
are rarely present. . . . [Cjontrol of a mutual fund by its advisor is the result of intangible factors 
arising from the unique structure of the industry.” Boyko v. Reserve Fund, Inc., 68 F.R.D. 692, 696 
(S.D.N.Y. 1975). “There is a built-in conflict of interest between the advisor and the board of directors. 
Since the advisor, wearing one hat, sets his own fee without fear that the fund’s board, on which he 
wears his other hat, will bargain effectively with him, much less actually shop around for other offers, 
competitive forces and arms length bargaining do not play a role in setting fees.” See PPI, supra note 1, 
at 130-31. Moreover, one commentator testifying before the Senate Committee noted that the manag
ing group often “wears four hats: (1) directors and principal officers of the Fund; (2) underwriters of the 
Fund; (3) investment advisor of the fund; (4) broker ... for the fund.” Hearings on S. 1659, supra note 
72, at 706 (statement of Abraham L. Pomerantz, mutual fund shareholder attorney). 
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trol provisions. The First and Third Circuits held that congressional strength
ening of the role of the board suggests that directors, rather than the judiciary, 
should play the prominent role in the protection of shareholders’ interests in 
the advisory fee area.97 The Second Circuit, in contrast, reasoned that al
though there is no dispositive proof of legislative intent on the issue, the board 
of directors that originally negotiated the disputed fees should not be given the 
power to act as the sole protector of shareholder rights when those fees are 
disputed.98 As Judge Kaufman stated in Fox, “the relationship of a fund to its 
advisor makes it a part of the problem in a way that precludes it from being 
part of the solution, at least at the litigation stage.”99 Under the Second Cir
cuit’s analysis, courts are to consider director or shareholder approval of advi
sory fees; nevertheless, the court is the ultimate arbiter of whether the 
investment advisor breached his fiduciary duty. Although the legislative his
tory arguably supports the views of either side,100 the Fox interpretation of 
legislative intent is more logically compelling.

97. Weiss v. Temporary Inv. Fund, Inc., 692 F.2d at 935-36 (inferring from legislative silence that 
Congress did not intend to restrict company’s right to sue); Grossman v. Johnson, 674 F.2d at 120 
(arguing investment company's right to sue its advisors is necessary if not explicit corollary of right of 
action conferred upon shareholders under section 36(b)). The Grossman court bolstered its position that 
section 36(b) permits the board to sue by arguing. "We cannot believe, however, that for example, a 
new and independent board of directors, intent on recovery of excessive fees from the investment advi
sor, would be precluded from suing under section 36(b).” 674 F.2d at 120. The Fox court, however, 
rejected the possibility of an entirely new board of directors as so remote and improbable that Congress 
could not have considered this eventuality when drafting section 36(b). 692 F.2d at 256.

The First and Third Circuits also highlighted specific segments of the legislative history to support 
the argument that Congress intended to preserve, not preempt, the role of management in evaluating 
the reasonableness of advisory fees:

[The enactment of 36(b)] is not intended to authorize a court to substitute its business judg
ment for that of a mutual fund’s board of directors in the area of management fees. . 
Indeed, this section is designed to strengthen the ability of the unaffiliated directors to deal 
with these matters and to provide a means by which the Federal courts can effectively enforce 
the federally-created fiduciary duty with respect to management compensation. The section is 
not intended to shift the responsibility for managing an investment company in the best inter
est of its shareholders from the directors of such companies to the judiciary.

Weiss v. Temporary Inv. Fund, Inc., 692 F.2d at 937 (quoting 1969 S. Rep., supra note 2, at 4902-03); 
see Grossman v. Johnson, 674 F.2d at 118.

98. 692 F.2d at 261. The dissenting judge in Weiss adopted the Fox court’s view that Congress’ 
objective was to make “judicial relief a genuine possibility.” 692 F.2d at 947 (Gibbons, J., dissenting). 
To bolster this conclusion. Judge Gibbons cited a segment of legislative history that suggests courts are 
to play a dominant role in a 36(b) cause of action:

Directors of the fund, including independent directors, have an important role in the manage
ment fee area. . . While the ultimate responsibility for the decision in determining whether the 
fiduciary duty has been breached rests with the court, approval of the management fee by the 
directors and shareholder ratification is to be given such weight as the court deems appropri
ate in the circumstances of a particular case.

692 F.2d at 948 (emphasis in original).
99. 692 F.2d at 260.
100. See Grossman v. Johnson, 674 F.2d at 121 (legislative history used to show section 36(b) ex

empted from demand requirement seems ambiguous). The Fox court agreed with the Grossman court 
that the legislative history is uncertain. 692 F.2d at 261. The Fox court, however, argued that a corpo
rate right of action would only insulate fees from judicial review, thereby defeating the purpose of 
section 36(b). Id. It appears that each court’s basic assumption about the effectiveness of the corporate 
form of governance in the unique setting of the mutual fund industry colored its interpretation of the 
legislative history.
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III. Policy Considerations Underlying the Fox Court Analysis

A. THE STRUCTURE OF THE MUTUAL FUND INDUSTRY

The unique structure of the mutual fund industry, which deprives directors 
of effective bargaining power in negotiating advisory fees, underlies the ration
ale for maintaining shareholder control of section 36(b) suits. Because the typ
ical fund is only a shell controlled by an independent investment advisor, few 
of the traditional earmarks of arms-length bargaining are present.101

101. See generally Tannenbaum v. Zeller, 552 F.2d 402 (2d Cir. 1977) (lack of arms-length bargain
ing in negotiation of advisor contract).

102. See supra notes 3-4 (discussing unique structure of the mutual fund industry).
103. ICA § 15(a), 15 U.S.C. § 80a-15(a) (1976).
104. Former SEC Commissioner Friedman has stated, “Since termination of the investment advi

sory arrangement is seldom a viable option ... we are deluding ourselves if we think that the indepen
dence of directors will produce the same result as negotiation between the trustee of a profit sharing 
fund and a prospective money manager.” Address by SEC Commissioner Friedman. ALI-ABA Con
ference on Investment Company Regulation (Dec. 12, 1980) ("How Much Can We Expect From In
dependent Directors?”). The discharge of directors who object to an advisory fee schedule because they 
feel it is excessive will not encourage new independent directors to be zealous watchdogs. See Trustee of 
a Merrill Lynch Fund Is Ousted After Calling a Management Fee Excessive, Wall St. J., Sept. 4. 1980, at 
4, col. 1 One commentator, discussing the rarity of severing an advisory relationship, stated:

Changes in investment company practices on matters such as excessive management fee rates 
. . . were brought about by external pressures—private litigation, SEC actions, and published 
criticism—not by actions of independent directors. Cancellations of management contracts 
and transference to other advisors by vote of outside directors have been extremely rare, al
though poor advisory performance over extended periods has not been uncommon.

E. Herman, Corporate Control, Corporate Power 282 (1981).

When directors of an ordinary corporation feel that management of the cor
poration needs to be strengthened, the directors can hire new management 
without jeopardizing the operation of the corporation. Mutual fund directors, 
however, cannot as readily sever the relationship with a particular advisor 
when they are dissatisfied with the fee the advisor seeks. As a practical matter, 
the directors cannot hire another advisor or solicit any competitive bids. Be
cause the investment advisor gives birth to the fund and effectively controls its 
operation,102 the outside directors’ hands are virtually tied when bargaining 
with this advisor. Moreover, shareholders may have purchased shares in reli
ance on the performance record of a particular advisor. Unlike a normal cor
porate entity, the fund has little to provide the stockholder but the skill of its 
advisor. This confidence in management is itself a limitation on the bargain
ing power of directors.

In theory, directors may cancel a contract, but they cannot hire new man
agement without shareholder approval.103 The directors must submit a propo
sal to shareholders for selection of a new advisor with a recommendation for a 
favorable vote and may not cancel the existing contract with the current advi
sor until after the new advisor is chosen. This cumbersome procedure could be 
very disquieting to holders of securities and might promote distrust among the 
general investing public. For these reasons, there is a strong presumption in 
favor of continuing the existing relationship between the advisor and the fund. 
In practice, it is far too difficult to replace the existing fund management with a 
new and untested one. The fund’s dependence on the external advisor makes 
rupture of the relationship a wholly unrealistic alternative.104
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In addition to the unique barriers to effective negotiation of management 
compensation posed by the fact that management is external to the corpora
tion, several factors not unique to mutual funds constrain the negotiating abil
ity of independent directors. One of the primary constraints upon the 
independent director’s ability to exercise his oversight responsibility is the reli
ance he must place upon the advisor for information about fund operations.105 
Where the directors receive “filtered” information, they cannot make informed 
evaluations of the advisor’s fee.

Independent directors are also constrained because they work only part-time 
as directors of the fund; they are principally engaged in activities not affiliated 
with the fund. The advisor therefore has more time and energy to justify a 
high fee than directors do to challenge it.106 Additional constraints arise from 
the relationship between the advisor and the independent directors. Although 
mdependent directors may not be social friends or relatives of an advisor,107 
they generally share business and professional backgrounds with the advisor 
and may share the same social and economic milieu. This common social 
background may detract from the zeal with which directors monitor the activi
ties of the advisor.108 Moreover, management—the investment advisor—usu
ally nominates and casts proxy votes necessary to elect directors, including 
mdependent directors.109 The advisor’s support may create a feeling of obliga-

105. Some cases suggest that independent directors are greatly hampered in carrying out their re
sponsibilities because the advisor may not inform them of potential changes in operations that would 
permit reduction of advisor fees. See Fogel v. Chestnutt, 533 F.2d 731. 745 (2d Cir. 1975) (advisor 
□reached fiduciary duty by failing to apprise independent fund directors of possibility of using volume 
discounts on portfolio brokerage transactions to reduce advisory fees), cert, denied. 429 U.S. 824 (1976); 
Moses v. Burgin, 455 F.2d 369, 377 (1st Cir.) (same), cert, denied. 404 U.S. 994 (1971). The cases 
emphasize the potential for abuse that exists in a situation in which the person responsible for oversight 
must rely on information provided by the group he supposedly is overseeing.

A recent case settled out of court highlights both the importance of full disclosure to disinterested 
directors and the possibility that the directors will need special assistance to perform their watchdog 
role. In SEC v. American Birthright Trust Management Co.. 13 Sec. Reg. & L. Rep. (BNA) A-8. A-9 
(D.D.C. 1980), the SEC prosecuted a section 36(b) action against an advisor for violating the disclosure 
provisions of section 15(c) of the ICA. Id at A-8. Although the advisor failed to provide directors with 
an accurate appraisal of his services, the disinterested directors failed to request detailed information 
about advisory services before approving the contract. The terms of the settlement provided for in
dependent counsel to be appointed to assist disinterested directors in a more intensive scrutiny of the 
advisor’s activities. Id. at A-9.

106. See 2 T. Frankel, The Regulation of Money Managers 59 (1978) (outside directors do 
not spend full time on fund business and do not supervise day-to-day activities of investment advisor).

107. See supra note 94 and accompanying text (discussing interested person standard of ICA).
108. Brudney. supra note 4, at 612-13; see Dent, The Power of Directors To Terminate Shareholder 

Litigation: The Death of the Derivative Suit’, 75 Nw. U.L. Rev. 96. 112-13 (1979) (because outside 
directors share similar social backgrounds and general attitudes with management they are unlikely to 
recommend termination).

109. Brudney. supra note 4, at 610. See Rosenfeld v. Black, 445 F.2d 1337, 1340 n.4 (2d Cir. 1971) 
(all independent directors selected by management), cert, denied. 409 U.S. 802 (1972). See generally 
Nutt, A Study of Mutual Fund Independent Directors, 120 U. Pa. L. Rev. 179, 215-20 (1971) (describing 
selection process of mutual fund directors).

In choosing new directors the investment advisors will be strongly disposed to select persons unlikely 
to challenge existing fee arrangements. The statute does not obligate advisors to select adversaries. 
Further, a director will not accept a position on the board of a mutual fund unless he has the utmost 
confidence in the management. This confidence predisposes the director to consider management fees 
in a favorable fight. Conwill, The Role of the Unaffiliated Director in Determining Advisory Fees, in 
Mutual Funds 283, 292 (P.L.I. 1970).

The SEC general counsel noted that the independent director is probably reluctant to exercise his 
power in a vigorous way "because after all, it is unpleasant to reprimand the advisors he has worked 
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tion in an independent director, which is increased by the salary which he 
receives. Although in the period before 1970 independent directors were not 
paid significant remuneration, recent congressional legislation and changes in 
SEC rules that entrust independent directors with enhanced oversight respon
sibilities* 110 have engendered a rise in salaries commensurate with the increased 
responsibilities and potential for liability.111 This increase in compensation 
thus may create a feeling of obligation in an independent director to the advi
sor who casts the votes to keep him in office and pays his salary.112

with for years and likes and respects and probably that’s the only reason that he’s on the board; he 
wouldn’t accept the job if he didn’t like and respect them.” Conference on Mutual Funds, supra note 75, 
at 759 (statement of Philip Loomis).

By reducing the advisor’s role in the directorial appointment process, the constraints on the willing
ness of directors to challenge the advisor’s fee could be reduced. The SEC has advanced two proposals. 
Advance Notice & Request for Comment on Whether the SEC Should Propose Rules or Recommend 
Legislation to Enable All or Certain Types of Open-End Investment Companies to Be Organized & Oper
ated Without Shareholder Voting or Without Either Shareholder Voting or Boards of Directors, [1983 
Transfer Binder] Fed. Sec. L. Rep. (CCH) H 83,303, 85,613. (SEC Release No. 12,888, Dec. 12, 1982) 
[hereinafter SEC Proposals for Industry Comment}. One method would require that the nomination 
and selection of directors be committed to the discretion of disinterested directors. This method is 
currently utilized under rule 12(b)(1) of the ICA which requires distribution plans to be approved by 
directors who are not interested persons of the company. Id. at 85,627 n.73. Under the second ap
proach, if three-fourths of the members of a nominating committee are disinterested or if a majority of 
all board members are disinterested, all directors may participate in the selection process. Id.

110. Since 1970 this deregulation spirit has encouraged Congress and the SEC to lift constraints on 
the investment companies, allowing them exemptions from self-dealing prohibitions, provided in
dependent directors approve and monitor contemplated transactions. Most of the rules adopted by the 
SEC replace Commission oversight with supervision by disinterested directors. The nature and extent 
of the director’s special responsibilities depends upon the size of the transaction and the nature of the 
conflict of interest. See, e.g., 17 C.F.R. § 270.10f-l, ,10f-3, . 17a-l, ,17a-8, .17d-l(d)(7) (1982).

For example, one of the new rules exempts from self-dealing prohibitions the selection and purchase 
of a liability insurance policy by an investment company jointly with an affiliated person of the com
pany, provided directors have carefully reviewed the arrangement using Commission guidelines and 
determined that the purchase was in the best interests of the investment company. 17 C.F.R. § 270.17d 
(1982). The inherent conflict of interest in the allocation of insurance premiums between a company 
and an affiliated person (i.e. investment advisor) demands that a majority of disinterested directors play 
a significant oversight function previously performed by the SEC’s staff. See Investment Company Act 
Release Nos. 10.891 & 10,700 (Oct. 4, 1979, May 16, 1979) (without exemptive rule, purchases of errors 
and omissions insurance policies would be prohibited).

In another example of an increased directorial role, Congress has created a new type of investment 
company, the business development company, and has provided that the companies can engage in 
transactions that would otherwise violate the act if independent directors give prior approval Small 
Business Investment Incentive Act, Pub. L No. 96-477, 94 Stat. 2275 (1980). See SEC Proposals for 
Industry Comment, supra note 109, at 85,623.

111. See SEC Proposal for Industry Comment, supra note 109, at 85,621.
112. See Frankel, supra note 1, at 915 n.18 (when director’s livelihood depends on compensation 

from funds, his independence may become impaired because advisor controls proxy machinery neces
sary to director’s reelection); see also Letts, Corporate Governance, 35 Bus. Law. 1505, 1515 (1980) (as 
directorial compensation increases and job becomes more time-consuming, disinterested directors be
come subject to pressure from management).

113. Brown v. Bullock, 294 F.2d 415, 421 (2d Cir. 1961) (en banc) (subsections 15(a) and (b) require 
substantive, not formal, review of fee contract as matter of federal law); 2 T. Frankel, The Regula
tion of Money Managers 61 (1978) (although directors of investment companies regulated under 
both state law and the ICA, federal law supersedes lesser state law standards); supra note 92 and ac
companying text (discussing enhanced watchdog duties of directors); see also Glazer, A Study of Mutual 
Fund Complexes, 119 U. Pa. L. Rev. 205, 240-41, 280 (1970) (suggesting independent directors hold 
separate meetings to evaluate advisor prior to board meetings under subsection 15(c) to encourage 
candid discussions of performance).

Although Congress in 1970 imposed duties on independent directors of mu
tual funds in addition to the duties found under state law,113 Congress left it to 
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the courts to determine if directors met those duties and negotiated fair fees.114 
Courts disagree, however, over whether Congress gave the corporation, 
through its directors, standing to obtain federal court review of the reasonable
ness of the fee.115

114. See Brown v. Bullock, 294 F.2d at 421 (2d Cir. 1961) (en banc) (courts must be able to review 
whether directors comply with substantive requirements of ICA).

115. See supra note 98 (comparing Fox with Weiss}.
116. See supra note 40 (quoting 15 U.S.C. § 35(b)).
117. See supra notes 101-12 and accompanying text (discussing factors constraining directors in fee 

negotiations).
118. ICA § 15(c), 15 U.S.C. § 80a-15(c) (1976).
119. Id. § 80a-35(a) (1976).
120. State business judgment rules generally shield directors from Liability if they are not visibly 

afflicted with a conflict of interest or if they have not been egregiously inattentive to their responsibili
ties. See, e.g., Panter v. Marshall Field & Co., 646 F.2d 271, 294 (7th Cir. 1981) (under business 
judgment rule, actions arguably taken for benefit of corporation presumed to be exercise of sound 
business judgment); see also Del. Code Ann. tit. 8, § 145 (1974 & Supp. 1980) (corporation may in
demnify director who acted in good faith for expenses of litigation and judgments arising from his 
position). In view of the specific statutory duties of care of mutual fund directors, however, section 
36(a), which creates liability for directors’ breaches of duty involving personal misconduct, may super
sede the state business judgment rule. The business judgment standard, therefore, may not totally 
immunize directors from liability. See 1969 S. Rep., supra note 2, at 36 (in appropriate cases, nonfea
sance of duty or abdication of responsibility would constitute breach of fiduciary duty involving per
sonal misconduct). Although the availability of indemnity insurance at corporate expense may mitigate 
the financial threat posed by liability, a charge of director misconduct may produce adverse publicity. 
See Brudney, supra note 4, at 616.

B. DIRECTOR SUIT OVER FEES—A NONEXISTENT POSSIBILITY

Generally a corporation has standing to sue to seek judicial relief from 
transactions into which it has entered. Section 36(b) of the 1970 amendments, 
however, provides that actions may be brought against excessive advisor fees 
by the SEC or security holders on behalf of the fund; it does not mention a suit 
filed by the fund itself.116 The omission of the corporation as a plaintiff is 
reasonable, because the chance that the directors would decide to sue the advi
sor is virtually nonexistent.

The factors that inhibit independent directors in the negotiation of advisor 
fees, most significantly the virtual impossibility of firing the advisor, also con
strain the directors from initiating suit to recover excess compensation.117 Sev
eral additional factors also militate against the pursuit of litigation.

First, the very directors who approved the contract pursuant to their statu
tory responsibilities118 would be the ones who would have to challenge it in 
court. They would be unlikely to change their initial view that the contract’s 
terms were reasonable.

The directors’ own potential liability if the contract were determined to be 
unreasonable would further inhibit them from bringing a suit. Section 36(a) 
authorizes the SEC to obtain injunctive or other relief against directors upon a 
showing of “a breach of fiduciary duty involving personal misconduct.”119 A 
judicial conclusion that the directors approved a contract for excessive fees 
raises the spectre that they subsequently may be found Hable for personal mis
conduct.120 This possibility, consciously or unconsciously, may induce direc
tors to decide not to sue the advisor under section 36(b).

Personal and professional feelings toward their fellow directors would tend 
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to restrain independent directors from initiating litigation over advisor fees. 
They would be wary that a suit could result in considerable expenses and lia
bility for their fellow directors.121 One court, describing these conflicts of inter
est, stated: “The question naturally arises whether a ‘there but for the grace of 
God go I’ empathy might not play a role.”122

121. See supra note 120 (describing theory under which directors would be liable for contract giving 
advisor excessive compensation).

122. Zapata Corp. v. Maldonado, 430 A.2d 779, 787 (1981).
123. See supra notes 38-57 and accompanying text (describing Fox court analysis).
124. Under the business judgment rule, independent directors may terminate a derivative suit even 

though not frivolous because they reasonably believe the costs of litigation to the corporation outweigh 
any potential recovery. See, e.g., Tannenbaum v. Zeller, 552 F.2d 402, 418 (2d Cir.), cert, denied, 434 
U.S 934 (1977); Cramer v. GTE Corp., 582 F.2d 259, 275 (3d Cir. 1978), cert, denied, 439 U.S. 1129 
(1979); Note, Mutual Fund Independent Directors: Putting a Leash on the Watchdogs, 47 Fordham L. 
Rev. 568, 580 (1979); Note, supra note 25, at 196.

