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Broker-Dealers’ Financial Responsibility under 
the Uniform Net Capital Rule—A Case for 
Liquidity*

* The Securities and Exchange Commission, as a matter of policy, disclaims responsibility for any 
publications by any of its employees. The views expressed herein are those of the authors and do not 
necessarily reflect the views of the Commission.

•• Staff attorney. Division of Corporation Finance, Office of Disclosure Policy. Securities and Ex
change Commission. Washington, D C. Formerly Staff attorney. Division of Market Regulation. Of
fices of Chief Counsel and Financial Responsibility. B.S. (Economics) 1977, University of Santa Clara: 
J.D. 1980, University of San Francisco School of Law; LL.M. (Taxation), expected June 1984, Ge
orgetown University Law Center. Member, California and District of Columbia Bars.

Partner with the accounting firm of Touche Ross & Company, Washington. D.C. Formerly 
Assistant Director in the Division of Market Regulation, Office of Financial Responsibility. Securities 
and Exchange Commission. Washington. D.C. B.S. (Business Administration) 1972, American Univer
sity; J.D. 1983. George Mason University School of Law. C.P.A.; Member, Virginia Bar.

We would like to thank George Beliakow, Egon Guttman, Colette Kimbrough. Mike Macchiaroli, 
and Alexander Shtofman for their assistance and helpful comments. In addition. Harry Melamed's 
suggestions regarding several conceptual ideas discussed in the article are deeply appreciated. Finally, 
we would also like to express our gratitude to Barbara Smith for her diligent preparation of several 
drafts of this article.

1. 17 C.F.R. § 240.15c3-l (1983).
2. Section 3(a)(40) of the Securities Exchange Act of 1934. 15 U.S.C. § 78c(a)(40) (Supp. V 1981), 

defines the term "financial responsibility rules” of the Commission. These rules include the uniform 
net capital rule. 17 C.F.R. § 240.15c3-1 (1983). the customer protection rule. 17 C.F.R. § 24O.15c3-3 
(1983), the financial reporting rule (FOCUS). 17 C.F.R. § 240.17a-5 (1983), the hypothecation rules, 17 
C.F.R §§ 240.8c-!. . 15c2-1 (1983), the initial margin requirements of the Board of Governors of the 
Federal Reserve System (the "Federal Reserve Board”), 12 C.F.R. § 220.3(b) (1983), and the mainle-

Steven L. Molinari** and Nelson S. Kibler***

Recent operational and regulatory reforms, the high cost of capital, and 
the ever-increasing diversity of investment mechanisms have called into 
question the Securities and Exchange Commission’s use of a liquidity 
standard to ensure the continuing viability of broker-dealers. In their 
article Mr. Molinari and Mr. Kibler examine the liquidity concept un
derlying the uniform net capital rule andfind that the Commission’s reli
ance on a liquidity standard is well-founded. The authors initially 
discuss the development of net capital requirements and the responsive
ness of net capital rules to the changes taking place in the securities 
industry. The authors next analyze the liquidity concept in light of sev
eral developing investment mechanisms and conclude that the continued 
emphasis on liquidity is proper given the increasing leverage permitted 
by these mechanisms. Mr. Molinari and Mr. Kibler finally discuss al
ternatives to the liquidity standard. The authors conclude that, at least 
for the present, the uniform net capital rule’s continued emphasis on 
liquidity is the superior method of ensuring the financial stability of bro
ker-dealers and the protection of investors.

Since its inception in 1975, the uniform net capital rule1 has been the main
stay of the financial responsibility program of the Securities and Exchange 
Commission (the “Commission”).2 The rule is premised on concepts of liquid-

1
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ever, did not address the more fundamental questions raised by the 
Commission concerning the basic structure and utility of the uniform net capi
tal rule and the liquidity concept.

This article examines these issues and questions whether the liquidity con
cept remains an appropriate means of affording protection to investors in the 
current economic and regulatory environment. Part I reviews the origins and 
development of the uniform net capital rule. Part II examines the changed 
economic and regulatory environment including the adoption of the customer 
protection rule and the creation of a uniform net capital rule. Part III explains 
the operation of the liquidity concept and emphasizes its continued impor
tance. Part IV analyzes alternatives to the liquidity concept, including utiliza
tion of a net worth test, complete segregation of customer funds and securities, 
and placing greater reliance on the customer protection rule. The article con
cludes that, despite the appeal of certain of these alternatives, particularly 
placing greater reliance on the customer protection rule, some form of the li
quidity test must be retained to ensure the continued viability of broker-deal
ers and the protection of investors.

I. The History and Development of the Uniform Net Capital 
Rule

A. EARLY DEVELOPMENT OF THE RULE

The Commission’s uniform net capital rule is derived primarily from two 
statutory sources: Sections 8(b) and 15(c)(3) of the Securities Exchange Act of 
1934.18 Section 8(b), part of the original Exchange Act, prohibited any member 
of a national securities exchange, or any broker-dealer who transacted business 
through an exchange member, from incurring an aggregate indebtedness in 
excess of 2000 percent of net capital.19 The legislative history of section 8(b) 
reveals that, although this provision was enacted in part as a means of reduc
ing the amount of credit available in the stock market for speculation,20 its

18. 15 U.S.C. §§ 78a-78kk (1976 & Supp. V 1981) [hereinafter cited as “Exchange Act”].
19. Section 8(b) provided:

It shall be unlawful for any member of a national securities exchange, or any broker or dealer 
who transacts a business in securities through the medium of any such member, directly or 
indirectly—

(b) To permit in the ordinary course of business as a broker his aggregate indebtedness to 
all other persons, including customers’ credit balances (but excluding indebtedness secured 
by exempted securities), to exceed such percentage of the net capital (exclusive of fixed 
assets and value of exchange memberships) employed in the business, but not exceeding in 
any case 2,000 per centum, as the Commission may by rules and regulations prescribe as 
necessary or appropriate in the public interest or for the protection of investors.

Exchange Act, § 8(b), 48 Stat. 881, 888 (1934) Baruch points out that there is little legislative history 
about the limitation of aggregate indebtedness. See H. Baruch. Wall Street: Security Risk 173-74 
(1971).

20. One of the greatest evils of the stock market prior to the stock market crash of 1929 was the 
extensive and unrestrained speculation engaged in by both broker-dealers and their customers. Cus
tomers, who purchased from broker-dealers on margin, and broker-dealers, who borrowed from banks, 
private corporations, and other brokers, extended themselves far beyond the limits of their own re
sources. This increased demand for credit made it more difficult for legitimate business concerns to 
obtain financing, which in turn adversely affected other areas of the economy. The net result was the 
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primary purpose was to ensure that broker-dealers had on hand at all times 
sufficient liquid resources to promptly satisfy customer claims.* 21 This emphasis 
on liquidity reflected congressional concern that broker-dealers, engaging in 
speculative activities for their own accounts, were operating on a “shoestring” 
and would not be able to meet their obligations to customers.22

wholesale closing of banks, curtailment of credit, growth of unemployment, and general economic dis
repair See generally S. Rep. No. 1455, 73d Cong., 2d Sess. 5-7 (1934); Hearings Before the Sen. Comm, 
on Banking and Currency, 73d Cong., 2d Sess. [pts. 15-17) 6440-43 (1934) [hereinafter cited as Stock 
Exchange Practice Hearings}. As a means of preventing excessive use of credit in the stock market, 
certain provisions of the Exchange Act authorized the Federal Reserve Board to set margin rules relat
ing to the purchase and carrying of securities on credit. See generally Exchange Act, §§ 7, 8, 15 U.S.C. 
§§78g. 78h (1976)

21. In Guy D. Marianette, 11 S.E.C. 967 (1942), the Commission stated: “Customers do not open 
accounts with brokers relying on suit, judgment and execution to collect their claims—they are opened 
in the belief that a customer can. on reasonable demand, liquidate his cash or securities position." Id. at 
970-71.

22. During the House Hearings, Thomas Corcoran, counsel to the Reconstruction Finance Corpora
tion, stated:

A broker always needs a certain amount of immediate resources to take care of current cus
tomers’ credit balances and other demands. . . . [W|henever a brokerage house gets over its 
head on its own obligations, some customer loses. . There has been a favorable reception 
to [section 8(b)). It insures ... the solvency of the brokerage house—you cannot go into this 
business on a shoestring anymore ....

Hearings Before the House Comm, on Interstate and Foreign Commerce, 73d Cong . 2d Sess. 87 (1934).
23. See Stock Exchange Practice Hearings, supra note 20, at 6768-69 (statement of W.G. Paul, Secre

tary, Los Angeles Stock Exchange).
24. Some members of the committee apparently believed that net capital should be composed en

tirely of cash. Due to objections from some of the stock exchanges, however, the concept of net capital 
was broadened to include other assets that also were considered “liquid.” See id. at 6504 (statement of 
Thomas Corcoran, Counsel, Reconstruction Finance Corp.); 6768-69 (statement of W.G. Paul. Secre
tary, Los Angeles Stock Exchange); 6985 (statement of Eugene Thompson, President, Associated Slock 
Exchanges).

25. Id. at 6768-69. In agreeing that the concept of net capital should be broadened to include other 
“liquid assets,” Thomas Corcoran, Counsel to the Reconstruction Finance Corporation, nonetheless 
stated: “1 have no objection to a concession as to Government bonds. But the difficulty with going any 
further is that you reach a degree when you start on the toboggan chute and never know when you are 
going to land at the bottom." Id. at 6504.

26. See Securities Exchange Act Release No. 8024 (Jan. 18, 1967), 32 Fed. Reg. 856, 856 (Jan. 25, 
1967) (basic concept of rule is liquidity); Securities Act Amendments, 1959: Hearings Before a Subcomm, 
of the House Comm on Interstate and Foreign Commerce, 86th Cong., 1st Sess. 60 (1959) (statement of 
Edward N. Gadsby, Chairman, Sec. & Exch. Comm'n) (liquidity purpose of section 8(b) of Exchange 
Act).

27. Section 15(c)(3), as enacted in 1938, provided:
No broker or dealer shall make use of the mails or of any means or instrumentality of inter-

In the Senate hearings, the view was expressed that the brokerage business 
requires resources that are absolutely liquid.23 Some members of the securities 
industry, however, feared that the bill would require the maintenance of net 
capital entirely in cash.24 Although they did not argue for full freedom to 
maintain assets in any form, they did insist that the regulation be drafted such 
that only “purely liquid assets” were permissible.25 From the beginning, this 
emphasis on “liquidity” has been recognized both by Congress and the Com
mission as vital to the public interest and necessary for the protection of 
investors.26

In 1938 Congress enacted section 15(c)(3) of the Exchange Act, authorizing 
the Commission to prescribe capital requirements of general applicability to 
over-the-counter broker-dealers.27 Pursuant to section 15(c)(3),28 the Commis- 
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Stock Exchange (the “NYSE”).* 41 On the whole, rule 325 was much more com
plex and, on its face, afforded more protection to customers of its members 
than the Commission’s rather simple net capital rule.42 Because the NYSE 
failed to enforce rule 325 against certain of its members during the 
“Paperwork Crisis,” however, the Commission determined that the protections 
provided customers by the rule were, at best, illusory.43

7, 1955); Securities Exchange Act Release No. 5431 (Dec. 28, 1956), 22 Fed. Reg. 159 (Jan. 8. 1957); 
Secunties Exchange Act Release No. 6691 (Dec. 21, 1961), 26 Fed Reg. 12,765 (Dec. 30, 1961).

41. See 2 N.Y.S.E. Guide (CCH) H 2325 (Mar. 1983) (NYSE rule 325). Apparently the NYSE had 
an informal net capital test, commencing about 1922, which established a maximum ratio between a 
broker-dealer’s net capital and its customers' debit balances. In 1939 the rule was modified to establish 
a ratio between net capital and aggregate indebtedness, the requirement currently embodied in NYSE 
rule 325. See H. Baruch, supra note 19, at 174.

42. In fact, rule 325 was used extensively by the Commission in developing its uniform net capital 
rule in 1975. See Securities Exchange Act Release No. 11497 (June 26, 1975), 40 Fed Reg. 29,795, 
29,796 (July 16, 1975) (provisions in capital rules of national securities exchanges incorporated in uni
form net capital rule).

43. See infra note 94.
44. See Securities Exchange Act Release No. 5156 (Apr. 8, 1955), 20 Fed Reg. 2611 (Apr. 20, 1955). 

Certain kinds of adequately collateralized indebtedness were further excluded from the aggregate in
debtedness computation. Of these new exclusions, the one that has grown to major significance is the 
subordinated loan. Subordinated loans were excluded from aggregate indebtedness and amounts paya
ble on such loans were excluded from the liabilities of the broker-dealer, thereby raising net worth. Id.

45. See supra note 35.
46. See Special Study, supra note 35, at 408.
47. Id. at 83.
48. Id. at 84. The Special Study also noted that requiring broker-dealers to have a minimum net 

capital would affect the seriousness with which they viewed their legal duties and would help to insure 
the smooth and speedy handling of securities transactions. Id.

Notwithstanding adjustments to the various exemptive provisions and ex
pansion of the terms “net capital” and “aggregate indebtedness,”44 the basic 
form of the net capital rule remained analogous to the original aggregate in
debtedness ratio concept of section 8(b) until the Commission undertook the 
congressionally-mandated Special Study of the Securities Markets in the early 
1960’s.45 In general, the Special Study expressed satisfaction with the operation 
of the net capital requirements imposed by the Commission and the major 
exchanges, noting that virtually all registered broker-dealers with public cus
tomers were covered either by the Commission’s net capital rule or by a more 
comprehensive exchange rule.46 While agreeing that the various net capital 
ratio rules were desirable and necessary, the Special Study nonetheless con
cluded that “a vital element in the generally higher standards of qualifications 
for broker-dealers recommended by the study would be a minimum net capital 
rule applicable to all registered broker-dealers.”47 In making this recommen
dation, the Special Study stated:

[N]o firm should commence operations on so thin a margin that it 
is wholly dependent on day-to-day business to keep its doors 
open ....

[A]n even broader and more fundamental consideration ... is that 
those entering the securities business as entrepreneurs should have 
such sense of commitment to their business as is likely to produce 
responsible, reliable operations.48
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The Special Study noted that a “disproportionate number of violations of 
Commission rules” occurred among broker-dealers with limited capital.49 
Firms with minimal net capital had a “significantly higher” chance of falling 
into net capital difficulties.50 In recommending a minimum net capital rule for 
all broker-dealers, however, the Special Study did recognize that the amount 
of net capital required should vary according to the type of securities business 
in which a firm was engaged.51

49. Id. at 91.
50 One example of an undercapitalized firm cited by the Special Study was E.H Janson Co., which 

began operations in 1958 with an adjusted net capital of $42. The firm failed to maintain proper books 
and records and immediately ran into net capital difficulties. A hearing was then ordered by the Com
mission to determine whether Janson’s registration should be revoked and whether its principals should 
be named in a Commission action. See id. at 84-85. In general, the Special Study noted that of 215 
new broker-dealers registrant tn a typical six-month period in 1956, 27% had net capital of less than 
$1,000, 16% had net capital between $1,000 and $2,500, and 17% had net capital between $2,500 and 
$5,000. Id. at 85.

51. Id. al 92.
52. Securities Exchange Act Release No. 7611 (May 26, 1965), 30 Fed. Reg. 7276 (June 2. 1965).
53. Id. at 7276.
54. 17 C.F.R § 240.15c3-l(a)( l)-(3) (1983); see infra text accompanying note 75.
55. 17 C.F.R. § 240.15c3-1 (a)(2), (3) (1983).
56. Sec. and Exch. Comm’n, Study of Unsafe and Unsound Practices of Brokers and 

Dealers. HR. Doc. No. 231, 92d Cong., 1st Sess. 13 (1971) (hereinafter cited as Unsafe and Un
sound Practices Study],

57. Id. at 27-29. The "Paperwork Crisis" became so severe that the exchanges reduced trading hours 
and even closed one day a week. Id. at 28.

The Commission adopted minimum net capital requirements for broker
dealers in 1965.52 Broker-dealers engaging in a general securities business 
were required to maintain a minimum net capital of $5,000, while broker-deal
ers who did not hold funds or securities for customers and whose activities 
otherwise were limited in accordance with the requirements of paragraph 
(a)(2) of the net capital rule were only required to maintain a minimum net 
capital of $2,500.53 Under the present uniform net capital rule, minimum net 
capital requirements have been raised to $25,000 and $5,000, respectively, and 
a new minimum of $2,500 has been added for broker-dealers exclusively sell
ing mutual fund shares.54 Broker-dealers subject to the minimum net capital 
requirements of $5,000 and $2,500 are prohibited from holding customer funds 
and securities.55

b. the “paperwork crisis” of 1967-1970

During the years 1967 to 1970, the brokerage industry underwent the most 
prolonged and severe crisis since the stock market crash of 1929. Beginning in 
1967, the NYSE experienced record increases in trading volume for which the 
industry was not prepared. While the NYSE had projected that daily trading 
volume would range from nine to eleven million shares between 1965 and 
1975, in reality volume often reached fifteen million shares and twenty and 
thirty million share days were experienced.56 Neither the NYSE nor its mem
bers had the modern equipment nor the trained personnel necessary to handle 
such high volume. Chaos developed in the back offices of brokers-dealers as 
back office personnel were unable to keep records current and the number of 
errors in handling and recording transactions multiplied.57
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The Commission noted in its Unsafe and Unsound Practices Study that this 
“operational chaos brought to light and exacerbated other structural problems 
inherent in the industry,” such as the lack of adequate and permanent capi
tal.58 One of the main reasons for the crisis when it developed was that the vast 
sums of money required to acquire and install the processing systems neces
sary to handle the increased trading volume were not readily available.59

58. Id. at 28. Prior to 1967, broker-dealers financed their businesses to a large extent with customer 
credit balances and other short-term liabilities. They also relied on subordination agreements, the 
terms of which permitted withdrawal of cash or securities contributed pursuant to the agreement on 
relatively short notice. Thus, there was very little equity investment in these enterprises and any equity 
held was subject to rapid withdrawal. The Commission amended the net capital rule to include capital 
“lock-in" provisions to prevent broker-dealers from capitalizing their businesses with temporary and 
impermanent capital. See infra text accompanying notes 75-76.

59. Unsafe and Unsound Practices Study, supra note 56, at 28.
60. “Leverage" is generally understood to mean the ability of an entity to carry a substantial amount 

of assets and liabilities with a relatively small capital base The Commission and its staff have ex
pressed concern over the leverage broker-dealers (and nonregulated Government securities dealers 
such as Drysdale Government Securities and Lombard-Wall) have been able to employ utilizing such 
devices as repurchase, reverse-repurchase, and matched repurchase agreements, as well as letters of 
credit. See infra text accompanying notes 158-86.

61. Unsafe and Unsound Practices Study, supra note 56. at 74-75.
62. In addition, broker-dealers could replenish their cash supply by the rehypothecation and lending 

of securities of customers on which the broker-dealer extended or maintained margin credit See id. at 
16. In its Unsafe and Unsound Practices Study, the Commission noted that, at year end 1969 and 1970. 
41% and 33%, respectively, of the assets of NYSE member firms doing public business were financed by 
payables to customers or money borrowed secured by customers’ collateral. The Commission pointed 
out that commercial banks, the principal source of business loans, made few unsecured loans to broker
dealers. Id. at 75.

63. Id. at 76, 77.
64. From 1969 to 1970. 12 NYSE firms failed and another 70 or more merged with or were acquired 

by other firms as a means of preventing liquidation. Id. at 27
65. 15 U.S.C. §§ 78aaa-78/// (1976 & Supp. V 1981).

The Commission also found that the overall leverage60 available to broker
dealers was substantial. At the end of 1970, total liabilities (including 
subordinated liabilities) comprised ninety percent of total assets for NYSE 
member firms carrying customer accounts—leverage of ten to one.61 In es
sence, this meant that for every dollar of equity capital these firms were able to 
support ten dollars of liabilities. The Commission attributed this tremendous 
leverage to the almost unrestricted ability of broker-dealers to rely on cus
tomer funds and securities to finance their assets.62 In this regard, the Commis
sion noted that leverage among the larger NYSE firms having public 
customers, which provided extensive access to customer funds and securities, 
was much higher than at the smaller NYSE firms that relied to a greater extent 
on equity capital to finance their assets.63

Ironically, by the time broker-dealers began to modernize their back office 
operations, the market decline of 1969 caused a decrease in gross volume, in
ventory prices, and revenues at a time when overhead costs remained constant 
or even increased. This decrease in profits proved too much for all but the most 
well-capitalized firms.64

II. The Changed Environment

In response to the losses suffered by customers in the “Paperwork Crisis," 
Congress enacted the Securities Investor Protection Act (“SIPA”) in 1970.65 
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The purpose of S1PA was to protect the customer accounts of broker-dealers66 
and, generally, to promote public confidence in the securities markets.67 The 
Act created the Securities Investor Protection Corporation (“SIPC”),68 a gov
ernment-chartered corporation designed to provide specific, limited protection 
to customers of securities firms that are forced to liquidate.69 In addition, SIPA 
amended section 78<?(c)(3) of the Exchange Act to direct the Commission to 
establish such rules and regulations

66. Prior to the enactment of SIPA, the only protection for customers of insolvent securities firms 
was provided by section 60e of the Bankruptcy Act, added by the Chandler Act. Pub. L. No. 75-696, 52 
Stat. 840 (1938). Before 1938, customers of insolvent broker-dealers were treated as general creditors to 
the extent that they could not identify specific funds and securities as their own. Under section 60e 
customers could not only reclaim specifically identifiable property, but also had priority over claims of 
general creditors to funds or securities held foi the account of all customers (other than those specifi
cally identifiable as to a particular customer). Since the assets usually were inadequate, however, sec
tion 60e was not effective in protecting customer losses. SIPA substantially broadened the range of 
assets that could be used to satisfy customers’ claims.

67. As stated by the Supreme Court, “Congress enacted SIPA to . . . restore confidence in the capi
tal markets, and upgrade the financial responsibility requirements for registered brokers and dealers.” 
Securities Investor Protection Corp. v. Barbour, 421 U.S. 412, 415 (1975). See also Conf. Rep. No. 
1788. 91st Cong.. 2d Sess. 1 (1970).

68. 15 U.S.C. § 78ccc (1976 & Supp. V 1981). SIPC is a non-profit membership corporation of which 
all registered broker-dealers, with some minor exceptions, are members. Although SIPC is expressly not 
a government agency, five of its directors are appointed by the President, subject to Senate approval. 
One of the principal objectives of SIPA was the establishment of the SIPC fund and its buildup through 
assessments on members. See 15 U.S.C. § 78ddd (1976 & Supp. V 1981) (establishing SIPC fund and 
assessment requirements); Securities Investor Protection Corp., Annual Report 1982, at 10-12 
(1983) (discussing SIPC membership, fund, and assessments) (copy on file at Georgetown Law Journal).

69 The primary purpose of a customer protection proceeding under SIPA is to satisfy the claims of 
customers and otherwise liquidate the financially unsound broker-dealer's business as quickly as possi
ble Due to limitations inherent in SIPA. however, customer protection proceedings still take time and 
could result in substantial losses to customers. In this regard, it should be noted that timely satisfaction 
of customer claims assumes broker-dealer compliance with Commission rules, particularly the record
keeping rules, 17 C.F.R. §§ 240.17a-3, ,!7a-4 (1983), and the customer protection rule, 17 C.F.R. 
§ 240.15c3-3 (1983).

70. 15 U.S.C. § 78o(c)(3) (1976). This was part of an attempt by Congress to upgrade the financial 
responsibility of broker-dealers in order to reduce customer losses caused by broker-dealer bankrupt
cies: "It is clear that the protections provided by the proposed SIPC fund are really only an interim 
step. The long-range solution to these problems is going to be found in the ultimate upgrading of the 
financial responsibility of the brokerage community." Conf. Rep. No. 1788, 91st Cong.. 2d Sess 12 
(1970).

as necessary or appropriate in the public interest or for the protection 
of investors to provide safeguards with respect to the financial re
sponsibility and related practices of brokers and dealers including, 
but not limited to, the acceptance of custody and use of customers’ 
securities, and the carrying and use of customers’ deposits or credit 
balances.70

Pursuant to this directive, both the Commission and the SROs took signifi
cant steps to strengthen their regulatory programs for assuring the financial 
responsibility of broker-dealers. These safeguards included, among other 
things, the adoption of rules designed to remedy the operational and capital 
problems of the late 1960’s, increasing the financial and operational surveil
lance of broker-dealers, and the adoption of the customer protection rule and 
the uniform net capital rule. These regulatory improvements are examined in 
greater detail below.
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A. THE OPERATIONAL AND CAPITAL PROBLEMS

In response to the operational problems, the Commission adopted a number 
of rules requiring broker-dealers to perform, among other things, a quarterly 
“box-count” and to verify the location of securities not in their possession.71 
Also, in an attempt to strengthen the Commission’s and the SROs’ early warn
ing systems, the Commission adopted a number of rules and amended others 
to require broker-dealers to notify the Commission or the SROs in the event of 
operational or financial difficulties.72 Moreover, there has been substantial 
progress in the development of a national system for the clearance and settle
ment of securities transactions.73

71. 17 C.F.R. § 240.17a-13 (1983). The purpose of this rule was to establish a standard to control the 
movement of and accountability for customer securities, the most crucial element of the operational 
integrity of broker-dealers. See Securities Exchange Act Release No. 9140 (Apr. 19, 1971), 36 Fed. 
Reg. 7974. 7974 (Apr. 28, 1971).

72. See 17 C.F.R. § 240.17a-5(b) (1983) (notification required when broker-dealer ceases to be mem
ber in good standing of national securities exchange); 17 C.F.R. § 240.17a-11(a)(1) (1983) (telegraphic 
notice required in event of violation of net capital rule or failure to keep books and records current).

73. The 1975 Amendments added a new section 17A to the Exchange Act providing the Commission 
with authority to promulgate rules and regulations with respect to the registration and regulation of 
entities involved in the clearance and settlement process, including clearing agencies and transfer 
agents. 1975 Amendments, § 17A, 15 U.S.C. § 78q-1 (1976). Since 1975 the Commission has adopted 
rules regarding the registration and operation of clearing agencies and transfer agents. See Securities 
Exchange Act Release No. 19860 (June 10, 1983), 48 Fed. Reg. 28,231 (June 21. 1983). The result has 
been improvements in the clearance and settlement systems and increased participation by broker
dealers. Certain improvements in the systems for clearance and settlement of securities transactions 
have somewhat lessened the need for reliance on the liquidity concept as a means of ensuring the 
financial responsibility of broker-dealers. See infra text accompanying notes 149-50.

74. For example, operational difficulties after its merger with Blythe Eastman Dillon in December 
1979 nearly brought about the demise of Paine Webber. At the time of the merger, significant differ
ences in the bookkeeping practices and computer systems of both firms caused a sharp increase in 
errors and out-of-balance positions on Paine Webber’s books. Sustained increases in trading volume 
caused Paine Webber to lose control over its books and records before the problems could be resolved. 
This resulted in a dramatic increase in Paine Webber’s short security differences. See Paine, Webber. 
Jackson & Curtis Inc., Exchange Hearing Panel Decision 80-74, at 8-11 (NYSE Dec. 12. 1980) (copy on 
file at Georgetown Law Journal}.

Had Paine Webber conducted a quarterly “box-count” as required by 17 C.F.R. § 240.17a-13 (1983), 
and deducted all short security differences unresolved for seven business days after discovery from net 
capital (as then required by 17 C.F.R. § 240.15c3-l(c)(2)(v) (1983)), the authors believe that it would 
have been in violation of the net capital rule. Paine Webber’s substantial net worth allowed it to re
main solvent while attempting to resolve its recordkeeping problems. Absent substantial net worth and 
the commitment of substantial capital resources to solve its operational and management problems, 
Paine Webber probably would not have survived.

These improvements in the processing and handling of securities transac
tions should, in the future, help to avoid an operational crisis of the magnitude 
experienced in the “Paperwork Crisis” of 1967-1970. As evidence of such im
provement, the industry today regularly handles fifty million or more shares 
per day with relative ease. Nonetheless, operational difficulties can still be a 
critical problem.74

In addition to these operational improvements, the Commission made sig
nificant changes in the net capital rule soon after the “Paperwork Crisis” to 
insure the adequacy and permanency of capital for broker-dealers engaging in 
a general securities business. In 1972 the net capital rule was amended to raise 
the minimum net capital requirement from $5,000 to $25,000 and to require 
that a broker-dealer not exceed an eight to one ratio of aggregate indebtedness 
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to net capital during the first year of operation.75 In addition, the net capital 
rule now provides restrictions on the withdrawal of both equity capital and 
capital contributed pursuant to a subordination agreement.76

75. See Securities Exchange Act Release No. 9633 (June 14. 1972), 37 Fed. Reg. 11,970 (June 16. 
1972).

76. See 17 C.F.R. § 240.15c3-l(e) (1983) (equity capital may not be withdrawn from firm if effect of 
such withdrawal is to endanger firm's capital position); 17 C.F.R. § 240.15c3-1 d(b)( 1) (1983) (Appendix 
D) (subordination agreements must be for term of at least one year); 17 C.F.R. § 240.15c3-1 d(c)(7) 
(1983) (Appendix D) (subordination agreements may be prepaid only under certain conditions). In its 
recent revisions to the uniform net capital rule, however, the Commission amended Appendix D to 
permit the use of “revolving” subordination agreements. See Securities Exchange Act Release No. 
18417 (Jan. 13, 1982), 47 Fed Reg. 3512, 3516 (Jan. 25. 1982). This provision will allow broker-dealers 
meeting certain conditions to prepay amounts borrowed under a "revolving" subordinated loan agree
ment before the expiration of one year from the effective date of the subordination agreement only with 
the approval of the firm’s designated examining authority. These subordinated loan agreements, how
ever. may not be prepaid if the effect of such prepayment is to endanger the firm’s net capital position. 
17 C.F.R. § 240.15c3-ld(b)(7) (1983).