125. Note, supra note 25, at 171-72.
126. In response to a number of recent derivative suits brought under sections of the ICA other than 

36(b) and under other acts, independent directors have been appointed to special litigation committees 
to evaluate whether shareholder’s grievances are meritorious. The committees very rarely conclude 
that litigation is in the company’s best interest. Of course, courts need not defer to the directors'judg
ment, but they usually do. In 14 recent cases courts have granted summary judgment on the basis of a 
special litigation committee’s determination to terminate the shareholder derivative action. Gaines v. 
Haughton, 645 F.2d 761, 772 (9th Cir. 1981), cert, denied, 454 U.S. 1145 (1982); Lewis v. Anderson. 615 
F.2d 778, 783-84 (9th Cir. 1979), cert, denied, 449 U.S. 868 (1980); Abbey v. Control Data Corp., 603 
F.2d 724, 727 (8th Cir. 1979), cert, denied, 444 U.S. 1017 (1980); Stein v. Bailey, 531 F. Supp. 684, 689 
(S.D.N.Y. 1982); Grossman v. Johnson, 89 F.R.D. 656, 664-65 (D. Mass. 1981), affd, 674 F.2d 115 (1st 
Cir. 1982); Abromowitz v. Posner, 513 F. Supp. 120, 127, 133-34 (S.D.N.Y. 1981), aff-d, 672 F.2d 1025 
(2d Cir. 1982); Genzer v. Cunningham, 498 F. Supp. 682, 689, 697 (E.D. Mich. 1980); Maldonado v. 
Flynn. 485 F Supp. 274, 279, 287 (S.D.N.Y. 1980), rev’d and remanded, 671 F.2d 729 (2d Cir. 1982); 
Rosengarten v. International Tel. & Tel. Corp., 466 F. Supp 817, 822 (S.D.N.Y. 1979); Lasker v. Burks, 

It would therefore have been pointless for Congress to have given the fund 
the right to sue to recover excessive fees. The omission of the fund from sec
tion 36(b)’s conferral of the right to sue was purposeful. Because the fund 
lacks the right to sue, the Fox court correctly concluded that a shareholder suit 
under section 36(b) is not a derivative suit requiring demand on the board.123 
Whether as a matter of policy the shareholder should be required to make a 
demand on the corporation remains to be examined.

C. A DEMAND REQUIREMENT

In the normal corporate setting, the demand requirement serves several im
portant functions. It allows the board to exercise its business judgment and 
terminate derivative suits not in the company’s best interest, regardless of their 
merits.124 It also allows the firm to correct the problem internally rather than 
engage in expensive litigation, and to assume control over meritorious suits, 
and acts as a restraint on frivolous suits and suits brought solely for their set
tlement value.125 None of these functions justify a demand requirement when 
a shareholder alleges that advisor compensation is excessive.

Congress has indicated that in a section 36(b) suit it is inappropriate to defer 
to the board’s judgment that a suit is not in the best interest of the fund. If 
directors were given the authority through the demand requirement to deter
mine whether litigation against the advisor is in the best interests of the corpo
ration, and if courts deferred to that determination, shareholders arguably 
would never receive judicial review of allegedly excessive compensation.126 
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Section 36(b) envisions an important role for courts in regulating advisors’ 
fees, and specifies that courts should not defer to the business judgment of the 
board.

In choosing a more important role for the judiciary, Congress rejected sev
eral other SEC and industry proposals for regulation of advisory fees.127 The 
spectrum of mechanisms ranged from direct controls, such as agency or judi
cial ratemaking, to indirect controls, such as the complete disaffiliation of com
panies from their advisors.128 The conscious rejection of these alternative 
mechanisms suggests a deliberate attempt to rely upon the court to act in its 
traditional role of determining whether the advisor breached its fiduciary duty.

404 F. Supp. 1172, 1180 (S.D.N.Y. 1975), rev’d, 567 F.2d 1208(2dCir. 1978), rev’d, 441 U.S. 471 (1979); 
Auerbach v. Bennett, 47 N.Y.2d 619, 630-31, 419 N.Y.S.2d 920, 926-27, 393 N.E.2d 994, 1000 (1979); 
Parkoffv General Tel. & Elec. Corp., 74 A.D.2d 762, 762-63, 425 N.Y.S.2d 599, 600-01 (1980), aff’d, 53 
N.Y.2d 412. 442 N.Y.S.2d 432, 425 N.E.2d 820 (1981); Wallenstein v. Warner, N.Y.L.J., May 9, 1978, at 
11, col. 3 (N.Y. Sup. Ct. 1978); Auerbach v. Aldrich, N.Y.L.J., Dec. 23, 1977, at 13, col. 5 (N.Y. Sup. 
Ct. 1977).

Only eight courts have denied summary judgment when confronted with a litigation committee's 
decision not to press suit. Evangelist v. Fidelity Management & Research Co., 15 Sec. Reg. & L. Rep. 
(BNA) 241 (D Md. Dec. 6, 1982); Watts v. Des Moines Register & Tribune, 525 F. Supp. 1311, 1329 
(S.D. Iowa 1981); Joy v. North, 519 F. Supp. 1312 (D. Conn. 1981), rev’d, 692 F.2d 880 (2d Cir 1982); 
Abella v. Universal Leaf Tobacco Co., 495 F. Supp. 713, 718 (E.D. Va. 1980); Maher v. Zapata Corp., 
490 F. Supp. 348, 353 (S.D. Tex. 1980); Gall v. Exxon Corp., 418 F. Supp. 508, 520 (S.D.N.Y. 1976); 
Zapata Corp. v. Maldonado, 430 A.2d 779, 787-89 (Del. Sup. Ct. 1981); Levy v. Sterling Drug, Inc., 
N.Y.L.J., Nov. 23, 1977, at 10, col. 3 (N.Y. Sup. Ct. 1977).

127. The SEC proposals would have directed courts to determine whether fees were reasonable with
out giving any weight to director or shareholder approval. See supra note 91 and accompanying text 
(discussing evolution of 1970 amendments); PPI, supra note 1, at 13.

128. PPI, supra note 1, at 13. The Supreme Court discussed what Congress did not do in amending 
the ICA in Burks v. Lasker, 441 U.S. at 483. According to the Court, Congress declined to require 
compulsory internalization of management and rejected the SEC proposal for the complete disaffilia
tion of companies from their advisors. Id ; see PPI, supra note 1, at 147-48; supra notes 2-4 (discussing 
unique corporate structure of mutual funds). Congress instead attempted to resolve the conflicts posed 
by external management by giving directors enhanced oversight responsibilities and by providing 
shareholders with access to federal courts for review of allegedly excessive advisory compensation.

129. ICA § 36(b)(2), 15 U.S.C. § 80a-35(b)(2) (1976).
130. Id
131. 441 U.S. 471, 478 (1979). In Burks shareholders of a mutual fund that had purchased Penn 

Central securities just before the railroad went bankrupt brought a derivative suit under the ICA, the 
Investment Advisor’s Act, 15 U.S.C. §§ 80b-l to 80b-2I (1976), and common law fiduciary principles 
against the fund’s advisor and some of the fund’s directors. 441 U.S. at 473-74.

Congressional reliance on the courts also is shown by section 36(b)’s pre
emption of the state business judgment rules.129 Section 36(b)(2) states: “In 
any such action approval by the investment company ... of such compensa
tion or payment shall be given such consideration by the court as is deemed 
appropriate under all the circumstances.”130 This section authorizes the courts 
to pay deference to the views of fund directors, but it also provides the judici
ary with the ultimate responsibility for deciding whether fees constitute a 
breach of fiduciary duty. Thus, in a section 36(b) action, courts are authorized 
to pay far less attention to the views of the board of directors than state busi
ness judgment rules normally require.

In dictum in Burks v. Lasker, the Supreme Court recognized that deference 
to the business judgment of the board was inappropriate in the context of a 
derivative suit brought by shareholders of a mutual fund.131 The Burks Court 
established a two-step analysis to determine whether the directors of a mutual 
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fund should be able to terminate a derivative suit brought under sections of the 
ICA other than section 36(b).132 Under the first step, the court must look to 
the applicable state law business judgment rule. If state law permits directors 
to terminate suits, the court must then decide whether such termination is con
sistent with the policy underlying the applicable federal statute.133 In Burks 
the Court held that the state business judgment rule was consistent with the 
policies of the federal statute and thus permitted the directors to discontinue 
the derivative suit, notwithstanding the fact that it might have been 
meritorious.134

132. 441 U.S. at 480.
133. Id
134. Id at 484-86. In Burks the fund appointed an independent litigation committee composed of 

five unaffiliated board members. The committee found the litigation was not in the fund’s best inter
ests. Id at 474. The district court entered summary judgment for the defendants. Lasker v. Burks, 426 
F. Supp. 844, 853 (S.D.N.Y. 1977). The Second Circuit reversed, holding that disinterested directors 
cannot “foreclose the continuation of nonfrivolous litigation brought by shareholders against majority 
directors for breach of fiduciary duties.” Lasker v Burks, 567 F.2d at ¡212. The Supreme Court then 
reversed the decision of the appellate court. 441 U.S. at 475.

135. Id at 484 (emphasis added).
136. Id. at 485 n.15. The Burks Court declined to accept the view of the Second Circuit that invest

ment company directors can never be truly disinterested in suits involving their co-directors. 567 F.2d 
at 1212. The Court reasoned that Congress would not have provided directors with a significant watch
dog role had it believed directors could not be impartial as a matter of law. 441 U.S. at 484. See also 
Lewis v. Graves, 15 Sec. Reg. & L. Rep. (BNA) 559 (demand not futile even though alleged wrongful 
activity approved by board); In re Kauffmann Mutual Fund Actions, 479 F.2d 257, 267 (1st Cir.) (ac
tion based on pre-1970 ICA; conclusory statements that demand futile insufficient to excuse demand), 
cert, denied, 414 U.S. 857 (1973); Phillips v. Bradford, 62 F.R.D. 681, 688 (S.D.N.Y. 1974) (allegation 
that unaffiliated director approved challenged transaction cannot create irrebuttable presumption that 
he would not entertain claim for relief against others); cf. Papilsky v. Berndt, 59 F.R.D. 95, 96 
(S.D.N.Y. 1973) (demand requirement affords corporation chance to vindicate rights that plaintiffs seek 
to uphold derivatively). But see Boyko v. Reserve Fund, 68 F.R.D. 692, 696 (S.D.N.Y. 1975) (futility of 
demand presumed when complaint alleged at least one person interested under § 2(a)(19) of ICA).

137. See Weiss v. Temporary Inv. Fund, Inc., 692 F.2d at 952 (Gibbons, J., dissenting) (state busi
ness judgment rule preempted by federal law when rule contravenes important policies underlying 
federal statute).

138. See id. (statement was not passing reference but integrally tied to court’s holding and reason
ing); Grossman v. Johnson, 674 F.2d at 121 n.12 (statement, although technically dictum, integral to 

The Court contrasted its holding in Burks with the rule that would prevail in 
cases brought pursuant to section 36(b). The Court discerned sufficient con
gressional intent to warrant a rule much less deferential to the views of the 
directors: “[W]hen Congress did intend to prevent board action from cutting 
off derivative suits, it said so expressly. Section 36(b) . . . added to the Act in 
1970, performs precisely this function for derivative suits charging breach of 
fiduciary duty with respect to advisor’s fees.”135

This statement recognizes the unique stature of a suit brought pursuant to 
section 36(b). Burks does not suggest that directors are inevitably too inter
ested to make a good faith decision not to sue the investment advisor.136 
Rather, the dictum suggests that deference to the directors’ decision to termi
nate litigation in a 36(b) context is inconsistent with the federal goal to ensure 
judicial review of an advisor’s fiduciary duty to charge reasonable fees. The 
requirement of demand is inconsistent if the result would be to end the litiga
tion.137 Although the Supreme Court’s statement in Burks is technically dic
tum,138 the distinction between section 36(b) suits and other derivative 
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litigation under the ICA buttresses the Fox court’s conclusion that sharehold
ers enjoy an indefeasible right to sue under section 36(b).

The Third Circuit has criticized Fox, arguing that even if a board is pre
cluded from exercising its business judgment to discontinue a 36(b) suit, other 
functions served by the demand requirement139 nevertheless justify requiring 
that a demand be made.140 The Third Circuit asserts that exempting share
holders from the demand requirement forecloses the possibility that approach
ing the board of directors might cause it to reexamine the wisdom of its prior 
decision to approve the advisory contract.141 If a demand is required, the 
board is afforded the chance to formulate corrective policies that might other
wise not be pursued. The board may exercise discretion to accept the demand 
and prosecute the action or resolve the grievance internally without resort to 
litigation.142 If the demand requirement is inoperative in a 36(b) context, the 
Third Circuit argues, then congressional intent to enhance the responsibilities 
of directors in the process of determining the advisory fee will be completely 
undermined.143

analysis and not gratuitous); Markowitz v. Brody, 90 F.R.D. 542, 562 (S.D.N.Y. 1981) (while statement 
formally dictum, it is dictum of most compelling sort).

139. See supra text accompanying notes 124-25 (identifying functions of demand requirement).
140. Weiss v. Temporary Inv. Fund, Inc., 692 F.2d at 942. The court declined to interpret the Burks 

dictum as suggesting that independent directors are inherently hostile to a shareholder’s suit and, there
fore, refused to excuse demand as a matter of law. The court held that ”[w)e are unable to divine from 
that opinion a per se rule that investment company directors are presumed to be self-interested.” Id. at 
940. The court asserted that the demand requirement is not inextricably linked to the business judg
ment rule and argued that the demand rule can have efficacy even when the board ultimately rejects the 
action and the court ultimately permits the plaintiff to sue. Id. at 941. The majority asserted that a 
statutory presumption of interest deprives the board of a chance to use internal corrective measures to 
avert vexatious litigation. Id.

141. Id
142. Id. at 940-41.
143. Id. at 942.
144. See supra notes 101-12 and accompanying text (discussing constraints on directors during fee 

negotiations).
145. In Evangelist v. Fidelity Management & Research Co., 15 Sec. Reg. & L. Rep. (BNA) 241 (D. 

Md. Dec. 6, 1982), the court denied summary judgment in a section 36(b) suit when the trustees of a 
money market fund decided not to sue the advisor after revising the fee schedule. Id. at 242. The court 
reasoned that it is the duty of the court, not the directors, to determine whether fees remained excessive 
after the revision. Id. In dictum, the court asserted that the demand requirement and business judg
ment rule have different purposes and different legal consequences. Under the view of the Evangelist 
court, the demand requirement determines whether the directors or the shareholders will bring suit; the 
business judgment rule determines whether directors’ decisions to cut off suit will bind the court and 
deprive plaintiffs of a cause of action. Whether the suit should be terminated has nothing to do with 
whether the shareholder has complied with the demand requirement of rule 23.1. Id.

The argument that demand should be required to allow a corporation to 
rectify its fee arrangement through renegotiation with its advisor is flawed on 
two counts. First, it is very unlikely that the same directors who originally 
failed to negotiate a fair fee would, upon receipt of a demand, convince the 
advisor to forego his contractual rights.144 Moreover, the failure to require a 
demand does not prevent directors from pursuing informal means of resolving 
the shareholders’ grievance while the section 36(b) litigation is pending. The 
few boards that would renegotiate the advisor’s contract if served with a share
holder demand can do so without the demand, and an agreement on a new 
contract may terminate the litigation if the contract is reasonable.145
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Refusing to allow the fund to assume control over meritorious litigation 
does not prevent it from making its views known to the court in an appropriate 
pleading.146 Indeed, section 36(b)(2) affirmatively authorizes the court to seek 
director and shareholder perspectives on the merits of the cause of action.147 
What the decision not to require a demand does do is to prevent the directors 
from assuming control over the litigation. The constraints on directors’ will
ingness to initiate litigation over the reasonableness of the advisor’s fees148 
raise doubts about the vigor with which directors would prosecute a claim con
trolled by a fund. Deference to the business judgment of the directors that 
litigation was not in the fund’s best interest would lead to the same result as 
unaggressive pursuit of judicial review of the reasonableness of a fee.149

146. Weiss v. Temporary Inv. Fund, Inc., 692 F.2d al 952-53 (Gibbons, J„ dissenting).
147. 1CA § 35(b)(2), 15 U.S.C. § 80a-35(b)(2) (1976). The corporation is free to plead that prosecu

tion of the claim will disrupt corporate decisionmaking, pose a serious threat to the welfare of the fund, 
and lead to the expenditure of enormous sums for litigation. The court may then weigh these factors in 
determining whether the cause of action is meritorious.

148. See supra notes 101-22 and accompanying text (discussing constraints on director willingness to 
initiate litigation).

149. See supra notes 126-38 and accompanying text (arguing that deferral would frustrate congres
sional policy to facilitate judicial review).

150. See supra text accompanying notes 124-25 (discussing functions of demand requirement).
151. Fed. R. Civ. P. 23.1 One district court comparing the protection afforded investors under 

section 16(b) of the 1934 Securities Exchange Act with that of 36(b) of the ICA argued that the contem
poraneous ownership standards of rule 23.1 apply in the 36(b) context because 36(b), unlike 16(b), is 
not designed to protect the noninvesting public at large. Markowitz v. Brody, 90 F.R.D. 542, 553-54 
(S.D.N.Y. 1981). Under a money market scheme, money paid by the investment company to the in
vestment advisor is unavailable to holders of securities. Id. There is no comparable impact on persons 
who were not holders of money market fund shares at the time the excessive fee was paid. Id. Thus, the 
Markowitz court argued that the rationale for disregarding the contemporaneous ownership require
ment in 16(b) was not applicable to 36(b) suits. Id

The Markowitz court also argued that the policy reasons behind the contemporaneous ownership 
requirement, that of avoiding champertous lawsuits, were protected in a section 36(b) cause of action. 
Id at 554 n. 10. The court acknowledged that the one-year statute of limitations of the ICA, see ICA of 
1970, § 20, 15 U.S.C. § 80a-35(b)(3), operates as an independent constraint on the strike value of law
suits. 90 F.R.D. at 554 n.10. The court, however, concluded this is insufficient to discourage the cham
pertous pursuit of claims less than one-year old. Id. Thus the court concluded that even in a 36(b) 
context the contemporaneous ownership standard of rule 23.1 may be required to preclude creating a 
market in vexatious, excessive advisory fee suits. Id.

152. See Note, supra note 25, at 168; Dykstra, The Revival of the Derivative Suit, 116 U. Chi. L. Rev. 
74,15-T1 (1975) (rationale of demand and ownership requirements is prevention of abuse of derivative 
action in “strike suits”).

153. Id
154. Id.

The final function that the demand requirement normally serves is to act as 
a restraint on frivolous or strike suits.150 Inasmuch as the holding in Fox 
removes potential obstacles to shareholder litigation, it increases the possibility 
of overburdening already heavy court dockets with time-consuming litigation. 
As one response to this danger, courts should continue to apply the contempo
raneous ownership151 standards of Federal Rule of Civil Procedure 23.1 as a 
means of preventing abuse of the derivative right of action.152 Without the 
contemporaneous ownership rule, there is a possibility that persons will 
purchase shares solely for the purpose of bringing suit.153 These shareholders 
might then attempt to settle the suit for private gain with no intention of serv
ing as a private attorney general seeking recovery for the fund.154 The con
temporaneous ownership requirement of rule 23.1 serves to prevent this abuse.
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The very nature of the section 36(b) cause of action will curtail unwarranted 
or improperly motivated litigation. Section 36(b) limits both the class of de
fendants and the recovery.155 First, an action cannot be maintained against 
any person other than the recipient of compensation or payment.156 Second, 
no damages or relief can be granted against any person other than the recipient 
of the compensation or payment.157 These restrictions reduce the incentive for 
plaintiffs’ lawyers to undertake this type of litigation when the advisor’s fee is 
not clearly excessive. One additional disincentive to bringing nonmeritorious 
actions is the provision that only actual damages resulting from breach of 
fiduciary duty can be recovered.158 Thus, while the Fox opinion allows share
holders easier access to the courts, disgruntled shareholders likely will seek 
judicial scrutiny of fees only when the cause of action is meritorious.

155. Id
156. Id
157. Id
158. Id The observation of Judge Friendly of the Second Circuit, made before Congress in 1967, 

supports the argument that, to the degree that funds negotiate fair fees, shareholders will not bring suits 
under section 36(b) because the likelihood of recovery will be too small. Mutual Fund Legislation of 
1967: Hearings on S. 1659 Before the Sen. Comm, on Banking and Currency, 90th Cong., 1st Sess. 1017 
(1967). In Judge Friendly’s words, “The economics are such that private actions will not be prosecuted 
unless there is a strong possibility of success: lawyers do not wish to spend years litigating against well 
financed defendants unless there are real prospects of financial rewards.” Id See generally Nutt, A 
Study of Mutual Fund Independent Directors, 120 U. Pa. L. Rev. 179, 198-99 (1971) (discussing court’s 
role in adjudicating legality of fees).

159. Fox, 692 F.2d at 261; see Weiss v. Temporary Inv. Fund, Inc., 692 F.2d at 953 (Gibbons, J., 
dissenting) (demand serves only to delay 36(b) litigation). But see id at 938 (demand can be promptly 
made and expeditiously considered so that suits will not be barred by one-year limitation); Grossman v. 
Johnson, 674 F.2d at 122 (court, utilizing equitable powers, may ensure that board not take inordinate 
amount of time to respond to shareholder’s demand).