77. As stated by the Commission in a recent release, “[i]n addition to . . operational improvements, 
the Commission and the self-regulatory organization surveillance programs have been upgraded and 
the NYSE and the NASD have indicated that they intend to improve their surveillance techniques 
further." Securities Exchange Act Release No. 18417 (Jan. 13, 1982). 47 Fed. Reg. 3512. 3514 (Jan. 25, 
1982).

78. 2 N.Y.S.E. Guide (CCH) 2326(a), (b) (Mar. 1983) (NYSE rule 326).
79. See Proposed New Rule of Fair Practice to Regulate the Activities of Members Experiencing 

Financial and/or Operational Difficulties, NASD Notice to Members 82-45 (Aug. 19, 1982), at 2 (copy 
on file at Georgetown Law Journal).

80. Baruch points out that “[a)s the true condition of the securities industry became apparent during 
the summer of 1970, the temper of the legislature shortened and their determination hardened." H. 
Baruch, supra note 19, at 66. Senator Brooke of Massachussetts was particularly disturbed as to bro
ker-dealers’ utilization of customer assets to finance their own speculative activities. He urged Congress 
to pass an amendment explicitly requiring the segregation of customers' free credit balances as well as 
fully paid securities. See 116 Cong. Rec. 40.901-04 (1970) (statement of Sen. Brooke). Senator 
Brooke, however, was unable to muster enough support for his tough amendment See H. Baruch. 
supra note 19. at 67-68. The language was later adjusted to require the maintenance of reserves. See 
116 Cong. Rec. 43,238 (1970) (statement of Sen. Brooke) Senator Brooke made it clear, however, that 
he expected the Commission to use its rulemaking powers to achieve the goals of the original proposed 
statute. Id.; H. Baruch, supra note 19, at 68.

In addition to these operational and capital improvements, the SROs, sub
ject to Commission oversight, have increased financial and operational surveil
lance of their members.77 In this regard, the NYSE and the NASD, the SROs 
with the largest examination responsibility, have developed surveillance pro
grams designed to detect financial and operational problems and to bring 
about remedial measures. Rule 326 of the NYSE restricts the business activi
ties of member broker-dealers that are in or approaching financial or opera
tional difficulties.78 Similarly, the NASD has recently suggested a rule that is 
largely based on rule 326.79 The primary purpose of these programs is to avoid 
the ultimate collapse of a member firm.

B. PROTECTION OF CUSTOMER FUNDS AND SECURITIES

The keystone of these important operational and regulatory reforms, how
ever, was in the area of protection of customer funds and securities. Congress 
was deeply concerned that broker-dealers were inappropriately using customer 
funds and funds obtained through the use of customer securities to finance 
their own speculative activities and thus expose their customers to unwar
ranted risk of loss.80 In response to this situation, Congress contemplated re



14 The Georgetown Law Journal [Vol. 72:1

quiring broker-dealers to segregate completely all customer funds and 
securities.81 This proposal brought cries of alarm and concern from the indus
try that alternate sources of capital were not available and that great harm to 
broker-dealers would result.82

As a compromise, Congress amended section 15(c)(3) of the Exchange Act 
to require the Commission to prescribe rules and regulations to provide safe
guards for the acceptance and use of customer securities and the carrying and 
use of customers’ deposits or credit balances.83 Pursuant to section 15(c)(3), the 
Commission, late in 1972, adopted the customer protection rule (rule 15c3-3)84 
to prevent the misuse and misallocation of customer funds and securities and 
to address the likely impact of severe operational problems such as those 
which occurred during the “Paperwork Crisis” of 1967-1970.85

Rule 15c3-3 has two parts. The first part deals with customer securities and 
requires broker-dealers to have physical possession or control86 of all fully- 
paid and excess margin securities87 carried for the accounts of customers. The 
broker-dealer must make a daily determination to ensure that it is complying 
with this segment of the rule.88

81 This was not the first time that segregation of customer funds and Securites was contemplated. In 
1941 the Commission sought an amendment to section 8 of the Exchange Act granting it broad 
rulemaking power with respect to the borrowing, lending, and holding of customer monies and securi
ties. Then Commissioner Ganson Purcell indicated to Congress that, if the bill were passed, the Com
mission would likely promulgate a rule requiring brokers to segregate and hold in trust customer free 
credit balances as well as rules regarding the segregation of customer securities. Due to strong opposi
tion from the NYSE, however. Congress failed to enact the Commission’s proposed amendment. See 
H Baruch, supra note 19. at 58-61.

In 1959 the Commission attempted to convince Congress to adopt a customer protection bill. Al
though the Commission restricted its proposal to the regulation of customer securities, this half-way 
measure was never adopted. In 1962 the staff of the Special Study reexamined the entire subject relat
ing to the use of customer funds and securities and recommended to Congress that legislation be en
acted empowering the Commission to require segregation of fully paid and excess margin securities, 
and to restrict further brokers' practices with regard to the hypothecation and lending of customer 
securities. See id. at 61-62. Congress took a similar approach in amending section 15(c)(3) of the 
Securities Exchange Act of 1970. See supra note 70 and accompanying text.

82. See H. Baruch, supra note 19, at 68.
83. 15 U.S.C. § 78o(c)(3) (1976); see supra note 70 and accompanying text.
84. 17 C.F.R. § 240.15c3-3 (1983); see Securities Exchange Act Release No. 9856 (Nov. 10. 1972), 37 

Fed. Reg. 25,224 (Nov. 29, 1972).
85. 17 C.F.R. § 240.15c3-3(k)( 1 )-(2) (1983), however, specifically exempts from the custodial and 

reserve requirements of the customer protection rule certain types of broker-dealers who do not gener
ally carry customer accounts. In addition, 17 C.F.R. § 240.15c3-3(k)(3) (1983) gives the Commission 
authority to grant a partial or total exemption from any provision of the rule on a case-by-case basis.

86. 17 C.F.R. § 240.15c3-3(c)( 1 )-(6) (1983) defines specific control locations; 17 C.F.R. § 240.15c3- 
3(c)(7) (1983) allows the Commission, upon application from a broker-dealer, to designate other loca
tions as control locations on a case-by-case basis.

87. Excess margin securities are a portion of securities bought by customers on margin that are in 
excess of that amount the broker-dealer may hypothecate (or pledge) with a bank to finance the cus
tomers’ margin purchases. 17 C.F.R. § 240.15c3-3(a)(5) (1983). Under the rule, a broker-dealer may 
hypothecate customer margin securities in an amount up to 140% of the amount borrowed by the 
customer from the broker-dealer to finance customer securities. Any margin securities in excess of 
140% of the amount borrowed must be in the broker-dealer's possession or control. 17 C.F.R 
§ 240.15c3-3(b)( 1), (2) (1983). The Commission’s hypothecation rules, 17 C.FR. §§ 240.8c-l. . 15c2-l 
(1983), contain certain prohibitions relating to the hypothecation of customer securities that are differ
ent from the prohibitions contained in the customer protection rule.

88. 17 C.F.R. § 240.15c3-3(d) (1983). One of the principal objectives of the customer protection rule 
was to eliminate as far as possible the necessity to use SIPC funds to cover investor losses. See Securi
ties Exchange Act Release No. 9891 (Dec. 5, 1972), 38 Fed. Reg. 56 (Jan. 3. 1973). Under S1PA. the 
highest order of protection is afforded to “customer property," regardless of the claims of other parties.

C.FR
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The second part of the rule deals with customer funds and requires the bro
ker-dealer to make a weekly computation of the Formula for Determination of 
Reserve Requirements for Brokers and Dealers (the “Reserve Formula”) as of 
the close of business Friday.* 89 The Reserve Formula determines how much 
money is held that is either customer monies or monies obtained from use of 
customer securities (the “credits”).90 From that figure the broker-dealer sub
tracts the amount of money it is owed by customers (primarily resulting from 
cash or margin accounts) or by other broker-dealers relating to customer trans
actions (the “debits”).91 If the credits exceed the debits, the broker-dealer must 
deposit the excess by the morning of the second business day following the 
computation in a Special Bank Account for the Exclusive Benefit of Customers 
(the “Reserve Bank Account”).92 If the debits exceed the credits, no deposit is 
necessary'.93 Rule 15c3-3 thus limits broker-dealers’ use of customer monies to 
finance their businesses, except as necessary to finance customer transactions. 
Broker-dealers must therefore seek alternative means of financing their own 
capital investments, such as offices, equipment, and proprietary positions. 
They may not rely on customer funds or funds obtained through the use of 
customer securities as sources of working capital.

si the event that a broker is required to be liquidated. 15 U.S.C. § 78ffT-2(c)( 1 ) (Supp. V 1981); see 
supra notes 66 & 68. The customer protection rule is intended to insure that a customer’s fully paid and 
excess margin securities will be in the broker’s possession or control free of all claims or pledges if a 
broker-dealer fails. If securities required to be in possession or control are not within the broker
dealer’s physical possession, or in certain control locations, the broker-dealer must take certain actions 
to obtain those or similar securities from noncontrol locations within specified time frames. Noncontrol 
locations include securities subject to a lien securing monies borrowed by the broker-dealer, securities 
loaned to another broker-dealer or a clearing corporation, failed to receive contracts over 30 calendar 
days old, securities receivable by the broker-dealer as a security dividend receivable, and stock split or 
similar distribution outstanding for more than 45 days. In certain instances, the broker-dealer may be 
required to purchase securities in the open market in order to cover the deficit. 17 C.F.R § 240.15c3- 
3(d) (1983).

89. 17 C.F.R. § 240.15c3-3(e)(3) (1983).
90. Credit items essentially represent monies owed by the broker-dealer to customers. 17 C.F.R. 

§ 240.15c3-3(a)(9), (10) (1983).
91. Debit items basically represent monies owed to the broker-dealer by customers and consist pri

marily of margin debits. 17 C.F.R. § 240.15c3-3(a) (1983).
92. 17 C.F.R. § 240.15c3-3(e)( 1 ) (1983). The broker-dealer, with certain limited exceptions, may not 

withdraw these funds unless another Reserve Formula computation is made before withdrawal which 
shows that no deposit, or a lesser deposit is necessary. 17 C.F.R. § 240.15c3-3(g) (1983).

93. This, in effect, means that customers of the broker-dealer owe the broker-dealer more than the 
broker-dealer owes his customers. If there is no deposit requirement, the broker-dealer may use the 
credits to finance the debits (e g., customer margin purchases). This is the case for most large NYSE 
firms that earn a substantial part of their income by relending customers' monies to other customers at a 
percentage above the broker call rate to finance customer margin transactions. Although many broker
dealers pay interest on customer credit balances, this interest generally is lower than what the broker
dealer charges other customers to borrow the same funds. As a result, broker-dealers profit by the 
spread.

94. 15 U.S.C. § 78<?(c)(3) (1976). This amendment to section 15(c)(3) was largely the result of the 
failure of the NYSE to enforce its own net capital rule, rule 325. against certain of its members during 
the “Paperwork Crisis” of 1967-1970. See Hearings before the Subcomm, on Commerce and Finance of 
the House Comm, on Interstate and Foreign Commerce on HR. 13308, HR. 17585, H R. 18081, H R 

C. THE UNIFORM NET CAPITAL RULE

The 1975 Amendments to the Exchange Act amended section 15(c)(3) to 
direct the Commission to “establish minimum financial responsibility require
ments for all brokers and dealers.”94 The Commission fulfilled this congres
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sional directive by adopting, on June 26, 1975, amendments to the net capital 
rule that created a uniform net capital rule applicable to substantially all bro
ker-dealers.95

18109, & HR. 18458. 91st Cong.. 2d Sess. 229 (1970) (statement of Hamer H. Budge, Chairman. Sec. & 
Exch. Comm'n); Unsafe and Unsound Practices Study, supra note 56, at 206. During a 1970 
inspection of the NYSE, the Commission found that the NYSE was neither properly interpreting nor 
enforcing its own net capital rule. See Staff of Special Subcomm, on Investigations of House 
Comm, on Interstate and Foreign Commerce. 92d Cong., 1st Sess.. Review of SEC Records 
of the Demise of Selected Broker-Dealers 79 (Subcomm. Print 1971 >. Of the 16 NYSE firms that 
the Commission determined violated NYSE rule 325 in 1968, only one net capital disciplinary proceed
ing had been reported to the Commission and only six firms had been subject to NYSE disciplinary 
action. Based on these findings, the Commission questioned whether exchange members should con
tinue to be exempt from the net capital rule. In 1972 the Commission emphasized the need for a 
uniform net capital rule and noted that, in the 1967-1970 period, “[ijnterpretations were made [by 
exchanges] which undercut protective features of the net capital rule with a consequence that firms 
which would have been in violation of the Commission's net capital rule continued to function and 
expose customers to loss due to broker-dealer insolvency.” See Securities Exchange Act Release No. 
9891 (Dec. 5. 1972), 38 Fed. Reg. 56, 56 (Jan. 3. 1973). In 1973 legislation was considered which would 
have amended section 15(c)(3) to require the Commission to establish uniform financial responsibility 
requirements and to prohibit the Commission from granting exemptions therefrom. See Securities Ex
change Act Amendments of 1973: Hearings on HR. 5050 and HR. 340 before the Subcomm, on Com
merce and Finance of the House Comm, on Interstate and Foreign Commerce. 93d Cong.. 1st Sess. 8 
(1973). Although these amendments were never enacted, they provided a basis for the 1975 Amend
ments which amended section 15(c)(3) of the Exchange Act to require the Commission to “establish 
financial responsibilty requirements for al! brokers and dealers.” 15 U.S.C. § Tio (c)(3) (1976) (empha
sis added).

95. See Securities Exchange Act Release No. 11497 (June 26. 1975), 40 Fed. Reg. 29,795 (July 16, 
1975). Although section 15(c)(3), as amended, required the Commission to promulgate financial re
sponsibility requirements for all broker-dealers, the Commission's uniform net capital rule nonetheless 
exempted from its requirements specialists and floor brokers that satisfied certain requirements estab
lished by their respective stock exchanges. 17 C.F.R § 240.15c3-1(b)(1), (2) (1983). In addition, the 
Commission may exempt certain broker-dealers from the uniform net capital rule upon a determina
tion that it is “not necessary in the public interest or for the protection of investors” to subject the 
particular broker-dealer to the requirements of the rule. 17 C.F.R. § 240.15c3- 1(b)(3) (1983); see supra 
note 39. Generally, however, this exemption has been granted only to large insurance companies that 
are required to register as broker-dealers because of their activities involving the sale of variable annu
ity or variable life insurance policies. See. e.g.. No action letter from Division of Market Regulation. 
Sec. & Exch. Comm'n to Freedman, Levy. Kroll & Simonds (representing John Hancock Mut. Life Ins. 
Co.) (Feb. 15, 1981) (exempting sale of variable life insurance policies from net capital requirements) 
(available Oct. 1, 1983, on LEXIS, Fedsec library. Noact file).

96. Rule 325 was more complex because NYSE members generally represent the larger firms in the 
business whose activities are more sophisticated than smaller. non-NYSE members.

97. 17 C.F.R. § 240.15c3-1 (a) (1983).
98. Securities Exchange Act Release No. 18417 (Jan. 13. 1982), 47 Fed. Reg. 3512, 3513 (Jan. 25, 

1982).
99 Id.

Although the uniform net capital rule continued the basic net capital aggre
gate indebtedness ratio concept embodied in the old rule, it annexed portions 
of the NYSE’s more complex net capital rule, rule 3 25.96 The main difference, 
however, was the introduction of the alternative, which was based largely on 
the Reserve Formula in the customer protection rule. The basic method of 
computing net capital ties the net capital “cushion” to a broker-dealer’s liabili
ties.97 The alternative, on the other hand, ties the net capital “cushion” to cer
tain customer related receivables—the “debits” in the Reserve Formula.98

The alternative is based on the assumption that the debits in the Reserve 
Formula can be liquidated at or near their contract values, and that these as
sets. plus any cash required to be deposited, should be sufficient to satisfy all 
liabilities to customers.99 Thus, the alternative presupposes that the debits in 
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the Reserve Formula are collectible, that they will be applied to pay off cus
tomer claims in a liquidation, and that the cushion of two percent of customer- 
related receivables, i.e., the net capital requirement, will be applied against 
administrative costs in the event of a liquidation. In addition, the alternative 
also provides broker-dealers with working capital and a cushion to allow for 
certain market and credit risks.

Until May 1982 the alternative required broker-dealers to maintain net capi
tal in an amount equal to the greater of $100,000 or four percent of aggregate 
debit items computed in accordance with the Reserve Formula.100 In addition, 
election of the alternative requires a firm to reduce by three percent its aggre
gate debit items to provide, in essence, a bad debt reserve to assure further 
availability of sufficient assets to pay customer claims.101 The alternative also 
requires that stock record differences and suspense account items (prospective 
losses due to recordkeeping problems) be included in the Reserve Formula 
after seven business days, instead of thirty business days as required by the 
customer protection rule for broker-dealers who compute net capital under the 
basic method.102

100. Id.
101. Id., 17 C.F.R. § 240.15c3-1 (f)(5)(i) (1983).
102. Securities Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed. Reg. 3512, 3513 (Jan. 25. 

1982); 17 C.F.R. § 240.15c3-l(f)(5)(ii) (1983).
103. See Secunties Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed Reg. 3512, 3514 (Jan. 

25. 1982). This and other changes to the net capital rule are expected to reduce the net capital "cush
ion” required to be maintained by the brokerage industry by hundreds of millions of dollars. See supra 
note 17 (discussing changes to net capital rule). Although the uniform net capital rule prohibits broker
dealers on the basic method from incurring aggregate indebtedness in excess of 1500% of net capital, 
and requires broker-dealers on the alternative to maintain net capital equal to two percent of aggregate 
debit items, 17 C.F.R. § 240.15c3-1 (a) (1983), most well-managed firms gear their net capital allocation 
decisions to the “early warning” levels contained in the net capital rule and other Commission and 
SRO rules, which are set significantly above the minimum levels. Generally, these provisions place 
specified restrictions on a broker-dealer when its net capital declines to a point that indicates a need for 
closer than normal surveillance or a cessation of business even though it exceeds the minimum percent
age permissible. See, e.g.. 17 C.F.R § 240.15c3- 1(e) (1983) (limitation on withdrawal of equity capital); 
17 C.F.R § 240.17a-l 1(a)(1), (2) (1983) (notification requirements); 2 N.Y.S.E. Guide (CCH) U 2325 
(Mar. 1983) (NYSE rule 325) (NYSE member broker-dealer capital requirements); id. 2326 (NYSE 
rule 326) (restricting business of member broker-dealers in financial difficulty). When the Commission 
lowered the percentage of required net capital under the alternative from four percent to two percent, it 
also lowered the “early warning" levels under the alternative to five percent of aggregate debit items. 
Securities Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed. Reg. 3512. 3514 (Jan. 25. 1982). 
Most SROs also lowered the “early warning" levels under their rules to five percent of aggregate debit 
items for firms electing the alternative. Without these corresponding reductions in the "early warning" 
levels, lowering the minimum percentage under the alternative would provide no relief for the prudent 
broker-dealer. Id. at 3514.

104. Securities Exchange Act Release No. 17208 (Oct. 9, 1980), 45 Fed. Reg. 69,915 (Oct. 22, 1980).
105. Securities Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed. Reg. 3512, 3513 (Jan. 25, 

1982).

In its recent revisions to the uniform net capital rule, the Commission re
duced the percentage requirement under the alternative to two percent of ag
gregate debit items.103 The Commission originally had proposed to lower the 
required percentage under the alternative from four percent to three percent, 
but only as to certain customer debits.104 In its comments to the proposal, how
ever, the SIA urged the Commission to reduce the percentage directly to two 
percent on all aggregate debit items.105

The SIA’s justification for its recommendation essentially was threefold. 
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First, according to data compiled relating to the collectibility of Reserve 
Formula debits, losses from noncollectibility of these debits was minimal com
pared to the amount of net capital required to be maintained. Second, the SIA 
reasoned that the net capital rule was less important due to the “success” of 
rule 15c3-3. Finally, the SIA argued that capital requirements for firms on the 
alternative had been distorted because of substantial increases in customer 
debits for firms on the alternative in recent years.106

106. Id. at 3513-14.
107. Id. at 3514.
108. Id.
109 Id.
110. “Net capital” is defined in 17 C.F.R. § 240.15c3-1(c)(2) ( 1983).
111. Net worth is the excess of assets over liabilities; net capital, when the computation is complete, 

is the excess of liquid assets conservatively valued over all liabilities.
112. 17 C.F.R. § 240.15c3-1 (c)(2)(iv) (1983). These assets are not part of a broker-dealer’s net capital 

because it is presumed that they cannot be converted quickly enough to add to a broker-dealer’s liquid
ity. See Carter Harrison Corbrey, 29 S.E.C. 283, 287 (1949) (oil lease interests and automobile not 

In responding to the SlA’s recommendations, the Commission noted that 
“the present Rule 15c3-3, by itself, is not an adequate financial responsibility 
test.”107 The Commission pointed out that, aside from serious theoretical and 
practical limitations to rule 15c3-3, examinations conducted by the Commis
sion and the SROs have found “substantial and continuing violations of Rule 
15c3-3 and a lack of understanding of the rule among some brokers and deal
ers some eight years after the rule’s adoption.”108 Nonetheless, while recogniz
ing that the “limitations of the regulatory framework suggest caution,” the 
Commission cited factors such as the increased operational efficiency of the 
industry as well as the substantial upgrading of the surveillance programs of 
the Commission and the SROs in concluding that a reduction from four per
cent to two percent was appropriate.109

III. The Liquidity Concept

The main purpose of the uniform net capital rule is to ensure that broker
dealers maintain liquid assets sufficient to satisfy their current indebtedness, 
particularly the claims of customers. The rule accomplishes this purpose by 
requiring broker-dealers to maintain specified levels of net liquid assets, or 
“net capital,” in relation to either aggregate indebtedness or aggregate debit 
items. This section will describe the operation of the liquidity concept and 
emphasize the continuing importance of this concept in the current regulatory 
and economic environment.

A. OPERATION OF THE LIQUIDITY CONCEPT

Whether a broker-dealer elects the basic method or the alternative, the first 
step in determining compliance with the net capital rule is to determine a bro
ker-dealer’s “net capital.”110 In computing net capital, a broker-dealer first 
computes its net worth in accordance with generally accepted accounting prin
ciples. Certain adjustments are then made to net worth111 as provided in the 
rule. The broker-dealer must subtract all assets not readily convertible into 
cash.112 These include, for example, fixed assets,113 exchange seats,114 and 
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most unsecured receivables.113 114 115 In addition, a broker-dealer must deduct from 
net worth securities with no ready market or securities that cannot be publicly 
offered or sold.116

includible among broker-dealer's assets in determining net capital because not readily convertible into 
cash within meaning of rule). Under the rule, the broker-dealer, if called upon by an examiner, is 
required to demonstrate that an asset is readily convertible into cash. For this reason, this particular 
section of the rule has been subject to constitutional challenges. In Don D. Anderson & Co. v. SEC. 
423 F.2d 813 (10th Cir. 1970), the court held that petitioner stockbrokers were not denied due process 
by reason of the fact that they, rather than the Commission, were required to prove that certain shares 
of stock were readily convertible into cash. Id. at 817. In addition, the court held that the net capital 
rule was not too uncertain to afford a proper guideline for the conduct of broker-dealers. Id. at 816.

113. Fixed assets include such assets as real estate, furniture, fixtures, and equipment. However, 
fixed assets used in the trade or course of the broker-dealer's business as a broker-dealer need only be 
deducted to the extent that they exceed any fixed liabilities excluded from the broker-dealer’s aggregate 
indebtedness computation in accordance with 17 C.F.R. § 240.15c3-1 (c)( 1 )(viii) (1983).

114. In its recent revisions to the uniform net capital rule, the Commission declined to accord ex
change memberships the status of liquid assets despite strong urging from the SIA. Noting that ex
change memberships were specifically excluded from a broker-dealer’s net capital under the original 
section 8(b) of the 1934 Exchange Act, the Commission stated that "|t]o allow the inclusion of exchange 
memberships in a firm’s net capital would deemphasize the net capital rule’s liquidity concept, the 
essential characteristic of the rule.” Securities Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed. 
Reg. 3512, 3516 (Jan. 25, 1982).

115. As with exchange memberships, the Commission in its recent revisions to the uniform net capi
tal rule declined to modify the net capital treatment of syndicate receivables, such as underwriting and 
investment banking receivables. Quoting from a previous release, the Commission stated:

With certain limited exceptions, unsecured receivables have not been treated as readily con
vertible into cash because they may not be readily collectible on the initiative of the broker or 
dealer. If the broker’s or dealer’s debtor disputes the claim, or simply does not pay, court 
action and its attendant delays may be the only recourse.

Id. at 3517 (quoting Securities Exchange Act Release No. 17208 (Oct. 9, 1980), 45 Fed. Reg. 69,915, 
69,923 (Oct. 22, 1980)). Although the Commission declined to modify the net capital treatment of 
unsecured receivables, it responded to a suggestion by the SIA and amended the uniform net capital 
rule to provide that broker-dealers need not deduct from net worth certain receivables that are offset by 
corresponding tax liabilities in computing net capital. Id. Absent this modification, broker-dealers 
effectively would have been subject to a double deduction (one for the illiquid asset and one for the tax 
liability). These actions should provide limited relief for those broker-dealers with large amounts of 
related receivables and payables.

116. 17 C.F.R. § 240.15c3-l(c)(2)(vii) (1983). “Ready market” is defined in paragraph (c)( 11) of the 
rule and is deemed to exist if the security is traded on a recognized national securities exchange or is 
pledged to a bank as collateral for a loan. Even if a particular security has a "ready market” within the 
meaning of paragraph (c)( 11), however, it still must be deducted from net worth under paragraph 
(c)(2)(vii) if it cannot be publicly offered or sold. See, e.g.. Letter from Division of Market Regulation, 
Sec. & Exch. Comm’n to Warburg Paribus Becker. Inc. (Apr. 16, 1982) (rejecting request to deduct 
from net worth “readily marketable" securities not publicly offered or sold) (available Oct. I. 1983, on 
LEXIS, Fedsec library. Noact file). Securities with a “limited market" are also subject to special deduc
tions. See 17 C.F.R. § 240.15c3-1 (c)(2)(vi)(K), (L) (1983).

117. 17 C.F.R. § 240.15c3-1 (c)(2)(vi) (1983); see supra text accompanying notes 35-37 (discussing 
haircut requirements).

118. 17 C.F.R. § 240.15c3-1(c)(2)(vi)(J), (K) (1983).
119. Prior to May 1982, haircuts for debt securities ranged from zero for United States Government

A broker-dealer also is required to apply the appropriate haircut to proprie
tary securities positions,117 which is designed to account for market fluctua
tions and delays encountered in liquidating positions. The amount of the 
percentage deduction varies according to the degree of risk involved in carry
ing particular securities positions. For example, equity securities tend to be 
subject to much wider fluctuations in value than debt securities. Accordingly, 
the rule requires haircuts of up to forty percent for equity securities,118 while 
debt securities are subject to lower percentage deductions.119
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Finally, the broker-dealer, in computing net capital, must make other ad
justments to net worth relating to unrealized profits and losses,120 subordinated 
liabilities,121 contractual commitments,122 deferred taxes,123 options,124 com
modities and commodity futures,125 certain collateralized liabilities,126 and op-

securilies with less than one year to maturity to seven percent for highly rated corporate debt securities 
with five years or more to maturity. In response to sharp declines in the value of previously issued debt 
instruments, however, the Commission recently increased haircuts generally for debt securities. The 
haircuts for debt securities now range from zero for United States Government securities with up to 
three months to maturity to nine percent for highly rated corporate debt securities with five years or 
more to maturity. 17 C.F.R. § 240.15c3-l(c)(2)(vi)(A)(/), (F)(/)(w) (1983).

In recent amendments, the Commission also adopted hedging criteria that should reduce the re
quired haircuts for certain securities. More specifically, the hedging criteria will allow broker-dealers, 
when computing the appropriate haircuts, to match long or short United States Government securities 
with other long or short securities of similar maturities and thereby reduce overall capital charges. See 
Securities Exchange Act Release No. 18737 (May 13, 1982), 47 Fed. Reg. 21,759, 21,760-61 (May 20, 
1982).

120. See 17 C.F.R. § 240.15c3-l(c)(2)(i) (1983).
121. Liabilities subordinated in accordance with the requirement of Appendix D to the uniform net 

capital rule. 17 C.F.R. § 240.15c3-ld (1983), are added back to net worth. 17 C.F.R. § 240.15c3- 
l(c)(2)(ii) (1983). The Commission recently amended the uniform net capital rule to permit the use of 
revolving subordinated loan agreements. See supra note 76.

122. 17 C.F.R. § 240.15c3-1 (c)(2)(viii) (1983) requires a broker-dealer to take an appropriate haircut 
for securities subject to open contractual commitments, such as firm commitment underwritings. Lia
bilities for open contractual commitments, however, are excluded from aggregate indebtedness under 
17 C.F.R § 240.15c3-l(c)(l)(ix) (1983).

123. All deferred tax liabilities are excluded from aggregate indebtedness under 17 C.F.R. 
§ 240.15c3-l(c)(l)(xiii) (1983).

124 Adjustments for options and related positions involve some of the most complex provisions of 
the uniform net capital rule. Under the rule, there are two separate sections dealing with options. Ap
pendix A to the rule, 17 C.F.R. § 240.15c3-la (1983), sets forth haircuts for certain options and related 
positions in the proprietary or other accounts of the broker-dealer. The Appendix A haircuts are based 
on the underlying securities and the presumption that the options positions will be held to expiration or 
exercised. A broker-dealer having short proprietary positions in call options, in effect, is considered to 
be short in the underlying security.

17 C.F.R. § 240.15c3-1 (c)(2)(x) (1983), on the other hand, sets forth deductions to be taken by firms 
that carry exchange option market-maker accounts. Market-makers on an options exchange who are 
not members of the Options Clearing Corporation and who do not transact business other than with 
broker-dealers are exempt from the net capital rule. The broker-dealer who carries the account of an 
options market-maker, however, must deduct from its net worth when computing net capital the deduc
tions set forth in 17 C.F.R § 240.15c3-1 (c)(2)(x) (1983). These deductions, in many respects, require less 
capital than those in Appendix A. which has been determined to be inappropriate for market-makers 
who are in the business to trade and do not hold positions or hedge other securities positions. In gen
eral. the deductions under paragraph (c)(2)(x) apply to the market value of the option itself rather than 
the underlying security, and reduce the haircut requirement on various hedged spread or straddle posi
tions.

Appendix A differs from paragraph (c)(2)(x) in that Appendix A affects the net capital of a broker
dealer who has actual proprietary postions in options (reflecting market risk) while paragraph (c)(2)(x) 
affects the net capital of a broker-dealer that guarantees or carries the account of an exempt market
maker in options (reflecting credit risk).

125. Appendix B to the uniform net capital rule, 17 C.F.R. § 240.15c3-lb (1983), provides certain 
deductions to be taken from net worth with respect to spot commodities in the proprietary account of 
the broker-dealer and undermargined and debit/deficit customer commodity futures accounts after 
certain periods of time. In response to the so-called “Silver Crisis” of March 1980. the Commission 
amended Appendix B to reduce the time period for margin calls or other calls for collateral that may be 
outstanding for undermargined or debit/deficit customer commodity futures account before a broker
dealer must take a charge to net capital. These amendments brought the Commission’s rule into con
formity with that of the Commodity Futures Trading Commission, which has a substantially similar 
net capital rule. See Securities Exchange Act Release No. 17929 (July 9. 1981), 46 Fed. Reg. 37,040 
(July 17. 1981).

The “Silver Crisis” involved several large broker-dealers extending huge amounts of credit to Nelson 
and Bunker Hunt to purchase silver and silver futures contracts on margin where the loans were se
cured mainly by silver. When the price of silver fell from a high of $49 an ounce in January 1980 to 
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erational items.* 126 127 The final figure is “net capital,” which reflects the current 
liquidity status of the broker-dealer.

$10.80 an ounce on March 27. 1980, the collateral for the loans became deficient and the Hunts initially 
indicated that they were unable to meet the calls for margin in the time required. Fortunately, how
ever, the firms were able to dispose of their silver positions and the Hunts were able to obtain last 
minute loans secured by their other assets sufficient to cover their margin calls until the price of silver 
stabilized. See Securities & Exch. Comm’n. The Silver Crisis of 1980, at 3-9 (1982). It seems 
clear that the uniform net capital rule, by forcing the firms to recognize their precarious financial situa
tions, was instrumental in forcing them to take action that may have prevented the possible collapse of 
one or more of the firms.

126. 17 C.F.R. § 240.15c3-1(c)(2)(xiii) (1983).
127. Prior to the Commission’s recent revisions, broker-dealers were required to deduct from net 

worth the full market value of short securities differences that remained unresolved for seven business 
days after discovery. This provision originally was enacted in response to the industry's poor perform
ance in the resolution of short securities differences during the "Paperwork Crisis” of 1967-1970. Rec
ognizing that this treatment may have been too harsh, however, the Commission adopted scaling 
deductions for short securities differences beginning at 25% of the market value after seven business 
days, increasing to 100% 28 business days after discovery. 17 C.F.R. § 240.15c3-1 (c)(2)(v) (1983). The 
Commission noted that providing scaling deductions would reflect more accurately the risk associated 
with unresolved short securities differences. See Securities Exchange Act Release No. 18417 (Jan. 13, 
1982), 47 Fed. Reg. 3512, 3515 (Jan. 25, 1982).

128. 17 C.F.R. § 240.15c3-1(a)(1) (1983). The net capital rule now provides lesser capital require
ments for broker-dealers who do not hold customer funds and securities and engage in only specified 
activities. See supra notes 54-55 and accompanying text.

129 17 C.F.R. § 240.15c3-1 (a) (1983). In essence, this means that a broker-dealer must cover each 
dollar of its liabilities with one dollar and six and two-thirds cents of liquid assets. Under the basic 
method, the “cushion” of required net capital is tied to certain of the broker-dealer’s liabilities, which 
are defined as aggregate indebtedness under the rule. The broker-dealer’s net capital requirement in
creases along with its aggregate indebtedness. The basic method of computing net capital is used by 
most smaller broker-dealers.

130. Effective May 1. 1982. broker-dealers electing the alternative need only maintain net capital 
equal to two percent of aggregate debit items rather than four percent of aggregate debit items as 
required under the old rule. See supra notes 103-09 and accompanying text.

131 But see supra text accompanying notes 80-93 and infra notes 194-204 (discussing requirements 
of customer protection rule).

132. See S1A Response, supra note 10, at 4-10.

If the broker-dealer elects the basic method of computing net capital and 
engages in a general securities business, it must maintain a minimum net capi
tal of $25,000.128 In addition, the broker-dealer may not allow its aggregate 
indebtedness to exceed 1500% of its net capital.129 If a broker-dealer elects the 
alternative, it must maintain net capital equal to the greater of $100,000 or two 
percent of aggregate debit items.130 Both methods of computing net capital 
attempt to equate the broker-dealer’s capital requirement to business volume 
as well as customer exposure. The net capital rule does not require the broker
dealer to escrow liquid assets separately for customers.131 Rather, it merely 
requires the broker-dealer to establish that it has a prescribed cushion of net 
liquid assets over liabilities.

B. IMPORTANCE OF THE LIQUIDITY CONCEPT

The liquidity standard embodied in the net capital rule recently has been 
criticized as an unnecessary and arbitrary restraint on broker-dealers’ activi
ties, imposing capital requirements in excess of those necessary to protect cus
tomers.132 Critics point to the regulatory and operational improvements in the 
securities industry in the past decade in support of their argument. They also 
argue that the level of “regulatory capital” required by the net capital rule, 
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under both the basic method and the alternative, is significantly higher than 
the “working capital”133 needs of broker-dealers. For these reasons, critics 
have urged the Commission to deemphasize the liquidity standard in favor of 
the customer protection rule, which purportedly measures and provides protec
tion against customer exposure with more specificity.134

133. “Working capital” is defined by one source as capital in current use in the operation of a busi
ness or, alternatively, the excess of current assets over current liabilities (net current assets). E. 
Kohler, A Dictionary for Accountants 495-96 (5th ed. 1975).

134. See infra notes 197-204 and accompanying text.
135. In Securities Exchange Act Release No. 17208 (Oct. 9, 1980), 45 Fed. Reg. 69,915 (Oct. 22, 

1980), the Commission stated: "Initially, it must be noted that there is not necessarily any direct corre
lation between the 4% figure presently in the Rule and the amount of liquid capital required to protect 
customers. That figure was selected based on judgments inferred from the then existing system." Id. at 
69,920.

136. See Unsafe and Unsound Practices Study, supra note 56. at 16.
137. See supra note 90. Customer credit balances consist of free credit balances and other credit 

balances in a customer’s account. Free credit balances are payable on demand.
138. A “fail to receive” arises when a purchasing broker-dealer has not taken delivery from the 

selling broker-dealer as of settlement date. A "fail to receive” is a liability that the buying broker
dealer must satisfy when the securities are delivered or at least within 30 days if the broker-dealer is to 
avoid a capital charge. A “fail to deliver," on the other hand, is an asset representing monies due the 
firm for sales of securities. In its recent revisions to the uniform net capital rule, the Commission 
modified the net capital treatment of fail contracts. See Securities Exchange Act Release No. 18737 
(May 13, 1982), 47 Fed. Reg. 21,759, 21,768-72 (May 20, 1982).

139. The business of borrowing and lending securities has become increasingly popular in recent 
years. Broker-dealers borrow securities to cover fail contracts and short sales. When a broker-dealer 
borrows securities from a third party (generally a financial institution with a large portfolio of lendable 
securities), the funds deposited as security for the loan are reflected as a receivable on the balance sheet 
and generally must be returned within a short period of time.

In its recent revisions to the financial responsibility rules, the Commission modified the treatment of 
stock borrowing under the uniform net capital rule and the customer protection rule. The most notable 
change was the allowance of the use of irrevocable letters of credit to be used as collateral in stock 
borrowed transactions. See Securities Exchange Act Release No. 18737 (May 13, 1982). 47 Fed. Reg. 
21,759 (May 20, 1982). For a further discussion of letters of credit, see infra text accompanying notes 
175-86.

140. When a broker-dealer “sells short," it borrows securities from a third party.

Granted, the levels of net liquid assets required under the net capital rule 
appear arbitrary since there is no demonstrable statistical logic to the levels 
chosen.135 Nonetheless, because of the unique financial and operational struc
ture of the securities industry, as well as its highly cyclical nature, it is critical 
for broker-dealers to have both working capital and a cushion to allow for 
certain market and credit risks. Accordingly, the liquidity standard remains 
an important means of ensuring the continued viability of broker-dealers and 
the protection of customers. These matters are examined in greater detail 
below.

1. The Unique Financial and Operational Structure of the Securities 
Industry

The capital structure of the securities industry is in many respects unique. 
The industry is composed of entities whose assets consist primarily of cash, 
marketable securities, and other assets that readily can be converted into 
cash.136 Virtually all of a broker-dealer’s obligations are payable on demand 
or near term. These obligations include customer credit balances,137 bank 
loans, fails to receive,138 securities loaned,139 short securities positions,140 and 
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repurchase agreements.141 Because of the high degree of interdependence 
among firms in the securities industry,142 the failure of one firm to meet its 
obligations to another firm may have disasterous “ripple effects” on other 
members of the industry.143

In view of the unique capital structure of the securities industry, historically 
it has been important for broker-dealers to maintain access to large amounts of 
working capital. Significantly, before the widespread participation by broker
dealers in the continuous net settlement system (“CNS”)144 of clearing corpo
rations and securities depositories, broker-dealers needed more working capi
tal than they currently need to finance certain customer transactions.

Prior to CNS, the securities industry relied primarily on the “daily balance 
order system.” In the daily balance order system, the clearing corporation 
compared trades reported and trades netted by participants in each security. 
The clearing corporation then issued orders for the net sellers to deliver and 
the net buyers to receive calculated amounts of securities at the agreed upon 
settlement price. Before the advent of securities depositories, however, each 
participant generally was required to make actual physical delivery of stock 
certificates and/or monies to other participants in the system. Time delays 
associated with the physical movement of stock certificates led to a high level 
of fails when there was active trading.145 Consequently, financing certain cus-

141. For a more in-depth discussion of repurchase agreements and their ramifications, see infra notes 
158-74 and accompanying text.

142. As a result of securities purchases or other types of transactions, broker-dealers generally owe 
each other funds or securities. See Unsafe and Unsound Practices Study, supra note 56, at 13.

143. This “ripple effect" is illustrated by the “Paperwork Crisis” of 1967-1970. Because of severe 
operational problems in the industry and a subsequent market decline, many firms liquidated and thus 
failed to meet their obligations to other firms. See Unsafe and Unsound Practices Study, supra 
note 56. at 1. Even today, the failure of a large securities firm could have serious repercussions 
throughout the industry. As stated by Commissioner Longstreth in a recent speech,

given the volume of interfirm dealings . . . losses may have a ripple effect, damaging other 
firms and undermining public confidence in the securities markets. The 1980 silver crisis 
demonstrates this point. For six days, it appeared to government officials. Wall Street and the 
public at large that a default by a single family, the Hunts, on its obligations in a plummeting 
silver market might seriously disrupt the U.S. financial system. The potential failure of even 
one of the various broker-dealers carrying Hunt accounts threatened a financial chain reaction 
that would have jeopardized commodity clearing houses and their customers, other broker
dealers and their customers, as well as banks, public companies and their stockbrokers. Al
though financial catastrophe was ultimately averted, the silver crisis starkly revealed the fra
gility and interdependence of the financial community. So too did the recent failures of 
Drysdale Government Securities, Inc., Comark, and Lombard-Wall, Inc.

Longstreth, The Duty to Supervise: Self-Discipline within the Securities Firm. Remarks to the Fifteenth 
Annual Rocky Mountain State-Federal Provincial Cooperative Securities Conference (Oct. 29. 1982), 
at I (copy on file at Georgetown Law Journal}. see also Unsafe and Unsound Practices Study, 
supra note 56, at 13.

144. See infra text accompanying notes 149-50.
145. This problem was particularly acute during the "Paperwork Crisis" of 1967-1970. As stated by 

the Commission in its Unsafe and Unsound Practices Study.
[t]he net effect of [the inability of the broker-dealer community to deal with the substantial 
increases in trading volume! was 10 turn the books and records of many broker-dealers into a 
veritable shambles. Since the books and records of a broker-dealer represent the cornerstone 
of his operation, all elements in the processing of transactions collapsed with them. Deliveries 
and transfers of securities became inexorably mired. Apart from the loss of the ability of 
broker-dealers to meet their accountabilities for cash and securities to customers, their obliga
tions for delivery and payment of securities as among themselves (the “street side”) soared to 
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tomer transactions under the balance order system often required substantial 
capital commitments on the part of the broker-dealer.

This was particularly true in the case of sales of securities to noninstitutional 
customers.* 146 As a practical matter, broker-dealers credited a customer’s ac
count for the amount of the proceeds of the sale on the settlement date,147 but 
did not actually receive payment for the securities until the contra party to the 
transaction took delivery. Accordingly, if the transaction failed because of the 
time delays involved in the physical movement of stock certificates or other
wise, the broker-dealer was required to finance the sale for his customer until 
delivery was taken and payment was made. In situations where the securities 
had to be delivered to a contra party in a distant location, delays in receiving 
payment could be substantial.148

ttle point that “fails to deliver” and “fails to receive" reached a total beyond all previous 
experience.

Unsafe and Unsound Practices Study, supra note 56. at 19.
146. Financing customer purchases of securities generally required a lesser capital commitment on 

the part of the broker-dealer. In the case of customer purchases of securities in margin accounts, even 
though the broker-dealer was required to pay for customer securities when delivered by the contra 
party, funds were generally available to make settlement, thereby obviating the need for the broker
dealer to finance the transaction. This is because under Regulation T of the Federal Reserve Board. 12
C.F.R. § 220.3(b) (1983), customers purchasing on margin were required to deposit with the broker
dealer cash or qualified securities within five business days of the transaction in cases where the trans
action would cause the customer’s adjusted debit balance to exceed the maximum loan value of securi
ties in his account. Accordingly, the broker-dealer would always have the funds to complete the 
purchase for his customer because settlement did not occur until five business days from the date of the 
transaction, except in situations involving deliver-versus-payment (a method of settlement used primar
ily in large institutional transactions that broker-dealers are often required to finance). H Baruch. 
supra note 19, at 45. Regulation T recently was amended to provide customers purchasing on margin 
with seven full business days within which to make the deposit of cash or qualified securities. See 
Federal Reserve System Docket No. R-0245 (Mar. 6. 1980), 45 Fed. Reg. 15,920 (Mar. 12, 1980). In 
most cases, however, this has not required broker-dealers to finance a greater number of customer 
purchases of securities since broker-dealers, as a practical matter, require their customers to make the 
required deposit of funds or qualified securities within the five-day period.

147. This assumes that the broker-dealer was in possession of the securities to be sold.
148. For example, if a broker-dealer in New York was issued an order by a clearing corporation 

using the daily balance order system to deliver securities to a broker-dealer in Los Angeles, the New 
York broker-dealer might send the securities to its correspondent bank in Los Angeles. The correspon
dent bank, in turn, generally would present a draft to the Los Angeles broker-dealer. If the Los Ange
les broker-dealer accepted delivery of the securities and remitted payment to the correspondent bank, 
the correspondent bank generally would forward the funds to the New York broker-dealer’s bank to be 
deposited in that broker-dealer’s account. Under the best conditions, this process could take up to a 
week. During the “Paperwork Crisis” such delays were a major problem because of the tremendous 
increase in fails to deliver. Unsafe and Unsound Practices Study, supra note 56, at 19.

149. In addition, clearing corporations require participants to put up a clearing fund deposit to col
lateralize their obligations to the clearing corporation. Id. at 277.

To some extent, the need for access to large amounts of working funds to 
finance customer sales of securities was reduced with the introduction of the 
CNS system by clearing corporations. Unlike the daily balance order system, 
the clearing corporation in the CNS system becomes a party to the securities 
transaction, obligated to deliver or receive securities and/or monies. Partici
pants are required to settle money obligations on a daily basis and make mark- 
to-the-market payments on open fail contracts.149 Most importantly, however, 
the link between clearing corporations using the CNS system and securities 
depositories to which members of the clearing corporation belong allows se
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curities positions to be transferred by means of book entry.150 This link has 
greatly reduced the physical movement of stock certificates and, hence, the 
number of fails.

150. While there are numerous clearing corporations and securities depositories, most are connected 
by an “interface system” that allows transactions cleared by one clearing agency to be settled by an
other. See generally Securities Exchange Act Release No. 13163 (Jan. 13, 1977), 42 Fed. Reg. 3916 
(Jan. 21, 1977).

151. See supra note 20.
152. See supra notes 56-64 and accompanying text.

In turn, this reduction in the level of fails has meant that broker-dealers 
need less working funds to finance customer sales of securities. Whereas under 
the daily balance order system broker-dealers would not receive payment for 
securities sold for periods of up to a week (even though the broker-dealer 
credited the customer’s account at settlement), broker-dealers under the CNS 
system linked to a securities depository generally receive payment on the set
tlement date.

Widespread participation by the securities industry in clearing corporations 
using a CNS system linked to a securities depository has lessened, to some 
extent, the need for access to large amounts of working funds. In addition, the 
need for liquidity may be further reduced by more widespread participation, 
particularly by institutional customers (such as insurance companies, pension 
funds, and banks), in the CNS system and securities depositories. There are 
several reasons, however, for broker-dealers to maintain a relatively high de
gree of liquidity. Broker-dealers must settle money obligations with the clear
ing corporation on a daily basis and make mark-to-the-market payments on 
open fail obligations. Although many securities traded in the over-the-counter 
market are not included in the CNS system because of insufficient volume to 
justify the cost, fails associated with over-the-counter securities are substantial. 
The inclusion of municipal securities in modern clearance and settlement 
mechanisms is in the early stages of development. Despite improvements in 
the systems for clearance and settlement of securities transactions, broker-deal
ers still must have funds to finance customer sales of securities. Finally, even 
under the best conditions, the rapid turnover of a broker-dealer’s assets and 
liabilities requires a certain degree of liquidity.

2. The Cyclical Nature of the Securities Industry

In addition to its unique financial and operational structure, the securities 
industry also has proven to be highly cyclical. As a result, what is thought to 
be an adequate capital cushion can be quickly and easily eroded away. This is 
illustrated by the stock market crash of 1929151 as well as by the “Paperwork 
Crisis” of 1967-1970.152 During these crises broker-dealers attained tremen
dous leverage on their invested capital, primarily through the use of customer 
funds. So long as market conditions were favorable and the industry was 
healthy, capital cushions remained substantial and customers did not suffer. A 
sudden turn in market conditions or a loss of operational controls, however, all 
too quickly eroded away these capital cushions and, in situations where bro
ker-dealers were highly leveraged (and thus did not have the capital to survive 
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a reverse in conditions), customers suffered.153
The Commission’s financial responsibility rules, particularly the uniform net 

capital rule, are designed to limit the leverage broker-dealers are able to attain. 
By requiring broker-dealers to maintain specified levels of net liquid assets as a 
ratio or percentage of aggregate indebtedness (if on the basic method) or cus
tomer related receivables (if on the alternative), the uniform net capital rule 
attempts to prevent broker-dealers from overextending themselves.154 In other 
words, the rule is designed to ensure that broker-dealers have a “cushion” of 
net liquid assets to allow for market and credit risks. This “cushion” allows 
broker-dealers to weather normal financial reverses without causing extensive 
harm to either customers or other members of the industry.155

Recently, the securities industry has been highly profitable and capital 
“cushions” in absolute terms have been substantial.156 Nonetheless, in its re
cent revisions to the uniform net capital rule, the Commission expressed con
cern that extensive use of certain financial devices have allowed broker-dealers 
to attain tremendous asset growth in relation to invested capital.157 These 
financial devices are examined in greater detail below.

a. Repurchase Agreements
The most notable of these financial devices are repurchase,158 reverse-repur-

153. Of course, customers incurred far greater losses before the introduction of S1PA in 1970 which, 
among other things, established an insurance fund to compensate customers of insolvent broker-dealers 
without sufficient assets to satisfy customer claims. See supra note 66 (current limits of S1PA protection 
$500,000; $100,000 for cash claims). Nonetheless, there are still substantial problems with a customer 
protection proceeding under S1PA that may cause customers of insolvent broker-dealers to incur losses. 
See supra note 69 (customer protection proceedings cause substantial delays in satisfaction of customer 
claims).

154. As a means of preventing broker-dealers from overextending themselves, the basic method may 
be a more appropriate regulatory standard than the alternative. This is because while the alternative 
requires a broker-dealer to maintain specified levels of net capital in relation to aggregate debit items 
under the customer protection rule, it places no restrictions on the liabilities a broker-dealer can incur. 
For example, under the alternative, a broker-dealer can incur liabilities far in excess of the 1500% of net 
capital permitted under the basic method and still be in compliance with the rule so long as its net 
capital is at least the two percent of aggregate debit items required by the alternative. The basic 
method, on the other hand, requires broker-dealers to maintain specified levels of net capital in relation 
to aggregate indebtedness, thereby placing direct limits on the liabilities a broker-dealer can incur.

Conversely, it could be argued that the alternative is a more appropriate means of measuring a 
broker-dealer’s financial responsibility. If the proper regulatory focus is customer exposure, a concept 
on which the alternative is based, capital requirements under the basic method may be too broad. 
Under this view, the imposition of capital requirements tied to liabilities results in excessive capital 
requirements.

155. See Securities Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed. Reg. 3512, 3513-14 
(Jan. 25, 1982) (net capital rule protects customer and industry with liquidity cushion acting as deter
rence to problems set forth in Unsafe and Unsound Practices Study); supra notes 56-64 and accompa
nying text (discussing "Paperwork Crisis” and Unsafe and Unsound Practices Study).

156. The past 10 years generally have been years of prosperity. Market volume on all exchanges 
reached unprecedented levels in 1982. Share volume increased 39% and dollar volume grew 25% be
tween 1981 and 1982. NYSE members, because of this surge in volume, attained gross income of $23 
billion in 1982, a 17% increase over the 1981 period. See NYSE, 1983 Fact Book 2, 4 (1983).

157. See Securities Exchange Act Release No. 18737 (May 13, 1982), 47 Fed Reg. 21,759, 21.762 
(May 20, 1982). In the late 1960's broker-dealers were leveraged, on the average. 10 to I. Since the 
1967-1970 period, broker-dealers have actually become more leveraged. See Lipper Sec. Industry 
Fin. Analysis Serv. (Lipper), at 31 (Mar. 1983) (industry leverage increased from 17 to 1 in Septem
ber 1982 to 19 to 1 in September 1983).

158. A repurchase agreement is a method of financing a United States Government securities posi
tion (as well as other securities) whereby one party sells the securities to another party subject to a 
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chase,* 159 and matched repurchase agreements.160 Generally, a repurchase 
agreement not only provides a less expensive means of financing than a bank 
loan, but can provide more leverage as well.161 In addition, broker-dealers can 
use matched repurchase agreements to arbitrage interest rate spreads. As a 
result, the use of repurchase, reverse-repurchase, and matched repurchase 
agreements has increased dramatically in the past ten years. Today, these 
agreements represent the single largest liability and asset on the balance sheets 
of many brokerage firms.162

commitment to repurchase those securities at a later point in time. The broker-dealer may obtain funds 
representing over 95% of the market value of the securities and the repurchase price usually includes 
what is tantamount to an interest payment. During the period of the repurchase agreement, however, 
the original owner of the securities is entitled to be paid any interest accrued on the securities. While a 
repurchase agreement generally is reflected on a broker-dealer’s books as a liability, its legal status 
(whether it is a secured loan or an executory contract for purchase or sale) is currently in a state of flux. 
See infra text accompanying notes 171-72. These wholesale repurchase agreements are not to be con
fused with retail repurchase agreements, which are sold to the public on a widespread basis and present 
different regulatory concerns.

159. A reverse-repurchase agreement is simply the other side of the transaction: One party 
purchases securities under an agreement to resell those securities to another party at a later point in 
time. A reverse-repurchase agreement generally is reflected on a broker-dealer’s books as a secured 
receivable, assuming of course that the broker-dealer is in possession of the collateral.

160. A matched repurchase agreement involves a situation whereby a broker-dealer has a repurchase 
agreement on one side and a reverse-repurchase agreement on the other side. As indicated earlier, 
broker-dealers sometimes enter into these transactions to profit from the spread in interest rates. See 
supra note 93.

161. With a bank loan, a broker-dealer generally may obtain funds in an amount up to 95% for the 
value of the collateral posted (in the case of United States Government securities), whereas under a 
repurchase agreement it may obtain more than 95% of the value of the securities sold under the 
agreement.

162. In 1979 securities purchased under agreements to resell represented 32% of aggregate total as
sets and securities sold under repurchase agreements represented 32.6% of aggregate total liabilities of 
the approximately 2,500 broker-dealers reporting to the Commission. Securities Exchange Act Release 
No. 18418 (Jan. 13. 1982), 47 Fed. Reg. 3521, 3527 n.14 (Jan. 25, 1982).

163. See Securities Exchange Act Release No. 11497 (June 26, 1975), 40 Fed. Reg. 29,795, 29,797 
(July 16, 1975).

164. See Securities Exchange Act Release No. 18418 (Jan. 13. 1982), 47 Fed. Reg. 3521, 3528 (Jan. 
25, 1982).

The Commission originally determined the net capital treatment of these 
agreements in 1975. Securities sold subject to repurchase agreements were to 
be treated as if still owned by the broker-dealer with an appropriate haircut 
applied to the market value of the securities. Securities purchased under a 
reverse-repurchase agreement were to be treated as a secured receivable (as
suming that the broker-dealer was in possession of the collateral) and the bro
ker-dealer was required to take a capital charge with respect to the deficit, if 
any, in the securities collateralizing the receivable. Finally, the Commission 
stated that matched repurchase agreements resulting in fully secured contrac
tual commitments to buy or sell United States Government securities normally 
should not receive a capital charge.163

In its recent revisions to the uniform net capital rule, the Commission pro
posed to codify the net capital treatment of repurchase, reverse-repurchase, 
and matched repurchase agreements with certain modifications.164 The modi
fications generally related to the capital charges for reverse-repurchase agree
ments. The Commission proposed no significant changes regarding the net 
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capital treatment of repurchase agreements, either individually or as compo
nents of matched repurchase agreements.

In May 1982 the Commission adopted the revisions, substantially as pro
posed, with certain adjustments to reflect industry comment and other con
cerns of the staff.165 Among other things, the Commission indicated that in 
circumstances when the broker-dealer has reason to believe that a party to one 
of these agreements will not perform, the broker-dealer must treat the contract, 
for net capital purposes, as dishonored.166 Accordingly, in the case of a re- 
verse-repurchase agreement, the broker-dealer would be required to deduct 
the entire deficit whereas, in the case of a repurchase agreement that is part of 
a matched repurchase agreement, the broker-dealer would be required to treat 
the securities sold as proprietary positions and apply the appropriate haircut.

165. In response to these concerns, the Commission amended the uniform net capital rule to require 
that, in the case of reverse-repurchase agreements, both individually and as components of matched 
repurchase agreements, broker-dealers deduct (in lieu of the total deficit) a percentage of the deficit 
based on the number of days to maturity with the deductions increasing as the time to maturity length
ens. 17 C.F.R. § 240.15c3-1 (c)(2)(iv)(F)(2) (1983). The Commission also made certain other technical 
adjustments. See Securities Exchange Act Release No. 18737 (May 13, 1982), 47 Fed. Reg. 21,759, 
21,762 (May 20, 1982).