160. In refusing to require a shareholder demand. Fox seemingly ignored the presumption that rule 
23.1, like all Federal Rules of Civil Procedure, applies to any civil suit in a federal district court unless 
application of the rule would directly conflict with a federal statute. Weiss v. Temporary Inv. Fund, 
Inc., 692 F.2d at 936 (citing Fed. R. Civ. P. 1; 28 U.S.C. § 2071 (1976)); Grossman v. Johnson, 674 F.2d 
at 122-23 (quoting 7 J. Moore, Moore’s Federal Practice H 86.04(4] (2d ed. 1980)); Markowitz v. 
Brody, 90 F.R.D. 542, 555 (S.D.N.Y. 1981). The response, of course, is that imposition of rule 23.1’s 
demand requirement would conflict directly with the policies underlying section 36(b), rather than the 
words of the statute itself.

Finally, the director demand requirement is inconsistent with the Act’s short 
statute of limitations. Under the Act, suits must be brought within one year of 
the accrual of the cause of action.159 Because a demand requirement imposes 
a delay on the filing of a complaint while directors evaluate whether the bene
fits of litigation outweigh its costs, challenges to allegedly excessive payments 
may be barred by the short statute of limitations. A demand requirement 
therefore would not serve any significant function in a section 36(b) suit and 
would frustrate congressional policy. The policy considerations accordingly 
support the Second Circuit’s conclusions in Fox that a shareholder suit under 
36(b) is not a normal derivative suit and a demand on the fund should not be 
required.160
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IV. The Unitary Investment Fund Alternative to Investment 
Companies—Elimination of Shareholder Voting and the 

Board of Directors as Watchdogs?

The SEC recently requested comment on two proposals that would signifi
cantly alter the structure of mutual funds.161 Some reform proponents argue 
that the changes would eliminate the need for investors to sue fund advisors 
over the size of their fees.162 If investors could be protected without resort to 
lawsuits, implementation of the proposals would render Fox obsolete.

161. See SEC Proposals for Industry Comment, supra note 109, at 85,615-18, 85,625-35.
162. Id at 85,617-18.
163. See supra notes 92-96 and accompanying text (discussing director responsibilities).
164. Id at 85,615; Phillips, De-Regulation Under the Investment Company Act—A Re-evaluation of 

the Corporate Paraphenalia of Shareholder Voting and Boards of Directors, 37 Bus. Law. 903 (1982).
165. SEC Proposals for Industry Comment, supra note 109, at 85,614-15; see supra note 1 (describing 

closed-end investment companies and front-end load mutual funds).
166. SEC Proposals for Industry Comment, supra note 109, at 85,615; see Phillips, supra note 164.
167. SEC Proposals for Industry Comment, supra note 109, at 85,615; see Mutual Fund Fact 

Book., supra note 1, at 9 (describing open-end funds).
168. SEC Proposals for Industry Comment, supra note 109, at 85,622 n.34.

This section first describes the motivations for altering the structure of mu
tual funds and outlines the SEC’s proposal to change funds from corporations 
to trusts called unitary investment funds (UIF). The section then considers 
whether an investor should have the right to sue the manager of a UIF over 
the size of his fee. It concludes that, until more detailed information is ob
tained, investors should be allowed to sue under a provision similar to section 
36(b). Finally, this section makes various proposals concerning the implemen
tation of the UIF proposal.

A. THE IMPETUS FOR ELIMINATION OF THE CORPORATE STRUCTURE

The SEC proposals question the need for a corporate structure for mutual 
funds. This approach differs from that of Congress which in the 1970 Amend
ments sought to protect investors by increasing the responsibilities of disinter
ested directors.163 According to the SEC, corporate structure was appropriate 
for investment companies in 1970 because of strong disincentives to the re
demption of shares.164 At that time, the industry consisted of closed-end in
vestment companies that sold shares not redeemable by the company at net 
asset value, and mutual funds, whose shareholders were subject to substantial 
sales loads or redemption fees and capital gains tax upon redemption.165 
These disincentives to redemption, similar to those imposed on the shares of 
other corporations, led Congress to apply the traditional corporate law mecha
nisms of shareholder voting and boards of directors to ensure that investment 
company advisors would be accountable for their actions.166

The post-statute phenomenon of an industry dominated by open-end money 
market funds has prompted the SEC to reevaluate the assumption that corpo
rate structure provides the best regulatory framework for the mutual fund in
dustry.167 Open-end money market funds will redeem shares at any time 
without charging a sales load or redemption fee.168 These funds invest in sta
ble short-term debt instruments enabling investors to redeem shares without 
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incurring tax liability.169 The disgruntled investor who believes a fund’s advi
sory fees are exorbitant can simply redeem his shares. The industry observers 
refer to the shareholder’s bargaining power as the ability “to vote with his 
feet.”170 The SEC proposals are based on the premise that to express dissatis
faction with management policy, the shareholder’s ability to redeem is more 
effectively and widely used than the more elaborate proxy mechanism.171 The 
SEC, therefore, is seeking to reduce the expenses of fund operations by elimi
nating the corporate structure.172

169. Id. at 85,622-23; see supra note 1 (discussing structure of money market funds).
170. Frankel, supra note 1, at 918.
171. SEC Proposal’s for Industry Comment, supra note 109, at 85,625.
172. Id. at 85,613. Funds spend as much as $13.5 million a year on proxy solicitation expenses. See 

id at 85,613 n.67. According to an experienced investment company attorney, Stephen K. West, direc
tors’ fees and the expenses of hiring outside counsel may cost the industry as much as $28 million per 
year. Speech by Steven K. West, Esq., General Meeting of the Investment Company Institute (May 1. 
1980) [hereinafter West Speech] (copy on file at Georgetown Law Journal).

The SEC proposals are limited to open-load money market funds. The SEC does not believe that 
investors in funds that do not offer cost-free redemption will be adequately protected under a UIF 
framework. SEC Proposals for Industry Comment, supra note 109, at 85,615 n.l.

173. Id. at 85,616. This alternative was suggested by an experienced investment company attorney, 
Stephen K. West. West presented the details of his unitary fund scheme in a speech before the Inves- 
ment Company Institute. See West Speech, supra note 172. At a recent SEC Conference on Mutual 
Fund Governance, West again urged creation of this alternative form of investment company. See 
SEC Major Issues Conference Addresses Banking, Mutual Funds, Stock Markets, 14 Sec. Reg. & L. 
Rep. (BNA) 1747, 1748-49 (Oct. 15, 1982). West’s proposal incorporates features of European funds, 
which are already available in trust form, and common law trusts. See SEC Proposals for Industry 
Comment, supra note 109, at 85,630 n.88 (similarity to common law trusts); io! at 85,631 n.94 (similarity 
to British and European funds).

Although the SEC proposal envisions the UIF as an alternative rather than a mandatory form of 
mutual fund governance, the ability to eliminate the trouble and expense of directors and shareholder 
voting will act as a powerful incentive for mutual fund sponsors to adopt the UIF structure.

174. SEC Proposals for Industry Comment, supra note 109, at 85,630. See also West Speech, supra 
note 172, at 4-5.

175. Id.
176. Id.
177. See infra text accompanying note 205 (director review and shareholder voting may restrain

fees).

B. THE UNITARY INVESTMENT FUND PROPOSAL

In recognition of these changes, the SEC has made several proposals to 
change the structure of the industry. One major reform proposes the creation 
of a new optional form of mutual fund called a unitary investment fund 
(UIF).173 A UIF is a trust, the trustee of which will be the manager of the 
investment pool for the life of the trust. A trust indenture, or contract, will 
detail fund objectives, fees, and charges to shareholder accounts.174 The in
vestment manager will be unable to amend the contract during the initial start
up period of the fund, approximately five years in duration.175 At the expira
tion of this five-year period or, if necessary, during this initial period, the trust 
manager may amend the contract by petitioning the SEC to approve the pro
posed changes.176

The UIF eliminates the entire corporate structure, including boards of direc
tors and shareholder voting. Eliminating the corporate structure may facilitate 
management’s procurement of improper benefits at the expense of investors: 
not only excessive fees,177 but other forms of self-dealing as well.178 For exam
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pie, independent directors serve on audit and ethics committees to police the 
activities of advisors or broker affiliates who have conflicts of interest with the 
investment company. 9 UIFs should be instituted only if the costs that funds 
will save by paring ti.eir corporate structures will exceed the probable addi
tional costs to funds caused by management self-dealing.

It is likely that the cost savings will justify the application of the UIF con
cept to money market funds more than to equity funds. In a money market 
fund, the critical concerns are highly operational180 and unlike equity funds do 
not require many decisions placing management in situations of conflict of 
interest, such as allocating brokerage fees. The directors’ watchdog role, there
fore, is much less essential.181

Even though money market funds are more suited to elimination of direc
tors, in its UIF proposal the SEC is unwilling to trust competition to act as the 
sole restraint on management of equity funds as well.182 Rather, a statute will 
set the upper limit for the total management fee.183 The SEC will be empow
ered to adjust the maximum to reflect changes in market conditions.184 Under 
the proposal, the Commission will replace independent directors as watchdogs 
over the activities of the UIF managers. Although the UIF proposal is in
tended to reduce the burden and cost of operating a fund, it may result in 
cumbersome ratemaking and regulatory procedures185 and greater total

178. See Freedman, The Suggested Unitary Investment Company, A Contrary View, 38 Bus. Law. 
653, 656 (1980) (arguing that independent directors provide important protections not afforded by UIF 
alternative).

179. See Freedman, supra note 178, at 659. Freedman describes in depth the functions independent 
directors perform to protect investors apart from reviewing the advisory contract. For example, the 
directors review transactions by persons affiliated with the investment advisor to ensure that any 
purchase or sale by such affiliated person of any security held by the company is not deceptive, fraudu
lent, or manipulative. See also Summary of Comments Made During Meeting of BN A Advisory Board 
in Response to SEC Release No. 12888 Requesting Comments on Suggested Reforms of Mutual Fund 
Governance (March 1, 1983) (comment of Richard Phillips, partner in law firm of Kirkpatrick. Lock
hart) (while directors may not be arms length bargainers, negotiation not sum total of directors' effec
tiveness) [hereinafter BNA Meeting] (copy on file at Georgetown Law Journal).

180. According to a leading commentator, these highly operational concerns include “daily valua
tion of the fund's net assets, maintenance of a constant net asset value, the relationship between yield 
and portfolio quality, the development of internal controls over transfer agent and custodial functions 
and the adequacy of administrative services in dealing with the large number of shareholder inquiries 
and services.” Phillips, supra note 164, at 911-12.

181. Id.
182. SEC Proposals for Industry Comment, supra note 109, at 85,617.
183. This statutory maximum is analogous to state laws that provide a “cap” on the fees trustees may 

charge beneficiaries. See Freedman, supra note 178, at 654. Experience with these laws shows that the 
maximum advisory fee rate is likely to become the normal rate charged by managers. Letter from 
Albert D. Jordan, Cole & Dietz, to George A. Fitzsimmons, Secretary of SEC (February 13, 1983) at 10 
[hereinafter Cole & Dietz Letter] (copy on file at Georgetown Law Journal).

The SEC Release suggests other means of policing the potential conflicts of interest between an 
investment manager and UIF shareholders. For example, directors’ responsibilities could be assigned 
to an independent expert or to the board of directors of the investment advisor. SEC Proposals for 
Industry Comment, supra note 109, at 81,633. Independent experts could not. however, provide the 
continuous supervision accorded by a board with fiduciary duties. Substituting the board of directors 
of the investment advisor as watchdogs will only aggravate the potential sources of conflict.

184 See SEC Proposalsfor Industry Comment, supra note 109, at 85,631. Under the reform propos
als, the SEC would play a far more active role in overseeing the operation and dissolution of UIFs. For 
example, to amend the advisory contract during the initial five-year period, an advisor would have to 
contact the SEC and request an exemption from the UIF prohibition against amendments. Id.

185. Letter from Gardner, Carlton & Douglas to George Fitzsimmons, Secretary of the SEC (Feb. 
17, 1983) at 4-5 [hereinafter Gardner Letter] (copy on file at the Georgetown Law Journal). Moreover, 
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costs* 186 than the current structure.

because UIF registration statements under the 1933 Securities Act and 1940 ICA would have to be 
declared effective by the SEC before a UIF could issue shares, the SEC staff would have to examine 
closely the investment management contract and the disclosures furnished to investors in the fund’s 
prospectus. Freedman, supra note 178, at 657; see BNA Meeting, supra note 179, at 3 (noting that SEC 
oversight of trust manager’s activities would be “re-regulation” rather than “de-regulation”).

186. Under the proposed fiscal 1984 budget that would result in 125 permanent staff reductions, the 
SEC may lack the personnel to carry out these functions. See Wirth Criticizes Shad For Failing to 
Challenge Proposed Budget Cuts, 15 Sec. Reg. & L. Rep. (BNA) 557 (March 18, 1983) (Chairman of 
House Subcommittee that reviews SEC expenditures alarmed by SEC Chairman Shad’s failure to assail 
budget cuts); Breaking With Chairman, SEC Members Say 1984 Budget Should Be Increased, Not Cut, 
15 Sec. Reg. & L. Rep. (BNA) 602 (March 25, 1983) (four commissioners request four percent increase 
in staff positions, rejecting six percent cut advocated by Chairman Shad). Not only are cutbacks incon
sistent with the creation of a new regulatory scheme that calls for extra surveillance, but the proposal 
would shift watchdog costs from mutual fund investors to the general public.

187. Hudson, SEC Drafts Proposalfor Mutual Funds to Police Themselves on Voluntary Basis, Wall 
St. J., Jan. 17, 1983, at 56, col. 1. But see Freedman, supra note 178, at 666 (self-regulatory group not 
directly relevant to UIF proposal and would serve as substitute for Commission inspection).

188. Phillips, supra note 164, at 911-12. In a recent district court decision, Judge Pollack expressed 
this viewpoint: “In a very real sense an account in a money market fund is more like a bank account 
than a traditional investor in securities, and unlike an equity stock investment or other types of securi
ties.” Gartenberg v. Merrill Lynch Asset Management, Inc., 528 F. Supp. 1038, 1042 (S.D.N.Y.), affd, 
694 F.2d 923 (2d Cir. 1982). But see Frankel, supra note 1, at 913 (whereas bank promises depositor 
fixed return and assumes both risk and benefit of investing deposit, risk and gain from portfolio of 
money market fund are borne by shareholder).

189. Phillips, supra note 164, at 912; Hudson, supra note 187, at 56, col. 1
190. Phillips, supra note 164, at 912; see also Commission Agrees to Seek Comments on Inspections 

SRO For Mutual Funds, 15 Sec. Reg. & L. Rep. (BNA) 301 (Feb. 11, 1983). Industry opponents are 
concerned that the SEC, whose investigatory arm currently is unable to keep pace with rapid industry 
growth, will follow industry inspectors into funds and impose severe penalties for rule infractions.

191. See Cole & Deitz Letter, supra note 183, at 11 (bank examiners have not been very successful 
watchdogs and use of similar examiners for mutual funds will entail significant expense; independent 
directors would be more familiar with fund operations and provide better supervision).

An SEC proposal to create a voluntary self-regulatory organization for the 
money market industry,187 although unrelated in origin to the UIF proposal, 
could lead to an alternative form of investor protection to replace directors. 
The banking industry, which like money market funds is concerned largely 
with the transfer of funds, already uses such regulation.188 The proposed self- 
regulatory organization would have investigatory powers and the authority to 
recommend improvements.189 It would not, however, have any enforcement 
powers over participating funds, or any powers at all over funds that did not 
join the organization.190 It is likely that the self-regulatory organization would 
entail significant costs and be an ineffective watchdog.191 Nevertheless, if the 
program appears to be successful, Congress could require all funds to join a 
similar organization or one with greater powers.

Although the UIF proposal clearly would reduce the expenses of operating a 
fund, it is unclear that investors would be as well-protected from management 
self-dealing by the SEC or by a self-regulatory organization as they have been 
by independent directors and shareholder suits. It is against this backdrop, 
nevertheless, that the utility of shareholder suits under section 36(b) now must 
be weighed.

C. THE ROLE OF SECTION 36(b) IN THE UIF PROPOSAL

The SEC has made a preliminary determination that the right of sharehold
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ers to sue to recover excessive management fees, granted by section 36(b), 
should remain applicable to UIFs.192 This position is based on several factors, 
each of which are subject to dispute.

One area of dispute concerns the efficacy of competition to hold down man
agement fees if investors are supplied with adequate information about the 
amount of those fees. Advocates of the abolition of investor standing to sue in 
federal court argue that so long as investors can “comparison shop,” the ease 
with which they can redeem shares makes litigation unnecessary.193 They 
point to the enormous transfer of funds from money market funds to banks’ 
money market deposit accounts194 and Super Now Accounts during late 1982 
and early 1983 as evidence that investors will redeem shares and switch to 
superior investment vehicles.195 A major obstacle to competition based on ad
visor fees in the corporate setting, they say, is that it is very difficult for inves
tors to compare fees. Services provided by advisors vary from fund to fund, 
and the compensation paid for each type of service is not itemized. Each UIF, 
on the other hand, would establish in its trust indenture a fixed percentage of 
the fund's total assets to which management would be entitled each year and 
from which it would have to pay almost all expenses.196 The presence of this 
percentage in the indentures would make it very easy for investors to compare 
fees.197 Moreover, the sponsor would be allowed to increase its fee only after

192. SEC Proposals  for Industry Comment, supra note 109, at 85,638.
193. See West Speech, supra note 172, at 8-9. In addition to redemption, the SEC proposes that 

shareholders may express dissatisfaction with management through referendum rights comparable to 
rights conferred upon shareholders of pre-existing common law trusts by section 16(c) of the ICA, 15 
U.S.C. § 80a- 16(c) (1976). SEC Proposals for Industry Comment, supra note 109, at 85,616.

194 The Depository Institutions Act authorized money market deposit accounts (MMDAs) in bank
ing and thrift institutions by freeing the institutions from government-imposed ceilings on the amount 
of interest they could pay on savings accounts. These accounts, federally insured up to $100,000. were 
intended to assist banks to compete against money market funds for the consumer dollar. N.Y Times, 
Mar. 16, 1983. at DI, col. 2. The principal features of a money market deposit account are: (I) An 
initial deposit of no less than $2,500; (2) an average balance requirement of no less than $2,500; (3) no 
minimum maturity requirement; (4) no interest rate ceiling on deposits which satisfy the initial and 
average balance requirements; and (5) availability to all depositors. 47 Fed Reg. 53, 711 (1982) (codi
fied at 12 C.F.R. § 1204.122).

195. NOW accounts, first offered in January, 1983, include the following features: (1) $2,500 mini
mum initial and average balance requirement; (2) no interest rate ceiling when the average balance is 
equal to or in excess of $2,500; (3) the NOW account interest rate ceiling applies when the average 
balance is less than the minimum allowed; and (4) unlimited deposit and withdrawal. 47 Fed. Reg. 
56,322 (1982) (codified at 12 C.F.R. § 1204) When the new money market deposit accounts debuted in 
December of 1982, money market fund industry representatives did not believe the government insur
ance and high yield offered by banks would provide sufficient incentive for customers to redeem their 
shares and invest in MMDAs. See Mutual Funds See No Threat From High Interest MMDAs, 14 Sec. 
Reg. & L. Rep. (BNA) 2237, 2238 (Dec. 24, 1982). This early optimism has changed, however, in the 
wake of fierce competition from the MMDA’s and Super NOWs. Assets invested in money market 
funds have dropped about 12.8% since the announcement of the new bank deposit accounts. The 
MMDAs, on the other hand, had gained about $147 billion in deposits by January 12, 1983, and Super 
NOWs leaped to $8.3 billion in the first week of 1983. See MMDAs and Super NOWs: the Money 
Market Response, 15 Sec. Reg. & L. Rep. (BNA) 277, 278 (Feb. 4, 1983).

It remains to be seen whether MMDAs and Super NOWs will continue to entice investors from 
money market funds and force advisors to reduce fees to attract depositors. Banks have recently re
duced the high interest rates offered on MMDAs. Additionally, money market funds may begin to 
insure deposits. See Two Investment Firms Plan to Offer Insured Money Market Fund Accounts, 15 Sec. 
Reg. & L. Rep. (BNA) 303-04 (Feb. 11. 1983). For these reasons, it is likely that the decline in money 
market fund assets will stop in the months ahead.

196. West Speech, supra note 172, at 6-8.
197. BNA Meeting, supra note 179, at 2 (comment of Sidney Mendelsohn, former director of SEC 
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giving advance notice to investors.* 198

Investment Management Division) (information conveyed to investors by UIF represents “disclosure at 
its best" and would place investors in better position to understand fund’s performance and expenses).

198. Mutual Funds and Investment Management Conference Panel on Corporate Governance for 
Mutual Funds, Unitary Investment Companies, Outline of Remarks by Stephen K. West, (Mar. 24, 
1983), at 2 (copy on file at Georgetown Law Journal} [hereinafter West Remarks],

199. BNA Meeting, supra note 179, at 2 (comment of Richard Phillips, partner in law firm of Kirk
patrick, Lockhart).

200. Id.
201. The amount by which fees are excessive would be quite small compared to return on invest

ment. For example, in Gartenberg v. Merrill Lynch Asset Management. Inc., 694 F.2d at 926, the court 
determined that the management fee amounted to .288% of fund assets. Assume that this fee was 33% 
over a fair fee, and that the fund obtained a return of 10% on investments before deduction of manage
ment fees. Under the fee actually paid in Gartenberg, investors would be paid 9.712%. If the fee were 
at the “fair” level, investors would be paid 9.784%. The differences in rates of return on investment 
between funds would tend to hide the small percentage effect of the overpayment. This small effect in 
terms of percentages would have a large effect in terms of dollars. In September 1981, the Merrill 
Lynch money market fund had assets of $19 billion. Gartenberg, 694 F.2d at 925. The manager would 
receive about $55 million at a .288% rate, but only about $41 million at a .216% rate, a difference of 
about $14 million.

202. Gartenberg, 694 F.2d at 929. The lack of importance to investors of advisor fees is indicated by 
the absence of advertising by funds that their fees are lower than those charged by comparable funds. 
Id If the SEC believes that knowledge of the size of fees would affect investment decisions, it could 
require funds to advertise their fees. Such a requirement could provide an incentive for fund advisors 
to make cost reductions in services in order to attract consumers.

203. SEC Proposals for Industry Comment, supra note 109, at 85,628. For example, the price of 
shares may be depressed and the investor may choose not to redeem at the then available price.

204. See West Speech, supra note 172, at 8 (unitary structure will allow investor to make choice, 
make it clear that he must make choice alone, and let marketplace determine success of fund).

205. SEC Proposals for Industry Comment, supra note 109, at 85,637.

Critics of the elimination of investor standing are able to rebut this argu
ment on three grounds. First, the fixed, all-inclusive UIF management fee is 
“neither as fixed nor as inclusive as it appears to be,” because it excludes pay
ment for shareholder servicing or transfer.199 These fees, which consitute the 
most expensive component of fund management, are also the most variable 
portion of fund costs.200 It is therefore unclear that the proposal will make 
comparison of fees much easier.

Even if adoption of the UIF proposal would facilitate comparison of fees, 
the overriding interest of investors is in the funds’ investment performance, not 
in management compensation. As long as fees have only a minimal effect on 
returns on investment,201 very few investors will make their investment deci
sions based on management fees.202 Although the proposal would protect 
those investors who invest in a fund based on its fees, it would not adequately 
protect the interests of a majority of holders of securities. This majority needs 
the protection of a mechanism that allows other investors or lawyers to per
form a watchdog role through the initiation of litigation.203

Another area of dispute concerns whether the elimination of the corporate 
structure would hold down fees. Proponents of the UIF proposal argue that 
investors now mistakenly rely on directors to keep advisor compensation in 
line. Without independent directors, investors would recognize that they had 
the sole responsibility to compare fees and determine their reasonableness.204 
Opponents respond that the mere existence of requirements that directors and 
shareholders approve fee contracts potentially deters management from charg
ing excessive fees.205
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The argument for abolition of a 36(b) right of action therefore is met ade
quately by considering the position of investors within the industry. Oppo
nents of the elimination of a right of action also argue that the existence of a 
right of action deters excessive fees.206 During the 1960s, mutual funds altered 
their payment schedules to managers from a flat rate schedule to a scaled down 
fee that took into account the economies of scale engendered by the quantum 
leap in fund sales. The reduction, however, did not arise from market forces or 
the voluntary actions of advisors. Rather, shareholder litigation prompted the 
change in policy.207

206. Id. at 85,638.
207. See supra notes 79-88 and accompanying text (discussing shareholder litigation in the 1960s 

resulting in reduction of advisory fees).
208. See supra note 1 (discussing Wharton Report).
209. See supra note 1 (discussing PPI industry study).
210. In Gartenberg, the district court found the fee schedule to be the product of a series of negotia

tions by six independent fund trustees with the Manager between 1977 and 1979 which resulted in a 
reduction in the rate of compensation as the fund grew in size. 528 F. Supp. at 1055. The trustees were 
found to be competent, independent, and conscientious in the performance of their duties; they were 
furnished with sufficient information to evaluate the contract, and they had thoroughly reviewed and 
weighed all facts pertinent to the fee after negotiations. Id.

Although the Second Circuit affirmed the district court’s dismissal of the suit, it refused to hold that 
the fee contract was fair and reasonable. Gartenberg, 694 F.2d at 933. Rather, the court concluded only 
that the appellants failed to prove that the advisor breached his fiduciary duty by a preponderance of 
the evidence. Id.

211. The Commission’s preliminary conclusion is to effect changes legislatively rather than adminis
tratively. The administrative approach has been rejected because it may represent an overextension of 
the Commission’s authority under section 6(c) of the ICA, 15 U.S.C. § 80a-(6) (1976), and would permit 
changes to be implemented in only a piecemeal fashion. SEC Proposals for Industry Comment, supra 
note 109, at 85,618.

212. At a recent investment management conference, Stephen West, the originator of the UIF propo
sât supra note 173, suggested initially limiting the scheme he first advanced in 1980 to no-load money 

D. STUDY AND POSSIBLE IMPLEMENTATION OF THE UIF PROPOSAL

Although the position of the investor in a mutual fund and the history of 
mutual funds suggests that independent directors and the section 36(b) right of 
action should be retained, the SEC should not simply reject the UIF proposal. 
Rather, the Commission should conduct a detailed study of industry changes 
since the passage of the 1970 amendments similar to the 1962 Wharton Report 
commissioned by the SEC208 or the SEC’s 1966 study.209 The study should 
address the utility of independent directors as watchdogs over investment advi
sors210 and the efficacy of section 36(b) as a protective mechanism.

If the SEC study ultimately concludes that the UIF scheme is meritorious, 
the proposal should be incorporated into legislative recommendations. Al
though legislative action probably would take several years, changes should be 
implemented only by legislation, because the changes would be a dramatic 
departure from the approach the 1970 amendments took in enhancing the role 
of independent directors.211 Such legislation should provide the SEC with 
broad rulemaking authority that would permit sufficient flexibility to imple
ment the new scheme.

Initially, such an act should limit application of a UIF scheme to money 
market funds.212 Money market funds, as mass-marketed investment prod
ucts, seem better suited to the UIF proposal than other funds because of the 
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absence of any constraints on the ability of investors to redeem their shares in 
a fund and invest in alternative investment vehicles with higher yields or lower 
management fees.213

market funds. West Remarks, supra note 198, at 1. This limitation is consistent with the SEC’s prelimi
nary inclinations. See SEC Proposals for Industry Comment, supra note 109, at 85,639.

213. See supra notes 164-71 and accompanying text (discussing ability of money market investors, 
unlike investors in other types of investment companies, to redeem shares cost-free).

214. See Frankel, supra note 1, at 916 (legislative history provides little insight into standards to be 
applied). See also Gartenberg v. Merrill Lynch Asset Management, Inc., 528 F. Supp. at 1067 (citing 
Frankel approvingly).

215. See 1969 Sen. Rep., supra note 2, at 4901.
216. PPI, supra note 1, at 13.
217. ICA § 35(b)(2), 15 U.S.C. § 35(b)(2) (1976); see supra note 40 (quoting section 36(b)).
218. See supra note 91 (discussing evolution of amendments from reasonableness standard to fiduci

ary duty principle).
219. See 1969 Sen. Rep., supra note 2, at 4909.
220. Mutual Fund Amendments: Hearings on HR 1195, S. 2224, HR 13754 & HR 14 Before the 

Subcomm, on Commerce and Finance of the House Comm, on Interstate and Foreign Commerce, 91st 
Cong., 1st Sess. 188 (1969) (memorandum of Philip Loomis, General Counsel, SEC) [hereinafter Fund 
Hearings}.

V. The Future of Section 36(b)

The desirability of retaining section 36(b) and Fox's elimination of the de
mand requirement make it likely that more courts soon will be appraising ad
visors’ fees. Because the demand requirement of rule 23.1 has acted as an 
obstacle to shareholder access to the courts, the judiciary has not yet had an 
opportunity to define adequately the parameters of an advisor’s fiduciary duty 
not to receive excessive compensation. Future courts will look to the volumi
nous legislative history of the 1970 amendments to shed fight on the nature of 
the fiduciary duty and thus on the standards to be applied in reviewing fee 
contracts.

Although the legislative history of the Act does not clearly indicate the na
ture of the advisor’s duty,214 it does provide some hints as to what the duty is 
not. Congress rejected the corporate waste of assets standard as “unduly re
strictive.”215 It also explicitly refused to adopt SEC recommendations that 
courts determine whether fees were reasonable without giving any weight to 
director or shareholder approval of the contract,216 specifying that courts give 
such approval the weight that the courts deem appropriate.217 Congress also 
switched from the principle of reasonableness of fees, incorporated in two pro
posed bills that failed to pass, to the principle of fiduciary duty.218 This 
change arguably suggests that reasonableness of the fee is not the test to deter
mine whether the advisor breached his duty. The change in language, how
ever, seems to exalt form over substance because section 36(b)(2) commands 
courts to weigh all pertinent factors in the fee negotiation process. Considera
tion of all factors seems similar to a reasonableness test.

Given the lack of congressional specificity, what are the factors that a court 
should consider? In 1969 the SEC General Counsel proposed to Congress six 
factors to consider in determining whether a mutual fund fee arrangement 
breaches an advisor’s fiduciary duty.219 These include: (1) the nature, quality, 
and extent of the services rendered;220 (2) the extent to which economies of 
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scale and common management (in the case of a fund complex)221 were shared 
with the fund;222 (3) whether the advisor made comparable charges to other 
investors and whether the charges were the industry norm;223 (4) whether the 
directors approved and the shareholders ratified the fee contract;224 (5) 
whether the advisor completely and effectively disclosed all pertinent informa
tion;225 and (6) whether the directors’ contract deliberations were a matter of 
substance or a mere formality.226

221. Fund complexes are groups of funds that have different types of investment objectives but com
mon management. See PPI, supra note 1, at 47; see supra note 9 (discussing development of mutual 
fund complexes).

222. See Fund Hearings, supra note 220, at 188 (memorandum of Philip Loomis, General Counsel, 
SEC).

223. Id.
224. Id. at 189; see 1969 S. Rep., supra note 2, at 4909-10. See generally Note, Mutual Fund Advisory 

Fees—Too Much For Too Little? 48 Fordham L. Rev. 530, 543-46 (1971) (discussing possible stan
dards for courts to apply in evaluating breaches of fiduciary duty).

In Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F.2d at 930, the court suggested that 
even if both fund advisors and trustees acted in a responsible fashion during negotiations, the fee could 
nevertheless be so large as to constitute a breach of fiduciary duty. The court listed the following 
factors as a guideline for determining whether the size of the fee constitutes a breach of fiduciary duty: 
advisor’s cost in providing services, nature and quality of services, extent to which advisor realizes 
economies of scale as fund grows larger, and volume of orders processed. Id. at 930.

225. See ICA, 15 U.S.C. § 80a-35(b)(2) (1976).
226. See 1969 S. Rep., supra note 2, at 4909-10; Rogers & Benedict, supra note 16, at 1124 (arguing 

that fully informed, independent board of directors rather than courts should have primary responsibil
ity for determining fairness of management fees). Rogers and Benedict argue that courts should focus 
on completeness of marketplace, composition of the board of directors, the type and quality of the 
information weighed by the board, and the thoroughness and good faith of the fee negotiations. Id.

227. See Phillips, supra note 164, at 912-13; Frankel, supra note 1, at 918.
228. See Phillips, supra note 164, at 918.
229. See Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F.2d at 925 (discussing services 

rendered investors in money market funds).
230. Phillips, supra note 164, at 912-13.

Although these guidelines may be a starting point to a court’s analysis, the 
importance of each factor will vary from case to case, depending first on 
whether the fund at issue is an equity or money market fund.227 Professional 
portfolio management is the most important service rendered by an advisor of 
an equity fund. A well-managed fund grows, producing economies of scale in 
management expenses.228 Courts must be careful not to penalize an advisor 
for his good management, and yet also must prevent the payment of excessive 
fees that will result if fees are computed as a fixed percentage of portfolio 
value. In determining when fees constitute overreaching, courts might con
sider the size of fees paid to advisors of funds of similar size providing analo
gous services.

In contrast, portfolio management is a minor component of money market 
fund management costs. The heaviest expenses incurred by money market 
funds arise from processing the large volume of daily sales and redemp
tions.229 These expenses are related to the frequency of transactions, size of 
the average accounts, and ancillary services provided by the manager.230 Econ
omies of scale, therefore, are less than for equity funds.

Investment advisors receive indirect benefits from money market funds that 
courts, if practicable, should consider in determining if the advisor breached 
his fiduciary duty. The advisor and his broker affiliates certainly profit from 
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the “float” arising from fund transactions.231 Moreover, shareholders may buy 
non-fund services, called “fall-out,” provided by the advisor and broker affili
ates.232 The financial benefit of the fall-out and float may be difficult to prove 
quantitatively.233 Shareholder plaintiffs will have to use discovery to provide 
the courts with probative evidence of their value and show that these factors 
were not considered during the fee contract negotiations between the advisor 
and the board.234

231. Gartenberg v. Merrill Lynch Asset Management, lnc„ 694 F.2d at 932. Interest is earned by the 
broker's affiliate from the date the fund issues a redemption check until the date it clears. Id.

232. Id. at 926-27.
233. Id. at 932. The district court suggested that fall-out and float benefits could not be quantified 

because of the inability to determine what percentage of a shareholer’s business would have gone to the 
broker affiliate if the fund did not exist. 528 F. Supp. at 1056. The Second Circuit, however, believed 
computer programs could be devised that would enable complaining shareholders to determine these 
offset benefits. 694 F.2d at 932.

234. In Gartenberg it remained a matter of “speculation” whether shareholders could shoulder the 
burden of proof by providing more probative evidence of the broker’s processing costs, the offsetting 
benefits realized by the advisor from business generated by shareholder accounts, and the “float” the 
broker affiliate may have gained. 694 F.2d at 933.

235. See supra notes 173-85 (discussing SEC proposal to create UIF without a board of directors).
236. The carefully circumscribed remedy provided by section 36(b) precludes courts from wielding 

too much power. The procedural provisions such as a short statute of limitations and the requirement 
that advisors disgorge only excessive fees sharply limit potential recovery. See supra note 43 (discuss
ing comprehensive regulatory scheme).

237. See 1969 Sen Rep., supra note 2, at 4902. The Senate Report describes two layers of investor 
protection: first, by disinterested director negotiation of fees; second, by shareholders securing recovery 
for the funds under 36(b). Section 36(b) is thus designed to both strengthen the ability of the unaffili
ated directors to deal with the management fee problem and provide a means by which federal courts 
can effectively enforce the advisor’s fiduciary duty under 36(b). Id. at 4903.

238. See supra note 184 and accompanying text (discussing ability of SEC to replace board of direc
tors as watchdogs of trust manager). As an alternative to Commission oversight, the staff of the Invest
ment Management Division might consider selecting independent counsel and auditors otherwise 
unaffiliated with the advisor to monitor the trust manager’s performance. This proposal would entail 
developing objective criteria for selection, a mode of evaluating whether the auditor or counsel main
tained their independent status, industry-wide consensus on how these new independent watchdogs 
would be compensated, and appropriate standards for their due diligence review of independent 
directors.

Although courts have the resources to determine the appropriateness of ad
visor fees, they arguably will lack the necessary expertise if the SEC success
fully submits a CJIF proposal to Congress that eliminates the corporate 
structure.235 The elimination of independent directors will leave the courts as 
the sole evaluators of management fees.236 The courts will not receive input 
from the approval of the contract by independent directors and 
shareholders.237

The elimination of these initial layers of review heralds the emergence of 
courts as the prime regulators of advisory compensation. This raises, however, 
the spectre of too great an interference in the conduct of the private sector. In 
adopting section 36(b), Congress struck a balance between protecting the in
vesting public and promoting the entrepeneurial spirit of investment company 
managers. Replacement of directorial evaluation of fee arrangements with 
that of an independent body, either the SEC238 or a self-regulatory organiza
tion. will also alter the balance established by Congress in 1970. Any attempt 
to regulate under or amend the Investment Company Act should not substan-
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tially change the balance between fund freedom and investor protection struck 
by the 1970 amendments to the ICA and furthered by the Fox decision.

Conclusion

The Second Circuit in Fox eliminated a potential stumbling block to share
holder challenges to mutual fund advisor fees. By exempting shareholders 
from the director demand requirement of Rule 23.1, Fox opened courts’ doors 
to investors who believe an investment advisor breached his fiduciary duty by 
receiving excessive compensation. In so ruling, the court furthered the con
gressional goal of protecting shareholders from excessive fees without threat
ening funds with a flood of litigation or preventing them from foreclosing 
litigation by rectifying the alleged overpayment internally. Recent proposals 
before the SEC would disrupt the laudable balance achieved by the Fox opin
ion. The SEC and Congress should be reluctant to disturb the current system 
of providing shareholders with the opportunity to insure that mutual fund 
managers do not receive excessive compensation.

Cynthia Leigh Kahn





CASE COMMENT

Requiring Omniscience: The Duty to Warn of 
Scientifically Undiscoverable Product Defects

Beshada v. Johns-Manville Products Corp., 90 N.J. 191, 447 A.2d 539 (1982)

In Beshada v. Johns-Manville Products Corp.the New Jersey Supreme 
Court held that the state-of-the-art, in terms of the inability to discover dan
gers associated with a product at the time of manufacture and marketing,2

1. 90 N.J. 191. 447 A.2d 539 (1982).
2. The concept of state-of-the-art is not easy to define. In fact, at least three distinct standards for the 

state-of-the-art defense have been proposed. The standard most protective of manufacturers is custom
ary industry practice. Under this standard the existing state of technology within an industry limits a 
manufacturer’s liability for product defects. Thus, even if an industry was negligent in failing to incor
porate newly developed technology, a manufacturer would be protected from liability as long as its 
product was consistent with the existing state-of-the-art in the industry. See Note, Product Liability 
Reform Proposal: The State of the Art Defense, 43 Albany L. Rev. 941, 945-47 (1979) (discussing 
industry custom as standard of care in negligence action).

Customary industry practice has been accepted in negligence cases. See, e.g., Titus v. Bradford B & 
K. R.R. Co., 136 Pa. 618, 625, 20 A. 517, 518 (1890) (not negligent to use broad gauge cars on narrow 
gauge tracks as it was standard industry practice); Grandell v. Ed Gardner Plumbing & Heating, 17 
Utah 2d 138, 140, 405 P.2d 611, 612 (1965) (plumber not negligent in replacing toilet mechanisms when 
he used same method and materials ordinarily used by plumbers in doing same work). Most courts, 
however, have been reluctant to accept industry practice as conclusive evidence of reasonable care for 
fear that an entire industry would refrain from investing in safety research See The T.J. Hooper, 60 
F.2d 737, 740 (2d Cir. 1932) (L. Hand, J.) (allowing industry to set its own safety standards may result 
in procrastination in adoption of new and available devices); i/. Horn v. General Motors Corp., 17 Cal. 
3d 359, 367, 551 P.2d 398, 402, 131 Cal. Rptr. 78, 82 (1976) (evidence that design of horn cap varied 
from state-of-the-art as reflected in design of other cars not required to estabhsh defect); Moren v. 
Samuel M. Livingston Co., 96 Ill. App. 2d 133, 145-46, 237 N.E.2d 759, 765 (1968) (industry custom 
relevent because it suggests what is knowable and feasible, but not conclusive since entire industry may 
be negligent). Only in the area of medical malpractice is custom in the industry still widely accepted. 
See generally Pearson, The Role of Custom in Medical Malpractice Cases, 51 Ind. L.J. 528 (1976) (dis
cussing “community standard” rule in negligence cases); McCoid, The Care Required of Medical Practi
tioners, 12 Vand. L. Rev. 549, 558-59 (1959) (same).

A second standard of the state-of-the-art defense is the aggregate of all product-related knowledge 
existing at a given point in time. Under this standard the manufacturer is held liable for not making its 
product safe if the dangerous condition of the product and a method of reducing the danger were 
known by anyone. See Note, supra, at 951-52 (noting manufacturer could be held liable for failure to 
install air bags in cars, even though presently economically unfeasible). See also Stanfield v. Medalist 
Industries, Inc., 34 Ill. App. 3d 635, 639, 340 N.E.2d 276, 279 (1975) (failure to adopt “any and all safety 
devices" renders product unreasonably dangerous).

The third standard associated with the state-of-the-art defense attempts to strike a balance between 
the minimal standard of holding a manufacturer responsible only for the general custom in the industry 
and the high standard holding him responsible for knowledge on the part of anyone regarding the 
product. Under this standard the manufacturer is held liable only if he failed to adopt economically 
feasible safety devices. See Note, supra, at 950 (discussing feasibility-based state-of-the-art defense). 
See also Barker v. Lull Eng’g Co., Inc., 20 Cal. 3d 413, 432, 573 P.2d 443, 457, 143 Cal. Rptr. 225, 238 
(1978) (defendant must prove benefits and risks of high lift loader outweigh same in alternative design); 
Bexiga v. Havir Mfg. Corp., 60 N.J. 402, 410-11, 290 A.2d 281, 285 (1972) (manufacturer of 10-ton 
punch press has duty to install safety devices when it is feasible to do so). This third standard is of 
limited application in the duty-to-wam case because, as will be shown subsequently, the minimal cost 
of attaching a warning to a product is generally economically feasible. See infra notes 143-45 and 
accompanying text (discussing absence of feasibility determination in duty-to-wam cases).