166. Id.
167. Id.
168. Persons doing business solely in United States Government securities, an exempt security, are 

not subject to the Commission’s financial responsibility requirements. 15 U.S.C. 786>(c)(3) (1976).
169. Wall Street traders believe that Drysdale may have operated on as little as two percent margin. 

In other words, it is believed that Drysdale borrowed up to 98% of the funds it employed to engage in 
huge repurchase and reverse-repurchase transactions. See Welling, The Drysdale Affair—A Blow-by- 
Blow Account of the Default That Shook Wall St.. Barron’s, May 24, 1982, at 15, col. 1. 45, col. 1: Chase 
Bank Sues Drysdale. Wash. Post, Oct. 7. 1982. at El, col. 1.

170. Drysdale’s inability to meet the accrued interest payments resulted, in part, from a quirk m the 
way United States Government securities were valued. Generally, the purchase price of United States 
Government securities includes not only the market value of the securities but also the accrued interest 
as of the date of the sale. In the repurchase market, however, industry practice has been to require that

In its release the Commission also stated:
The Commission expresses its concerns about the high leverage 
achieved by a broker-dealer through repurchase agreements for 
which there is no net capital charge. The present rule amendment 
does not adequately address the problems raised by these transac
tions. . . . The Commission intends to continue studying the repur
chase matters and requests information and comments from 
interested persons.167

This concern on the part of the Commission is well-founded as evidenced by 
the recent debacles involving Drysdale Government Securities, Inc. and Lom- 
bard-Wall Inc. Drysdale and Lombard-Wall, both dealers in United States 
Government securities,168 attained tremendous leverage through the use of re
purchase agreements. Apparently Drysdale, through a complex set of transac
tions involving repurchase agreements and short sales, was able to purchase 
over $5 billion of United States Government securities through Chase Man
hattan Bank with capital of only $20.8 million.169 In May 1982 Drysdale 
shocked Wall Street by announcing that it would be unable to come up with 
$160 million in accrued interest payments due on the securities purchased 
under the agreements.170
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Similarly, Lombard-Wall involved a situation in which the firm had entered 
into a number of repurchase agreements prior to seeking protection under 
chapter 11. The trustee in bankruptcy filed a petition to prevent the holders of 
the securities purchased under the agreements from liquidating the collateral, 
arguing that the repurchase agreements were secured loans rather than execu
tory contracts for purchase or sale. The court agreed with the trustee and en
joined the holders of the collateral from selling the securities while Lombard- 
Wall’s financial affairs were being reviewed.171 Despite this decision, however, 
the status of repurchase agreements as secured loans or executory contracts for 
purchase or sale is by no means settled.172

the contra party post only the market value of the securities as collateral in the repurchase transaction. 
Nonetheless, the owner of the securities used in the repurchase transaction is entitled to the interest 
thereon. See supra note 158. In Drysdale’s situation, it is believed that the firm sold short United 
Slates Government securities obtained from Chase in reverse-repurchase transactions. Chase, in turn, 
had obtained the securities from several large broker-dealers in reverse-repurchase transactions. Be
cause of the quirk in the way United States Government securities are valued for purposes of repur
chase transactions, Drysdale received, in the short sales, the full purchase price of the securities, 
including the interest accrued to date In the reverse-repurchase transactions with Chase, however. 
Drysdale was only required to post as collateral the market value of the securities. Instead of retaining 
the accrued interest obtained in the short sales. Drysdale is believed to have used these funds as work
ing capital. Unfortunately, because of a sudden reversal in market conditions, Drysdale apparently lost 
these funds and was unable to remit to the owners of the securities $160 million in accrued interest on 
the due date. See generally Stigum, Repo Dealers' Choice? Some See Pitfalls in Full Accrual Pricing. 
Barron’s. Oct. 18. 1982. at 11. col. 1; U.S. Government Securities Dealers Need Self-Review but No New 
Rules. Fed Says. Wall St. J., Oct. 13. 1982, at 6, col. 2. As a result of this situation, upon the initiative of 
the Federal Reserve Board, the pricing of repurchase agreements by reporting United States Govern
ment securities dealers now includes accrued interest. See Letter from Peter D. Sternlight. Executive 
Vice President, Federal Reserve Bank of New York to reporting Government Securities dealers (Aug. 
27. 1982), at 2 (reporting Government securities dealers expected to value repurchase agreement securi
ties with accrued interest taken into account as of Oct. 4. 1982) (copy on file at Georgetown Law 
Journal).

171. More specifically, the bankruptcy court held that, because the repurchase agreements involved 
were secured loans rather than executory contracts for purchase or sale, such agreements were subject 
to the automatic stay provisions of section 362(a) of the Bankruptcy Code. Lombard-Wall Inc. v. Co
lumbus Bank & Trust Co. (In re Lombard-Wall Inc.), No. 82 B 11556 (Bankr. S.D.N.Y. Sept. 16. 1982) 
(bench decision); see Securities in Lombard- Wall Case Termed Loan Collateral by a Bankruptcy Judge. 
Wall St. J., Sept. 20, 1982, at 10, col. 2. Under section 362(a). the filing of a petition in bankruptcy 
“stays” any attempt by a creditor, absent a modification or lifting of the stay under section 362(d) or (f). 
to satisfy his claim for repayment by liquidating the collateral securing the loan. 11 U.S.C. § 362(a) 
(Supp. V 1981). Lombard-Wall has subsequently completed reorganization under Chapter 11. In re 
Lombard-Wall Inc., No. 82B 11556 (Bankr. S.D.N.Y. July 14. 1983).

172 Apparently, courts are making determinations on a case-by-case basis according to the particu
lar facts involved. See. eg.. First Nat’l Bank of Las Vegas, N.M. v. Estate of Russell. 657 F.2d 668, 675- 
76 (5th Cir. 1981) (reciting appellant's arguments that facts of transaction render repurchase agreement 
collateralized loan rather than sale of securities); Matter of Financial Corp., 1 Bankr. 522. 525-26 (W.D. 
Mo. 1979) (transaction indicates repurchase agreement was contractual obligation, not option, to repur
chase securities), ajfdsub nom. Financial Corp. v. Occidental Petroleum Corp.. 634 F.2d 404 (8th Cir. 
1980).

The Commission has taken the position that retail repurchase agreements involve a purchase and 
sale of securities for purposes of the antifraud provisions of the federal securities laws. See Securities 
Exchange Act Release No. 18122 (Sept. 25. 1981). 46 Fed. Reg. 48.637, 48,638 (Oct. 2. 1981). For 
purposes of the Investment Company Act of 1940. however, the Commission views repurchase agree
ments as collateralized loans. See Investment Company Act Release No. 10666 (Apr. 18, 1979). 44 Fed 
Reg. 25.128, 25,133-34 (Apr. 27, 1979). Finally, section 555 has been added to the Bankruptcy Code, 
specifically excluding from the automatic stay provisions “[t)he exercise of a contractual right of a 
stockbroker or securities clearing agency to cause the liquidation of a securities contract ...'ll 
U.S.C.A. § 555 (West Supp. 1983). A recent bill introduced in the House would extend similar treat
ment to all participants in the repurchase market. See H R. 3418, 129 Cong. Rec. E3185 (daily ed. 
June 27, 1983).

Although neither Drysdale nor Lombard-Wall were registered broker-deal
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ers, it is clear that a similar potential for attaining tremendous leverage and 
causing potentially disasterous “ripple effects” on other members of the securi
ties industry through the use of repurchase and reverse-repurchase agreements 
exists for registered broker-dealers. As indicated earlier, broker-dealers need 
only take a capital charge in the case of a repurchase agreement that is part of 
a matched repurchase agreement when there is reason to believe that one of 
the parties to the contract will not perform.173 Absent such a belief, broker
dealers apparently can inflate their balance sheets tremendously through the 
use of matched repurchase agreements by incurring capital charges only for 
the deficit, if any, in the reverse-repurchase component of the matched repur
chase agreements. By the same token, broker-dealers holding United States 
Government securities as collateral under a reverse-repurchase agreement run 
the risk that they may not be able to sell the securities immediately if the party 
to the agreement enters bankruptcy. Such a situation could severely affect a 
broker-dealer’s ability to meet its current obligations.

173. See supra text accompanying notes 165-67.
174. See supra note 168 (persons dealing solely in United States Government securities not subject to 

Commission’s financial responsibility requirements).
175. A letter of credit transaction involves at least three parties: A debtor, a creditor, and an issuer. 

Generally, a letter of credit is an undertaking by the issuer (usually a bank) to make payment to a 
creditor on account of any indebtedness incurred by the issuer’s customer. Because the letter of credit is 
a contract separate from the underlying agreement between the debtor and creditor, the rights of the 
creditor and the issuer under the letter of credit are not affected by the performance or nonperformance 
of the other contracts in the transaction. Fraud or forgery are usually the only defenses to paying on a 
letter of credit. See infra note 184. For a general discussion of standby letters of credit, see Arnold & 
Bransilver. The Standby Letter of Credit—The Controversy Continues, 10 U.C.C. L.J. 272 (1978).

176. For a discussion of commercial letters of credit, see Hartfield, The Increasing Domestic Use of 
the Letters of Credit, 4 U.C.C. L.J. 251 (1971); Verkuil, Bank Solvency and Guarantee Letters of Credit. 
25 Stan. L. Rev. 716 (1973). Article 5 of the Uniform Commercial Code covers both types of letters of 
credit. Colorado Nat’l Bank v. Board of County Comm’rs, 634 P.2d 32, 36 (Colo. 1981).

177. Regulation H of the Federal Reserve Board defines a standby letter of credit as one that 
represents an obligation to the beneficiary on the part of the issuer (1) to repay money bor
rowed by or advanced to or for the account of the account party, or (2) to make payment on 

The Commission’s reluctance to impose greater capital charges on repur
chase agreements, either individually or as components of matched repurchase 
agreements, may reflect its concern that, because Government securities deal
ers are not subject to the Commission’s net capital requirements,174 such 
charges may put registered broker-dealers that use repurchase agreements to 
finance their United States Government securities inventories at a competitive 
disadvantage. Nonetheless, the authors believe that the recent debacles in the 
United States Government securities markets may cause the Commission to 
reassess its position and make corresponding adjustments to the uniform net 
capital rule in an attempt to prevent similar situations in the future.

b. Letters of Credit
Another financial device that has become increasingly popular in recent 

years and provides broker-dealers with opportunities for attaining tremendous 
leverage is the standby letter of credit.175 While commercial letters of credit 
traditionally have been used to finance the shipment of goods,176 standby let
ters of credit haVe become widely used as securities devices in transactions 
unrelated to the sale of goods.177
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Because a letter of credit provides an opportunity for cost savings and 
thereby “frees up” capital, the securities industry has sought to use these de
vices on a widespread basis. In 1981, for example, the Commission approved 
the use of letters of credit to secure a participant’s obligation to contribute to 
National Securities Clearing Corporation’s clearing fund.178 Similarly, in its 
recent revisions of the financial responsibility rules, the Commission approved 
the use of irrevocable letters of credit as collateral in stock borrowed 
transactions.179

account of any evidence of indebtedness undertaken by the account party, or (3) to make 
payment on account of any default by the account party in performance of an obligation.

12 C.F.R. § 208.8(d)(1) (1983). While the standby letter of credit operates more like a guarantee than a 
mechanism of payment, there is a fundamental difference. Whereas under a guarantee the bank would 
be secondarily liable only in the event that its customer actually defaulted in the performance of an 
obligation, under a standby letter of credit the issuing bank is primarily liable to the beneficiary without 
regard to the underlying rights of the contracting parties. See supra note 175. As a result, the benefici
ary need not prove that the customer has defaulted in order to obtain payment on the letter of credit 
This ability to collect on the letter of credit apart from the underlying agreement accounts, in part, for 
the popularity of these agreements.

178. Securities Exchange Act Release No. 18052 (Aug. 21, 1981), 46 Fed. Reg. 43,341 (Aug. 27, 
1981). The Options Clearing Corporation permits participants to deposit letters of credit in lieu of cash 
to satisfy margin obligations to the Corporation. See Chicago Bd. Options Exch. Const. & Rules 
(CCH) i| 4104 (May 1983) (Options Clearing Corporation rule 604).

179. Securities Exchange Act Release No. 18737 (May 13, 1982), 47 Fed. Reg. 21,759, 21,768 (May 
20, 1982). In general, the standby letter of credit may be secured or unsecured, must be physically 
delivered to the lender or its agent, and must be marked-to-the-market daily. Broker-dealers delivering 
letters of credit to a lender in a stock borrowed transaction, however, must take a capital charge of one 
percent of the market value of securities borrowed. Id. The Commission staff, however, has indicated 
that letters of credit may not be taken into account for net capital purposes. See Letter from Division 
of Market Regulation, Sec. & Exch. Comm’n to Douglas F. Parillo (NASD) (Aug. 17, 1981) (assets not 
otherwise readily convertible into cash secured only by letter of credit, whether collateralized or not, 
must be deducted from net worth in computing net capital) (copy on file at Georgetown Law Journal}.

180. Under federal banking regulations, reserve requirements are imposed on deposits, not loans. 
See generally 12 C.F.R. § 204 (1983). Since a standby letter of credit is, in essence, a commitment to 
make a loan, it is not necessary for the issuing banking institution to set aside specific cash reserves to 
meet a deposit obligation related to letters of credit.

181. 12 C.F R. §§ 7.1160, 208.8(d), 337.2 (1983). The federal statutory limitation applied by these 
regulations is defined in 12 U.S.C.A. § 84 (West Supp. 1983), which provides that a bank may not loan 
to any single borrower more than 15% of the amount of paid-in capital stock and the unimpaired 
surplus fund.

182. Regulation U of the Federal Reserve Board requires that banks analyze the creditworthiness of 
an applicant for a letter of credit in the same manner as a loan applicant. 12 C.F.R. § 208.8(d)(2)(ii) 
(1983). Accordingly, banks may decline to issue a letter of credit on behalf of a customer, or may agree 
to issue the letter only if the letter is secured by collateral In addition, the bank’s decision to issue the 
letter of credit may be subject to review by federal banking regulators to determine if it is in accordance 
with safe and sound banking practices. See 12 C.F.R. §§ 208.8(d)(2)(ii), 337.2 (1983).

Requests that letters of credit be taken into account for net capital purposes, 
however, raise several regulatory concerns. In this regard, it should be noted 
that a bank's letter of credit activities are only subject to limited regulation 
under banking law. As an illustration, federal banking regulations treat 
standby letters of credit as contingent liabilities rather than deposits of issuing 
banks. As such, standby letters of credit do not appear on a bank’s balance 
sheet and are not subject to the reserve requirements of federal banking regu
lations.180 In addition, while there are limitations on the amount of letters of 
credit that may be issued to any individual customer,181 and while banks are 
required to evaluate the creditworthiness of individual customers,182 there do 
not appear to be any restrictions on the aggregate value of letters of credit that 
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may be issued by a bank. For these reasons, it may be possible for an aggres
sive bank to overextend itself by issuing an excessive number of letters of 
credit and not be in a position to perform if a great number are called upon.183

Aside from the danger that a bank may overextend itself and not be in a 
position to honor a standby letter of credit, there is also the possibility that the 
bank may be enjoined from paying on the standby letter of credit. Although 
efforts to enjoin payment on a standby letter of credit by third parties generally 
have been unsuccessful,184 some courts have issued injunctions on the basis of 
fraud in the underlying transaction.185 There is also the possibility that the 
bank may refuse to make payment on the standby letter of credit,186 particu
larly if the bank realizes that it may not be reimbursed by its customer and the 
commitment is substantial.

Obviously litigation, whether arising from a suit by a third party to enjoin 
payment on the standby letter of credit or from a suit by the beneficiary to 
enforce payment on the standby letter of credit, may result in substantial de
lays in receiving payment on the standby letter of credit. Given that broker
dealers must be liquid in order to operate on a day-to-day basis, these delays in 
payment could be devastating from a net capital standpoint. If a broker-dealer 
is capitalized largely through use of letters of credit, it could even result in the 
broker-dealer’s failure.

183. This may be especially true after congressional repeal of federal banking aggregate indebted
ness limitations in general. See Garn-St. Germain Depository Institutions Act of 1982, Pub. L. No. 97- 
320, § 402, 1982 U.S. Code Cong. & Ad. News (96 Stat.) 1469, 1510 (repealing 12 U.S.C. § 82 (1976), 
which prohibited bank indebtedness in an amount exceeding 100% of its capital stock plus 50% of its 
paid-in surplus).

184. See, e.g., KMW Int’l v. Chase Manhattan Bank, N.A., 606 F.2d 10, 16 (2d Cir. 1979) (super
vening illegality, impossibility, war, or insurrection do not excuse issuing bank from paying letter of 
credit); Werner Lehara Int’l, Inc. v. Harris Trust & Savings Bank, 484 F. Supp. 65, 72 (W.D. Mich. 
1980) (same); United Technologies Corp. v. Citibank. N.A., 469 F. Supp. 473, 481 (S.D.N.Y. 1979) 
(supervening disruption of normal commercial enterprise does not excuse bank from honoring letter of 
credit); New York Life Ins. Co. v. Hartford Nat. Bank & Trust Co.. 173 Conn. 492, 501, 378 A.2d 562, 
567 (1977) (modification in underlying contract not proper defense to payment on letter of credit). 
Under the Uniform Commercial Code, “(a]n issuer must honor a draft or demand for payment which 
complies with the terms of the relevant credit regardless of whether the goods or documents conform to 
the underlying contract for sale or other contract between the customer and the beneficiary.” See, e.g., 
N.Y. U.C.C. Law § 5-114(1) (McKinney 1964). Apparently, the only defenses to paying a letter of 
credit are fraud in the inducement or forgery. See Sztejn v. J. Henry Schroder Banking Corp., 177 
Misc. 719, 722, 31 N.Y.S.2d 631, 634-35 (Sup. Ct. 1941).

185. For example, in a recent case arising out of the failure of Penn Square Bank, a California trial 
court has issued a preliminary injunction enjoining Penn Square from obtaining payment on certain 
letters of credit based on allegations of fraud in the underlying transactions. See Thomas v. Penn 
Square Bank, No. 79-4633 (Cal. Super. Ct. July I, 1982). In addition, while generally the only defenses 
to payment on a letter of credit are fraud or forgery, see supra note 184, the bankruptcy court in Matter 
of Twist Cap, Inc., 1 Bankr. 284 (Bankr. D. Fla. 1979), enjoined payment on special letters of credit to 
two suppliers of a bankrupt on the grounds that payment on the letters of credit would result in the 
substitution of a secured creditor, the bank, for unsecured creditors, and amount to an impermissible 
preference under the Bankruptcy Code. Id. at 285-86. It should be noted, however, that Twist Cap has 
not been followed by any other court to date, and has been highly criticized by commentators. See, 
e.g., Chitman & Sovem, Enjoining Payment on a Letter Of Credit in Bankruptcy: A Tempest in a Twist 
Cap, 38 Bus. Law. 21, 33 (1982).

186. It should be noted that, under the Uniform Commercial Code, a bank has three banking days to 
pay on the letter of credit without being deemed to have dishonored the draft. See, e.g., N.Y. U.C.C. 
Law § 5-112(1) (McKinney 1964). While this may cause some banks to avail themselves of the entire 
three banking days before paying on the letter of credit, this delay would not be devastating from a net 
capital standpoint.



1983] Uniform Net Capital Rule 33

It seems clear that allowing broker-dealers to capitalize their businesses with 
letters of credit will increase the already high leverage of the industry. Since a 
standby letter of credit can be obtained from a bank for a relatively small fee, 
broker-dealers can attain tremendous leverage on a small amount of invested 
capital by incurring substantial obligations secured by standby letters of credit. 
As a practical matter, big money center banks have been reluctant to issue 
letters of credit since the recent debacles involving Penn Square and Drysdale. 
Nonetheless, the Commission should carefully consider the implications under 
the uniform net capital rule before it drastically alters the liquidity concept by 
allowing third-party promises secured by nonliquid assets to be considered 
good net capital. While we do not suggest that such use of standby letters of 
credit can never find a place in the system, the Commission will need to ex
plore fully all the implications of such a proposal before a rational decision 
can be made.

IV. Alternatives to the Liquidity Standard

It has been shown that the liquidity concept of the net capital rule is a regu
latory standard designed to account for the unique financial and operational 
structure of the securities industry and to respond to its highly cyclical nature. 
There are, of course, alternatives to reliance on the liquidity concept. These 
include utilization of a net worth test, requiring complete segregation of cus
tomer funds and securities, and placing greater reliance on the customer pro
tection rule. Critics of the liquidity concept argue that placing greater reliance 
on these alternatives, most notably the customer protection rule, may be 
equally as effective as the liquidity test in affording protection to investors 
without imposing arbitrary restraints on the level of liquid assets a broker
dealer must maintain. These alternatives are examined in greater detail below.

A. NET WORTH TEST

One alternative to requiring broker-dealers to maintain specified levels of 
net liquid assets would be simply to require that a broker-dealer be a “going 
concern.”187 Under such a standard, a broker-dealer necessarily would have 
to maintain a positive net worth in order to meet its day-to-day obligations and 
thus remain in business. In contrast to the level of liquidity demanded by the 
the net capital rule, however, the level of liquidity under a net worth test 
would be determined primarily by the broker-dealer’s business judgment. The 
obvious advantage of a “going concern” standard is that it would be more 
flexible from a broker-dealer’s point of view and, in most cases, would be less 
costly than complying with the Commission’s present net capital requirements. 
Moreover, such a standard has a superficial appeal because of its apparent 
simplicity.

187. Generally, the concept of “going concern” means that, in addition to having a positive net 
worth, an enterprise has a sufficient amount of current (or liquid) assets to enable it to meet its day-to- 
day obligations. For further discussion of the "going concern” concept, see Altman & McGough, Eval
uation of a Company as a Going Concern, J. Accountancy, Dec. 1974, at 50.

Few commentators, however, have seriously suggested that the Commission 
abandon the liquidity test for a simple net worth test. First, a simple net worth 
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test ignores the unique financial and operational structure of the securities in
dustry, which demands that broker-dealers maintain sufficient liquid assets to 
satisfy promptly their current obligations to customers and other persons with 
whom they transact business.188 In addition, a simple net worth test ignores the 
highly cyclical nature of the securities industry, particularly the need for bro
ker-dealers to maintain a cushion of net liquid assets to enable them to 
weather normal financial reverses.189 Finally, such a standard fails to establish 
a uniform minimum standard on which the securities industry and customers 
may rely. In light of the foregoing, it seems that reliance on a simple net worth 
test would be inappropriate.

188. This is particularly true with regard to clearing corporations. See supra text accompanying 
notes 136-50 (discussing unique structure of securities industry).

189. See supra text accompanying notes 151-86.
190. See supra text accompanying notes 80-84.
191. In 1972, for example, the industry argued that without the use of customer funds and monies, 

obtained through the use of customer securities, they would be unable to finance large amounts of 
customer margin transactions since they would be forced to borrow the needed funds from other 
sources at higher interest rates. See supra text accompanying notes 80-84,

192. The Commodity Exchange Act requires that funds received by a futures commission merchant 
for margining customer trades must be accounted for separately and must be segregated from the oper
ating funds of the futures commission merchant. 7 U.S.C. § 6d(2) (1982). In addition, futures commis
sion merchants are subject to the Commodity Futures Trading Commission's own net capital rule. 17
C.F.R. § 1.17 (1983).

B. COMPLETE SEGREGATION OF CUSTOMER FUNDS AND SECURITIES

Perhaps a more feasible alternative to reliance on the liquidity concept 
would be to require complete segregation of customer funds and securities. As 
indicated earlier, both Congress and the Commission have, at various times, 
considered legislation that would have required broker-dealers to segregate 
completely from their own assets all funds and securities held by or on behalf 
of customers.190 Such legislation, however, continually was rejected due to 
strong opposition from members of the securities industry.191

Under the Commodity Exchange Act, futures commission merchants are re
quired to completely segregate from their own assets funds held by or on be
half of customers.192 The requirement of complete segregation has worked 
well in the futures markets primarily because there is no need to make full 
settlement in exchange for a certificate of ownership in futures; the futures 
positions are held open through a clearing organization and all losses or gains 
are settled between firms and “marked-to-the-market” daily. What need there 
is for working capital is generated internally and, hence, there is less of a need 
for working funds to carry and settle commodity transactions.

Although requiring broker-dealers to completely segregate all customer 
funds and securities may help to ensure that customer property is not being 
misappropriated or subjected to unreasonable risk, such a requirement would 
not be practicable for the securities industry at the present time. More specifi
cally, because of the unique nature of the securities industry, a requirement of 
complete segregation would unduly increase the need for working funds and 
place artificial constraints on the efficient flow of securities transactions and 
settlements. As indicated earlier, broker-dealers must have sufficient funds to 
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meet their daily obligations to the clearing corporations as well as to finance 
certain customer transactions.193 Perhaps with the introduction of the “certifi
cateless society,” complete segregation will prove to be a more viable alterna
tive. At least for the present, however, it seems clear that requiring complete 
segregation of customer funds and securities would not be a practical alterna
tive to the liquidity concept.

193. See supra text accompanying notes 136-50.
194. 17 C.F.R. § 240.15c3-3 (1983).
195. See supra text accompanying notes 86-93.
196. Securities Exchange Act Release No. 11497 (June 26, 1975). 40 Fed. Reg. 29,795, 29,797-98 

(July 16. 1975).
197. As discussed previously, the customer protection rule has two requirements. First, a broker

dealer must obtain and thereafter maintain physical possession or control of all fully-paid or excess 
margin securities carried for the accounts of customers. Second, a broker-dealer generally must com
pute weekly the Reserve Formula and deposit in a Special Bank Account the excess of the credits over 
the debits. See also supra text accompanying notes 86-93 (discussing intent of rule 15c3-3).

198. In theory, if a broker-dealer has complied with the requirements of the customer protection 
rule, there should be a sufficient amount of customer name securities and “customer related property” 
to fully satisfy customer claims. However, this is often not the case. See infra text accompanying notes 
202-04 (discussing lack of compliance with requirements of customer protection rule).

C. THE CUSTOMER PROTECTION RULE

Probably the most viable alternative to reliance on the liquidity standard is 
to place greater reliance on the Commission’s customer protection rule, rule 
15c3-3.194 As discussed earlier, this rule was adopted to ensure that broker
dealers were using customer assets only in limited areas of their businesses, 
such as financing other customer transactions.195 At the time the uniform net 
capital rule was adopted and the alternative was introduced, the Commission 
stated: “[Ultimately, it may be possible for Rule 15c3-3 in some form to re
place the liquidity requirements of the net capital rule and become the primary 
source of protection to customer assets held by the broker or dealer.”196

Unlike the uniform net capital rule, the customer protection rule provides 
specific protection for customer funds and securities.197 Instead of requiring 
broker-dealers to maintain sufficient liquid assets to promptly satisfy customer 
claims, the customer protection rule requires broker-dealers to have actual 
possession or control of customer securities and to escrow the net amount of 
funds owed to customers. In theory, if the customer protection rule works and 
firms are in compliance at all times, there is no need for a net capital rule (at 
least for purposes of customer protection), as a broker-dealer would always 
have sufficient funds and securities to satisfy customer claims for net equities, 
either before or after liquidation.198 Because of certain limitations inherent in 
the rule and the apparent lack of compliance with the rule’s requirements in 
some instances, however, rule 15c3-3 by itself is not an adequate substitute for 
the liquidity test in the present environment. These limitations are examined in 
greater detail below.

First, in contrast to the liquidity test, which is a dynamic standard, the pro
tections afforded by the customer protection rule are transaction-oriented and 
measured periodically. This is best exemplified by the Reserve Formula com
putation. Under the customer protection rule a broker-dealer is required, in 
most cases, to perform a weekly computation as of the close of business on the 
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last business day of the week and deposit the excess of credits over debits in the 
Special Bank Account no later than one hour after the banks open on the 
second business day of the following week.199 Although these funds, with cer
tain exceptions, cannot be withdrawn from the Special Account until the next 
computation is made, a week of customer transactions are not considered. In 
fact, in some cases a ten-day period may elapse before customer transactions 
are considered by a Reserve Formula deposit.200

199. See supra note 89 and accompanying text.
200. See Securities Exchange Act Release No. 18417 (Jan. 13, 1982), 47 Fed. Reg. 3512, 3514 (Jan. 

25, 1982).
201. Id.
VS1. Id.
203. Id.
204. Id.

Moreover, with respect to the physical possession or control requirements, 
there are a number of gaps and lags that significantly reduce the effectiveness 
of the protection afforded by the rule. For example, if it is determined that a 
broker-dealer does not have possession or control of all fully-paid or excess 
margin securities required to be in his possession or control, the broker-dealer 
is required by the rule to take certain steps to reduce those securities to his 
possession or control. Under the rule, however, the broker-dealer may not be 
required to obtain possession or control of those securities for substantial peri
ods of time.201

Aside from these shortcomings in the rule, the Commission has indicated its 
concern that there is, on the whole, less than full compliance with the require
ments of the customer protection rule.202 Apparently, under pressure to gener
ate a greater return on customer assets, many broker-dealers may have 
stretched the possession and control requirements.203 While in some cases non- 
compliance may be due to conceptual errors, in others it may simply be due to 
a deliberate failure on the part of the broker-dealer to take the action required 
by the rule to reduce the securities to possession or control. Finally, and most 
importantly, some less well-capitalized broker-dealers appear to abandon com
pliance with the requirements of the customer protection rule during times of 
financial crisis.204 Unfortunately, these are precisely the times when compli
ance with the rule is crucial for the protection of investors.