The Beshada court rejected even the most extreme test of state-of-the-art—liability for all dangers 
known to anyone—holding the manufacturer liable for dangers of asbestos that were scientifically un-

1635
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could no longer be raised as a defense in a strict liability action.* 3 The plaintiffs 
in Beshada were insulation workers4 who alleged that the defendants,5 manu
facturers of asbestos materials,6 failed to warn them of dangers inherent in 
asbestos insulation.7 The plaintiffs claimed this failure to warn resulted in their 
serious respiratory illnesses.8 As a defense, the defendants asserted that the 
dangers of asbestos insulation were scientifically undiscoverable at the time of 
the plaintiffs’ initial exposures to asbestos, and that the state of scientific 
knowledge at the time of the plaintiffs’ exposure therefore protected them from 
liability for failure to warn.9

discoverable at the time of the plaintiffs' exposure. See infra note 11 and accompanying text. This 
comment will argue that this result is incorrect.

3. 90 N.J. at 209, 447 A.2d at 549.
4. Beshada involved six consolidated cases. Id.
5. Defendants, in addition to Johns-Manville, included: Eagle-Picher Industries, Inc.; Madsen- 

Howell, Inc.; Raybestos-Manhattan, Inc.; GAF Corp.; and Unarco Industries, all of which manufac
tured or supplied insulation materials containing asbestos. Id. at 191-93, 447 A.2d at 539-41.

6. Asbestos is a naturally occurring mineral that has a unique fire retardant capability. It is mined 
and then pulverized, which separates the rock into fibers. The fibers are then woven into a fabric which 
has a wide variety of industrial and commercial uses as heat retarding insulation material. See Borel v. 
Fibreboard Paper Prods. Corp., 493 F.2d 1076, 1083 n.3 (5th Cir. 1973) (describing development of 
asbestos).

7. The dangers of asbestos arise primarily as a result of its fibrous nature. Asbestos, both in the 
manufacturing process and as a finished product, emits a substantial amount of dust containing minute 
needle-like particles of asbestos. Inhalation of these particles has been associated with two illnesses: 
asbestosis and mesothelioma. Asbestosis is a non-malignant scarring of the lungs which decreases the 
lungs' capacity to transfer oxygen to the blood and results in shortness of breath. Mesothelioma is a rare 
form of cancer that affects the lining of the chest or abdomen. It generally occurs only in people who 
have been exposed to asbestos and is nearly always fatal. L. Gordy & R. Gray, 4A Attorney’s Text
book of Medicine A 205C.72 (1981).

8. Beshada, 90 N.J. at 196, 447 A.2d at 543.
9. Id. at 197, 447 A.2d at 542-43.
10. Although not material to this case, the factual issue of when the dangers of asbestos were or 

should have been known is fascinating. The earliest associations of asbestos to lung disease occurred in 
the 1920’s. See Cooke, Fibrosis of the Lungs Due to the Inhalation of Asbestos Dust, 2 Brjt. Med. J. 147 
(1928). Early studies, which were limited to workers in asbestos textile mills, uncovered a high inci
dence of asbestos-related lung disease. Dreesen, A Study of Asbestosis in the Asbestos Textile Industry, 
Pub. Health Bull. No. 241 (1938). However, the early studies of asbestos insulation workers showed 
little evidence of an increased risk to asbestos insulation workers. See Fleischer. A Health Survey of 
Pipe-Covering Operations in Constructing Naval Vessels, 28 J. Indus. Hyo. 9, 16 (1945) (study of eastern 
shipyard workers found only three cases of asbestosis and concluded that “asbestos covering of naval 
vessels is a relatively safe operation”). Despite continuing study it was not until 1965 that authoritative 
evidence of the dangers of asbestos insulation work was documented. See Selikoff, The Occurrence of 
Asbestosis Among Industrial Insulation Workers, 132 Ann. N.Y. Acad. Sci. 139 (1965) (study of 1522 
insulation workers found nearly 50% rate of asbestosis and a clear correlation between years of expo
sure and incidence and severity of the disease; attributed Fleischer's results to relatively short exposure 
of shipyard workers and long latency period of asbestosis). The defendants in Beshada contended that 
it was not until the 1960’s that knowledge of the dangers of asbestos could be attributed to the industry. 
Beshada, 90 N.J. at 197, 447 A.2d at 542. A more interesting question is whether the dangers of asbes
tos to insulation workers would have been discovered earlier had the asbestos industry made a reason
able commitment to safety research. See generally Borel v. Fibreboard Paper Prods. Corp.. 493 F.2d 
1076, 1083-85 (5th Cir. 1973) (discussing medical literature on dangers of asbestos).

11. Beshada, 90 N.J. at 197, 447 A.2d at 543. The case was before the court on a motion to strike 
defendants’ state-of-the-art defense. The court therefore assumed the version of the facts most 
favorable to the defendants. Id.

Despite a substantial factual dispute,10 the court assumed that the defend
ant’s claim that the dangers of asbestos insulation were scientifically unforesee
able was correct.11 The court thus framed the issue as whether the state of the 
scientific art at the time of manufacture and sale, that is, the medical commu
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nity’s inability to discover the dangers of asbestos insulation, was a defense to 
the plaintiffs’ claims of strict liability for failure to warn.12 In a unanimous 
decision,13 the court concluded that knowledge, even scientifically undiscov
ered knowledge, is imputed to the manufacturer under strict liability, and that 
the state-of-the-art could no longer be raised as a defense in any such action.14

12. Id
13. Justice Pashman wrote the opinion in Beshada, id at 196, 447 A.2d at 542, joined by Justices 

Handler, Pollock, O’Hem, Sullivan, and Matthews. Id. at 209, 447 A.2d at 549. Chief Justice Wilentz 
and Justices Clifford and Scheiber did not participate.

14. Id. at 205, 447 A.2d at 547. See infra notes 36-38 and accompanying text (discussing rationale 
for imputing knowledge to manufacturer).

15. See infra notes 137-45 and accompanying text (distinguishing duty-to-wam and design-defect 
cases).

16. See, e.g., Simmons v. Gibbs Mfg. Co., 170 F. Supp. 818, 823 (N D. Ohio 1959), affd, 275 F.2d 
291 (6th Cir. 1960) (foreseeability or knowledge of probable danger is essential to hold manufacturer 
Hable for injuries caused by toy); Gorman v. Murphy Diesel Co., 42 Del. 149, 153, 29 A.2d 145, 147 
(1942) (knowledge of danger is essential element in imposing liability on manufacturer of defective 
diesel engine); Schneider v. Suhurmann, 8 Utah 2d 35, 37, 327 P.2d 822, 824 (1958) (foreseeability or 
knowledge of potential danger in trichinosis-infected meat necessary to hold supplier of meat Hable for 
injuries caused by unfinished meat sold by retailer).

17. See R. Frumer & M. Friedman, Products Liability § 3(2], 8-24 (1981) (listing states adopt
ing section 4O2A); Note, The Duty to Warn Under Strict Products Liability as Limited by the Knowledge 
Requirement: A Regretful Retention of Negligence Concepts, 26 St. Louis U.L.J. 125, 125 & n. 12 (1981) 
(stating at least 43 states have adopted strict liability).

This comment will review the case law and commentary on the issue of fore
seeability in the strict liability context that existed prior to the Beshada deci
sion. In light of these judicial and academic discussions, the comment argues 
that the Beshada court was incorrect in finding the state-of-the-art defense in
consistent with New Jersey precedent and the goals and policies of strict liabil
ity. The comment will then distinguish the duty-to-wam and design defect 
strict liability cases, and argue that it is necessary to retain the foreseeability 
requirement with respect to duty-to-warn cases to fulfill the function that the 
risk/utility analysis serves in design defect cases. Finally, the comment will 
propose a standard of scientific foreseeability applicable to duty-to-warn cases 
that more effectively serves the goals and policies of strict liability than does 
the Beshada standard.

I. The Foreseeability Requirement: Cases and Commentary

Whether a manufacturer can be held liable for failure to warn of a product 
defect that it did not foresee is an issue that has long troubled the courts. Early 
decisions, both in design defect and duty-to-warn cases,15 held that a manufac
turer could not be held liable for injuries caused by its product unless it had 
actual knowledge of the defect.16 The fear that manufacturers would rely on 
existing knowledge and take no steps to improve the safety of their products, 
however, led the courts to develop a foreseeability standard. Under this new 
standard the manufacturer was protected from liability only if it did not know 
and could not have reasonably discovered the product’s defective condition.

The advent and development of strict liability, however, made the issue of 
foreseeability in the duty-to-wam context more complex. Section 402A of the 
Restatement (Second) of Torts, adopted by virtually all of the states,17 pro
vides that any person “who sells any product in a defective condition unrea
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sonably dangerous” can be held liable despite the fact that he “has exercised 
all possible care in the preparation and sale of his product.”18 Comment j to 
section 402A, however, refers specifically to the duty-to-wam case, and states 
that the seller is required to warn only “if he has knowledge, or by the applica
tion of reasonably developed human skill and foresight should have 
knowledge” of the danger of the product.19 In light of the conflicting principles 
embodied in these statements, courts and commentators have sharply dis
agreed as to whether foreseeability should be retained as an element of the 
strict liability duty-to-wam case.

Despite strong academic criticism,20 a majority of jurisdictions,21 as well as a

18. Restatement (Second) of Torts § 4O2A (1965). Section 402A states in full:
Special Liability of Seller of Product for Physical Harm to User or Consumer

(1) One who sells any product in a defective condition unreasonably dangerous to the user or 
consumer or to his property is subject to liability for physical harm thereby caused to the 
ultimate user or consumer, or to his property, if

(a) the seller is engaged in the business of selling such a product, and
(b) it is expected to and does reach the user or consumer without substantial change in the 
condition tn which it is sold.

(2) The rule stated in Subsection (1) applies although
(a) the seller has exercised all possible care in the preparation and sale of his product, and
(b) the user or consumer has not brought the product from or entered into any contractual 
relation with the seller.

19. Restatement (Second) of Torts § 4O2A comment j (1965). Comment j states in full:
Directions or Warnings

In order to prevent the product from being unreasonably dangerous, the seller may be re
quired to give directions or warning, on the container, as to its use. The seller may reasonably 
assume that those with common allergies . . will be aware of them, and he is not required to 
warn against them. Where, however, the product contains an ingredient to which a substantial 
number of the population are allergic, and the ingredient is one whose danger is not generally 
known, or if known is one the consumer would reasonably not expect to find in the product, 
the seller is required to give warning against it, if he has knowledge, or by the application of 
reasonably developed human skill andforesight should have knowledge, of the presence of the 
ingredient and the danger. Likewise in the case of poisonous drugs, or those unduly danger
ous for other reasons, warnings as to use may be required (emphasis added).

The prevalence of examples in comment j involving allergic reactions to foodstuffs is explained by 
the fact that early drafts of section 402A were intended to apply only to defective products that could be 
consumed. See Montgomery & Owen. Reflections on the Theory and Adminstration of Strict Tort Liabil
ity for Defective Products. 27 S.C.L. Rev. 803, 819-20 n.54 (1976) (comments to section 402A “were 
drafted in the early 196O’s against a backdrop of cases largely involving defective foodstuffs"). The 
language of comment j, however, has been applied in other contexts. See Phillips v. Kimwood 
Machine Co., 269 Or. 485, 497, 525 P.2d 1033, 1039 (1974) (sanding machine fed manually without 
warning or safety device is dangerously defective).

20. See infra notes 36-38 and accompanying text (discussing academic criticism of reasonable fore
seeability standard).

21. See Note, supra note 17, at 135 n.68 (majority of jurisdictions retain foreseeability as element of 
strict liability action). See also Gordon v. Niagara Mach. & Tool Works. 574 F.2d 1182, 1190 (5th Cir. 
1978) (Mississippi Law) (negligence and strict liability, although conceptually different, merge into sin
gle breach of duty); Shell Oil Co. v. Gutierrez, 119 Ariz. 426. 434, 581 P.2d 271, 279 (1978) (determina
tion of defectiveness under duty to warn depends on same factors as negligence: foreseeability, 
seriousness, and cost of prevention); Tomer v American Home Prods. Corp., 170 Conn. 681, 689-90, 
368 A.2d 35, 39-40 (1976) (duty to wam may attach when manufacturer knows or should know of risks 
even to small number of people); Woodill v. Parke-Davis, 79 Ill. 2d 26. 37. 402 N.E.2d 194. 198 (1980) 
(foreseeability requirement prevents manufacturer from being virtual insurer of products); Ortho Phar
maceutical Corp. v. Chapman, 180 Ind. App. 33, 39-43, 388 N.E.2d 541, 546-48 (1979) (with regard to 
prescription drugs, duty to wam arises only with knowledge of defect); Smith v. E.R. Squibb & Sons. 
Inc.. 405 Mich. 79, 90, 273 N.W.2d 476, 480 ( 1979) (warning case under strict liability involves identical 
standard as negligence); Rainbow v. Albert Bldg. Co., Inc., 49 A.D.2d 250. 253, 373 N.Y.S.2d 928, 930- 
31 (1975) (under negligence and strict liability, recovery depends upon subjective determination of
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few commentators,* 22 have maintained that the strict liability cause of action 
for failure to warn is almost identical to the negligence action for failure to 
warn.23 The California Court of Appeals developed a particularly clear formu
lation of this view in Oakes v. Geigy Agricultural Chemicals,24 In Oakes the 
plaintiff was injured by a chemical weed killer.25 The warning on the container 
stated, “Avoid breathing dust or spray mist. Avoid contact with skin, eyes and 
clothing.”26 The cause of action in the case was based on strict liability for 
failure to warn.27 The plaintiff alleged that he either inhaled the chemical or 
absorbed it through his skin and thereby suffered a severe skin rash.28 He 
failed to allege, however, that the defendant had either actual or constructive 
knowledge of the product’s defective condition.29 The plaintiff refused to 
amend his complaint to allege knowledge, and the trial court consequently 
sustained a demurrer and entered judgment for the defendant.30

reasonable warning); Scittarelli v. Providence Gas Co., 415 A.2d 1040, 1043 (R.I. 1980) (seller has duty 
to warn if it knows or should know of product dangers).

22. See Connolly, The Liability of a Manufacturerfor Unknown Hazards Inherent in His Products. 32 
Ins. Couns. J. 303, 307 (1965) (when risk is unknown, seller is not better risk spreader and therefore no 
rationale for imposing liability); Kidwell, The Duty to Warn: A Description of the Model of Decision. 53 
Tex. L. Rev. 1375, 1395 (1975) (manufacturers not required to disclose risks that reasonably diligent 
inquiries failed to disclose; when risk of danger becomes foreseeable, duty to warn attaches); Merrill, 
Compensation for Prescription Drug Injuries.59 Va. L. Rev. 1, 30 (1975) (comment j limits manufactur
ers’ duty to warn to side effects and reactions that are foreseeable in “substantial number" of users); 
Prosser, The Fall of the Citadel, 50 Minn. L. Rev. 791, 811 (1966) (when manufacturer knows or should 
know of danger to a substantial number of people, he is under a duty to warn).

23. In duty-to-wam cases applying a negligence theory the plaintiff must generally establish three 
elements: That the manufacturer knew or had reason to know the product was dangerous; the manu
facturer had no reason to believe the user would realize the danger; and the manufacturer failed to 
exercise reasonable care to inform the user of the danger. Restatement (Second) of Torts § 388 
(1965); Gordon v. Niagara Mach. & Tool Works, 574 F.2d 1182, 1188-89 (5th Cir. 1978).

24. 272 Cal. App. 2d 645, 77 Cal. Rptr. 709 (1969).
25. Id. at 646, 77 Cal. Rptr. at 710.
26. Id. at 648, 77 Cal. Rptr. at 711.
27. Id. at 647, T1 Cal. Rptr. at 711. The plaintiff’s original complaint was filed in 1962 and sounded 

in negligence. Through a series of demurrers and amended pleadings, the plaintiff allowed his negli
gence claim to be dismissed and proceeded on a strict liability theory. Id. at 647 nn. 1 & 2, 77 Cal. Rptr. 
at 711 nn. 1 & 2.

28. Id. at 648, 77 Cal. Rptr. at 710.
29. Id.
30. Id.
31. Id. at 650-51, 77 Cal. Rptr. at 713.
32. Id.
33. Id. at 651, 77 Cal. Rptr. at 713.

The appellate court in Oakes reversed and held the manufacturer who 
placed the defective product on the market liable.31 The appellate court stated 
that the underlying rationale for strict liability is that the injured plaintiff can
not protect himself from products that are “actually defective” and that there
fore the manufacturer that places the product on the market should bear the 
costs of injuries.32 The court said further that the same rationale would apply 
to products that the manufacturer knew or “by the application of reasonable 
developed human skill and foresight” could have discovered were danger
ous.33 However, noting that comment j to section 402A of the Restatement 
requires a warning only when the manufacturer knows or should know of the 
danger, the court concluded that “strict liability should not be applied to scien
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tifically undiscoverable defects.”34 The court said further that “[t]o exact an 
obligation to warn the user of unknown and unknowable allergies, sensitivities 
and idiosyncracies would be for the court to recast the manufacturer in the role 
of an insurer beyond any reasonable application of the rationale [for strict 
liability].”35

34. Id. at 650, 77 Cal. Rptr. at 713.
35. Id. Similarly, in Bristol-Myers Co. v. Gonzales, 561 S.W.2d 801 (Tex. 1978), a strict liability case 

for failure to warn of the dangers inherent in a prescription drug, id at 804, the Supreme Court of 
Texas affirmatively stated the manufacturers’ duty to warn. The court said, “If a manufacturer knows 
or should know of potential harm to the user because of the nature of its product, the manufacturer is 
required to give an adequate warning of such dangers.” Id.

36. See Keeton, Products Liability—Inadequacy of Information, 48 Tex. L. Rev. 398, 407-08 (1969); 
Wade, On the Nature of Strict Tort Liability for Products, 44 Miss. L.J. 825, 834-35 (1973). See also 
McClellen, Tate & Eaton, Strict Liability for Prescription Drug Injuries: The Improper Marketing The
ory, 26 St. Louis U.L.J. 1, 30 (1981); Note, supra note 17, at 135-40.

37. Dean Wade stated:
[T)he time has now come to be forthright in using a tort way of thinking and tort terminology 
[in cases of strict liability in tort). There are several ways of doing it, and it is not difficult. 
The simplest and easiest way, it would seem, is to assume that the defendant knew of the 
dangerous condition of the product and ask whether he was then negligent in putting it on the 
market or supplying it to someone else. In other words, the scienter is supplied as a matter of 
law, and there is no need for the plaintiff to prove its existence as a matter of fact.

Wade, supra note 36, at 834-35. See also Keeton, supra note 36, at 407-08.
38. Beshada, 90 N.J. at 204, 447 A.2d at 546; Keeton, supra note 36, at 408 (if conduct is unreasona

bly dangerous, there should be strict liability without reference to defendant’s excuse for being unaware 
of the danger).

39. 499 F.2d 809 (9th Cir. 1974).
40. Id. at 810-12. In Jackson the plaintiff was severely burned when fumes from paint he was using 

to paint the interior of a tank car ignited. Id. at 810. The warning label stated. “Keep away from heat, 
sparks and open flame. USE WITH ADEQUATE VENTILATION. Avoid prolonged contact with 
skin and breathing spray mist. Close container after each use. KEEP OUT OF REACH OF CHIL
DREN.” Id at 810-11. The plaintiff, who had used a breathing apparatus while painting, contended 
that the label was insufficient to warn the average user that there was an increased danger of fire 
because of accumulated fumes in addition to a risk in breathing heavy concentrations of the fumes. Id. 
at 811. The court stated:

In strict liability it is of no moment what defendant “had reason to believe." Liability arises 
from ”sell[ing] any product in a defective condition unreasonably dangerous to the user or 

A number of commentators, led by Keeton and Wade, have attacked the 
view that the strict liability cause of action for failure to warn is almost identi
cal to the negligence cause of action for failure to warn. They argue that there 
are significant differences between what the plaintiff must establish to be suc
cessful in a strict liability case as opposed to a negligence action.36 They con
tend that, under strict liability, the manufacturer’s lack of awareness of the 
dangerous condition of his product is entirely irrelevant.37 Looking to section 
402A of the Restatement, they assert that if the manufacturer is liable despite 
"all possible care in the preparation and sale of his product,” the fact that the 
manufacturer has justifiably failed to discover a defect in a product is not a 
defense in a strict liability cause of action.38

Several jurisdictions have adopted the views of Keeton and Wade and im
pute knowledge of a product’s defective condition to the manufacturer in a 
strict liability cause of action. In Jackson v. Coast Paint and Lacquer Co.39 the 
Ninth Circuit concluded that a product manufacturer’s knowledge or lack 
thereof of the dangerous condition of its product is not an element in a strict 
Liability case.40 The Ninth Circuit asserted that in such cases the court should 
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simply focus on the product itself and not the reasonableness of the manufac
turer’s conduct.41 The Supreme Court of Oregon reached a similar conclusion 
in Phillips r Kimwood Machine Co.42 The court noted that in a strict liability 
case the manufacturer is held to possess knowledge of its product’s dangerous 
propensity regardless of whether the danger could have been discovered.43 
Likewise, in Ulrich v. Kasco Abrasives Co.44 the Supreme Court of Kentucky 
distinguished the strict liability cause of action from the negligence cause of 
action. The Ulrich court stated that in a negligence case inquiry focuses on 
what a prudent manufacturer would have discovered by the exercise of reason
able care.45 In a strict liability case, however, the Ulrich court suggested that 
courts should consider what dangers the manufacturer would have anticipated 
had it been aware of all the potentialities inhering in the product, regardless of 
whether it should have been aware of them.46

consumer.” It is the unreasonableness of the condition of the product, not the conduct of the 
defendant, that creates liability.

Id at 812. Since the manufacturer knew of the fire hazard posed by accumulation of fumes, the court 
held that the manufacturer had a duty to warn of all dangers not within the common knowledge of the 
community that could reasonably be expected to use the product. Id. at 812-13.

41. Id at 812.
42. 269 Or. 485, 525 P.2d 1033 (1974).
43. Id at 492-93, 525 P.2d at 1037. In Phillips the plaintiff was injured when struck by a sheet of 

fibreboard regurgitated by a sanding machine manufactured by the defendant. Id. at 488, 525 P.2d at 
1034. The plaintiff argued that the machine was defectively designed because 1) it could not be safely 
operated in the manner and for the purpose for which it was designed, and 2) it did not contain any 
safety devices to protect operators from flying wood. Id. The defendant argued that the plaintiff’s 
employer failed to purchase the automatic feeder with which the sander was designed to be used. Id. at 
496, 525 P.2d at 1038. The court decided the case on duty-to-wam grounds. It found that the manufac
turer knew that the machine was being used without an automatic feeder or safety devices and con
cluded that the evidence was sufficient for the jury to find that a reasonably prudent manufacturer, 
knowing that the machine would be fed manually and having the constructive knowledge of its propen
sity to regurgitate thin sheets when it was set for thick ones, would have warned the plaintiffs employer 
either to feed it automatically or to use some safety device. Id. at 497, 525 P.2d at 1038-39. The court 
found that in the absence of such a warning, the machine was dangerously defective. Id.

The Phillips court was inconsistent. The court cited comment j, id at 496, 525 P.2d at 1038. including 
the provision requiring the manufacturer to have had actual or constructive knowledge of the defect as 
a prerequisite for liability, yet made no attempt to reconcile this with its holding that knowledge of the 
dangerous condition of the machine was imputed to the manufacturer. Id. at 496-97, 525 P.2d at 1038.

44. 532 S.W.2d 197 (Ky. 1976).
45. Id at 200.
46. Id. The court stated:

[NJegligence depends on what a prudent manufacturer ... by the exercise of ordinary care 
actually should have discovered and foreseen, whereas strict liability depends on what he 
would have anticipated had he been (but regardless of whether he actually was or should have 
been) aware of the condition of and potentials inhering in the product when he put it on the 
market. Where the one is actual, the other is postulated.

Id
In Ulrich the plaintiff was injured when a wheel he was using exploded. Id. at 198. The court found 

that the manufacturer had warned that damaged wheels should not be used and that no wheel should 
be run at excessive speeds. Id. at 198-99. The court further stated it was well-known that wheels run at 
excessive speeds could explode. Id. at 199. The court found that in this case a damaged wheel had 
been run at excessive speeds and concluded:

[A] jury could not justifiably find either the grinder or the wheel, marked and labelled as it 
was, unreasonably dangerous in the sense that a prudent manufacturer of similar products 
fully apprised of the condition and tendencies of the product . would have anticipated a 
substantial likelihood of injury to a workman using the grinder and exercising ordinary care 
for his own safety .... Any highpowered piece of machinery can be dangerous if it is im
properly maintained and repaired. There is a limit beyond which the manufacturer simply 
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New Jersey has also adopted the strict liability theory of Keeton and Wade 
and dispensed with the requirement of actual knowledge or reasonable fore
seeability in strict liability cases. In Freund v. Cellofilm Properties, Inc.47 the 
Supreme Court of New Jersey set forth its version of the rule: “When a plain
tiff sues under strict liability, there is no need to prove that the manufacturer 
knew or should have known of any dangerous propensities of its product— 
such knowledge is imputed to the manufacturer.”48

cannot as a practical matter be expected to go. He is entitled, we think, to rely on the owner of 
the machine to assume the responsibility for keeping it in safe working order.

Id at 200-01.
47. 87 N.J. 229, 432 A.2d 925 (1981).
48. Id at 239, 432 A.2d at 930. In Freund the plaintiff was severely burned when nitrocellulose dust 

ignited during the clean-up of a nitrocellulose spill. Id at 234, 432 A.2d at 927. The plaintiff brought 
suit alleging negligence, breach of warranty, and strict liability, claiming that the product was defective 
due to the lack of an adequate wammg. Id at 233, 432 A.2d at 927. The trial court submitted the case 
to the jury solely on the negligence issue and the plaintiff appealed from an adverse judgment. Id. at 
233, 432 A.2d at 927.

The defendant in Freund had placed a warning on the container that stated “DANGER FLAMMA
BLE . . . Hazard increases if material is allowed to dry. ... In case of spill or fire soak with water.” 
The plaintiff cleaned the spill without soaking it with water. Id at 234-35, 432 A.2d at 928.

Although the warning clearly indicated the defendant’s knowledge of the fire hazard, the court con
cluded that the differences between negligence and strict liability were so significant, and the trial 
court’s instructions were so confusing, that a reversal was justified. Id at 243, 432 A.2d at 932.

49. See supra note 19 and accompanying text (quoting Restatement (Second) of Torts §402A 
comment j).

50. See supra note 18 and accompanying text (quoting Restatment (Second) of Torts § 4O2A).
51. See supra notes 21-35 and accompanying text (discussing jurisdictions retaining the foreseeability 

requirement).
52. 90 N.J. 191, 447 A.2d 539 (1982).
53. See infra note 98 and accompanying text.
54. 90 N.J. at 197, 447 A.2d at 542.

Nevertheless, the state of the law on foreseeability in strict liability cases is 
contradictory, and states continue to disagree as to the standard that should 
apply. The Restatement’s retention of the foreseeability requirement for the 
duty-to-wam case in comment j to section 402A49 has helped many courts re
sist the call of Keeton and Wade to remove the foreseeability requirement in 
all strict liability cases. A literal application of the language of Section 402A,50 
however, argues for the removal of the foreseeability requirement. The result 
of such a literal application is to require a product manufacturer to warn of 
defects that were scientifically undiscoverable at the time the product was mar
keted. Consequently, many courts retain the foreseeability requirement.51

II. The Beshada Decision

In Beshada v. Johns-Manville Products Corp.52 the Supreme Court of New 
Jersey again faced the issue of whether foreseeability is required in a strict 
liability duty-to-wam case. In Beshada, however, the issue was presented in its 
most difficult form. Previous cases that had dispensed with the requirement of 
foreseeability in the strict liability cause of action had entailed product defects 
or dangers that could have been scientifically discovered.53 In Beshada the de
fendants claimed for the first time that not only were the dangers of the prod
uct unknown, they were scientifically undiscoverable.54

The Beshada court divided the analysis of the state-of-the-art defense into 
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two elements. First, the court discussed whether the state-of-the-art defense 
was consistent with New Jersey strict liability theory.55 Second, the court con
sidered whether elimination of the defense would effectuate the overall goals 
and policies of strict liability.56 Applying this twofold analysis, the New Jersey 
Supreme Court found the state-of-the-art defense inconsistent with New Jersey 
precedent as well as the goals and policies underlying strict liability,57 and 
struck the state-of-the-art defense.58

55. Id. at 202-05, 447 A.2d 545-47.
56. Id at 205-08, 447 A.2d at 547-49.
57. Id at 209, 447 A.2d at 549.
58. Id The trial court in Beshada had ruled that Freund merely created a rebuttable presumption of 

knowledge that could be overcome by proof that knowledge of the defect was unknowable at the time 
of manufacture. Id. at 199, 447 A.2d at 543. The plaintiffs sought leave from the Appellate Division to 
appeal the interlocutory decision of the trial court and filed a motion for direct certification with the 
Supreme Court. The Appellate Division denied the motion for leave to appeal. Plaintiffs then made a 
motion to the Supreme Court for leave to appeal the Appellate Division order. This motion was 
granted and the Supreme Court asserted jurisdiction over the case. Id at 199, 447 A.2d at 543-44.

59. Id. at 199, 447 A.2d at 544 (citing Suter v. San Angelo Foundry & Mach. Co., 81 N.J. 150, 169, 
406 A.2d 140, 149 (1979)).

60. Beshada, 90 N.J. at 199-200, 447 A.2d at 544 (citing Freund v. Cellofilm Properties. Inc., 87 N.J. 
229, 238 n.l, 432 A.2d 925, 930 n.l (1981)).

61. Beshada, 90 N.J. at 201, 447 A.2d at 545. The court used the case of a car without seatbelts as an 
illustration. Under the first component of the two-part test the great utility of the automobile would 
justify its use despite its lack of safety. However, given that seatbelts can be inexpensively installed and 
do not detract from the utility of the car, it would be unreasonably dangerous, though still cost justified, 
if the car was not equipped with seat belts. Id. at 201 n.5, 447 A.2d at 545 n.5.

62. Id. at 201-02 & n.5, 447 A.2d at 545 & n.5 (warnings are like seatbelts and can generally be 
added without diminishing utility).

63. Id. at 202, 447 A.2d at 545 (quoting Freund v. Cellofilm Properties, Inc., 87 N.J. 229, 239, 432 
A.2d 925, 930 (1981)). See supra text accompanying notes 47-48 (quoting Freund).

64. Beshada, 90 N.J. at 202, 447 A.2d at 545.

a. beshada's application of new jersey strict liability precedent 
TO THE STATE-OF-THE-ART DEFENSE

Under New Jersey law, the general rule for strict liability is that a seller is 
liable for all damages from a product “not reasonably fit, suitable and safe for 
its intended or reasonably foreseeable purposes.”59 Whether a product is 
“reasonably fit” is determined by comparing its risks to its utilities.60 The 
Beshada court stated that, for purposes of analysis, the risk/utility test can be 
divided into two components: whether the utility of the product outweighs its 
risk, and, if so, whether the risk has been reduced to the maximum extent that 
is consistent with the continued utility of the product.61 In a strict liability case 
for failure to warn consumers of a danger inherent in a product, courts will 
usually focus on the second component of the risk/utility test. This is because 
in failure to warn cases, plaintiffs generally assert that, regardless of the overall 
risk/utility calculation, a warning would have made the product safer at little 
or no additional cost, and without limiting its utility.62 Furthermore, in apply
ing this second element of the risk/utility analysis New Jersey courts do not 
require that the plaintiff prove that the defendant had actual or constructive 
knowledge of the product’s defective condition.63 Instead, such knowledge is 
imputed to the manufacturer.64

In Beshada the plaintiffs argued that, regardless of the utility of asbestos, a 
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warning would have made the product safer and could have been inexpen
sively attached.65 The defendants contended that knowledge of the danger was 
scientifically undiscoverable at the time of the initial exposure,66 and that lia
bility would become absolute if knowledge of subsequently discovered means 
of improving product safety could be imputed to the manufacturer.67 The de
fendants argued, therefore, that only knowledge that existed at the time the 
product was manufactured and marketed should be imputed to the 
manufacturer.68

65. Id. at 201-02, 447 A.2d at 545.
66. Id. at 197, 447 A.2d at 543.
67. Id. at 202-03, 447 A.2d at 545-46.
68. Id at 203 & n.6, 447 A.2d at 546 & n.6.
69. Id. at 204, 447 A.2d at 546-47.
70. Id. at 205, 447 A.2d at 547.
71. Id.
72. Id. The court stated:

If we accepted defendants’ argument, we would create a distinction among fact situations that 
defies common sense. Under the defendants’ reading of Freund, defendants would be liable 
for failure to warn if the danger was knowable even if the defendants were not negligent in 
failing to discover it. Defendants would suffer no liability, however, if the danger was undis
coverable. But as Dean Keeton explains, “if a defendant is to be held Hable for a risk that is 
discoverable by some genius but beyond the defendant’s capacity to do so. why should he not 
also be liable for a risk that was just as great but not discoverable by anyone?”

Id See also Keeton, supra note 36, at 408-09.
73 Beshada, 90 N.J. at 204, 447 A.2d at 547.
74 Id. at 205, 447 A.2d at 547.
75. Id.

The Beshada court was unpersuaded by the defendants’ arguments in sup
port of the state-of-the-art defense.69 The court suggested that the defendants’ 
reading of Freund resulted in two inconsistent notions: A manufacturer would 
be held liable as long as a defect was scientifically discoverable, even though 
the defect would not have been discovered by exercising reasonable care,70 but 
as long as a defect was scientifically undiscoverable, the manufacturer would 
not be held liable at all.71 Relying on Keeton, the court stated that such a 
distinction defies common sense because it is equally impossible for a product 
manufacturer to warn of a defect that was discoverable only by “some genius” 
as it is to warn of a defect that was scientifically undiscoverable.72 Thus, con
cluding that the state-of-the-art defense was essentially a negligence concept,73 
the court held in Beshada that the defense was inconsistent with New Jersey 
precedent that imputed knowledge of the product’s defective condition to the 
manufacturer.74

b. beshada'?, application of the goals and policies of strict 
LIABILITY TO THE STATE-OF-THE-ART DEFENSE

After concluding that the state-of-the-art defense was inconsistent with New 
Jersey precedent, the Beshada court considered whether eliminating the de
fense and imposing liability for failure to warn of dangers that were undiscov
erable at the time of manufacture and sale would advance the goals and 
policies of strict liability.75 The Beshada court identified three primary goals of 
strict liability: Risk spreading, accident avoidance and simplification of the 
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factual issues at trial.76

76. Id. at 205-07, 447 A.2d at 547-48.
77. Id. at 205, 447 A.2d at 547. See Keeton, supra note 36, at 408 (creation of unreasonable risk in 

course of doing business should be cost of doing that business); Wade, supra note 36. at 826 (cost should 
not fall on injured party, but should be transferred to manufacturer so that price of product can spread 
risk among all consumers); Note, supra note 17, at 143 (allocating risk to person in best position to 
insure against it and spread resulting loss is justification for strict liability).

78 Beshada, 90 N.J. at 206, 447 A.2d at 547.
79. Id.
80. Since the cost of insurance will be passed on to the consumer, the increased premiums will be 

reflected in the price of the product. See infra note 102 and accompanying text.
81. 90 N.J. at 206, 447 A.2d at 547.
82. Id.
83. Id.
84. Id.
85. Id.
86. Id. at 206-07, 447 A.2d at 547-48 (citing Suter v. San Angelo Foundry & Mach. Co., 81 N.J. 150, 

173, 406 A.2d 140, 152 (1979) (“strict liability ... is but an attempt to minimize the costs of acci
dents”). See Wade, supra note 36, at 826 (manufacturer subject to strict liability for injuries will manu
facture safer product than if due care will protect it from liability); Note, supra note 17, at 142-43 
(providing incentives for safer products is most important rationale for strict liability).

87. Beshada. 90 N.J. at 207, 447 A.2d at 548.

Risk spreading. One rationale recognized by the Beshada court for
holding manufacturers strictly liable is that they can best allocate the cost of 
injuries resulting from defective products by insuring against the risk and in
corporating the cost of insurance into the price of the product.77 The defend
ants argued, however, that because scientifically undiscoverable risks are 
inherently unpredictable, manufacturers and distributors cannot adjust prod
uct prices to account for them.78 The defendants suggested that, rather than 
advancing the goals of strict liability, imposition of liability for undiscoverable 
defects would result in arbitrary across-the-board increases in insurance pre
miums,79 causing similar increases in product prices.80

The Beshada court conceded that there was “some truth” to defendants’ ar
gument, but rejected it for three reasons.81 First, the court reasoned that the 
argument that the price of a product will not accurately reflect the cost of in
suring against unknowable risks applies with equal force to unknown yet dis
coverable risks.82 The court asserted that “defendants advanced no argument 
as to why risk spreading works better for unknown risks than for unknowable 
risks.”83 Second, regardless of the state of scientific knowledge, it is a “basic 
normative premise” that it is preferable to allocate the costs of injury to manu
facturers rather than to the innocent victims.84 Finally, although the court had 
previously acknowledged that there was “some truth” to the assertion that the 
cost of insurance would indiscriminately increase product prices, it concluded 
that imposing liability for scientifically undiscoverable defects would not cause 
the price of products to diverge from an economically efficient level.85

Accident Avoidance. A second rationale for strict liability identified by
the Beshada court is that imposing strict liability minimizes the number and 
cost of accidents associated with defective products.86 The court suggested that 
elimination of the state-of-the-art defense would advance this goal by increas
ing incentives for manufacturers to invest in safety research.87 The Beshada 
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court apparently believed that if the state-of-the-art was no longer a defense, 
manufacturers would increase their investments in safety research, the state-of- 
the-art would be advanced, and the number and severity of product-related 
accidents would therefore decline.88

88. Id.
89. Id at 207-08, 447 A.2d at 548-49. See Keeton, supra note 36, at 409 (theory of negligence should 

be avoided altogether in the products liability area to simplify the law).
90. Id See Keeton, supra note 36, at 408-09 (task of identifying risks of which a reasonable man 

could justifiably be unaware but that were scientifically knowable is almost impossible).
91. Id at 208, 447 A.2d at 548.
92. Id at 209, 447 A.2d at 549.
93. See infra notes 157-61 and accompanying text (outlining proposed standard for scientific 

foreseeability).
94. 87 N.J. 229, 230, 432 A.2d 925, 930 (1981). See supra notes 47-48 and accompanying text (dis

cussing Freund}.

Simplification of the Factfinding Process. The third rationale for strict
liability addressed by the Beshada court is that it simplifies the factual issues 
presented at trial.89 The court suggested that the issue of scientific discoverabil
ity is inherently unsuited to factual proof at trial because scientific discovera
bility does not involve what was known at the time of manufacture and sale, 
but rather what could have been known through the application of existing 
technology.90 The court doubted that any jury could understand the complex 
technical and historical evidence that would be necessary to resolve the issue 
of scientific “knowability”, and concluded that “any attempt to deal in a trial 
setting with the concept of scientific knowability constitutes a strong reason for 
avoiding the concept altogether by striking the state-of-the-art defense.”91

III. An Analysis and Criticism of the Beshada Decision

In Beshada the New Jersey Supreme Court held that the scientific undis
coverability of product dangers at the time of manufacture and sale could no 
longer be raised as a defense in a strict liability duty-to-wam case.92 The court 
based its decision on the conclusions that the state-of-the-art defense is incon
sistent with New Jersey precedent and fails to advance the goals and policies of 
strict liability. However, neither of the court’s conclusions are accurate. 
Therefore, courts should not impute knowledge of undiscoverable defects to 
manufacturers. Rather, the scientific unforeseeability of a product’s risk should 
be retained as a defense in the strict liability duty-to-wam case.93

A. THE STATE-OF-THE-ART DEFENSE IS CONSISTENT WITH NEW JERSEY 
PRECEDENT

The Beshada court incorrectly asserted that Freund's imputation of knowl
edge of a product’s defective condition forecloses reliance on the state-of-the- 
art defense in cases in which the defect was scientifically undiscoverable at the 
time of manufacture and marketing. Although Freund held that knowledge is 
imputed to the defendant in a strict liability case,94 it did not state that such 
imputation must encompass knowledge of scientifically undiscoverable de
fects. Indeed, as the Beshada court acknowledged, New Jersey courts had 
never explicitly addressed the issue of what degree of knowledge was imputed 
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to the manufacturer.95

95. 90 N.J. at 204, 447 A.2d at 546. The court stated “while we agree that Freund did not explicitly 
address this question [whether only scientifically discoverable knowledge is imputed to the manufac
turer] the principles laid down in Freund and our prior cases contradict defendants’ position." Id

96. 81 N.J. 150, 406 A.2d 140 (1979).
97. Id at 171-72, 406 A.2d at 150-51. The Beshada defendants pointed to this language in Suter to 

support their position that the state-of-the-art was a viable defense in New Jersey. Beshada. 90 N.J. at 
203-04 n.6, 447 A.2d at 546 n.6. The Beshada court, however, distinguished Suter on two grounds. 
First, it asserted that the language in Suter was dicta because Suter was not a state-of-the-art case. 
Second, it argued that Suter was a safety device and not a duty-to-warn case and that although there 
are “strong conceptual similarities . . . there may be distinctions between the two situations." Id The 
court specifically reserved the question of whether the state-of-the-art defense would apply to safety 
device cases. Id However, as this comment will argue, the state-of-the-art defense is more justified in 
the duty-to-warn case because the absence of the risk/utility analysis leaves the manufacturer with no 
other protection against being made a virtual insurer of his product. See supra notes 137-48 and ac
companying text (distinguishing design defect and duty-to-warn cases on basis of risk/utility analysis).

98. See, eg., Jackson v. Coast Paint and Lacquer Co., 499 F.2d 809, 810-11 (9th Cir. 1974) (defend
ant admitted knowledge of danger of product and warned of potential fire hazard); Ulrich v. Kasco 
Abrasives Co, 532 S.W.2d 197, 199 (Ky. 1976) (manufacturer's awareness of wheels’ propensity to ex
plode if run at excessive speeds shown by warning of such danger included on product); Freund v. 
Cellofilm Properties Inc., 87 N.J. 229, 243, 432 A.2d 925, 932 (1981) (same); Phillips v. Kimwood 
Mach. Co., 269 Or. 485, 489-90, 525 P.2d 1033, 1035 (1974) (manufacturer generally sold sander with 
automatic feeder or safety devices and was aware that plaintiff's employer was using it without such 
protective devices).