In theory, rule 15c3-3 is a practical solution to the problem of providing 
protection for funds and securities entrusted to broker-dealers by customers. 
The customer protection rule was a notable innovation in the development of 
rules designed for the protection of customer property because it was transac
tion-based and established a standard for uses of customer funds and securities 
by brokers. In addition, it responded to the abuses by broker-dealers in using 
customer funds and securities that were apparent in the late 1960’s. Perhaps 
further refinement of the concepts underlying the rule and application of those 
concepts, such as a daily computation of the Reserve Formula (thereby reduc
ing the cash flow available to broker-dealers), coupled with increased under
standing of and compliance with the rule’s requirements, will allow the 
Commission eventually to substitute the customer protection rule for the uni
form net capital rule as the primary means of protecting investors. At least for 
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the present, however, justification for retention of some form of the liquidity 
test seems indisputable.

Conclusion

The liquidity concept has been criticized as an arbitrary restraint on a bro
ker-dealer’s ability to employ its assets in the most productive manner possi
ble. Critics argue that, in light of the changed structure of the industry, the 
continuing sophistication of investment devices, and the operational and regu
latory reforms implemented in the past decade, the need for liquidity has sub
stantially lessened. As a substitute, they urge the Commission to rely more 
heavily on other regulatory devices, most notably the customer protection rule, 
which purports to provide more specific protections for customer funds and 
securities.

While the uniform net capital rule may be somewhat arbitrary in the sense 
that, at times, it may require broker-dealers to maintain liquid assets in an 
amount that may exceed their actual need for working funds, it nonetheless is 
a sound concept in the context of the securities industry. Despite the fact that 
the changing nature of the securities industry and the regulatory environment 
may have somewhat lessened the need for emphasis on the liquidity concept, it 
is clear that net capital requirements play an important role in ensuring the 
financial soundness of securities firms and, hence, the protection of customers. 
This is particularly true in view of the unique financial and operational struc
ture of the securities industry as well as its highly cyclical nature. Perhaps 
further refinement of the concepts underlying the customer protection rule and 
compliance with the rule’s requirements will one day allow the Commission to 
place greater reliance on the customer protection rule. At least for the present, 
however, it seems clear that some form of the liquidity test must be retained to 
ensure the continued viability of broker-dealers and the protection of 
investors.
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In defining the relevant product market in merger and monopolization 
cases, courts often define submarkets—narrow relevant markets within 
broader relevant markets. The Supreme Court adopted submarket 
analysis in 1962 in the Brown Shoe case, in which it enunciated seven 
indicia to guide the lower courts in applying the concept. In his article, 
Mr. Maisel argues that submarket analysis is inappropriate in defining 
relevant markets in antitrust cases and that the holding in Brown Shoe 
that smaller relevant markets can exist within broader relevant markets 
should be overruled. After a brief discussion of the origins of the sub
market concept, the author examines the theory of relevant market defi
nition and the role of market power. Mr. Maisel maintains that 
submarkets distort the inquiry into the market power of alleged monop
olists or of merging firms by excluding from the analysis products that 
are reasonable substitutes for the products of those firms. The author 
then examines Brown Shoe’jpractical market definition indicia and de
termines that they are not well-suited for defining relevant product 
markets. After a brief discussion of the use of submarkets in geographic 
market definition, the author concludes that courts can meaningfully an
alyze competition only in relevant product markets that include all effec
tive substitutes for the products of the merging firms or alleged 
monopolists.

In Brown Shoe, Inc. v. United States' the Supreme Court introduced into 
antitrust analysis the concept of “submarkets”—relevant markets within rele
vant markets. The Court held that, in addition to the analysis of competitive 
effects in broad relevant product markets defined with reference to reasonable 
interchangeability of use or cross-elasticity of demand, “it is necessary to ex
amine the effects of a merger in each . . . economically significant submarket 
to determine if there is a reasonable probability that the merger will substan
tially lessen competition.”2 The Court thereby added a new level of complex
ity to the definition of relevant markets in antitrust cases and opened the door 
to three decades of inconsistent and often indefensible judicial decisions.

The Court in Brown Shoe listed seven “practical indicia” for use in defining 
submarkets—“industry or public recognition of the submarket as a separate 
economic entity, the product’s peculiar characteristics and uses, unique pro
duction facilities, distinct customers, distinct prices, sensitivity to price 
changes, and specialized vendors.”3 This attempt by the Supreme Court to 
give lower courts guidance in applying the Court’s new submarket concept has,

39
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in practice, compounded the problems with submarket analysis. Several of the 
Brown Shoe indicia were ill-chosen and have been applied by many courts 
mechanically, as if by rote, resulting in more indefensible decisions and addi
tional confusion.

A reexamination by the Supreme Court of Brown Shoe's relevant market 
teachings is long overdue. There are few issues of greater practical importance 
to the antitrust practitioner. Relevant product markets must be defined in 
every merger and monopolization case, and the outcome of many suits turns 
on how broadly or narrowly the court delimits a market or submarket. In 
addition, predictability in relevant market definition is crucial to the lawyer 
who must advise clients as to the likelihood that a proposed merger or compet
itive course of conduct will be challenged.

The overall problem of relevant market definition has recently received con
siderable attention, both from the federal antitrust enforcement agencies and 
in the literature. The submarket concept, however, has still not been dealt with 
satisfactorily. On June 14, 1982, the Justice Department issued revised merger 
guidelines4 and the Federal Trade Commission issued a statement concerning 
horizontal mergers.5 Although the market definition approach in these policy 
statements appears incompatible with submarket analysis, neither one directly 
addresses submarkets.6 Prior to the issuance of these policy statements, several 
law review articles suggested new market definition approaches.7 Their treat
ment of submarkets is equally unsatisfactory.

4. U.S. Department of Justice Merger Guidelines, 47 Fed Reg. 28.493 (1982) [hereinafter cited as 
Revised Merger Guidelines],

5. Statement of Federal Trade Commission Concerning Horizontal Mergers (June 14, 1982) (copy 
on file at Georgetown Law Journal) [hereinafter cited as FTC Statement],

6. Assistant Attorney General Baxter, the head of the Antitrust Division, has expressed his personal 
view that the concept of submarkets as used in the Brown Shoe case “has been terribly abused," and 
that “the sooner we see the end of that kind of chatter the better.” Panel Discussion: The New Merger 
Guidelines, 51 Antitrust L.J. 317, 321 (1982) [hereinafter cited as Panel Discussion]. Those views, 
however, are not articulated in the Revised Merger Guidelines.

7. See Edwards, Joffe, Kolasky, McGowan, Mendez-Penate. Ordover, Proger. Solomon, & Toepke, 
Proposed Revisions of the Justice Department’s Merger Guidelines, 81 Colum. L. Rev. 1543, 1556-60 
(1981) [hereinafter cited as Edwards]; Landes & Posner, Market Power in Antitrust Cases, 94 Harv. L 
Rev. 937, 960-63 (1981).

8. The submarket concept has been criticized from time-to-time in passsing, most notably by Donald 
Turner, a former head of the Antitrust Division. See, e g.. Panel Discussion, supra note 6, at 328-29; 2 P 
Areeda & D. Turner, Antitrust Law § 535(b) (1978); R. Posner, Antitrust Law. An Economic 
Perspective 129-30 (1976); Hale & Hale, A Line of Commerce: Market Definition in Anti-Merger 
Cases, 52 Iowa L. Rev. 406, 426 (1966). In general, however, few courts or commentators have seri
ously questioned the basic proposition that a relevant market can exist within another relevant market, 
both being markets that are meaningful in terms of competitive realities. As Milton Handler said in his 
25th annual antitrust review, "(n]o one today disputes the fact that there can be submarkets within 
broader market categories.” Handler. Twenty-five Years of Antitrust, 73 Colum. L Rev. 415, 454 
(1973).

It is the thesis of this article that the holding in Brown Shoe that smaller 
relevant markets can exist within broader relevant markets should be over
ruled and the word “submarket” banished from the antitrust lexicon.8 Effects 
on competition cannot be properly analyzed in narrow “markets” that exclude 
products that effectively limit the market power of merging companies or of 
alleged monopolists (the “target firms”). If an examination of cross-elasticity 
of demand—the extent to which consumers will shift from one product to an
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other in response to changes in relative prices—indicates that products in a 
broad market significantly limit the market power of the target firms, then 
analysis of competitive effects in only a portion of that market will be mislead
ing. Conversely, if an analysis of cross-elasticity of demand indicates that a 
smaller market encompasses all of the products that significantly limit the mar
ket power of the target firms, then that market is not a “submarket” but rather 
is the proper relevant market in which to assess the competitive effects of the 
merger or conduct at issue. Analysis of competitive effects in any larger mar
ket will be misleading.

This is not merely a question of semantics. Underlying the submarket con
cept is the notion that if a product or line of trade is physically distinct or 
otherwise separable from a broader line of trade or commerce—by virtue of 
the Brown Shoe indicia or other distinguishing factors—then that product or 
line of trade is a proper focus for antitrust analysis.9 Firms in that “separable” 
line of trade, the submarket, may be prevented from merging and the competi
tive behavior of the largest firms in that line closely scrutinized even though 
their products are reasonably interchangeable with substitute products outside 
of the submarket. Submarket analysis thus permits a court to interdict more 
mergers and regulate the competitive behavior of more firms than would be 
possible were analysis limited to broader markets defined solely in terms of 
interchangeability of use or cross-elasticity of demand. In the hands of a court 
with a strong political aversion to “bigness,” it can be a powerful tool for ex
tending the reach of the antitrust laws.

9. See infra text accompanying notes 19-25.
10. The Supreme Court was recently asked to reformulate and supplement Brown Shoe's description

There is, however, no economic justification for bringing the antitrust laws 
to bear on competition in such narrow markets. Physical differences in prod
ucts, or perceived differences resulting from brand identification or advertis
ing, exist throughout the economy and confer competitive advantages on many 
producers. When interchangeability of use is high, however, those advantages 
are small. Product differentiation may allow companies to set prices slightly 
above marginal cost, but if consumers are ready to shift to effective substitutes 
in response to changes in relative prices or product improvements, the market 
power of those firms will be limited.

As a result, the economic costs of singling out firms in narrow markets for 
antitrust scrutiny—the costs of defining submarkets limited to firms that make 
physically distinct or otherwise separable products—will outweigh the benefits. 
Consumers of products in a “submarket” have no need for special antitrust 
protection; they are already protected against price increases by their ability to 
shift to reasonably interchangeable products outside of that narrow market. 
Submarket analysis will tend to discourage what may be beneficial mergers 
among firms in narrow “markets,” and it may chill procompetitive behavior by 
larger firms in those “markets.”

This article further argues that the seven Brown Shoe “practical indicia” of 
submarket definition should be rejected for all purposes. They are often unre
liable indicators of cross-elasticity of demand, and when used in defining mar
kets can lead to serious errors.10 Nevertheless, over the past decade many 
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courts have come to use the Brown Shoe indicia not only to define submarkets 
but to define relevant markets as well.* 11 It is time for the Supreme Court to 
state clearly that cross-elasticity of demand is the primary criterion for defining 
relevant product markets and to admit that its attempt to give practical market 
definition guidance to the lower courts has been a failure. If the Court still 
desires to give the lower courts practical market definition guidance, it should 
consider the criteria of the Revised Merger Guidelines12 and the FTC State
ment,13 both of which contain practical indicia far superior to those enunciated 
in Brown Shoe.

of the market definition process on the ground that Brown Shoe's undifferentiated listing of criteria 
does not provide adequate or proper guidance to a factfinder, particularly in jury cases. See Petition 
for Certiorari, Page Airways, Inc. v. Associated Radio Serv. Co., (filed Feb. 2, 1981) (No. 80-1304). The 
Court denied the petition. 450 U.S. 1030 (1981).

11. See, e.g., Beatrice Foods Co. v. FTC, 540 F.2d 303, 308 (7th Cir. 1976); United States v. Blue 
Bell. Inc., 395 F. Supp. 538, 541 (M.D Tenn. 1975).

12. Revised Merger Guidelines, supra note 4, at 28,494-96.
13. FTC Statement, supra note 5, at 12.
14. 351 U.S. 377 (1956) [hereinafter cited as Cellophane case)
15. See infra notes 79-89 and accompanying text.
16. 351 U.S. at 394-95.
17. 370 U.S. at 325.
18 In a footnote, the Brown Shoe Court added that a related economic concept, elasticity of sup

ply—the ability of production facilities to switch from the manufacture of one product to the manufac
ture of another—may also be considered in defining relevant markets in some cases. Id at 325 n.42

19. Id. at 325.
20. 353 U.S. 586 (1957) [hereinafter cited as Du Pont-GM|

I. The Origins of the Submarket Concept

A brief look at the origins of the submarket concept is helpful in under
standing that market definition approach and its implications. Submarket 
analysis appears to have been an attempt by the Court in Brown Shoe to recon
cile two conflicting approaches to relevant market definition. Prior to Brown 
Shoe, courts were divided between an economics-oriented, elasticity of de
mand and supply approach to market definition and a “non-economic” ap
proach focusing on factors that differentiate or separate one product or line of 
products from another.

The leading case adopting the economics-oriented approach was the Cello
phane case, United States v. E.I. du Pont de Nemours & Co. ,14 discussed more 
fully below.15 In choosing a broad market definition over a narrow one, the 
Cellophane Court focused on the cross-elasticity of demand between cello
phane and other flexible packaging materials.16 When the Brown Shoe Court 
later stated at the beginning of its submarket discussion that the “outer bound
aries of a product market are determined by the reasonable interchangeability 
of use or the cross-elasticity of demand between the product itself and substi
tutes for it,”17 it was using the language of the Cellophane Court.18

The Brown Shoe Court went on, however, to assert that within broad mar
kets, defined in terms of cross-elasticity of demand, “submarkets may exist 
which, in themselves, constitute product markets for antitrust purposes.”19 In 
support of that assertion, the Court cited the Du Pont-GM case, United States 
v. E.I. du Pont de Nemours & Co. ,20 the most important pit-Brown Shoe case 
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to follow a very different market definition approach, an approach far less con
cerned with demand and supply relationships.

In Du Pont-GM the Court held, in essence, that courts can analyze competi
tive effects in the manufacture or sale of any group of products that is separa
ble or distinguishable from other products and that constitutes an 
economically-substantial line of trade. The Court analyzed competition in the 
manufacture and sale of automotive finishes and fabrics, which is only one 
part of the larger industrial finishes and fabrics market.21 As the discussion 
below makes clear,22 the Court based its narrow market definition not upon a 
detailed analysis of substitutability among finishes and fabrics, but rather upon 
a determination that automotive finishes and fabrics have certain peculiar 
characteristics and uses that render them “sufficiently distinct” to constitute a 
line of commerce in their own right.23 In limiting the market to automotive 
finishes and fabrics, the Court emphasized the statutory language prohibiting 
acquisitions that may substantially lessen competition in any line of com
merce.24 The clear impheation was that a detailed analysis of demand and 
supply relationships is not required in defining relevant markets; any suffi
ciently separable group of products can serve as a relevant market.25

21. Id. at 593-95.
22. See infra text accompanying notes 119-28 (discussing "peculiar characteristics and uses” as sub

market indicators).
23. Du Pont-GM. 353 U.S. at 593.
Similarly, in International Boxing Club of N. Y„ Inc. v. United States, 358 U.S. 242 (1959), the Court 

held that the promotion of championship boxing contests as opposed to all boxing contests was “a 
sufficiently separable part of the trade of commerce to constitute the relevant market for Sherman Act 
purposes." Id. at 251-52. See also United States v. Paramount Pictures. Inc., 334 U.S. 131, 172-73 
(1948) ("first-run” exhibition of film distinguished from later exhibitions).

24. Du Pont-GM, 353 U.S. at 593 n.ll, 594 n.13. Section 7 of the Clayton Act prohibits mergers the 
effects of which may substantially lessen competition “in any line of commerce.” 15 U.S.C. § 18 (1976 
& Supp. V 1981) (emphasis added). Similarly, section 2 of the Sherman Act prohibits monopolization 
of "any part of the trade or commerce among the several States ” 15 U.S.C. § 2 (1976) (emphasis 
added).

25. The Supreme Court adopted this “any market” approach to defining relevant markets for geo
graphic market analysis as well. In that context, it reached its high-water mark four years after Brown 
Shoe in United States v. Pabst Brewing Co., 384 U.S. 546 (1966). In Pabst the Court held that the 
government's failure to show that either Wisconsin or a three-state area constituted a specific relevant 
geographic market was not a ground for dismissal. Id. at 548-50. See infra notes 129-37 and accompa
nying text (discussing Pabst).

26. Brown Shoe, 370 U.S. at 325.
27. Id.

Faced with a choice between the conflicting approaches to market definition 
in the Cellophane and Du Pont-GM cases, the Brown Shoe Court adopted 
them both. It held that the overall relevant market should encompass all prod
ucts that are reasonably close substitutes for the products manufactured or sold 
by the merging firms—the cross-elasticity of demand test from the Cellophane 
case.26 At the same time, it permitted courts to analyze competitive effects in 
subsets of that larger market—the Du Pont-GM approach.27 The Court thus 
gave its stamp of approval to both existing market definition approaches and 
gave lower courts enormous latitude in picking and choosing among the mar
ket definitions advanced by the parties.

The Brown Shoe Court made only one significant change in the then-ex
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isting law—it listed seven “practical indicia” for use in defining submarkets.28 
Those factors, drawn from a commentary on the antitrust case law,29 appear to 
have been designed to give lower courts practical guidance in determining 
when a subset of a larger market is, to use the language of the Du Pont-GM 
case, “sufficiently distinct” to constitute a relevant market in its own right.

28. Id.
29. B. Bock. Mergers and Markets. An Economic Analysis of Case Law 25-35 (I960).
30. Probably the principal reason the submarket concept has survived so long is that few courts or 

commentators have recognized, or have been willing to acknowledge, that the definition of submarkets 
requires the exclusion of reasonable substitutes from the relevant market. Courts have tended to im
merse themselves in the minutae of the Brown Shoe criteria, losing sight of the overall issue facing 
them, and commentators have tried to transform submarket analysis into something more palatable to 
them—something more similar to the definition of the overall relevant market.

In a recently-published proposal to revise the Justice Department's Merger Guidelines, for example, 
a group of lawyers and economists proposed a two-step market definition approach. Edwards, supra 
note 7, at 1556-60. The authors’ proposed first step was to identify all products that may be inter
changeable in use with the products in question. The second step was to exclude from that overall 
market those products not reasonably interchangeable with the target products. The authors observed 
that this second phase “describes what some people refer to as defining a ‘submarket',“ and they offered 
a revised version of the Brown Shoe criteria to assist in carrying out the second phase.

The authors’ second step, however, was clearly not what the Brown Shoe Court had in mind when it 
introduced the submarket concept. In Brown Shoe, reasonable interchangeability was the criterion for 
delimiting markets. 370 U.S. at 325. The authors of these proposed merger guidelines obviously 
wanted to preserve the Brown Shoe terminology but were uncomfortable with the Brown Shoe market 
definition approach. Their solution—to apply the submarket label to what has in the past been called 
the relevant market—can only lead to additional confusion.

31. Brown Shoe. 370 U.S. at 326.
32. Id.
33. Id.

Given this background, it is clear that the recognition of a submarket im
plies a decision to exclude at least some effective substitutes—some significant 
competition—from the relevant market. Since the overall market is supposed 
to include all products reasonably interchangeable with the target products, 
submarkets by definition must exclude products that, under a cross-elasticity 
of demand test, would be included in the market.30

In neither the Du Pont-GM case nor Brown Shoe did the Supreme Court 
oiler a rationale for limiting the relevant market in this fashion, and. signifi
cantly, when in Brown Shoe it came time to apply submarket analysis to the 
facts of the case, the Court found itself unable to exclude significant competi
tion from the relevant market. On the page following its introduction of the 
submarket concept, the Court rejected an argument that narrow markets based 
on price/quality distinctions should be carved out of the larger men’s, wo
men’s, and children’s shoe fines.31 The Court recognized that defining such 
narrow markets “would be equivalent to holding that medium-priced shoes do 
not compete with low-priced shoes.”32 Instead of testing the proposed sub
markets against its new practical indicia, the Court held, in language reminis
cent of the Cellophane case, that “the boundaries of the relevant market must 
be drawn with sufficient breadth to include the competing products of each of 
the merging companies and to recognize competition where, in fact, competi
tion exists.”33 Because cross-elasticity of demand is the best measure of compe
tition, the Court ended up backing away from the new submarket concept the 
moment after enunciating it.
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II. The Theory of Relevant Market Definition

Submarkets, then, are markets within relevant markets—perhaps they might 
be termed “more relevant” or “even more relevant” markets. They are subsets 
of broader markets made up of all reasonably interchangeable products. 
Therefore, submarkets by definition exclude at least some products that are 
reasonably close substitutes for the products manufactured or sold by the 
merging firms or by the purported monopolist.

Because submarkets do not include all products that effectively constrain the 
price and output decisions of the target firms, analysis of competition or com
petitive effects in submarkets will mislead courts and cause them to invoke the 
antitrust laws when there is no sound economic basis for doing so. To explain 
why the use of markets within other markets has this result, it is first necessary 
to say a few words about the economic theory underlying relevant market defi
nition and how the courts find violations of the Sherman and Clayton Acts.

a. market power

The fundamental economic concept underlying section 2 of the Sherman 
Act34 and section 7 of the Clayton Act35 is that of market power. Market 
power is the power of firms profitably to maintain prices above competitive 
levels or profitably to limit their output or expenditures on improving products 
and services. The purpose of section 2 of the Sherman Act is to prevent the 
accumulation, maintenance, or abuse of market power through anticompeti
tive acts.36 Section 7 of the Clayton Act is directed at preventing the accumu
lation of market power through mergers or acquisitions.37

34. 15 U.S.C. § 2 (1976).
35. 15 U.S.C. § 18 (1976 & Supp. V 1981).
36. Section 2 provides:

Every person who shall monopolize, or attempt to monopolize, or combine or conspire with 
any other person or persons, to monopolize any part of the trade or commerce among the 
several States, or with foreign nations, shall be deemed guilty of a felony, and, on conviction 
thereof, shall be punished by fine not exceeding one million dollars if a corporation, or, if any 
other person, one hundred thousand dollars, or by imprisonment not exceeding three years, or 
by both said punishments, in the discretion of the court.

15 U.S.C. § 2 (1976).
37. Section 7 of the Clayton Act provides, in relevant part:

No person engaged in commerce or in any activity affecting commerce shall acquire, directly 
or indirectly, the whole or any part of the stock or other share capital and no person subject to 
the jurisdiction of the Federal Trade Commission shall acquire the whole or any part of the 
assets of another person engaged also in commerce or in any activity affecting commerce, 
where in any line of commerce or in any activity affecting commerce in any section of the 
country, the effect of such acquisition may be substantially to lessen competition, or to lend to 
create a monopoly.

No person shall acquire, directly or indirectly, the whole or any part of the stock or other 
share capital and no person subject to the jurisdiction of the Federal Trade Commission shall 
acquire the whole or any part of the assets of one or more persons engaged in commerce or in 
any activity affecting commerce, where in any line of commerce or in any activity affecting 
commerce in any section of the country, the effect of such acquisition, of such stocks or assets, 
or of the use of such stock by the voting or granting of proxies or otherwise, may be substan
tially to lessen competition, or to tend to create a monopoly.

This section shall not apply to persons purchasing such stock solely for investment and not 
using the same by voting or otherwise to bring about, or in attempting to bring about, the 
substantial lessening of competition. Nor shall anything contained in this section prevent a
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The basic problem facing a court in any merger or monopolization case is to 
assess the market power of the target firms. Enforcement of section 2 of the 
Sherman Act or section 7 of the Clayton Act can only be justified when pur
ported monopolists have accumulated undue market power, or merging firms 
would accumulate such power. When the market power of the target firms is 
limited by vigorous competition from other firms producing similar or substi
tute products, there is no need to invoke the antitrust laws. Free market forces 
will assure reasonable price levels, ample supplies, product improvements and 
innovations, and a proper allocation of economic resources. Only when too 
much market power has been or is being accumulated is there a need for anti
trust intervention.

If a court had sufficient information to determine the shape of a company’s 
demand and cost curves, it could make direct findings with respect to that 
company’s market power. In practice, however, the facts necessary to make 
direct judgments about a company’s market power are almost never available. 
Often, all that is known is that the products manufactured by the alleged mo
nopolist or by the merging firms are also manufactured by certain direct com
petitors and that their products are generally substitutable for products made 
by certain other firms. To make use of such information, the courts have de
veloped a three-step method for estimating market power.

B. ESTIMATING MARKET POWER FROM MARKET SHARES

Courts estimate the market power of alleged monopolists and merging firms 
by drawing inferences from market share data. The first step in drawing those 
inferences is to define a relevant market in which to analyze the competition 
faced by the target companies. The relevant market is meant to approximate 
as closely as possible the competitive arena in which the target firms operate. 
It is intended to include those products that the target firms must take into 
account in setting prices and making other competitive decisions. The idea is 
that, by studying the number and relative importance of the products in that 
competitive arena, appropriate conclusions can be drawn about the power of 
the target companies over prices and output.

The second step in estimating market power is to calculate the market shares 
of the target firms in the relevant market. In merger cases, market shares of 
other firms in the market are also calculated to provide a picture of the overall 
structure of the market in which the merging firms compete. The third step is 
to interpret the market share figures and to draw conclusions as to the market 
power of the target firms. In doing so, the courts assume that the higher a 
company’s market share, and thus the fewer or smaller its competitors, the 
greater will be its control over prices and output.* 38 The focus in merger cases 

corporation engaged in commerce or in any activity affecting commerce from causing the 
formation of subsidiary corporations for the actual carrying on of their immediate lawful 
business, or the natural and legitimate branches or extensions thereof, or from owning and 
holding all or a part of the stock of such subsidiary corporations, when the effect of such 
formation is not to substantially lessen competition

15 U.S.C. § 18 (1976 & Supp. V 1981).
38 The assumption that market shares are good indicators of market power will not hold true in all 

cases. A "sleeping giant,” for example, whose strong market position has been declining for years, may 
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on the overall structure of the relevant market is based on the related assump
tion that the more concentrated a market, the less competitive that market will 
be.39

be less of a competitive force in its market than an innovative, rapidly-growing company with a some
what smaller market share. As a result, the three-step method of estimating market power must be used 
with care. As the Supreme Court has indicated, courts should remain open to evidence that market 
shares do not accurately reflect a firm’s market power or a market’s competitiveness. See United States 
v. Marine Bancorp., Inc., 418 U.S. 602, 631 (1974); United States v. General Dynamics Corp.. 415 U.S. 
486, 498-501 (1974); see also Brown Shoe, 370 U.S. at 322 n.38 (reliance on market share statistics alone 
does not provide the appropriate setting for judging anticompetitive effect of merger).

39. This assumption, too, will not hold true in all cases, and has recently been challenged. See Ed
wards, supra note 7, at 1550-51. Nevertheless, given the limited information usually available to courts 
in merger cases and the difficulties of predicting the future, there may be no better way to predict future 
competitive effects.

40 Revised Merger Guidelines, supra note 4, at 28,494.
41. See, e.g.. Brown Shoe, 370 U.S. at 298; Liggett & Myers, Inc. v. FTC, 567 F.2d 1273, 1274 (4th

Over time, general market share thresholds have emerged in the case law for 
the finding of antitrust violations. Using those thresholds, courts are able to 
infer that a firm with, say, a seventy percent share of the relevant market has 
monopoly power or that a merger of two companies with a combined twenty- 
five percent share of a concentrated market raises Clayton Act problems. The 
Justice Department’s Revised Merger Guidelines are designed to provide still 
more predictability by indicating when, on the basis of the market shares of 
the merging firms and the overall concentration in the market, the Department 
will challenge a merger as violative of section 7 of the Clayton Act.40

Given this approach to the finding of antitrust violations, it is easy to see 
why the market definition issue is of such crucial importance in so many 
merger and monopolization cases. The more narrowly the market is defined, 
the higher will be the target companies’ market shares, the higher will be over
all market concentration, and the more likely it is that a violation will be 
found. Since submarkets tend to be narrow markets, they are usually favored 
by plaintiffs in antitrust actions. Occasionally, however, a narrow market defi
nition can benefit an antitrust defendant. In certain merger cases, if markets 
are narrowly drawn, the merging firms may not be horizontal competitors. 
Thus, defendants occasionally argue that the merging firms in reality compete 
in different submarkets and that the merger does not eliminate significant ex
isting competition.41

C. DEFINING THE RELEVANT PRODUCT MARKET

Defining the relevant market is also a three-step process. The first step is to 
define the relevant product market by identifying which products compete suf
ficiently with the products of the target firms to limit the market power of those 
firms. The second step is to define the relevant geographic market by determin
ing the geographic areas in which the target firms compete and whether the 
existence of firms operating in other geographic areas so limits the market 
power of the target firms that those areas should be included in the market as 
well. The third step is to consider whether the sales or production capacity of 
firms not currently producing or selling relevant products in the relevant geo
graphic market should nevertheless be included in the market. Among other 
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things, the third step requires an analysis of elasticity of supply—an inquiry 
into whether a price increase by the target firms would bring about an increase 
in the supply of products in the market, tending to drive prices back down.42 
Submarket analysis is directed toward the first of these three steps, definition 
of the relevant product market.