Moreover, in Suter v. San Angelo Foundry & Machine Co. ,96 the New Jersey 
Supreme Court implicitly recognized the validity of the state-of-the-art de
fense. In Suter, a design defect case that was decided before Freund, the court 
stated:

Depending upon the proofs, some factors which may be considered 
by the jury in deciding the reasonableness of the manufacturer’s con
duct include the technological feasibility of manufacturing a product 
whose design would have prevented or avoided the accident, given 
the known state of the art, and the likelihood that the product will 
cause injury and the probable seriousness of the injury. We observe 
in passing that the state of the art refers not only to the common 
practice and standards in the industry but also other design alterna
tives within practical and technological limitations at the time of 
distribution.97

Furthermore, in virtually every case in which knowledge has been imputed 
to the manufacturer, both in New Jersey and elsewhere, it has been clear that, 
even if the manufacturer did not have actual knowledge of the defect or had 
not forseen it, it at least had the capacity to discover the problem.98 The impu
tation to a product manufacturer of knowledge of scientifically undiscoverable 
defects is surely of a different magnitude than the imputation of knowledge of 
known or reasonably discoverable defects. Discovery of unknowable defects is 
by definition impossible, rather than merely difficult. Thus, although the 
Beshada decision could be regarded as an extension of New Jersey strict liabil
ity theory, the result is not compelled by judicial precedent.
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B. ELIMINATION OF THE STATE-OF-THE-ART DEFENSE DOES NOT ADVANCE 
THE GOALS AND POLICIES OF STRICT LIABILITY

The Beshada court asserted that three goals and policies of strict liability 
would be advanced by eliminating the state-of-the-art defense." With respect 
to these goals and policies, however, the court took simplistic views of ex
tremely complex issues.

Risk Spreading. The Beshada court’s first rationale for imposing strict
liability for undiscoverable defects is that doing so advances the goal of risk 
spreading.99 100 Although strict liability does result in risk spreading,101 two ar
guments suggest that imposition of liability for scientifically undiscoverable 
defects may in fact have economically inefficient results. The first argument 
considers the economic consequences when the manufacturer invests in safety 
research. The second argument considers the effect when the manufacturer 
insures against the risk of future liability for presently undiscoverable defects. 
Underlying both of these arguments is the premise that regardless of how the 
cost is imposed on the manufacturer (safety research, insurance, damage 
awards), that cost will eventually be passed on to the consumer in the form of 
higher product prices.102 Therefore, if the consumer can insure against or pre
vent the injury at a lower cost this method would be the most economically 
efficient and should be adopted.

99. Beshada, 90 N.J. at 205-08, 447 A.2d at 547-48. See supra notes 76-91 and accompanying text 
(outlining three policy arguments of Beshada decision).

100. See supra notes 77-85 and accompanying text (discussing risk-spreading rationale).
101. Unless a manufacturer has produced only one unit of a product it is clear that imposing liability 

on the manufacturer for foreseeable dangers spreads the risk because each unit of production will bear 
a proportional share of the risk of injury. For example, assume 100 units are produced, there is a 
projected risk of accidents of 1 in every 100 units, an expected cost of $100 per accident, and a selling 
price for the product of $10. If the manufacturer is not held liable the full $100 cost will fall on the 
unlucky individual who buys the defective product. If the cost is imposed on the manufacturer, it will 
raise the price of the product to $11 since it can foresee the $100 liability, thereby funding the $100 
liability and spreading the risk equally among all the purchasers of the product.

102. See R. Posner, Economic Analysis of the Law 59, 141 (1977) (using air pollution example 
to illustrate that imposing costs on manufacturer results in higher product prices and other costs to the 
public and arguing that insurance costs for product defects will similarly be passed on to consumers); 
Merrill, supra note 22, at 115 (inelasticity of demand for drugs allows manufacturers to pass costs on to 
consumers).

103. See R. Posner, supra note 102, at 75, 137-39 (a loss that can be averted by expenditure smaller 
than expected cost of accident is preventable loss and party who fails to eliminate it should be held 
liable; applying this rationale to eliminating the dangers of railroad crossings leads to the conclusion 
that railroad will adopt safety precautions only if they are less costly than expected costs of accidents).

104. The economic inefficiency results from consumers being discouraged from buying a product 
because it is overpriced and allocating their resources to cheaper products that are less safe or effective 
than the product passed up. Economic inefficiency is created even if the product is nonfungible because 
some consumers may simply do without the product.

It is economically efficient for a manufacturer to invest in safety research 
only if it reduces the cost of accidents by more than the cost of the research.103 
If the cost of safety research exceeds its benefits, the result is higher product 
prices that are economically unjustified.104 Therefore, even assuming that the 
manufacturer invests in safety research as a safeguard against liability for un
discovered risks, given the high cost and inherent unpredictability of advanc
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ing the state-of-the-art,105 it is likely that manufacturers will make 
economically unsound allocation decisions by overinvesting in such 
research.106

105. See Havender, Ruminations of a Rat: Saccharin and Human Risk, 3 AEI J. Gov’t & Soc'Y 7 
(1979) (cost of single rat experiment for carcinogen exceeds $250,000).

106. The Beshada court should have recognized the argument that manufacturers are in a better 
position to make safety research decisions only when the dangers of a product are known given the 
court’s citation of the following language from Suter v. San Angelo Foundry & Machine Co.: "The 
manufacturer rather than the factory employee is in a better position both to judge whether avoidance 
costs would exceed foreseeable accident costs and to act on that judgment.” Beshada, 90 N.J. at 207, 
447 A.2d at 549 (quoting Suter, 81 N.J. at 173-74, 406 A.2d at 152) (emphasis added).

107. “Orphan drugs” are potentially valuable new agents that have not been developed for medical 
use. F. Karch, Orphan Drugs 4 (1982).

108. Havender, supra note 105, at 17.
109. Id.
110. See Beshada, 90 N.J. at 196-97, 447 A.2d at 542-43 (court assumed defendants were unaware of 

risks of asbestos until 1960’s but by striking down state-of-the-art defense implicitly imposed liability 
for failure to warn for exposures dating back to 1930’s).

111. This problem is also illustrated by the “orphan drugs" controversy. In one case a major univer
sity withdrew its commitment to help develop an “orphan drug.” The annual insurance premium of 
$98,000 and the potential additional liability of $500,000 per year in deductibles persuaded the univer
sity that the costs were too high. F. Karch, supra note 107, at 5.

Another economic inefficiency that may arise when the manufacturer invests 
in additional safety research is that research often involves a substantial time 
commitment. A good illustration of this problem is the recent controversy sur
rounding “orphan drugs.”107 It has been estimated that the cost of developing 
a new drug in the United States is more than $50 million.108 Much of this cost 
is attributed to the years of clinical and laboratory research needed to meet the 
stringent requirements of the Food and Drug Administration.109 The require
ment of extensive safety research and the related time commitment will inevi
tably cause delay in the marketing of products. If these products are indeed 
safe this delay is economically inefficient.

Furthermore, certain products may never even reach the market. Applying 
known technology, a product subject to rigorous safety research may be dis
covered to be perfectly safe. Under the Beshada standard, however, liability 
will attach if new technology is developed, even ten or twenty years later, that 
discloses an unjustifiable risk in the product.110 Manufacturers may be unwill
ing to place new products on the market without the ability to forecast their 
safety into the indefinite future. Although marketing the product may be justi
fied under a straight cost-benefit analysis, the manufacturer’s fear that later 
discoveries will show that the product could have been made safer may keep 
the product off the market. The result is clearly economically inefficient be
cause not only are consumers deprived of “cost-justified” products while re
search is being done, but the manufacturer’s fears of liability may prevent 
some products from being marketed at all.111

Even if a manufacturer should decide to insure against the risk of future 
liability for presently undiscovered product dangers, the result may still be ec
onomically inefficient. By definition, the risks associated with scientifically un
discoverable defects are unpredictable; consequently, the cost of insuring 
against such risks is likewise unpredictable. A manufacturer’s decision to in
sure against such risks, and the cost of insurance, therefore, will involve much 
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guesswork.112 These costs will then be passed on to consumers in the form of 
across-the-board increases in product prices.113 These prices are likely to be 
economically inefficient because the price of insurance bears, at best, only a 
marginal relation to the actual danger of the product.114

112. Any decision lo insure involves some degree of guesswork. There is alway the possibility that 
either fewer or a greater number of accidents wifi occur than was predicted. However, the problem is 
extreme when the manufacturer must predict not only the outcome of a known or anticipated risk, but 
also the nature of any risk that safety research may have failed to disclose.

113. See R. Posner, supra note 102, at 141, 159 (asserting that insurance costs will be passed on to 
consumers who are “little people" just like victim and discussing broader impheations of increased 
insurance premiums).

114. Analogizing from Posner’s pollution example, see supra note 102. a manufacturer has three 
potential choices when purchasing insurance. He may purchase too little insurance, too much insur
ance, or exactly the right amount of insurance. Either of the first two choices introduces economic 
inefficiency. If the manufacturer underinsures, the product does not incorporate all its costs. Thus, as 
compared to other products that do incorporate all their costs, the price is artifically low. Consumers 
will misallocate resources in purchasing the product. If the manufacturer overinsures, the inefficiency is 
the exact opposite. Here the product price is artificially high since unnecessary insurance costs are 
incorporated into the price of the product. Consumers will opt for lower-priced products even though, 
had this product been properly priced, it would have offered greater safety or value for a comparable 
price It is impossible to ensure complete economic efficiency. However, as the difficulty of predicting 
the risk of a product increases, the potential for wide divergence from the economically efficient price 
also increases. See R. Posner, supra note 102, at 58-59.

115. Beshada, 90 N.J. at 206, 447 A.2d at 547 (“basic normative premise” that it is preferable to 
impose costs on manufacturer, distributor, and consumer rather than on innocent victim).

116. Because the costs of product-related accidents will ultimately be borne by consumers in the 
form of higher prices, it is to the advantage of consumers, as a group, to opt for the greatest protection 
at the lowest cost. See supra note 102 and accompanying text.

117. R. Posner, supra note 102, at 141; Connolly, supra note 22, at 306.
118. Connolly, supra note 22, at 307 (in case of unknowable risks only difference between manufac

turer and consumer is that manufacturer has deeper pocket).

An assumption inherent in the Beshada court’s discussion of the insurance 
issue is that, given a choice between all consumers paying a few pennies more 
for insurance and one individual bearing a catastrophic loss, the clear choice is 
for each consumer to pay a few pennies.115 The fallacy in this argument is that 
products cannot be viewed in isolation. The decision to impose liability solely 
on manufacturers results in all products incorporating insurance costs. Al
though each consumer will pay only an additional few cents to insure against 
the undiscovered risks of asbestos insulation, each consumer will also pay an 
additional few cents to insure against the undiscovered risks associated with 
the full spectrum of products on the market. Across the whole economy, the 
cost to consumers of paying a few pennies for insurance on all the products 
they buy is likely to be substantial. The issue the Beshada court should have 
considered, therefore, is not whether victims should bear the loss, but rather 
which group, manufacturers or consumers, can more efficiently insure against 
the risk of scientifically undiscovered product defects.116

A rationale often advanced for manufacturer’s insurance is that a manufac
turer can better assess the probability of its product causing injury.117 How
ever, scientifically undiscoverable defects by definition are not amenable to a 
probability analysis. Therefore, manufacturers are in no better position to as
sess the chances of product-related injuries than are consumers.118 Moreover, 
because the consumer can better assess the impact of a particular injury on his 
or her life, the manufacturer has no advantage in judging the costs of inju
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ries.119 Thus, although it is often assumed that manufacturers can minimize 
costs through self-insurance, it is at least equally plausible that comprehensive 
individual accident and life insurance would be more cost efficient. For exam
ple, if the insurance industry could more accurately predict the total number of 
injuries from scientifically undiscovered defects than the risks of particular 
products, efficiency would dictate spreading the cost of injuries by modest in
creases in individual fife and health insurance rather than passing the costs of 
manufacturers’ insurance on to the consumer.120 Thus, although the goal of 
risk spreading is laudable, the best method for achieving the desired result may 
not be to impose liability on the manufacturer for scientifically undiscoverable 
defects.

119. R. Posner, supra note 102, at 141.
120. Id
121. See supra notes 86-88 and accompanying text (discussing accident avoidance rationale).
122. Beshada, 90 N.J. at 207, 447 A.2d at 548.
123. Note, supra note 17, at 142-43.
124. See supra notes 103-20 and accompanying text (discussing options of safety research and insur

ance with respect to risk spreading rationale).
125. The problems faced by a manufacturer in making an absolutely safe product are numerous. 

The most difficult problem, however, is that the job is never complete. The following example illus
trates this problem. A drug manufacturer has produced a new product which has passed preliminary 
tests and has been licensed by the FDA. At present there are no known counterindications. However, 
since strict liability imposes liability regardless of foreseeability the manufacturer is under a continuing 
duty not only to keep abreast of developments but to take affirmative steps to advance the state of 
knowledge. Thus, although the product has no known problems, the manufacturer must continue re
search into a multitude of potential problems including allergic reactions, misuse and long-term use. 
The manufacturer undertakes continuing testing and studies, initially uncovering no side effects that do 
not disappear when use of the drug is discontinued. Despite these precautions, it later develops that the 
product, when taken in recommended dosage over a long period of time, results in a small number of 
idiosyncratic reactions in the range of 1 for every 1000 users. Despite the large expenditure of funds 
and all reasonable precautions, the manufacturer is liable for all resultant damages. See, eg., Basko v. 
Sterling Drug, Inc., 416 F.2d 417, 419-24 (2d Cir. 1969) (recounting history of controversy surrounding 
Aralen drug).

Accident Avoidance. The Beshada court’s second justification for elimi
nating the state-of-the-art defense is that doing so will advance the goal of 
accident avoidance by decreasing the number and severity of accidents.121 The 
Beshada court suggested that holding manufacturers liable regardless of 
knowledge will create a strong incentive to invest in safety research, and 
thereby advance the state-of-the-art.122 The long-term goal is to reduce the 
total number of accidents and not merely to compensate victims.123

It is possible, however, that imposition of liability for undiscoverable defects 
will have the opposite result. Because manufacturers will be liable for dam
ages regardless of their exercise of care, management decisions are likely to 
depend on what manufacturers deem to be the most economically efficient 
methods of avoiding liability. Although the possibilities of safety research and 
insurance, discussed above,124 both entail problems and are not mutually ex
clusive, manufacturers are likely to opt to insure against the risk of liability for 
defective products. With respect to safety research, the cost of advancing the 
state of technology is high, the return may be marginal, and there is no guaran
tee of ultimate success.125 Although insurance premiums are likely to be high 
due to the unpredictability of the risk, insurance provides a guarantee of pro
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tection up to the level chosen by the manufacturer. Thus, although manufac
turers will bear the cost of accidents, it is unlikely that the total number of 
accidents will be reduced since safer products will not necessarily be 
developed.126

126. Implicit in the accident avoidance argument is the view that monetary compensation is insuffi
cient in the case of loss of life or limb and that therefore we should endeavor to reduce the incidence of 
accidents. See R. Posner, supra note 102, at 149-52.

127. See supra notes 89-91 (discussing rationale of simplifying trial issues).
128. R. Posner, supra note 102, at 441-42.
129. Beshada, 90 N.J. at 208, 447 A.2d at 548.
130. Id.
131. Id. at 207, 447 A.2d at 548.
132. Commercial litigation is perhaps the best example of another area in which juries traditionally 

deal with complex factual situations. In In re Boise Cascade Sec. Litig., 420 F. Supp. 99 (W.D. Wash. 
1976), the court faced just such a question but handled it differently than did the Beshada court. The 
defendants had made a motion to strike plaintiffs’ request for a jury trial. Id. at 100-01. After noting 
that over “50,000 lawyer man hours” had been spent on the case, producing 900,000 documents, id. at 
101, the court stated that “at some point, it must be recognized that the complexity of a case may exceed 
the ability of a jury to decide the facts in an informed and capable manner.” Id at 104. However, 
rather than changing the law to simplify the case, as the Beshada court did. the court in In re Boise 
removed the case from the jury because it doubted the jury’s ability to review the evidence in an effi
cient and effective manner. Id at 105. The court therefore granted the defendants’ motion to strike the 
request for a jury trial. Id.

133. See Beshada, 90 N.J. at 207-08, 447 A.2d at 548 (discussing need for expert testimony on both 
commitment to safety research and scientific foreseeability and potential problems with jury determina
tion of these issues).

Simplification of the Factfinding Process. It is undoubtedly true that
elimination of an entire issue will simplify a trial. Therefore, the strongest ra
tionale asserted by the Beshada court for eliminating the state-of-the-art de
fense is that doing so will simplify factual issues at trial.127 This rationale is 
flawed, however, in two important respects. First, although imputation of 
knowledge would simplify a major issue, eliminating the state-of-the-art de
fense in strict liability actions may impose higher costs on the procedural sys
tem. The basis for this view is that strict liability, in general, enhances a 
plaintiff's chance of success, causing more claims to be brought and leaving 
plaintiffs with little incentive to settle.128 This will be increasingly so where the 
state-of-the-art is not a viable defense against claims for scientifically undis- 
coverable defects. Therefore, the total number of trials is likely to increase, as 
are the systemic costs.

Second, the court’s argument is a general criticism of the jury system, which 
does not justify eliminating the state-of-the-art defense. The court stated that 
lay juries are inherently incapable of understanding the concept of scientific 
knowability and of untangling the complex factual evidence in a given case.129 
As a result, the court suggested that juries would be likely to resort to a negli
gence standard in determining whether the defendant was blameworthy in a 
given case.130 The court concluded that the “vast confusion that is virtually 
certain to arise . . . constitutes a strong reason for avoiding the concept of 
scientific knowability altogether by striking the state-of-the-art defense.”131

The problems with relying on lay juries to deal with complex technical and 
factual questions, however, abound in the law.132 Although the issue of scien
tific discoverability is undoubtedly complex,133 it is no more complex than 
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other issues that juries have traditionally resolved on the basis of competent 
expert testimony.134 Juries should therefore continue to resolve the issue of 
scientific discoverability in strict liability cases.135 The underlying problems of 
the jury system should be addressed, but this is a separate and larger issue than 
the state-of-the-art defense.

134. Though perhaps not the ideal solution for solving complex factual disputes, juries have tradi
tionally decided such disputes on the basis of experts’ qualifications and believability. Judge Bazelon 
of the District of Columbia Circuit has recognized that even federal judges are not qualified to deal 
with complex administrative determinations and has concluded that justice is provided by assuring 
procedural protections. See International Harvester Co. v. Ruckelshaus, 478 F.2d 615, 651-52 (D C. 
Cir. 1973) (Bazelon, J., concurring) (outlining Leventhal-Bazelon debate on scope of review of adminis
trative decisions). Thus it can be argued that juries need not reach an independent determination of 
whether a defect was scientifically discoverable; rather, they need only make the simpler choice of 
whether to believe the plaintiffs experts or the defendant’s.

135. See Beshada, 90 N.J. at 207-08, 447 A.2d at 548 (asserting that “(e)ach side will have to produce 
experts in the history of science and technology to speculate as to what knowledge was feasible in a 
given year”). The use of expert testimony is widely accepted and is subject to judicial regulation 
through qualification and limits on the numbers of experts that can be called. Thus, the use of experts 
in areas of complex factual disputes is desirable. See generally Younger, Expert Witnesses, 48 Ins. 
Couns. J. 267 (1981). See also Fed. R. Evid. 702 (“If scientific, technical, or other specialized knowl
edge will assist the trier of fact to understand the evidence or to determine a fact in issue, a witness 
qualified as an expert by knowledge, skill, experience, training, or education, may testify thereto in the 
form of an opinion or otherwise”).

136. 90 N.J. at 209, 447 A.2d at 549.

In summary, the Beshada court’s discussion of the goals and policies of strict 
liability is simplistic. Although spreading the costs of accidents, decreasing the 
number of accidents, and simplifying factual issues at trial are all desirable 
results, imputing knowledge to the manufacturer of scientifically undiscover
able defects does not maximize these goals. Rather, manufacturers are likely 
to insure against liability instead of making safer products, consumers will 
probably pay higher product prices due to economically inefficient insurance 
decisions, and the number of disputes resulting in full trials may increase. Ulti
mately, the goal of any theory of liability should be to maximize economically 
efficient choices by manufacturers and consumers. The Beshada court’s recita
tion of broad generalities with little or no factual support is insufficient evi
dence that imputing knowledge of scientifically undiscoverable defects to the 
manufacturer accomplishes this goal.