42. In taking account of potential additional supply capacity, courts should attempt to determine 
whether entry into the target market or expansion of a toehold position there is a likely use of scarce 
investment resources by a potential competitor and, if so, how rapidly entry or expansion could be 
accomplished and on what scale. Thus, courts should make the types of assessments that they are 
already making in applying the so-called potential competition doctrine. See Mercantile Texas Corp, 
v. Board of Governors of the Fed. Reserve Sys., 638 F.2d 1255, 1264 (5th Cir. 1981); United States v. 
Siemens Corp., 621 F.2d 499, 504-05 (2d Cir. 1980). The potential competition doctrine was developed 
to deal with a specific aspect of supply elasticity, the merger of a firm already in a market with a 
potential entrant into that market. See generally United States v. Marine Bancorp., Inc., 418 U.S. 602, 
623-25 (1974) (reviewing development of potential competition doctrine).

43. An important caveat must be noted at this point in the analysis. Firms with significant market 
power will normally increase the prices of their products to the point where any further increase would 
be unprofitable. As a result, the fact that consumers would switch to other products if the price of the 
target product were raised above its current level does not necessarily indicate that those other products 
should be included in the relevant market. The current price may already provide the firms selling the 
target product with monopoly profits. In practice, however, the information necessary to determine 
whether monopoly profits are being earned at current prices is almost never available. If a court could 
determine that a firm has enough market power so that its current price is significantly above its margi
nal cost, or that a firm is presently earning substantial monopoly profits, then the court would have 
enough information to skip the entire market definition issue and move directly to the ultimate issue of 
market power.

The economically-correct approach to defining the relevant product market 
follows directly from the function of relevant markets. Since they are to be 
used in estimating market power, they should include all products the exist
ence of which effectively limits the ability of the producers of the target prod
uct profitably to raise prices above competitive levels or to restrict output or 
expenditures on improving products or services. Thus, relevant product mar
kets should include not only close substitutes but also those non-identical 
products to which consumers would switch in significant numbers were the 
price of the target product to be increased. In short, relevant product markets 
should reflect cross-elasticity of demand.

Assume, for example, that a court is attempting to define a relevant market 
to assess the legality of the merger of firms A and B, both of which sell the 
same product. Firms C, D, and E sell that same product as well, and their 
output is clearly includable in the relevant market. The problem facing the 
court is whether to include the output of F and G, which market somewhat 
different products. In defining the relevant market, the court should inquire 
into whether, if the price of the product sold by A and B were increased, a 
significant number of customers would switch to the products of F and G. If 
so, the existence of F’s and G’s products limits the pricing freedom of the 
merging firms and of C, D, and E, and all seven companies should be grouped 
together in the relevant market.43

This inquiry into cross-elasticity of demand, what customers would do 
should relative prices be changed, is necessarily hypothetical and imprecise. In 
most cases, however, evidence of cross-elasticity will be easier to assemble and 
interpret than would be direct evidence of a single firm’s market power. More
over, it will normally be much easier to make judgments about cross-elasticity 
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than to predict the degree of control a hypothetical merged firm would have 
over prices and output. The types of evidence that courts will often have 
before them in assessing cross-elasticity include historical evidence that the 
prices of different products have tended to move together or independently, 
evidence of how customers have reacted to past changes in the relative prices 
of those products, and internal corporate memoranda expressing concern 
about losing customers to another product or speculating about how customers 
or producers of another product might react to price changes or other actions 
affecting competition.

In some cases the Brown Shoe factors will also be good indicators of cross
elasticity. Certainly, the greater the physical differences among products, the 
less interchangeable they are likely to be. Similarly, the greater the differences 
in how products are made, sold, and used, the less likely it is that those prod
ucts will be fungible in the hands of consumers. Products that are very differ
ent in their physical make-up and other characteristics, however, can still be 
effective substitutes, as product differences do not necessarily give producers 
power over prices and output. The Brown Shoe factors are therefore relevant 
in product market definition only to the extent that they provide useful infor
mation about cross-elasticity of demand. They are not significant in their own 
right.

While the correct approach to defining the relevant product market is easy 
to state, focusing as it does solely on cross-elasticity of demand, it is often very 
difficult to apply in practice. Courts are usually confronted with a continuum, 
running from close and obvious substitutes, to less good substitutes, to distant 
ones. They are required to draw a line somewhere on that continuum separat
ing those substitutes that effectively limit the pricing freedom of the target 
companies from those that do not. The ultimate choice will often be somewhat 
arbitrary, and there may be little useful information available to guide the 
court in making its decision.44 That is probably why courts have begun to use 
the Brown Shoe submarket criteria in defining relevant markets as well. Opi
nions filled with detailed discussions of evidence relevant to those seven fac
tors have an aura of precise, rational decisionmaking in an area that, by its 
nature, lacks certainty and precision.

44. Given the practical difficulties inherent in drawing this line, courts should remain as flexible as 
possible in making inferences from market share data. If the market definition issue is close, then every 
effort should be made not to treat the resulting market shares as dispositive. One way of introducing 
such flexibility would be to follow the approach adopted by the Supreme Court in defining the relevant 
geographic market tn United States v. Philadelphia Nat’l Bank. 374 U.S. 321, 364 n.40 (1963). The 
Court defined a geographic market that, like even the most carefully-drawn relevant product markets, 
excluded some effective competition. To correct for excluding that competition, the Court adjusted the 
combined market share percentage of the two merging banks down from 36% to 30% In doing so, the 
Court implicitly recognized that there is often no good place on the competitive continuum to draw a 
market boundary line and that the most logical point will frequently delimit too broad or too narrow a 
market. For another approach to introducing such flexibility, see infra note 55.

III. Submarkets Unduly Narrow the Focus of 
Competitive Analysis

There is no place for submarkets within this basic analytical framework. If 
a firm’s market power is effectively limited by the existence of substitute prod
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ucts to which a significant number of customers would turn should the firm 
raise prices above competitive levels, then those products should be included 
in the relevant product market. Market shares computed in any smaller mar
ket will provide misleading inferences as to the firm’s control over prices and 
output. Thus, if cross-elasticity of demand indicates that a broad market is 
economically significant, there cannot at the same time exist within that mar
ket a properly-defined smaller market. Conversely, if a firm has the power to 
raise prices or control output in a narrow market—if its market power is not 
limited by the existence of substitute products to which a significant number of 
customers would turn should it raise prices above competitive levels—then the 
narrow market is the proper arena in which to assess that firm’s market power. 
Market shares computed in any larger market would understate the firm’s 
market power.45

45. In monopolization cases, of course, analysis of competitive market effects in a larger market in 
addition to a narrow market would be superfluous. If a violation could not be proven in the narrow 
market, it could not be proven in a larger market populated by additional firms. In a few merger cases, 
however, the competitive effects might appear more serious if analyzed in a broad market in addition to 
a narrow market. If, for example, the merging firms produce different products that are distant substi
tutes, they might be horizontal competitors only in a broader market. Analysis of competitive effects in 
that larger market would be misleading, however, for if, as hypothesized, the market power of the firm 
in the narrow market is not limited to any significant extent by the existence of the products of the other 
firm, their combination would not have an adverse effect on competition.

46. Revised Merger Guidelines, supra note 4, at 28,494.
47. See supra text accompanying notes 42-44.

The underlying difficulty with the submarket concept is twofold. First, sub
market analysis unduly narrows the focus of a court’s inquiry into the competi
tion faced by alleged monopolists or merging firms. Since submarkets exclude 
some products that are effective substitutes for the products of the target firms, 
competitive analysis limited to submarkets necessarily leaves out important 
pieces of the competitive puzzle, distorting the true picture of the target firms’ 
market power. This is likely to cause courts to find antitrust violations more 
often than can be justified on economic grounds. Prohibiting mergers that 
threaten little or no economic harm will have high economic costs because, as 
the Revised Merger Guidelines point out, mergers are often beneficial, penal
izing ineffective management and facilitating the efficient flow of investment 
capital and the redeployment of existing productive assets.46 Similarly, if mo
nopolization suits can be maintained in markets where competition is in fact 
healthy, there is likely to be a chilling effect on the competitive behavior of 
large firms. They may well be dissuaded from adopting aggressive competitive 
strategies, such as price cutting, for fear of being accused by their smaller com
petitors of monopolistic acts.

Second, the submarket concept is incompatible with the three-step method 
of estimating market power described above.47 Courts can not draw meaning
ful market power inferences from market share data unless market shares are 
calculated in a consistent manner from case to case. If the denominator of the 
market share calculation—the relevant market—is sometimes inclusive and 
other times exclusive, a given market share figure will have a different mean
ing in every case. A court must be able to draw a clear inference from a find
ing that a purported monopolist controls, say, seventy percent of sales, or that 
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two merging firms in a concentrated market would have a combined thirty 
percent market share. Every time a court defines a submarket within a 
broader market, however, the same firm or firms will have different market 
shares in the two markets. For example, the same firm at the same time might 
have a thirty-five percent share of a market defined in terms of cross-elasticity 
of demand (the relevant market) and a seventy percent share of a “separable” 
product line within that broader market (the submarket). If a court were to 
focus on the thirty percent relevant market figure, it might well conclude on 
the basis of the case law that the firm did not have monopoly power. The 
seventy percent submarket figure, however, could well be the basis for a find
ing of a Sherman Act violation. As the law now stands, a court is free to 
choose whichever inference it wants. A number of cases clearly hold that 
mergers can be invalidated or Sherman Act violations predicated upon the 
analysis of competitive effects or acts in submarkets.48 No attempt has ever 
been made to define higher market share thresholds for the finding of antitrust 
violations in submarkets to reflect the fact that market shares computed in 
submarkets do not take into account competition that may significantly limit 
the market power of the merging firms or of the purported monopolist. More
over, such higher thresholds could not be defined. Because some submarkets 
are more exclusive than others, a seventy percent submarket share will mean 
something different in each case, depending on how much relevant competi
tion has been left out of the submarket.

48. As the Supreme Court said in Brown Shoe, “it is necessary to examine the effects of a merger in 
each such economically significant submarket to determine if there is a reasonable probability that the 
merger will substantially lessen competition. If such a possibility is found to exist, the merger is pro
scribed.” 370 U.S. at 325. See also Photovest Corp. v. Fotomat Corp., 606 F.2d 704, 712-14 (7th Cir. 
1979).

49. See supra text accompanying note 43.

For these reasons, calculating market shares in submarkets will mislead 
courts and cause them to find antitrust violations when there is no sound eco
nomic basis for doing so. Brown Shoe's holding that findings of antitrust vio
lations can be based upon the analysis of competition or competitive effects in 
submarkets—in markets that do not include all effective substitutes—is in
defensible and should be overruled.

A. TAKING ACCOUNT OF PRODUCT DIFFERENCES AND OF HOW DIRECTLY 
PRODUCTS COMPETE

Although there is no place for submarkets in antitrust analysis, there is a 
place for an examination of what might be termed the “submarket factors”— 
physical differences among products and differences in how products are 
made, sold, perceived, and used. In many cases an examination of these fac
tors can assist courts in defining relevant markets and in interpreting market 
share data. The problem with the submarket concept is not that it focuses on 
product differences, but that it brings product differences to bear on antitrust 
analysis in the wrong way.

An examination of how products differ from each other is relevant at two 
different points in antitrust analysis. First, as pointed out above,49 an exami
nation of product differences can be useful as an evidentiary factor in assessing 
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cross-elasticity of demand.50 A factual inquiry into product differentiation can 
help a court to define the boundaries of the relevant market by excluding from 
the market products that are not reasonably interchangeable with the products 
of the target firms.51

50. Submarket analysis does not purport to use the Brown Shoe factors in this way. It takes the 
broad market as defined with reference to cross-elasticity of demand as a given and uses the Brown 
Shoe factors as independent exclusionary factors to further narrow the market.

51. The danger inherent in using the Brown Shoe factors to define relevant markets in this way is 
explored at greater length below. See infra text accompanying notes 121-28.

52. Submarket analysis appears to have been directed at making such refinements. It carves up the 
broad market by examining the separability or distinctness of the products making up that market.

Second, once all effective substitutes have been identified and the relevant 
product market defined, an examination of product differentiation within the 
relevant market can help courts better to refine their analysis of competition.52 
Given the pervasiveness of product differentiation in the economy, no matter 
where courts ultimately draw market boundary lines the resulting markets are 
almost certain to include products that are not perfect substitutes for one an
other and that are interchangeable in varying degrees. Often, markets will 
consist of substitutes arranged across a continuum, all with slightly different 
features or brand images. Two products near each other on that continuum 
will be very good substitutes, while others that are at opposite ends of the 
spectrum will confront each other less directly. Market shares calculated in 
broad markets do not reflect such differences because market share analysis in 
effect treats all products within the relevant market as being perfectly cross
elastic. Yet variations in the substitutability of products that make up relevant 
markets can be important in analyzing the competitive effects of mergers and 
in making monopolization findings. Firms selling very close substitutes are 
likely to find themselves confronting each other in making marketing presenta
tions, or otherwise competing for the business of the same customers, more 
often than they confront firms with products at the other end of the substitute 
spectrum. In deciding whether to cut prices, offer new services, or invest in 
improving products, companies are likely to consider first the probable com
petitive responses of their most direct competitors and only later the response 
of companies selling less perfect substitutes. As a result, other things being 
equal, a merger between two firms that are very direct competitors will tend to 
lessen competition more than the merger of two firms selling products that are 
less perfect substitutes. Similarly, competition coming from companies selling 
close substitutes will more effectively limit the price and output decisions of a 
purported monopolist than will competition coming from distant competitors.

Thus, when product differentiation exists within the relevant market, identi
cal market shares cannot always be equated with identical competitive effects 
or problems. The more room there is within the market for firms to distance 
themselves from their competitors, the more likely it is that market shares will 
overstate or understate the competitive situation in the market, and that the 
three-step method of estimating market power will be less reliable. It follows 
that courts should in every case look at the extent of product differentiation 
within the relevant market and at how directly the target products confront 
each other to see whether market shares calculated in the broad market are 
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likely to reflect accurately the true competitive situation. When product differ
entiation is significant, market share adjustments or other refinements may 
well be in order.53

53. For a contrary view, see Tumer. Observations on the New Merger Guidelines and the 1968 Merger 
Guidelines. 51 Antitrust L.J. 307, 313 (1982) (once product differences have been analyzed in defining 
the relevant market, that issue should be closed).

54. See supra notes 46-48 and accompanying text.
55. A somewhat similar approach has been suggested for dealing with situations in which the market 

definition choice is particularly difficult or evidence is lacking about whether a given product is a suffi
ciently close substitute to warrant its inclusion in the relevant market. In such cases, the uncertainty 
could be acknowledged and market shares calculated in both the broad and narrow market, recogniz
ing that the truth probably lies somewhere in between. See Turner, supra note 53. at 313.

In one sense, submarket analysis does exactly that—it checks for significant 
product differentiation in the relevant market. After all, submarkets can only 
be defined when products are sufficiently different that separable or distinct 
groups of products can be carved out of the broad market. Moreover, sub
market analysis examines whether the target products confront each other, for 
products are likely to be very direct competitors if they are both in the same 
submarket. When submarket analysis finds that product differentiation exists 
within the relevant market, however, it does not merely adjust market shares 
or otherwise refine the analysis. Instead, it completely transforms the analysis 
by excluding substitutes from the market and by calculating wholly new mar
ket shares in homogeneous subsets of the larger market.

The problems with that approach have been examined above.54 What is 
needed is a more flexible approach to dealing with product differentiation 
within the relevant market, a more flexible way of refining the analysis to take 
account of how directly target products confront each other and their principal 
competitors. One approach would be to use “submarkets” in a manner com
pletely different from that contemplated by the Court in Brown Shoe. In 
merger cases, for example, a court could obtain a clearer picture of how di
rectly two competitors confront each other within the overall relevant market 
by calculating market shares in various submarkets. If the merging firms each 
had high market shares both in the overall relevant market and in a separable 
submarket, the court would know that they are direct competitors. Calculating 
market shares in a succession of overlapping markets might be likened to tak
ing a series of snapshots from different distances in order to provide the viewer 
with more complete knowledge of the terrain. In close cases, the additional 
information provided by those snapshots might be useful in interpreting the 
market share data calculated in the overall market.55

Rather than preserving the submarket label, however, with all of its Brown 
Shoe connotations, and instead of trying to work with a mass of market share 
data calculated in a series of overlapping markets, a better approach would be 
simply to take account of product differentiation in interpreting the market 
share figures calculated in the overall relevant market. If the market shares of 
the two merging companies indicate that the case is close, a court could use 
evidence of the directness of the competition between the products of the 
merging firms to estimate whether their market shares overstate or understate 
the competitive overlap between them. Similarly, a court could use evidence 
of the quality of competition among a purported monopolist and its competi
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tors to decide whether that firm’s market share is likely to be a good indicator 
of its market power.

The Federal Trade Commission has successfully used this analytical ap
proach in recent decisions.56 In the Heublein case,57 for example, which in
volved the merger of two companies making wine products, the FTC 
concluded that “the competitive distance” between the merging firms and the 
extent to which their products competed in “separate segments of the broad 
all-wine market” meant that market shares calculated in the broad market 
probably overstated the competitive overlap between the merging firms.58 Be
cause one of the firms sold primarily premium-priced, prestige wine brands, 
and the other sold lower-priced, everyday wines, the Commission concluded 
that the likelihood that the merger would increase opportunities for interde
pendent behavior on the selling side was less than might be indicated by their 
respective market shares.59 This highly flexible approach to the interpretation 
of market share data is both economically sound and workable. It is also fully 
consistent with the Supreme Court’s warnings that market share figures and 
concentration ratios can be unreliable indicators of actual market behavior.60

56. See, e.g., In re Hublein, Inc., 96 F.T.C. 385, 579-81 (1980); In re Coca-Cola Bottling Co. of N.Y., 
Inc. 93 F.T.C. 110, 205-07 (1979).

57. In re Hublein. Inc., 96 F.T.C. 385 (1980).
58. Id. at 580-81.
59. Id.
60. See supra note 38 (Supreme Court recognizes that market share not always accurate reflection of 

competitive behavior).
61. 65 Fed. Res. Bull. 763 (1979).
62. Id.
63. Id. at 764.
64. Id. at 763-64.
65. Id. at 763.
66. Instead, the Board's lawyers conceded that the merger did not violate the antitrust laws and 

argued that the Board nevertheless had the power under the Bank Holding Company Act to apply a 

The Federal Reserve Board recently had much less success in dealing with a 
similar case. In County National Bancorporation,61 the Board found that two 
merging bank holding companies had a combined market share of 5.5 percent, 
normally too low to raise antitrust eyebrows.62 Nevertheless, the Board denied 
those companies permission to merge.63 It found that they were in “direct” 
competition, “oriented to the provision of a similar range of commercial bank
ing services,” and with a demonstrated “inclination and ability to compete ef
fectively for a similar range of customers.”64 The Board might reasonably have 
gone on to point out that, when the merging companies are such direct com
petitors, market share figures can understate the extent of competitive 
problems, and it might have adjusted upward the 5.5 percent market share 
figure. Instead, the Board tried to formulate a wholly new rule of presumptive 
illegality to deal with mergers of direct competitors. It said that mergers of 
direct competitors of “similar orientation” will “normally” have serious an
ticompetitive effects and should be prohibited “except in compelling circum
stances.”65 That rule was such patent nonsense that even the Board’s lawyers 
did not try to defend it when the Board’s order was appealed to the United 
States Court of Appeals for the Eighth Circuit.66
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B. TAKING ACCOUNT OF THE POSSIBILITY OF PRICE DISCRIMINATION

When sellers can price discriminate among users of the same or similar 
products, it is often appropriate to define narrow relevant markets centered 
around distinct groups of customers paying different prices for the same prod
uct. Since the same product is being sold in each narrow market, some might 
be tempted to call those narrow markets “submarkets.” In fact, however, those 
markets are not subsets of broader markets but rather are economically-in- 
dependent relevant markets in which sellers face different or less effective com
petition than they face in selling their products to other users. Labelling those 
narrow markets “submarkets” would be incorrect and misleading because 
those markets are characterized by their own peculiar supply and demand re
lationships, and there is no economically-unified broader market of which 
those narrow markets are a part.

Although price discrimination is a widespread economic phenomenon, it has 
received little attention in court decisions, perhaps because the courts have not 
recognized price discrimination when they have seen it.67 Price discrimination 
occurs when sellers charge different buyers different prices for the same prod
uct or, more broadly, when two or more similar goods are sold at prices that 
are in different ratios to their marginal cost. A price discriminating firm at
tempts to determine which customers need or prefer its product more than 
other customers and to charge each customer the highest price each is willing 
to pay.

competitive standard more severe than that of the antitrust laws. See County Nat’l Bankcorp. v. Board 
of Governors of the Fed. Reserve Sys., 654 F.2d 1253, 1256 (8th Cir. 1981) (rehearing en banc).

The Federal Reserve has been more successful in dealing with the issue of the directness of competi
tion in the geographic market context. When producers or sellers within a relevant geographic market 
are physically dispersed, individual firms will often have a competitive advantage in dealing with 
nearby customers. Other things being equal, buyers who live or work near a banking office will bank 
there rather than at a banking office located on the other side of town. It follows that banks located 
near each other will confront each other more directly than they will other banks located further away, 
and that a merger between two banks located at opposite extremes of the geographic market will tend 
to reduce competition less than the merger of two similarly-sized banks located across the street from 
each other. The Board has correctly taken this factor into account in passing on bank mergers tn 
banking markets that encompass a wide expanse of territory. See. eg., Flagship Banks, Inc.. 66 Fed. 
Res. Bull. 779 (1980); SafraCorp, 65 Fed. Res. Bull. 349 (1979); Combanks Corp., 64 Fed. Res. Bull. 574 
(1978).

67 One of the classic cases involving price discrimination is the IBM punch-card tying case. Interna
tional Business Mach. Corp. v. United States, 298 U.S. 131 (1936). IBM wanted to charge heavy users 
of its machines—those who needed the machines the most—more than light users. If IBM had set its 
machine lease prices at a high level, however, fight users would not have taken the machines. Rather 
IBM set its lease prices at a level all users could afford and decided to make its profit by selling punch 
cards. Because light users purchased fewer cards, they effectively paid a lower price for use of the 
machines than did heavy users, who bought many more cards.

Other cases that may have involved price discrimination are the Xerox monopolization suits. See 
SCM Corp. v. Xerox Corp., 599 F.2d 32 (2d Cir. 1979), cert, denied, 455 U.S. 985 (1982); Van Dyk 
Research Corp. v. Xerox Corp., 478 F. Supp 1268 (D.N.J. 1979). tiff'd., 631 F.2d 251(3dCir. 1980). cert, 
denied. 452 U.S. 905 (1981). In the 1960’s, Xerox introduced several price plans apparently designed to 
lower prices to certain users who. because of their peculiar needs, were likely to find competitive offer
ings attractive, while maintaining higher prices to users for whom substitute products were of little 
interest. Fan Dyk, 478 F. Supp. at 1287-90.

There are always some customers who need or desire a product more than 
others do, which explains why industry demand curves are drawn sloping 
downward to the right. Whenever individual firms also face sloping demand 
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curves, they can increase profits by price discriminating. For example, a firm’s 
product may meet one customer’s needs so much better than potential substi
tutes that the customer is willing to pay one hundred dollars for it. Another 
customer may find the product only slightly preferable to a less expensive sub
stitute and may be willing to pay only fifty dollars for it. If the seller could 
charge the first customer one hundred dollars and the second fifty dollars, in
stead of setting a market price to all customers of fifty dollars, or setting the 
price at one hundred dollars and losing the second sale, the seller could signifi
cantly increase its profits.

In order to price discriminate successfully, sellers must be able to distinguish 
those customers who strongly prefer the seller’s products from those more 
ready to shift to substitutes. Moreover, arbitrage must be difficult or impossi
ble. If those who buy at lower prices can profitably resell to those who are 
being quoted higher prices, the latter will buy in the resale market and not 
directly from the manufacturer. Arbitrage tends to be most difficult, and hence 
price discrimination most feasible, when sales are made by bids tailored to a 
customer’s needs, when the seller fits or installs the product on site, when the 
products are heavy or otherwise difficult to transport, or when the good sold is 
a service.68

68. When price discrimination exists, the company that is practicing it has market power. That com
pany could not sell its products at prices above marginal cost to certain customers if it faced significant 
competition from reasonably interchangeable products in making those sales. Price discrimination, 
however, is not necessarily an economic problem. When, for example, a firm obtains market power by 
being first on the market with an innovative product, price discrimination may permit that firm to lower 
prices to certain relatively indifferent users, thereby making its product available to more customers 
than would be the case were it forced to set a single profit-maximiring price. In other cases, however, 
price discrimination is a matter of economic concern. When, for example, a merger would give the 
resulting firm sufficient market power to raise its prices or cut back the services it would otherwise 
provide to certain customers while leaving other prices unchanged, consumer welfare would be 
reduced.

Price discrimination often occurs when sellers face different competitors in 
selling the same or similar products to different groups of customers. A seller 
may have few competitors in selling to one group of customers because that 
group needs or strongly prefers the seller’s products over possible substitutes. 
Other customers, however, may be relatively indifferent between that seller’s 
product and various substitutes. If arbitrage is difficult or impossible, the seller 
may well be able to charge the first group a proportionately higher price in 
relation to marginal cost than he can charge the second group.

One example of this is the sale of aluminum to soft drink and aircraft manu
facturers. In selling aluminum to soft drink companies, aluminum producers 
face strong competition from the makers of tin cans and glass bottles. Air
planes, however, cannot be made out of glass or tin, so aluminum producers 
only compete against each other in selling to aircraft companies. If arbitrage is 
difficult because aluminum is heavy or bulky, or because different qualities or 
configurations are required to make cans and airplanes, aluminum producers 
may well be able to charge aircraft companies relatively higher prices than 
they charge soft drink makers.

In passing on a merger of two aluminum producers, a court should sepa
rately consider that merger’s impact on sales to each customer group. In ana
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lyzing sales to soft drink manufacturers, a court should include sales of tin 
cans and glass bottles in the relevant product market since those substitutes 
effectively limit the market power of aluminum producers in selling aluminum 
for cans. In analyzing sales to aircraft manufacturers, however, only sales of 
aluminum would be relevant. Market shares calculated in any combination of 
those two markets would be likely to hide the extent of the merging firms’ 
market power in selling to aircraft companies. As a result, the narrow markets 
are not submarkets of a broader market; they are relevant markets in their own 
right that encompass all of the products that significantly limit the market 
power of the merging firms in selling to those customers.

This point is perhaps even clearer in the geographic market definition con
text. Take, for example, a national cement company with plants located 

j throughout the country. Cement is a heavy product that is expensive to ship 
long distances. As a result, competition tends to be localized and the national 

t company faces different competitors in each local market depending on which 
ii other companies have plants there. Arbitrage between markets is difficult be

cause of transportation costs, so, where the national company faces only a few 
local competitors, it is able to charge higher prices than in other markets in 
which it faces more competitors.

The competitive effects of any merger involving the national cement com- 
¡£ pany should be analyzed in each local market in which that company com

petes. Supply and demand conditions in each city are independent of 
5 conditions in other cities, and a merger may well have a very different effect in 

one than another. Those local markets are not submarkets of a national ce
ment market; there is no national market. National market shares would ob
scure the competitive effects of the merger on local consumers and would be of 
no use in estimating the market power of the merging firms. Thus, submarket 
analysis has no useful role to play in cases in which price discrimination is 
possible or is being practiced. Those cases can best be analyzed using tradi
tional relevant market concepts.

C. THE REVISED MERGER GUIDELINES
!!

Doing away with submarkets is completely consistent with the market defi- 
# nition approach advocated by the Department of Justice in its Revised Merger
u Guidelines. Although the Revised Guidelines do not deal directly with the

submarket issue, their market definition approach is designed to define a single 
product market, not markets within markets. Under the Revised Guidelines, 
the Department will first establish a provisional market consisting of those 
products that the merging firms’ customers view as good substitutes at prevail
ing prices.69 The Department will then test that provisional market and add 
products to it if a significant percentage of the buyers of products already in
cluded in that provisional market would be likely to shift to products outside 
of that market “in response to a small but significant and non-transitory in
crease in price.”70 Thus, a single market is defined and adjusted as cross-elas
ticity of demand is examined, and the defintion of separate, narrow markets or

» _____
JS
ii, 69. Revised Merger Guidelines, supra note 4, at 28,494.

70. Id. at 28,494-95.
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submarkets is not contemplated.71
In their focus on a single product market defined in terms of cross-elasticitiy 

of demand, the Revised Merger Guidelines deviate sharply from their 1968 
predecessors. The 1968 Merger Guidelines72 were completely compatible with 
submarket analysis. They contemplated defining relevant markets whenever 
firms enjoyed “some advantage” in competing with other firms, and they speci
fied that such advantage “need not be great.”73 Moreover, the 1968 Guidelines 
stated that “several appropriate markets” could be defined to test the probable 
competitive effects of a merger.74 As a result, under the 1968 Guidelines, small 
competitive advantages attributable to physical or other differences among 
products could lead to the definition of narrow markets or submarkets.

The only suggestion in the Revised Merger Guidelines that the Department 
might consider defining submarkets comes in a very summary discussion of 
price discrimination. There, the Guidelines state that when a merger might 
give a seller sufficient market power to price discriminate, “the Department 
will consider defining additional, narrower relevant product markets oriented 
to the buyer groups subject to the exercise of market power.”75 As suggested 
above,76 however, it would be misleading to call those narrower markets “sub
markets.” Instead, they are independent markets in which the seller faces dif
ferent or less effective competition than he faces in selling his product to other 
customers.

71. Instead of focusing on physical and other product differences to carve out separate, narrow prod
uct markets within the relevant market, the Revised Merger Guidelines adopt the approach, advocated 
above, of examining product differentiation first as an indicator of cross-elasticity of demand in defin
ing the relevant market, and second in refining the analysis of competitive effects after the relevant 
market has been defined. See supra text accompanying notes 42-43 and 53. The Guidelines state that 
similarities or differences among products “in customary usage, design, physical composition and other 
technical characteristics” will be given weight in evaluating product substitutability. Revised Merger 
Guidelines, supra note 4. at 28,495. Product differences are thus taken into account as an evidentiary 
factor in delimiting the relevant market. With respect to product differentiation within the relevant 
market, the Guidelines point out that collusion is more difficult the more heterogeneous are the prod
ucts making up the relevant market. Id. at 28,498. Accordingly, they state that the Department is more 
likely to challenge mergers when the market consists of a completely homogeneous product, and it is 
less likely to challenge mergers when the market consists of products “subject to complex configuration 
options or customized production.” Id. The Guidelines also state that, in some cases, the Department 
will consider how directly the merging firms compete in deciding whether to challenge a merger: “If 
the products or plants of the merging firms are particularly good substitutes for one another, the De
partment is more likely to challenge the merger." Id.

72. 1 Trade Reg. Rep. (CCH) U 4510 (Jan. 14, 1974).
73. Id. at 6882.
74. Id. The 1968 Merger Guidelines stated, in part:

A market is any grouping of sales (or other commercial transactions) in which each of the 
firms whose sales are included enjoys some advantage in competing with those firms whose 
sales are not included. The advantage need not be great, for so long as it is significant it 
defines an area of effective competition among the included sellers in which the competition 
is, ex hypothesi, less effective. The process of market definition may result in the identification 
of several appropriate markets in which to test the probable competitive effects of a particular 
merger.

Id. Thus, the definition of markets within other markets was clearly permitted by the 1968 Merger 
Guidelines, and any narrow product fine distinguishable from the rest of commerce by virtue of the 
Brown Shoe or other comparable criteria could have qualified as a relevant market or submarket.

75. Revised Merger Guidelines, supra note 4. at 28,495.
76. See supra text accompanying note 45.
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IV. Thf. Brown Shoe Criteria are Often Poor Indicators of the 
Economic Separateness of Markets

The seven practical indicia listed by the Supreme Court in Brown Shoe for 
defining submarkets—1) industry or public recognition of the submarket as a 
separate economic entity; 2) the product’s peculiar characteristics and uses; 3) 
unique production facilities; 4) distinct customers; 5) distinct prices; 6) sensitiv
ity to price changes; and 7) specialized vendors77 —were well-chosen for carv
ing out narrow, separable markets within broader markets. For the most part, 
however, they were not well-chosen for defining the broader competitive arena 
needed to estimate the market power of alleged monopolists or of merging 
firms. If narrow markets are no longer to be defined within broader markets, 
those criteria have no further place in antitrust analysis. Their continued exist
ence simply increases the chances that courts will use them to define overall 
relevant markets, a task for which the criteria are completely unsuited.78

77. 370 U.S. at 325.
78. Lower courts have already done exactly that. See supra note 11 and accompanying text.

With the exception of “sensitivity to price changes,” the Brown Shoe criteria 
relate more to the physical separateness of one product from another—to dif
ferences in how they are made, sold, used, and perceived—rather than to 
whether those products compete or are effective substitutes for one another. 
Product differences do not necessarily give producers power over prices and 
output. Significant market power will exist only if product differences render 
consumers unable or unwilling to shift among products in response to changes 
in relative prices or in response to product improvements or innovations. If 
interchangeability exists in spite of product differences, the Brown Shoe indicia 
will give misleading signals as to the economic separateness of markets and 
will cause courts to define markets that omit effective substitutes for the target 
products. Only the sixth of the Brown Shoe criteria, sensitivity to price 
changes, which is another way of saying cross-elasticity of demand, properly 
focuses on the interchangeability of products and the ability and willingness of 
consumers to shift among them.

The following sections test the foregoing assertions and illustrate the failings 
of submarket analysis by analyzing several of the leading cases in which courts 
were asked to choose between narrow and broad market definitions, between 
submarkets and larger markets. In each of these cases, narrow product lines 
could be distinguished or separated from broader lines of commerce using the 
Brown Shoe criteria. Those courts that defined a single relevant market by 
focusing on sensitivity to price changes delimited markets useful in estimating 
market power. Those courts that defined markets within markets, or that re
lied heavily on the other six Brown Shoe indicia, ended up with market defini
tions that do not withstand economic scrutiny.

A. SENSITIVITY TO PRICE CHANGES: CROSS-ELASTICITY OF DEMAND

Perhaps the best example of a decision that used the correct approach in 
choosing between a broad and a narrow market definition is the Supreme 
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Court’s opinion in the Cellophane case.79 In that case, decided seven years 
prior to Brown Shoe, the Court focused on the sensitivity of consumers to 
changes in the relative prices of different products to determine whether those 
products were close enough substitutes to be grouped together in the same rele
vant market.80 By focusing on the ability and willingness of consumers to shift 
from one product to another in response to changes in relative prices, and by 
ignoring physical and other differences between those products, the Court ar
rived at a market definition apparently well-suited to assessing Du Pont’s mar
ket power.

79. 351 U.S. 377 (1956).
80. Id. at 394.
81. Id. at 378.
82. Id. at 379.
83. Id. at 399-400.
84. Id. at 400.
85. Id.
86. Id. The Court has been criticized for failing to specify whether cellophane and other flexible 

packaging materials were close substitutes at Du Pont’s marginal cost price or merely at the price that 
Du Pont was then charging. See Landes & Posner, supra note 7, at 960-61. Cellophane's elasticity of 
demand may have been high only because Du Pont had already raised cellophane’s price to the profit
maximizing point where substantial competition had been encountered. As Landes and Posner have 
pointed out, “every monopolist faces an elastic demand ... at its profit-maximizing output and price.” 
Id. at 961. If, however, the Court could have determined that Du Pont’s current price was significantly 
above its marginal cost, it would have had enough information to skip the entire market definition issue 
and move directly to the ultimate issue of monopoly power. See supra note 43. The Court looked at 
the government’s data on Du Pont’s profit margins—which might have permitted the Court to make a 
direct assessment of monopoly power—but found that data to be inconclusive. Cellophane case, 351 
U.S. at 404.

87. Cellophane costs two to three times as much as its chief flexible wrapping materials competitors. 
Cellophane case, 351 U.S. at 401. Certain customers seemed to have had strong preferences for cello
phane and thus were not sensitive to changes in the cost of cellophane. Id. at 401 n.31. In particular, it 
appeared that cigarette makers may have had an especially strong preference for cellophane, because 
75% to 80% of the cigarettes sold in the United States were sold in packages wrapped in cellophane. Id.

In the Cellophane case, the government accused Du Pont of monopolizing 
the sale of cellophane in the United States.81 Du Pont responded that the rele
vant market was in fact much broader than cellophane alone and consisted of 
all flexible packaging materials, including glassine, greaseproof paper, wax pa
per, aluminum foil, and certain films.82 The outcome of the case turned on 
whether the Court would adopt the broad or the narrow market definition, for 
Du Pont produced almost seventy-five percent of the cellophane sold in the 
United States, while cellophane accounted for only twenty percent of all flex
ible packaging materials sales.83

In defining the market, the Court discussed the price-sensitivity of different 
groups of customers in an attempt to assess the elasticity of demand for cello
phane.84 The Court determined that a substantial number of customers would 
switch from cellophane to substitute packaging materials if Du Pont were to 
increase the price of cellophane.85 Accordingly, the Court concluded that 
competition from substitute packaging materials substantially limited Du 
Pont’s control over prices and that the broader market was the relevant one.86

The record before the Court in the Cellophane case contained a variety of 
evidence that distinguished cellophane from other flexible packaging materials 
and that, after Brown Shoe, could have formed the basis for a submarket find
ing.87 The government, in effect, offered proof that cellophane was sold at
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“distinct prices” to “distinct customers,” and that it had “peculiar characteris
tics,” if not uses.88 Thus, many of the Brown Shoe submarket indicia were 
arguably present in the case. If the Supreme Court, like many post-27/w/z 
Shoe courts, had focused on those indicia, it could easily have held that cello
phane was sufficiently separable or distinguishable from other products and 
that a cellophane submarket existed within a broader flexible packaging 
materials market.

at 399. Moreover, cellophane’s peculiar characteristics and uses gave it several marked advantages over 
its competitors. As the Court admitted, “cellophane combines the desirable elements of transparency, 
strength and cheapness more definitively than any other flexible packaging material." Id. at 398.

88. See id. at 380.
89. Id. at 400.
90. See. e.g, Liggett & Myers. Inc. v. FTC, 567 F.2d 1273, 1274 (4th Cir. 1977) (premium dog food 

and economy dog food); General Foods Corp. v. FTC, 386 F.2d 936, 942 (3d Cir. 1967) (steel wool soap 
pads and non-steel wool scrubbing aids); AG. Spalding & Bros., Inc. v. FTC, 301 F.2d 585, 591-95 (3d 
Cir 1962) (high-price baseballs and low-price baseballs).

91. See Photovest Corp. v. Fotomat Corp., 606 F.2d 704, 713 (7th Cir. 1979) (drive-through photo 
processing held to be a submarket of the photo-processing market).

A submarket finding, however, based on distinct prices, distinct customers, 
or peculiar characteristics, would have led inexorably to an inference that Du 
Pont had monopoly power, given its seventy percent share of cellophane sales. 
Such an inference would have been directly contrary to the Court’s finding 
with respect to cross-elasticity of demand—its finding that a significant 
number of Du Pont’s customers would have switched to other flexible packag
ing materials had the price of cellophane risen relative to the prices of those 
other products.89 Because the entire purpose of defining relevant markets is to 
draw inferences as to the power to control prices, definition of a submarket in 
the factual situation of the Cellophane case would have led to an economi- 
cally-indefensible result. While a cellophane submarket perhaps would have 
reflected a certain physical separateness of cellophane from other flexible 
packaging materials, such a submarket would have provided misleading infer
ences as to Du Pont’s control over prices and output. In short, the Court was 
correct in defining only one market and in basing its choice of a broad rather 
than a narrow market on an analysis of sensitivity to price changes.

B. DISTINCT PRICES

A number of courts have defined submarkets within larger markets or have 
chosen narrow market definitions over broader ones where they observed dif
ferent products, or different models or versions of essentially the same product, 
selling at “distinct prices.”90 Others have defined submarkets where the same 
product was selling at distinct prices in different retail outlets or geographic 
markets.91 Distinct prices, however, often reflect quality, point-of-sale service, 
or transportation cost differences and indicate nothing about the seller’s con
trol over prices or output or about its ability to price discriminate. The fact 
that Company A is able to charge one hundred dollars for its product while 
Company B charges only eighty dollars does not necessarily mean that A has 
substantial market power. The two products may differ, causing them to sell at 
different prices, but they may nevertheless be highly competitive. Should A 
raise its price to one hundred and five dollars, it might well lose a substantial 



62 The Georgetown Law Journal [Vol. 72:39

number of customers to B. As a result, reliance on Brown Shoe's “distinct 
prices” submarket factor can lead a court to make serious market definition 
mistakes.

Probably the best example of such a mistake is the Seventh Circuit’s deci
sion in Photovest Corp. v. Fotomat Corp. 92 Photovest involved a dispute be
tween Fotomat, an operator and franchisor of drive-thru photo-processing 
kiosks, and one of its franchisees. Photovest, the franchisee, accused Fotomat 
of attempting to monopolize the drive-thru retail photo-processing submarket 
in the Indianapolis metropolitan area, and the district court upheld its claim.93 
On appeal, Fotomat argued that the relevant market was in fact much broader, 
and included photo-processing services offered in drugstores, supermarkets, 
and other retail outlets.94 If Fotomat could have convinced the court to adopt 
that broader market definition in place of the district court’s submarket, thus 
lowering its market share, it might have prevailed on the charge of attempted 
monopolization.

92. 606 F.2d 704 (7th Cir. 1979).
93. See id. at 712.
94. Id.
95. Id.
96. Id. at 713.
97. Id.
98. Id. at 714.
99. See id.
100. Id.
101. Id.

The Seventh Circuit, however, upheld the lower court’s submarket finding, 
basing its decision on an analysis of the Brown Shoe submarket factors.95 Al
though the court’s opinion mentions cross-elasticity of demand, industry rec
ognition and several other Brown Shoe indicia, it is clear that the basis for the 
decision was the fact that “drive-thru photo processing is offered at prices dis
tinct from other methods of photo processing.”96 The appeals court found that 
“Fotomat was able to grow despite its significantly higher prices,” and con
cluded that Fotomat’s ability to charge distinct prices “is an important factor 
suggesting that the district court’s delineation of a submarket was correct.”97

Fotomat’s ability to charge distinct prices and to grow while doing so, how
ever, does not necessarily indicate that it had substantial market power. The 
price differential can be better explained by the fact that Fotomat was provid
ing a slightly different product than its camera shop, drugstore, and supermar
ket competitors. As the court observed, consumers “are willing to pay a 
premium for the convenience of drive-thru service.”98 The court also observed 
that Fotomat was providing the consumer with better point-of-sale informa
tion than drug or discount store photo processors.99

Nothing in the court’s opinion indicates that Fotomat’s drive-thru kiosks 
were insulated from the competition of conventional photo processors. To the 
contrary, as the court pointed out, photo processing “is nearly identical 
whether done by drive-thru kiosks or conventional retailing methods.”100 
Moreover, the same customers from time-to-time used both types of serv
ices.101 As a result, the price differential cannot be attributed to any ability by 
Fotomat to price discriminate.
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Thus, it appears highly unlikely that the price differential observed by the 
Seventh Circuit resulted from undue power over price by Indianapolis opera
tors of drive-thru photo-processing kiosks. Certainly there is no reason to 
think that, if Fotomat had achieved a monopoly of the entire submarket—a 
monopoly of all drive-thru kiosks in Indianapolis—it would have been free to 
increase its price differential vis-a-vis conventional photo processors.102 The 
problem with the Seventh Circuit’s opinion is that the court was so impressed 
by the existence of “distinct prices” that it never seriously inquired into how 
customers would have behaved had that price differential been increased or 
decreased. Had the court done so, it would almost certainly have realized that 
Indianapolis consumers did not need the antitrust laws to protect them from 
price-gouging by operators of drive-thru photo-processing kiosks. They were 
already adequately protected by their ability to obtain competitive services 
elsewhere.103

102. It is often useful in choosing between a broad and a narrow market definition to consider what 
would happen should a single producer gain a total monopoly of the narrow fine. Would that producer 
thereby achieve considerable freedom to set prices, or would its pricing decisions still be greatly con
strained by fear of losing customers to products in the broader line? See Baxter, A Justice Department 
Perspective, 51 Antitrust L.J. 287, 290 (1982).

103. Many courts that have found evidence of price differentials have gone on to make the proper 
inquiry into cross-elasticity of demand. See, eg., Knutson v. Daily Review, Inc., 548 F.2d 795; 804 (9th 
Cir. 1976); American Crystal Sugar Co. v. The Cuban-Am. Sugar Co.. 259 F.2d 524, 529-30 (2d Cir. 
1958); Mogul v. General Motors Corp., 391 F. Supp. 1305, 1313 (E D Pa. 1975).

104. See United States v. Grinnell Corp., 384 U.S. 563, 574 (1966); United States v. Blue Bell, Inc.. 
395 F. Supp. 538, 542-43 (M.D. Tenn. 1975).

105. 384 U.S. 563 (1966).
106. Id. at 574; see also Blue Bell, 395 F. Supp. at 542-43 (when identifiable class of purchasers of 

product has particular requirements for product involved, different from requirements of other pur
chasers of product, acquisition involving suppbers of that product will have unique effect on that class 
of purchasers; class requirements for the product may delineate a market under Section 7).

107. See supra notes 67-68 and accompanying text.

C. DISTINCT CUSTOMERS

Courts have carved out submarkets within larger markets or have chosen 
narrow market definitions over broader ones in cases in which a distinct class 
of customers has had a strong preference for, or could not use anything other 
than, the products in a narrow line.104 Those courts defined the relevant mar
ket to include only those products required or preferred by that class of cus
tomers—those “distinct customers” to use the Brown Shoe submarket 
terminology. The leading example is the Supreme Court’s holding in United 
States v. Grinnell Corp. 105 that a particular type of burglar and fire alarm serv
ice was the appropriate market for determining whether Grinnell was guilty of 
monopolization because “for many customers, only [that type of] protection 
will do.”106

The discussion of price discrimination above advocated defining just such 
narrow markets when distinct groups of customers, because of their peculiar 
needs or preferences, are being charged higher prices for a product than other 
customer groups.107 Where price discrimination is not possible, however, the 
fact that a group of distinct customers has a strong preference for a product 
does not necessarily mean that the producers of that product have substantial 
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control over prices or output. The cross-elasticity of demand facing those pro
ducers may nevertheless be high.

There are always some customers who need or desire a product more than 
others. As a result, if a court tries hard enough, it will almost always be able to 
identify some group of “distinct customers” with especially strong preferences 
for a product. When, however, there are also a substantial number of other 
customers who are relatively indifferent to the product—customers who will 
switch to substitute products or who will simply not buy should prices be 
raised—the producers of the product will face elastic demand curves in the 
relevant output range. If so, despite the existence of strong adherents to their 
product, the producers will not have substantial control over prices or output 
and purchasers who have strong preferences or particular needs for products 
do not require the special antitrust protection associated with defining relevant 
markets to include only their purchases. Those purchasers are already pro
tected by the existence of the purchasers that are more indifferent to the prod
uct. In such cases, the relevant market should be defined to include sales of the 
product to all purchasers—not just to those with strong preferences for it. 
Moreover, if that protection comes from the existence of close substitutes to 
which a significant number of purchasers would turn should the price of the 
product be raised above competitive levels, sales of those substitutes should be 
included as well. It matters not that a distinct class of customers lacks the abil
ity to switch to close substitutes so long as a substantial number of other pur
chasers are able to do so.

Whether customers in the Grinnell case were in need of special antitrust pro
tection has long been a subject of controversy. The trial court held that Grin
nell had monopolized a narrow market consisting of companies utilizing a 
central station to receive signals from alarm devices installed on the protected 
premises.108 Because Grinnell controlled over eighty-seven percent of the al
leged relevant market,109 the outcome of the case turned on whether the gov
ernment’s narrow market definition was the proper one. Grinnell challenged 
the government’s definition on several grounds, including the argument that 
other types of protective services are directly competitive with central station 
services and should be included in the relevant market.110 Grinnell's broader 
market included non-automatic local alarm services, watchman services, and 
systems that set off audible alarms at the site.111

108. See Grinnell, 384 U.S. at 570, 574.
109. Id. at 567.
110. Id. at 574.
111. Id.
112. Id.
113. Id

The Supreme Court found that the narrow market, central station alarm 
services, was the relevant one.112 The Court supported its choice first by dis
cussing the many ways in which central station services differ from other types 
of alarm services, including differences “in utility, efficiency, reliability, re
sponsiveness, and continuity.”113 In other words, it compiled a list of factors— 
functionally comparable to the Brown Shoe submarket factors—that distin
guished or separated the narrow line from the broader line. The Court then 
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pointed to the strong preference of “many customers” for central station serv
ices as evidence that the degree of competition between those services and 
other modes of protection was not high.114 In other words, the Court held that 
the fact that many customers would not consider alternative forms of protec
tion gave central station operators a substantial degree of power to control 
prices and output.

114. id
115. Id.
116. See id.
117. Price discrimination may also have been possible in Grinnell. Price discrimination is generally 

much easier to practice in the provision of services than it is in the general sale of products at retail. As 
a result, even if industry demand was relatively elastic, Grinnell may have been able to identify those 
customers with particularly strong preferences for its services and have been able to charge them higher 
prices. If so, the Court’s narrow market definition may have been justified.

118. Id. at 592 (Fortas, J., dissenting).

The Court’s holding makes economic sense only if, as a factual matter, there 
did not exist a substantial number of other customers willing to consider the 
purchase of other forms of protection or existing central station customers will
ing to shift to competitive services in response to changes in relative prices or 
in response to the development of new or improved products. If such a group 
of relatively indifferent customers existed alongside those with strong prefer
ences, it is likely that Grinnell faced an elastic demand curve in the relevant 
output range and did not have substantial market power.

The Grinnell Court did examine that issue. It found that central station op
erators did not have “unfettered power” to control prices and that some cus
tomers were willing to switch to substitute services.115 It seems to have 
concluded, however, that the number of customers willing to switch to the 
“fringe competition” provided by other protective services was not large 
enough to significantly limit Grinnell’s power over prices.116 Thus, the indus
try demand curve was relatively inelastic in the relevant output range and cen
tral station operators were free to set prices at higher than competitive levels 
without risking the loss of substantial numbers of customers.117

Justice Fortas’s dissenting opinion, however, raises substantial questions as 
to the correctness of the majority’s analysis of the competitive situation. Jus
tice Fortas pointed out that the trial court had found that, in at least twenty 
cities, competition from other modes of protection had forced Grinnell to op
erate at a loss despite Grinnell’s total monopoly of the “market” in those cit
ies.118 It is difficult to understand why a company with substantial market 
power would choose to operate at a loss in so many cities were it not forced to 
set its prices at a level where it would attract customers relatively indifferent 
between its services and close substitutes. Justice Fortas’s dissent makes a 
strong case for the proposition that central station operators were confronting 
an elastic demand curve due to competition from other forms of protective 
services. Those customers for whom “only central station protection will do” 
were sheltered from paying higher than competitive prices and were in no need 
of the special antitrust protection provided by the Court’s narrow market 
definition.

Deciding whether the majority or the dissenting justices correctly assessed 
the facts about competition in the protective services industry is not important 
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for purposes of this discussion. What is important is to recognize that even if 
the existence of “distinct customers” with strong preferences was controlling in 
Grinnell, that factor should be irrelevant to the market definition issue in cases 
in which customers with strong preferences are sheltered by relatively indiffer
ent customers from the exercise of monopoly power by suppliers. A court that 
is asked to define a narrow market or submarket in terms of the preferences or 
requirements of particular customers must inquire into whether, as a factual 
matter, price discrimination is possible and whether there exists as well a sub
stantial number of other customers relatively indifferent to the product. In 
short, the identification of “distinct customers” with strong preferences or par
ticular requirements is no talisman permitting a court to avoid a detailed fac
tual inquiry into elasticity of demand.

D. PECULIAR CHARACTERISTICS AND USES

A closely-related Brown Shoe submarket indicator is “peculiar characteris
tics and uses.” Courts have defined narrow markets or carved out submarkets 
when a product is distinguishable from otherwise close substitutes by virtue of 
its physical traits or its utility in certain applications. The leading example is 
the Du Pont-GM case,119 which was the sole authority for the Supreme Court’s 
assertion in Brown Shoe that, within broad markets, “well-defined submarkets 
may exist which, in themselves, constitute product markets for antitrust 
purposes.”120

119. 353 U.S. 586 (1957).
120. 370 U.S. at 325.
121. 353 U.S. at 588-89.
122. See id. at 593-94.

The fact that a product has peculiar characteristics or is particularly valua
ble in certain applications does not automatically give its producers control 
over prices and output. Peculiar characteristics may make a product particu
larly attractive to certain customers but not to others. And while a product 
may be uniquely valuable in certain applications, it may also have other uses 
with respect to which it faces strong competition from substitute products. As 
a result, producers of products with peculiar characteristics and uses may face 
an elastic demand curve in the relevant output range. Moreover, efforts to 
raise prices above competitive levels may be negated by shifts of relatively 
indifferent customers to substitute products.

The facts of the Du Pont-GM case illustrate the potential dangers of relying 
on this submarket factor in defining the relevant market. The principal factual 
issue in that case was whether Du Pont’s acquisition of twenty-three percent of 
the stock of General Motors had foreclosed Du Pont’s competitors from a sub
stantial share of the relevant market.121 Whether the foreclosure was substan
tial turned on how broadly or narrowly the relevant market was defined. The 
government argued for a narrow market consisting of automotive finishes and 
fabrics, that is, sales of finishes and fabrics to General Motors and the rest of 
the automobile industry.122 The defendants argued for a broader market made 
up of all types of industrial finishes and fabrics, a market in which Du Pont’s
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sales to General Motors were relatively minor.123
The Court adopted the government’s narrow market definition on the 

ground that “automotive finishes and fabrics have sufficient peculiar charac
teristics and uses to constitute them products sufficiently distinct from all other 
finishes and fabrics to make them a ‘line of commerce’ within the meaning of 
the Clayton Act.”124 The Court did not explain how automotive finishes and 
fabrics differ from other finishes and fabrics, but it pointed out that without 
one automotive finish, Duco, “mass production of automobiles would not have 
been possible.”125 In other words, it found that Duco was of particular value 
to automobile manufacturers.

Duco, however, was not exclusively an automotive finish. As Justice Burton 
pointed out in his dissent, 51.5 percent of Du Pont’s total sales of Duco in 1927 
were made to non-automotive purchasers.126 Thus, although Duco may have 
been of particular value to automobile companies because of its peculiar char
acteristics, there existed as well a large pool of other buyers many of whom 
may have been much more indifferent to Duco’s qualities.

There is no suggestion in the Court’s opinion that Du Pont and the other 
manufacturers of Duco were able to price discriminate—to exploit the fact that 
Duco was of particular value to automobile companies by charging those com
panies higher prices than other buyers. As a result, the issue before the Court 
should have been whether the market power of Duco manufacturers was lim
ited by the willingness of non-automotive users of Duco to switch to substitute 
products in response to increases in the price of Duco or improvements in the 
quality of competing products. There are indications in the record that compe
tition from close substitutes for the business of non-automotive users was sig
nificant. Justice Burton pointed out that, in the late 1920’s, Duco began to be 
replaced by porcelain as a finish for refrigerators.127 Only later did Du Pont 
win that business back by developing an improved finish.128 Thus, at least 
some Duco users seem to have been much more indifferent to that product 
than automobile manufacturers, and the business of those other users seems to 
have been important enough to Du Pont to cause it to invest in developing a 
new product.

E. THE OTHER BROWN SHOE INDICIA

No cases have focused at length on the remaining three Brown Shoe sub
market indicia—industry or public recognition of the submarket as a separate 
economic entity, unique production facilities, and specialized vendors. A few 
words should nevertheless be said about those factors to indicate under what 
circumstances they will provide misleading market definition signals.

Industry or public recognition of the submarket as a separate economic en
tity can, in certain cases, accurately reflect market boundaries. In other cases,

123. Id. at 593.
124. Id. at 593-94.
125. Id. at 594 n.12.
126. Id. at 650 (Burton, J., dissenting).
127. Id. at 635.
128. Id.
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however, that factor may reflect physical differences in products that are of 
little competitive significance or historical classifications that are no longer 
viable.

The public makes many distinctions among products based on factors whol
ly extraneous to the economic separateness of those products. For example, 
the fact that the public might distinguish between domestic and foreign 
automobiles or between traditional and self-service gasoline stations does not 
in any way negate the fierce competition that exists between those products or 
those retail establishments. Moreover, categories and labels can live on in the 
mind of the public or in the government’s Standard Industrial Classification 
Manual long after competitive patterns have changed. To properly define a 
relevant market, a court must analyze existing competitive patterns and not be 
influenced by those that existed years ago.

Industry recognition of differences among products is equally problematic as 
a market definition indicator. For example, the fact that producers of different 
products belong to different trade associations is often of no competitive signif
icance. The function of trade associations is, as often as not, to promote inter
product or inter-industry competition—to help the products of the trade asso
ciation’s members compete with substitute products sold by non-members. 
Thus, the existence of a trade association made up of the producers of a given 
product may be evidence not of the separateness of that product but of the fact 
that it faces considerable competition from close substitutes.

Brown Shoe's “unique production facilities” submarket factor was clearly 
meant to help identify markets in which supply elasticity is low. The existence 
of unique production facilities often means that other firms cannot easily shift 
into or out of producing that product in response to changes in prices or profit 
margins. However, the fact that the production facilties used to make a prod
uct are unique does not necessarily mean that barriers to entry are high and 
the product is insulated from competition from other products. It may cost 
little for companies outside of the market to develop appropriate production 
facilities from scratch, and the technological hurdles that need to be overcome 
may be minimal. And even if barriers to entry are high, the market power of 
the firms producing the product may be limited by competition from substitute 
products to which consumers would shift should prices be raised or output be 
restricted.