IV. A Proposed Standard of Scientific Foreseeability 
for Duty-to-Warn Cases

In Beshada the New Jersey Supreme Court imputed knowledge of scientifi
cally undiscoverable defects to the manufacturer and argued that this would 
advance the goals and policies of strict liability.136 However, as argued above, 
imputing this knowledge may not have the desired results. In the duty-to-wam 
case, unlike the design-defect case, the absence of the risk/utility analysis 
presents unique problems that justify retaining the foreseeability requirement. 
Therefore, a standard of scientific foreseeability for duty-to-wam cases more 
effectively serves the goals and policies of strict liability.
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A. DESIGN DEFECT AND DUTY-TO-WARN CASES DISTINGUISHED

Although design defect and duty-to-wam cases are similar in many respects, 
a crucial distinction between these two strict liability causes of action is the 
application of the risk/utility analysis.137 In a strict liability design defect case 
the plaintiff must establish that 1) the product, as designed, was incapable of 
preventing the injury giving rise to the claim, 2) an alternative design existed 
that would have eliminated the risk, and 3) in terms of cost, practicality, and 
technological possibility, the alternative design was feasible.138 Because knowl
edge of the defective condition of a product is imputed to the manufacturer,139 
a plaintiff need only prove that at the time of trial an alternative design existed 
that would have eliminated the danger, and was justified under a risk/utility 
analysis.140

The strict liability duty-to-wam case is similar to the design defect case in 
that the plaintiff must establish that the product caused the injury and that the 
manufacturer could have made the product safer.141 The two types of cases 
differ, however, in the cost the manufacturer must incur to correct the unsafe 
condition. In the design defect case, a modification in the design of a product 
may result in the recall of an entire product line at great expense to the manu
facturer.142 In the duty-to-wam case, however, a warning can be added to a

137. The third type of strict liability case (which is not within the scope of this discussion) is the 
manufacturing defect case. In the manufacturing defect case, the determination that a product is defec
tive is relatively simple because the product is not manufactured as it was intended. See Mechanical 
Rubber and Supply Co. v. Caterpillar Tractor Co., 80 Ill. App. 3d 262, 264, 399 N.E.2d 722, 723 (1980) 
(manufacturing defects are conditions not intended by manufacturer); Note, supra note 17, at 130. The 
flaw or defect is obvious when the product in question is compared to those which are faultlessly manu
factured. The product, if manufactured as intended, would have caused no injury. The classic illustra
tion of a manufacturing defect is the soda bottle in Escola v. Coca Cola Bottling Co., 24 Cal. 2d 453, 
150 P.2d 436 (1944). Although not all soda bottles made by Coca Cola were dangerous, a mistake tn 
the manufacturing process of one bottle resulted in an explosion. Id at 457-59, 150 P.2d at 439-400.

138. Sutkowski v. Universal Marion Corp., 5 Ill. App. 3d 313, 319, 281 N.E.2d 749, 753 (1972) (citing 
jurisdictions that impute knowledge to the manufacturer).

139. See supra notes 39-48 and accompanying text (discussing cases imputing knowledge of defect to 
manufacturer in strict liability cases).

140. An alternative to requiring the plaintiff to prove that the design modification was justified under 
a risk/utility analysis is to shift the burden to the defendant to defend his design once the plaintiff has 
come forward with evidence of an alternative design. Such a rule may be justified by the inherent 
advantage the manufacturer enjoys by virtue of his superior expertise. The manufacturer may be able 
to refute quickly a design alternative, thus saving considerable time and expense at trial. It is also a 
means of forcing the defendant to produce the evidence that it utilized in making its design choices.

141. The two causes of action are so similar that one leading commentator has stated that “the 
absence of appropriate warnings or instructions is sometimes classified as a ‘design defect’.” Wade, 
supra note 36, at 842. However, the duty-to-wam case has inherent advantages over the design defect 
case. See infra notes 142-49 and accompanying text (discussing advantages of duty-to-wam case for 
plaintiffs). Thus, a plaintiff will generally allege both causes of action in a complaint. The crucial 
element in the design defect case is that an alternative design actually existed that would have made the 
product safer. If the plaintiff has sufficient evidence to attempt to prove this element it would apear to 
be obvious that he has sufficient evidence to prove the crucial element of a duty-to-warn case—that 
knowledge existed which, if conveyed to the plaintiff, would have made the product safer.

142. Examples of costly design defects abound. Perhaps the most notorious, however, involves the 
Ford Pinto. The gas tank was placed in the rear of the vehicle and exploded in rear-end collisions. 
Although the dangers posed by the poorly designed location of the gas tank could have been eliminated 
at a cost of approximately eight dollars per car, the need to repair a large number of cars gave rise to a 
projected bill of $10.9 million. See Grimshaw v. Ford Motor Co., 119 Cal. App. 3d 757, 777-78 n.2, 174 
Cal. Rptr. 248, 361-62 n.2 (1981). A more recent defect in Ford automobiles may erase the memory of 
the Pinto case. It involves the potential recall of all 1968-1980 Ford cars with automatic transmissions 
to repair a design defect. The defect allows the car to slip from park into gear with resultant dangers to 
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product at virtually no increase in price.* 143 Moreover, warnings can usually be 
added without decreasing the utility of the product.144 Thus, in a duty-to-warn 
case, the risk/utility equation is rarely, if ever, at issue.145 The result is that the 
risk/utility analysis, which protects the manufacturer from liability in design 
defect cases for not producing alternative designs that were not economically 
feasible, is absent in an action alleging liability for failure to warn of design 
defects.

occupants and pedestrians. See N.Y. Times, Dec. 29, 1980, at 12, col. 4; N.Y. Times, Mar. 7, 1983, at 2, 
col. 1.

143. Kidwell, supra note 22, at 1401 The only costs involved in attaching a warning to the product 
are composing the warning, adding a label to the product, or merely adding a few lines of type to the 
existing label. The negligible costs involved are arguably justified by even a marginal increase in the 
safety of the product.

144. Id. The argument that warnings do not decrease the utility of a product is somewhat more 
complicated than the argument that they do not increase the cost. Although it is beyond dispute that a 
warning does not change the physical characteristics of a product, it can be argued that a warning may 
alert the public to potential dangers in a product, thereby decreasing the demand and affecting its 
“utility” in terms of the manufacturer’s profits. Clearly, to the extent that the warning conveys accurate 
information about the product, the decrease in “utility” is to be desired. Id. at 1401-02.

145. Beshada, 90 N.J. at 201-02, 447 A.2d at 544-45 (regardless of overall risk/utility calculation, 
warning would have made product safer at little or no additional cost and without hindering utility of 
product) (citing Freund v. Cellofilm Properties Inc., 87 N.J. at 242, 432 A.2d at 932).

146. See supra notes 36-48 (discussing the theory justifying imposition of knowledge of defect to 
manufacturer and jurisdictions that have adopted it).

147. This is not meant to belittle the causation issue. Indeed, the Beshada decision may force juries 
to confront the difficult factual determinations of whether the product was actually the proximate cause 
of the injury. Since causation will be virtually the only leg that manufacturers have to stand on, it may 
become even more crucial in the initial determination of whether the product causes a particular type of 
injury. This is because the initial factual determination that the product does cause the injury may 
collaterally estop the manufacturer from relitigating the issue. Thus, the factual issue will become even 
more narrow, focusing on whether the plaintiff in fact suffered the injury and whether there was any 
other potential cause.

These issues have arisen in the asbestos cases. It is now clearly established as a factual matter that 
asbestos is virtually an exclusive cause of asbestosis and mesothelioma. Thus, inquiry generally focusses 
on whether the plaintiffs, in fact, suffer from one of these diseases.

148. This element would appear to be easily established because notice of the potential danger would 
ordinarily decrease the risk and the magnitude of injury. For example, a warning that a product may 
cause an allergic reaction may cause the consumer to discontinue use at the first sign of an adverse 
reaction even if the warning does not specify the cause or the symptoms of the reaction.

149. Beshada, 90 N.J. at 204-05, 447 A.2d at 546-47.
150. Id. at 201-02, 447 A.2d at 545.

B. RETENTION OF SCIENTIFIC FORESEEABILITY AS A SUBSTITUTE FOR 
RISK/UTILITY ANALYSIS IN DUTY-TO-WARN CASES

The unavailability of the risk/utility analysis has a devastating impact on 
the manufacturer in the strict liability duty-to-warn case. Knowledge of the 
defect is imputed to the manufacturer,146 and it is assumed that a warning is 
justified under a risk/utility analysis. Thus, all the plaintiff need show is that 
the product caused the injury147 and that information existed which, if con
veyed through a warning, would have prevented or reduced the risk or magni
tude of the plaintiffs injury.148

The decision in Beshada demonstrates the effect of the practical absence of 
risk/utility analysis in a duty-to-warn case. The Beshada court both imputed 
knowledge of the scientifically undiscoverable defect to the manufacturers149 
and assumed that a warning would be cost justified.150 Because the only de
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fenses open to the manufacturers were that the product did not cause the in
jury or that the danger was so well-known that a warning was not required, the 
manufacturers were made virtual insurers of their product for all later discov
ered defects. Indeed, the standard approaches that of absolute liability.151 Few 
cases exist in which a product, shown to have caused an injury, could not have 
been made safer by attaching a warning alerting consumers to the potential 
danger.152 Thus, the manufacturer is liable even if it exercised extraordinary 
care in producing the product.

151. Absolute liability differs from strict liability in that the plaintiff need not show an actual defect 
in the product. If the product causes the injury, the manufacturer is held Hable regardless of the fact 
that the product was faultlessly designed, manufactured and used. The language of the Restatement 
(Second) of Torts has eliminated the phrase “absolute liability” in favor of strict liability, but has 
clearly recognized a class of “abnormally dangerous activities” in which the danger of the activity itself 
imposes liability on the defendant unless the injured party was contributorily negligent in proceeding to 
encounter a known risk. Blasting is the classic example of an “abnormally dangerous activity” for 
which absolute liability is imposed. For a fuller discussion of the concept of absolute liability, see 
Restatement (Second) of Torts §§ 519-524A (1965) (discussing strict liability for abnormally dan
gerous activities).

152. The only cases in which manufacturers do not have a duty to warn are those in which the risks 
of the product are within the range of common knowledge. The classic example is a knife. The exact 
property which makes the knife useful, sharpness, also makes it potentially dangerous. Because the 
danger is well-known there is no duty to warn. See Restatement (Second) of Torts § 388 comment 
k (1965) (discussing scope of duty to warn in negligence case).

153. The high standard of care is imposed by assessing the product according to the knowledge at the 
time of trial, rather than at the time of manufacture. The protection is provided by the fact that the 
plaintiff must show at least that the proposed design modification is feasible under a risk/utility analy
sis at the time of trial. See supra notes 138-40 and accompanying text (discussing design-defect case).

154. The foreseeability requirement holds the manufacturer to a high standard by imputing knowl
edge discoverable by the best in existing technology; the manufacturer’s actual knowledge is irrelevant. 
It affords some protection to the manufacturer by requiring the plaintiff to show that the defect was 
scientifically discoverable at the time the product was manufactured.

155. Restatement (Second) of Torts § 402A comment j (1965) (“the seller is required to give 
warning against it, if he has knowledge, or by the application of reasonable, developed human skill and 
foresight should have knowledge, of the presence of the ingredient and the danger”).

156. See supra notes 21-35 and accompanying text (discussing jurisdictions retaining foreseeability 
requirement).

157. Restatement (Second) of Torts § 4O2A comment c (1965) (“[o]n whatever theory, the justi
fication for strict liability has been said to be that the seller, by marketing his product for use and 
consumption, has undertaken and assumed a special responsibility toward any member of the consum
ing public who may be injured by it”).

In the design defect case the risk/utility analysis affords the manufacturer 
some protection against liability while holding him to a high standard of 
care.153 In the strict liability duty-to-wam case, retention of the requirement of 
scientific foreseeability serves the same purpose.154 The Restatement (Second) 
of Torts recognizes the need to maintain the foreseeability requirement,155 and 
a majority of jurisdictions have adhered to the Restatement view.156 However, 
in order to continue to hold manufacturers to a high standard of care, it is 
necessary to define carefully the concept of foreseeability.

C. A PROPOSED STANDARD OF SCIENTIFIC FORESEEABILITY

An appropriate standard for the determination of scientific foreseeability 
must comport with the goals of strict liability. In order to maintain the high 
degree of responsibility expected of manufacturers,157 the standard must be 
high, but it should not be insuperable. Scientific foreseeability should, there
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fore, be defined not as what the manufacturer actually knew, but as what it 
could have discovered. If the manufacturer made a reasonable commitment to 
safety research, it should be required to show only that existing technology was 
applied to the product, or that, even had it been applied, the defect would not 
have been discovered.158 If a reasonable commitment to safety research was 
not made, the manufacturer should be held to knowledge of what would have 
been discovered applying the technology that would have been developed by a 
reasonable commitment to safety research.159

158. Beshada, 90 N.J. at 207, 447 A.2d at 548 (explaining foreseeability standard urged by manufac
turers that court rejects).

159. Id. at 208, 447 A.2d at 549.
160. For example, applying the factors to a new prescription drug, a court would consider that 1) 

new drugs have a high risk of unforeseen side effects, 2) no prior history showing that the product is 
safe exists, 3) safety standards in the industry are traditionally high, and 4) the FDA has set minimum 
safety standards. The manufacturer’s degree of commitment to safety would be judged against these 
considerations.

161. This standard differs significantly from the traditional standards for state-of-the-art. See supra 
note 2 (discussing three standards for state-of-the-art). The standard does not limit knowledge to ex
isting industry custom nor even to the aggregate of all product-related knowledge. Rather, the standard 
holds the manufacturer to the knowledge that was or would have been discovered by a reasonable 
commitment to safety research and requires that the defect was in fact scientifically undiscoverable.

162. Recall that the costs of injuries are always indirectly imposed on consumers through higher 
product prices. See supra note 102 and accompanying text.

163. See supra notes 114-20 and accompanying text (discussing possibility of individual insurance to 
protect against injuries from scientifically undiscovered product risks).

The reasonable commitment to safety research standard should be flexible 
enough to allow courts to deal with a multitude of situations. Among the fac
tors that would be considered are the type of product being manufactured, the 
product’s prior safety record, the standards for safety maintained by the indus
try, and any federal or state requirements.160 The manufacturer should bear 
the burden of proving that its expenditures on safety research were reasonable 
and that the defect in the product was not scientifically foreseeable.161 This 
allocation of the burden of proof is consistent with imposing a high degree of 
care on the manufacturer and with the need to simplify factual determinations 
at trial. Overall, this proposed standard for scientific foreseeability is more 
consistent with the goals and policies of strict liability outlined by the Beshada 
court than the standard adopted in Beshada.

Risk Spreading. The proposed standard for scientific foreseeability ad
vances the goal of risk spreading. Because the standard imposes a high stan
dard of care on manufacturers, in the vast majority of cases they will be held 
fiable for any injuries caused by product defects. Only in the rare circum
stance in which the manufacturer, in fact, had no better knowledge of the dan
gers of the product than the consumer will the cost of injuries be imposed 
directly on the consumer.162 In such a case the goal of risk speading need not 
be sacrificed. The risks could be more efficiently spread through individual 
insurance than by holding the manufacturer liable.163

Accident Avoidance. The proposed standard for scientific foreseeability
is also likely to promote the goal of accident avoidance more effectively than 
the Beshada rule. Under the Beshada standard, the manufacturer is liable re
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gardless of its level of commitment to safety research if the product in fact 
causes injury.164 Thus, if the manufacturer insures against the risks, it has little 
incentive to improve the safety of its product.165 However, under the proposed 
standard for scientific foreseeability, the manufacturer’s commitment to safety 
research is a critical factor in determining liability. If the manufacturer has 
made a reasonable commitment to safety research, it need only show that ap
plying existing technology would not have resulted in discovery of the defect. 
If, however, the manufacturer falls below this standard, it faces the difficult 
task of showing that the technological advances that would have been made, 
given a reasonable commitment to safety research, would not have uncovered 
the risk.166 Thus, the reasonable commitment to safety research standard pro
vides an appropriate incentive to manufacturers to invest in safety research.167

Simplification of the Factfinding Process. No theory of liability that
maintains a foreseeability element can approach the simplification of factual 
issues at trial that would result from the complete removal of the issue of scien
tific knowability.168 Unlike the state-of-the-art defense, however, which forced 
the plaintiff to prove that the defect was scientifically undiscoverable,169 the 
proposed standard places the burden of proof on the manufacturer.170 Thus,

164. Beshada, 90 N.J. at 209, 447 A.2d at 549.
165. See supra notes 86-88 and accompanying text (discussing accident avoidance rationale for strict 

liability).
166. The task is difficult for two reasons. First, simply proving what advances would have been

made, given additional expenditures, requires the manufacturer to put on additional expert testimony. 
Rather than focusing on the technology that actually did exist, the manufacturer's experts must guess at 
when the injury-causing potential of the product would have been discovered if the manufacturer had 
made a reasonable commitment to research. More importantly, however, the manufacturer will be 
forced to overcome the negative impression created in the jury’s mind by virtue of the fact that it has 
failed to make a reasonable commitment to safety research. The probable bias of a jury toward the 
innocent injured plaintiff is likely to be reinforced, thus making the manufacturer’s task far more 
difficult. *

167. The standard is appropriate in that it does not demand that the manufacturer produce an abso
lutely safe product in order to be protected from liability, but only that he make a reasonable commit
ment to safety research. See supra notes 101-20 and accompanying text (discussing economic 
inefficiencies inherent in an overcommitment to safety research). The reasonable commitment standard 
is flexible enough to allow courts to impose greater demands on manufacturers whose products have a 
greater though still unknown potential danger. See supra note 160 and accompanying text (discussing 
factors to be considered under reasonable commitment standard). For example, the risks of a new 
prescription drug are likely to be greater than the risks of a new camera or record player and thus the 
manufacturer’s duty to invest in safety research can be appropriately defined in both cases under the 
reasonable commitment to safety research standard.

168. See supra notes 89-91 and accompanying text (discussing simplification of factual issues ration
ale for strict liability).

169. See supra note 2 (discussing state-of-the-art defense).
170. Placing the burden on the manufacturer of showing both reasonable commitment to safety re

search and that the defect was scientifically undiscoverable forces the manufacturer to produce evi
dence of both its commitment to safety research and the state of technology at the time the product was 
produced. Since the manufacturer will ordinarily possess information in both of these areas, and the 
injured consumer would have a difficult time developing either, if forced to start from scratch, the 
burden is clearly justified. Once the information is produced the plaintiff can then attempt to refute 
either that the research expenditures were reasonable, or that the defect was scientifically undiscover
able given existing technology. Having the data on exactly what technology the manufacturer had 
available at the time the product was produced will greatly simplify the plaintiffs burden as he will 
only need to find experts to assess the data, rather than experts in the field, who have knowledge of 
what technology was being used, who may be reluctant to testify due to the potential liability of their 
employers. 
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once the plaintiff has come forward with evidence that a warning could now be 
given that would make the product safer, the burden shifts to the manufacturer 
to establish that either 1) it made reasonable investments in safety research and 
applying the existing technology failed to reveal the risk, or 2) even if it had 
made reasonable investments, and the state-of-the-art had therefore been ad
vanced, the defect would not have been discovered.

The proposed standard would not only relieve plaintiffs from costly and 
time-consuming discovery, but would also result in putting more facts before 
the jury. Because the manufacturer would be required to produce information 
on the foreseeability element, much of which is in its direct control, the 
amount of factual data before the jury would no longer hinge on how effec
tively the plaintiff conducted discovery.

Conclusion

There can be little doubt that the dangers of asbestos insulation were known 
by the industry171 long before the manufacturers of asbestos began warning of 
the dangers. Even if the dangers were undiscoverable, as the industry con
tends, the industry’s failure to make a reasonable commitment to safety re
search,172 given the known dangers of asbestos processing,173 would provide 
grounds for imposing liability. Thus, even under the proposed standard, the 
manufacturers of asbestos would in all likelihood be held liable for the injuries 
caused by their products.

171. See Katjala v. Johns-Manville Prods. Corp., 522 F.2d 155, 157-59 (8th Cir. 1975) (although 
review limited, not “plain error” for jury to conclude dangers of asbestos were known); Borel v. 
Fibreboard Paper Prods. Corp., 493 F.2d 1076, 1093 (5th Cir. 1973) (on facts, jury entitled to find that 
danger of inhaling asbestos dust was foreseeable at time products causing injury were sold); Hardy v. 
Johns-Manville Sales Corp., 509 F. Supp. 1353, 1355 (E.D. Tex. 1981) (knowledge of dangers of asbes
tos can be attributed to industry as early as late 1930’s).

172. See Borel v. Fibreboard Paper Prods. Corp., 493 F.2d at 1093 (no manufacturer ever tested 
effect of product on insulation workers); Hardy v. Johns-Manville Sales Corp., 509 F. Supp. at 1355 
(conduct of asbestos industry characterized as one of indifferent silence).

173. See supra note 10 and accompanying text (outlining literature discussing when dangers of as
bestos were known).

The case that would distinguish the two standards, however, involves a 
product with a long history of safe, beneficial use that is suddenly found to 
cause injury. The Beshada standard would impute knowledge of the defect to 
the manufacturer despite the fact that it had exercised all reasonable care in 
the preparation and sale of the product. Because the product would have been 
safer had a warning been attached, the manufacturer will be held liable for all 
injuries. Under the proposed standard for scientific foreseeability, however, a 
manufacturer that makes a reasonable commitment to safety research will be 
protected from liability for the scientifically undiscovered defect.

The proposed standard for scientific foreseeability presents a viable alterna
tive to the Beshada court’s imputation of knowledge to the manufacturer of 
scientifically undiscoverable defects. While it is true that the proposed stan
dard does not eliminate the complex issue of scientific discoverability, it does 
seek to minimize the complexities of pretrial factfinding by requiring the man
ufacturer to come forward with the available information. In addition, it al
lows for the cost of injuries caused by scientifically undiscovered defects to be 
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spread among consumers in a more economically efficient manner. Finally, 
and most importantly, it holds manufacturers to a high standard of care with
out destroying incentives to create new and safer products.

William R. Murray, Jr.
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