The last of the Brown Shoe submarket factors, “specialized vendors,” is sim
ilarly ambiguous as a market definition indicator. The fact that vendors of one 
product do not handle another product is irrelevant to the issue of whether 
those two products compete. If consumers are aware of both products and are 
able and willing to shift back and forth between them in response to changes in 
relative prices, those products should be part of the same market. In fact, in 
some cases, manufacturers of products that are in direct competition with each 
other prefer that those products be handled by specialized vendors so as better 
to promote inter-brand competition. Similarly, the fact that one product is 
distributed only by, say, mail order companies while another is distributed 
only by fine department stores is of no significance so long as consumers are 
aware of both offerings and are willing to shift from one to the other. Every 
seller tries to find a distribution method that will maximize the exposure of his 
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product and, if possible, give it a special allure or cachet. Unless a seller finds 
a distribution channel that effectively isolates his product from the competi
tion, however, the market power of that seller will be limited by the products 
of other sellers using different vendor systems.

V. Geographic Market Definition

Although this article is primarily devoted to the definition of product sub
markets, exactly the same issues arise in defining relevant geographic markets. 
Since the case law has developed somewhat differently in that area, a few 
words about the definition of geographic submarkets will help to round out the 
analysis.

The theory of geographic market definition is identical to the theory of 
product market definition, and submarkets have no more place in the geo
graphic market context than they do in the product market context. Meaning
ful market power inferences can only be drawn if the geographic market 
encompasses all producers or sellers whose existence limits the market power 
of the target firms. If the geographic market is drawn so narrowly that effec
tive competitors are placed beyond its boundaries, the target firms’ market 
shares will be misleadingly high. If it includes other producers or sellers lo
cated too far away to compete effectively with the target firms, the market 
shares of the target firms will be misleadingly low. As a result, narrow relevant 
geographic markets cannot exist within properly-defined broader relevant geo
graphic markets.

The term “submarket” has never taken hold in defining relevant geographic 
markets, nor have market definition criteria comparable to the Brown Shoe 
factors been enunciated in the geographic market context. Geographic market 
definition, however, has its own Brown Shoe case in United States v. Pabst 
Brewing Co.129 In Pabst the Supreme Court sanctioned the use in the geo
graphic market context of the functional equivalent of submarkets—markets 
within other markets. The Pabst Court analyzed a merger between beer man
ufacturers in three concentric geographic markets—the state of Wisconsin; a 
three-state area made up of Wisconsin, Illinois, and Michigan; and the United 
States as a whole.130 The Court calculated market shares in each of those mar
kets, finding that the merging companies had combined shares of 23.95% in 
Wisconsin,131 11.32% in the regional market,132 and 4.49% nationally.133 The 
Court analyzed competition in each of those markets, finding section 7 viola
tions in all three.134

In defining three concentric geographic markets, the Pabst Court made no 
effort to analyze transportation costs or other factors relevant to whether the 
market power of beer producers in Wisconsin or in the three-state area was 
limited by the ability of other producers to sell into those states in response to 
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price increases. Instead, the Court’s reasoning approving the definition of 
markets within other markets closely resembled that in the cases that led to the 
adoption of submarket analysis.135 It emphasized the word “any” in the statu
tory language, holding that the government need only prove that “the merger 
may have a substantial anticompetitive effect somewhere in the United 
States—‘in any section’ of the United States.”136 The implication was clear 
that a detailed analysis of demand and supply relationships is not required in 
defining relevant markets; any sufficiently differentiated section of the country 
can serve as a relevant geographic market.137

135. See supra text accompanying notes 19-27 (discussing Court’s development of submarket 
analysis).

136. 384 U.S. at 549.
137. Prior to Pabst, the Supreme Court had expressed the correct view that where markets are truly 

national in scope, market shares calculated in smaller "prescribed” areas of that market "are of little 
probative value” in analyzing the competitive effects of a merger. United States v. Columbia Steel Co., 
334 U.S. 495, 513 (1948). The Court tn Pabst did not explain why it was departing from that previ
ously-held position. Pabst, however, was not the first case to analyze competition in geographic mar
kets within other geographic markets. In United States v. Bethlehem Steel Corp., 168 F. Supp. 576 
(S.D.N.Y. 1958), a district court defined overlapping national, regional, and statewide geographic mar
kets tn passing on a merger in the iron and steel industry. Id. at 595-603. See generally P. Areeda & D. 
Turner, Antitrust Law §§ 534a & 534b (discussing the Columbia Steel and Bethlehem Steel cases).

138. 418 U.S. 602 (1974).
139. 418 U.S. 656 (1974).
140. 418 U.S. at 605; 418 U.S. at 656-60.
141. 418 U.S. at 667-70; see 418 U.S. at 620-22.
142. In a footnote in Marine Bancorporation, the Court explained that the language in Pabst sug

gesting "that the Government may challenge a merger under § 7 without establishing any relevant 
geographic market" did not really mean what it said. See 418 U.S. at 621 n.20.

143. Id. at 621.

While the Du Pont-GM case and its heir, Brown Shoe, are still good law on 
the product market side, the Pabst case’s “any” market approach to geographic 
market definition has been seriously undercut by later Court decisions. In 
United States v. Marine Bancorporation, Inc. 138 139 and United States v Connecticut 
NationalBankXVi the Court rejected government attempts to analyze the com
petitive effects of bank mergers in statewide markets where the target firms 
were in fact competing only in local markets.140 The Court held that the rele
vant geographic market should be no larger than the area in which the ac
quired firm is actually competing, and it placed the burden on the government 
to produce evidence as to the actual scope of local competition.141 Thus, the 
Court rejected the Pabst notion that “any” geographic market would do and 
required a factual inquiry into exactly where competition is in fact 
occurring.142

While the Marine Bancorporation and Connecticut National Bank decisions 
took away the theoretical underpinnings from the Pabst geographic submarket 
holding, they left standing Pabst's markets-within-markets approach to geo
graphic market definition. Apparently reluctant to overrule Pabst completely, 
the Court in Marine Bancorporation indicated that when, as in Pabst, the ac
quired firm markets its products or services “on a local, regional, and national 
basis,” more than one relevant market may be defined.143 Because every time 
that the relevant market is truly national in scope, firms market products re
gionally and locally as well, the Court’s language would seem to be an open 
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invitation to carve out narrow geographic markets within broader markets. 
Hopefully, lower courts will not take advantage of that invitation.

Conclusion

The holding in Brown Shoe, Inc. v. United States that smaller relevant mar
kets—submarkets—can exist within broader relevant markets should be over
ruled. The submarket concept unduly narrows the focus of competitive 
analysis in merger and monopolization cases because submarkets do not in
clude all products that are effective substitutes for the products manufactured 
or sold by the merging firms or the accused monopolists. Submarket analysis 
distorts the process of drawing market power inferences from market shares, 
tending to cause courts to find antitrust violations when there is no sound eco
nomic basis for doing so. It is time for the Supreme Court to acknowledge that 
competition can only be meaningfully analyzed in relevant markets that in
clude all products whose existence effectively limits the ability of the target 
firms profitably to raise prices above competitive levels or to restrict output or 
expenditures on improving products or services.

It is also time for the Supreme Court to put an end to the use of the Brown 
Shoe practical indicia of submarket definition. Except for “sensitivity to price 
changes,” use of those factors in defining relevant product markets can lead to 
serious market definition mistakes. The Brown Shoe indicia are often poor 
indicators of cross-elasticity of demand, the touchstone of correct relevant 
product market definition. While the idea of identifying practical evidentiary 
factors likely to be relevant to the market definition process is a good one, the 
Brown Shoe list of factors poorly reflects the extent to which products are ef
fective substitutes for one another.
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•• Three model orders that Judge Richey has utilized to implement the proposal that parties be 
required to prepare written direct testimony prior to trial appear at the end of this article See injra 
Appendices A. B and C.

I. A similar procedure has already been developed by at least one other federal distict court. Local 
Rule 9.11.2 of the United States District Court for the Central District of California provides that in 
non-jury trials the attorneys for the parties shall file, not less than fourteen days before the date set for

In this article Judge Richey discusses a technique that he has developed 
to streamline the presentation of evidence in complex litigation. When 
the circumstances of a particular case require, Judge Richey proposes 
that federal trial judges employ a device that he has found useful: re
quiring the parties to submit direct testimony in written form prior to 
trial. According to Judge Richey, this mode of direct examination im
proves the quality of justice because it makes the presentation of evi
dence more understandable for the triers of fact, improves and shortens 
cross examination, and eliminates wasteful consumption of time and 
money for all involved. Throughout this article Judge Richey demon
strates that, although his proposal diverges from traditional forms of 
direct examination, it is nevertheless proper and appropriate under the 
inherent powers of the court, the Federal Rules of Civil Procedure, and 
the Federal Rules of Evidence. **

The complexity and volume of modern-day litigation require innovative 
techniques to accomplish the goals of achieving the highest quality of justice, 
at the lowest possible cost, in the least amount of time. With these goals in 
mind, I have devised a management tool for federal trial judges to utilize pur
suant to the inherent power of the courts, the Federal Rules of Civil Procedure, 
and the Federal Rules of Evidence. This management technique is designed to 
streamline the presentation of evidence by eliminating from trial procedure 
repetitious direct testimony and unfair surprise as well as inarticulate and con
fusing questions and answers. The method is quite simple: In lieu of tradi
tional oral direct testimony the judge may require the parties to submit all 
direct testimony in written narrative or question and answer form one week 
before trial.1 This testimony is to be signed by oath or affirmation of the wit-

73
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ness, and copies are to be served on counsel for all parties. Opposing parties 
may then have two days to file, in written form, any evidentiary objections to 
the submitted testimony, with the expectation that they have conferred in good 
faith to resolve any dispute prior to filing such objections.* 2

commencement of the trial, “detailed narrative statements of witnesses to be used at trial as the direct 
testimony of the witnesses subject to cross-examination at trial by the opposing party." Id. 9.11.2(b).

2. See infra Appendix B (providing that parties are not to bring any dispute before the court without 
an accompanying affidavit certifying that the parties have conferred and attempted in good faith to 
resolve the dispute).

3. See infra notes 7-14 and accompanying text.
4. Fed. R. Civ. P. 1; see also infra notes 15-22 and accompanying text.
5. See Fed. R. Evid. 102; see also infra notes 23-43 and accompanying text.
6. In assessing the propriety of this technique, it is also worthwhile to keep in mind one of the most 

important canons of the Model Code of Professional Responsibility: “A Lawyer Should Assist in Im
proving the Legal System.” Annotated Code of Professional Responsibility Canon 8 (American 
Bar Foundation 1979). Canon 8 sets forth several ethical considerations that are particularly relevant 
here:

EC 8-1 Changes in human affairs and imperfections in human institutions make necessary 
constant efforts to maintain and improve our legal system. . . .
EC 8-2 Rules of law are deficient if they are not just, understandable, and responsive to the 

It should be immediately cautioned that requiring the preparation of written 
direct testimony in advance of trial may be neither appropriate nor beneficial 
for use in the ordinary case. It may, however, be particularly useful in com
plex litigation where control and management of a case generally require the 
intervention and participation of the court. The proposed trial technique 
forces parties to work out evidentiary and substantive legal disputes without 
court intervention, avoiding the attendant costs and inconvenience to counsel, 
witnesses, court personnel, and the judiciary.

Written direct testimony prepared in advance also brings issues into sharp 
focus for the factfinder. In doing so, it eliminates unfair surprise and “trial by 
ambush,” techniques whose time has past in the modern-day quest for the 
highest quality of justice. Cross-examination upon the written direct testi
mony provides the judge and/or jury with a better opportunity to make 
thoughtful, carefully-measured, and intelligent credibility judgments. Ad
vance submission of written direct testimony also precludes the possibility that 
counsel will utilize trial techniques that unnecessarily complicate the orderly 
presentation of evidence. Consequently, written direct testimony prevents 
confusion and provides for better and more informed judgments by the 
factfinder, whether it be judge or jury.

Certainly, this proposal represents a departure from the usual courtroom 
procedure. It is, however, within the inherent power of the court to manage 
judicial proceedings so as to achieve the orderly and expeditious disposition of 
cases.3 Similarly, the primary objective of the Federal Rules of Civil Procedure 
is “to secure the just, speedy, and inexpensive determination of every action.”4 
The Federal Rules of Evidence contain a similar provision which clearly 
reveals that the intended function of those rules is to secure fairness in admin
istration and eliminate unjustifiable expense and delay.5 Therefore, this article 
will demonstrate that requiring parties to submit direct testimony in written 
form prior to trial is sanctioned under the inherent powers of the court, the 
Federal Rules of Civil Procedure, and the Federal Rules of Evidence.6
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I. Inherent Power of the Courts to Advance the Interests of 
Justice

In examining the propriety of requiring parties to submit direct testimony in 
writing prior to trial it is important first to consider the inherent power of the 
courts to exercise broad discretion in serving the interests of justice. “Inherent 
power” is an authority possessed without its being derived from another; it is a 
right, ability or faculty of doing a thing, without receiving that right, ability, or 
faculty from another.7

needs of society. If a lawyer believes that the existence or absence of a rule of law, substantive 
or procedural, causes or contributes to an unjust result, he should endeavor by lawful means 
to obtain appropriate changes in the law. . . . Likewise, legal procedures should be improved 
whenever experience indicates a change is needed.

EC 8-9 The advancement of our legal system is of vital importance in maintaining the rule of 
law and in facilitating orderly changes; therefore, lawyers should encourage, and should aid in 
making, needed changes and improvements.

Id. A lawyer’s ethical obligation to foster and cooperate with efforts to improve the quality of justice is 
embodied even more emphatically in the new Model Rules of Professional Conduct, adopted by the 
American Bar Association House of Delegates on August 2, 1983:

A lawyer is a representative of clients, an officer of the legal system and a public citizen having 
special responsibility for the quality ofjustice.

As a public citizen, a lawyer should seek improvement of the law, the administration of justice 
and the quality of service rendered by the legal profession. ... A lawyer should be mindful of 
deficiencies in the administration of justice and of the fact that the poor, and sometimes persons 
who are not poor, cannot afford adequate legal assistance, and should therefore devote profes
sional time and civic influence in their behalf. A lawyer should aid the legal profession in 
pursuing these objectives and should help the bar regulate itself in the public interest.

Model Rules of Professional Conduct Preface (1983) (emphasis added). In addition. "A lawyer 
shall make reasonable efforts to expedite litigation consistent with the interests of the client." Id. Rule 
3.2.

7. Black’s Law Dictionary 703 (5th ed. 1979).
8. United States v. Hudson, 11 U.S. (7 Cranch) 32. 34 (1812).
9. See United States v. Scholnick, 606 F.2d 160, 166 (6th Cir. 1979); State ex rel. Gentry v. Becker. 

351 Mo. 769, 777, 174 S.W.2d 181, 183 (1943); People v. Cirillo, 100 Misc. 2d 527, 531, 419 N.Y.S.2d 
820. 824 (Sup. Ct. 1979); Eichelberger v. Eichelberger, 582 S.W.2d 395, 398 (Tex. 1979); see also Ex 
parte Wetzel, 243 Ala. 130, 132, 8 So. 2d 824. 825 (1942).

10. Powell v. Alabama, 287 U.S. 45, 72 (1932) (quoting Hendryx v. State. 130 Ind. 265, 269, 29 N.E. 
1131. 1132 (1892)).

It is undeniably true that courts possess inherent power to do justice, in
dependent of any statute. “Inherent judicial power” of a federal court is de
rived from the very fact that the federal courts have been created and charged 
by the Constitution and Congress of the United States with certain duties and 
responsibilities. The Supreme Court long ago defined the inherent powers of 
the federal courts as those which are “necessary to the exercise of all others.”8 
In short, a court’s inherent powers are those that it may call upon to aid in the 
exercise of its jurisdiction, the administration of justice, and the preservation of 
its independence and integrity.9

Over the years, the Supreme Court has found that federal trial courts possess 
inherent power to address a variety of issues not specifically authorized by 
statute. Among these inherent powers recognized by the Court are the power 
to appoint an attorney to defend an indigent person in order ‘“to accomplish 
the ends of public justice,’”10 the power to correct anything wrongfully done 
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by virtue of the court’s proceedings as long as the court retains control of the 
subject matter and of the parties,11 the power to assess attorneys’ fees against 
counsel in certain circumstances,12 and the authority to dismiss a case sua 
sponte for lack of prosecution “in order to further the goal of orderly and 
expeditious disposition of cases.”13 The lower federal courts have followed suit 
in recognizing the inherent powers of the court to advance the interests of 
justice.14

11. United States v. Morgan. 307 U.S. 183. 197 (1939) (citing Arkadelphia Milling Co. v. St. Louis 
Southwestern Ry. Co.. 249 U.S. 134, 146 (1919)).

12. Roadway Express Inc. v. Piper, 447 U S. 752, 766 (1980).
13. Link v Wabash R.R. Co., 370 U.S. 626, 630-31 (1962); United States v. Heath, 260 F.2d 623, 632 

(9th Cir 1958).
14. See. e.g.. Sheehan v. Purolator Courier Corp., 676 F.2d 877, 881 (2d Cir. 1981) (court has inher

ent equity power to award temporary injunctive relief in order to maintain status quo prior to EEOC's 
issuance of right-to-sue letter); United States v. Scholnick, 606 F.2d 160. 166 (6th Cir. 1979) (court has 
power to summarily enforce settlement agreement); United States v. Burton. 584 F.2d 485. 489 (DC. 
Cir. 1978) (court has power to exercise discretion to deny motion for continuance sought for purpose of 
replacing counsel), cert, denied, 439 U.S. 1069 (1979); Page Communications Eng’rs, Inc. v. Froehlke. 
475 F.2d 994, 996 (D C. Cir. 1973) (court has inherent power to impose terms upon a party as condition 
of granting or withholding an injunction and to relieve party of such conditions when it would be 
inequitable to continue them).

Given the inherent power of the court to serve the interests of justice 
through the proper administration and control of trial procedure, it is indeed 
within the trial court’s inherent authority to order the parties to submit written 
direct testimony in advance of trial. Such an order, in appropriate cases, 
serves the public interest and is reasonably necessary for the effective, efficient, 
and orderly presentation of evidence during the trial. This pretrial device in
creases the quality of justice, eliminates needless waste of time, money, and 
judicial and legal resources, and reduces inconvenience to witnesses. Clearly, 
these concerns are properly within the purview of the court’s inherent powers. 
Advancement of these objectives is essential for ensuring that justice is both 
affordable and accessible for all citizens and not merely those with the time, 
stamina, and financial resources to endure protracted litigation.

II. Rule 16 of the Federal Rules of Civil Procedure: Improving 
the Quality of Justice through Judicial Discretion

Well before the advent of the Federal Rules of Evidence, the Federal Rules 
of Civil Procedure advanced the notion of discretionary justice, primarily 
through rule 16. Rule 16 provides for a pretrial conference at which court and 
counsel may confer about a case in advance. The rule specifically states:

(a) .... In any action, the court may in its discretion direct the
attorneys for the parties and any unrepresented parties to appear 
before it for a conference or conferences before trial for such pur
poses as

(1) expediting the disposition of the action;

(4) improving the quality of the trial through more thorough 
preparation ....
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(c) .... The participants at any conference under this rule may
consider and take action with respect to

(1) the formulation and simplification of the issues . . . ;

(4) the avoidance of unnecessary proof and of cumulative 
evidence;

(10) the need for adopting special procedures for managing po
tentially difficult or protracted actions that may involve complex 
issues, multiple parties, difficult legal questions, or unusual proof 
problems . . . ,15

15. Fed. R. Civ. P. 16.
16. Id.
17. See C Wright, Law of Federal Courts U 91, at 602 (4th ed. 1983). See generally, Peckham. 

The Federal Trial Judge as a Case Manager: The New Role in Guiding a Case from Filing to Disposition. 
69 Calif. L. Rev. 770 (1981).

18. Padovani v. Brisckhausen, 293 F.2d 546. 550 (2d Cir. 1961).
19. Laws, Pre-Trial Procedure. 1 F.R.D. 397, 399 (1940).
20. 6 C. Wright & A. Miller. Federal Practice and Procedure § 1521. at 555 (1971).

The culmination of a rule 16 pretrial conference is an order that sets forth 
the action taken at the conference and controls the subsequent course of the 
action.16

The rule 16 pretrial conference has been hailed a vital procedural device 
that improves the quality of the trial and reduces court congestion by increas
ing the number of cases that are settled and by shortening the trial in those 
cases that are adjudicated.17 Prominent jurists have expressed confidence in 
rule 16 as a promoter of judicial economy. Judge Clark of the Second Circuit 
has aptly described pretrial procedure as a device that leads to "better justice 
more shortly and efficiently obtained.”18 In an address before the then Judicial 
Administration Section of the American Bar Association in 1940, Judge Laws, 
the late Chief Judge of the District Court for the District of Columbia, stated:

One of the vital, if not outstanding, advantages of pretrial procedure 
is to take the trial of cases out of the realm of surprise and maneuver
ing, whereby an unwary counsel might see the just case of his client 
lost. It may be romantic and charming to watch the skillful trial law
yer as he lies in wait to pounce upon an uninformed and less skilled 
counsel, but the results frequently are not just.19

The effectiveness of rule 16 lies in the fact that its terms are flexible. As 
Wright and Miller explain:

The effective operation of the rule ultimately depends almost exclu
sively on the way the courts exercise their discretion when they in
voke the procedure. This means that trial judges not only must be 
willing to resort to Rule 16 but that they must adapt it to the 
problems of the individual case.20

Indeed, the most noteworthy characteristic of rule 16 is the discretion that it 
vests in the trial judge, whose experience hopefully ensures the orderly pro
gress and advancement of the trial. The trial judge determines whether to hold 
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a pretrial conference, when to hold one, how many conferences to hold, the 
issues to be presented by the parties, what statements of parties will be binding 
upon them and, as my colleague Judge Lacey of New Jersey says, how the 
“Super Bowl” will be conducted.21 Rule 16 does indeed broaden the discre
tion of the trial judge to do justice, and to conduct the “Super Bowl” with 
maximum dispatch and minimum disruption.

In sum, rule 16 provides an important mechanism for narrowing the issues 
in a case, saving time and expense for the litigants and easing the burden on 
the courts by facilitating the handling of congested dockets. The discretion 
that rule 16 vests in the trial judge was really the precursor for all ensuing 
evidentiary rules concerned with the just and expeditious resolution of dis
putes. The rule augments the inherent power of the court to require counsel to 
submit written direct testimony in advance of trial if the exigencies of a partic
ular case require.22

III. Rule 611(a) of the Federal Rules of Evidence: Judicial 
Control of the Mode of Interrogating Witnesses

Statutory authority to require parties to submit direct testimony in written 
form prior to the actual trial derives most specifically from Rule 611(a) of the 
Federal Rules of Evidence. This rule is consistent with the law’s historical de-

21. Address by Judge Frederick B. Lacey, U.S. District Judge for the District of New Jersey, to the 
Transferee Judges of the Multidistrict Panel, Singer Island, Florida (December I. 1981).

22. The notion of discretionary justice has also been advanced through administrative proceedings. 
Informal discretionary action is the lifeblood of the administrative process, whether quasi-judicial or 
quasi-legislative. Innovative techniques in this field and in the field of regulatory procedure focus, in 
large part, on how to improve the quality of justice through judicial discretion. In fact, the idea of 
requiring parties to submit direct testimony in written form prior to trial is not really new. It is based 
upon well-established regulatory procedures employed by county, state, and federal agencies such as 
the Federal Energy Regulatory Commission, the Federal Communications Commission, and the Inter
state Commerce Commission. With respect to the Federal Energy Regulatory Commission, 18 C.F.R 
§ 385.601(d) (1983) provides in pertinent part:

[Wjhere it appears that the proceeding would be substantially expedited by . . . written pre
pared testimony reasonably in advance of the hearing session, the administrative law judge at 
his discretion . . . may direct such advance distribution by a prescribed date.

Id. (emphasis added).
With respect to the Federal Communications Commission, 47 C.F.R. § 1.248(d)(3) (1982) provides in 

pertinent part:
[WJhere it appears that it will contribute significantly to the disposition of the proceeding for 
the parties to submit all or any portion of their affirmative direct cases in writing it is the policy 
of the Commission to encourage them to do so.

Id. (emphasis added).
Finally, with respect to the Interstate Commerce Commission, 49 C.F.R § 1113.4(a)(6) (1982) pro

vides in pertinent part:
(a) Purposes. Upon written notice by the Commission in any proceeding or upon written or 
oral instructions of an officer, parties or their representatives may be directed to appear before 
an officer at a specified time and place for a conference, prior to or during the course of a 
hearing ... for the purpose of formulating issues and considering

(6) The propriety of prior mutual exchange between or among the parties ci prepared testi
mony and exhibits.

Id. (emphasis added).
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velopment in finding more effective and less costly means for the resolution of 
disputes. Rule 611(a), entitled “Control by the Court,” provides:

The court shall exercise reasonable control over the mode and order 
of interrogating witnesses and presenting evidence so as to (1) make 
the interrogation and presentation effective for the ascertainment of 
the truth, (2) avoid needless consumption of time, and (3) protect wit
nesses from harassment or undue embarrassment.23

23. Fed. R. Evid. 611(a).
24. Rules of Evidence, Hearings on HR. 5463 Before the Special Subcomm, on Reform of Federal 

Criminal Laws of the House Comm, on the Judiciary, 93d Cong., 1st Sess. 317 (1973) (correspondence 
from former Sen. John L. McClellan, Chairman, Subcomm, on Criminal Laws and Procedure, Senate 
Judiciary Comm.) (emphasis added) [hereinafter cited as House Subcomm. Hearings on the Rules of 
Evidence]’, see also Rules of Evidence (Supplement), Hearings Before the Subcomm, on Criminal Justice 
(Formerly Designated as Special Subcomm, on Reform of Federal Criminal Laws) of the House Comm, on 
the Judiciary, 93d Cong., 1st Sess. 54 (1973) [hereinafter cited as Supplement to House Subcomm. Hear
ings on the Rules of Evidence].

25. Fed. R. Evid. 611(a) advisory committee notes.
26. Fed. R. Evid. 611(a)(1).
27. Fed. R. Evid. 611(a) advisory committee notes (emphasis added).
28. See Rules of Evidence, Communication From the Chief Justice of the United States, 

H R. Doc. No. 46, 93d Cong., 1st Sess. 22-23 (1973) (setting forth Supreme Court’s proposed version of 
rule 611(a)).

29. Supplement to House Subcomm. Hearings on the Rules of Evidence, supra note 24, at 54. During 
the House hearings on the Rules of Evidence, the Washington Council of Lawyers submitted a chart to 
the House Subcommittee on Criminal Justice classifying certain rules as either “controversial” or “non- 
controversial.” Rule 611(a) was classified as non-controversial—a “basic definitional provision relating 
to control of the proceedings by the judge.” See House Subcomm. Hearings on the Rules of Evidence, 
supra note 24, at 190. The chan was based on House hearings as of February 1973 plus reports on 

In practice, rule 611(a) enables the trial judge to determine the precise man
ner in which interrogation is to proceed. An examination of the legislative 
history of rule 611(a) demonstrates that it was indeed the intention of Congress 
to give the trial judge broad discretionary powers with respect to the interroga
tion of witnesses. The Advisory Committee to the Judicial Conference, which 
originally proposed the rules to the Supreme Court, strengthened Rule 611(a) 
“by indicating that the trial judge ‘shall’ rather than ‘may’ control his own 
court.”24 The Advisory Committee notes to rule 611(a) further indicate the 
desire to avoid adherence to strict technicalities: “[T]he ultimate responsibility 
for the effective working of the adversary system rests with the judge. The rule 
sets forth the objectives which he should seek to attain.”25 Moreover, the Advi
sory Committee asserted that subsection one of rule 611(a), which gives the 
judge the power to make the interrogation and presentation of witnesses effec
tive for ascertainment of the truth,26 “restates in broad terms the power and 
obligation of the judge as developed under common law principles.”27

Rule 611(a) was approved by Congress in substantially the same form as 
proposed by the Supreme Court.28 Former Senator John L. McClellan, Chair
man of the Senate Subcommittee on Criminal Laws and Procedure, testified 
against removal of the word “shall” from the language of the rule: “At the 
very least, I would suggest that the Rule not only give recognition to [the] 
power of the judge to order the presentation of evidence, but also place upon 
him the unequivocal duty to see that it is done to avoid confusion and bring 
out the truth.”29 Rule 611(a), therefore, does not merely suggest that the trial 



80 The Georgetown Law Journal [Vol. 72:73

judge use a firm hand to control the “mode” of interrogation. Rather, the use 
of the word “shall” makes it mandatory and imperative that the judge do so.

It thus follows that a pretrial order requiring parties to submit all direct 
testimony in written form in advance of trial is expressly authorized by the 
language of rule 611(a) of the Federal Rules of Evidence. This proposition 
gains support when rule 611(a) is read in conjunction with other Rules of Evi
dence such as Rules 102 and 403. Rule 102, entitled “Purposes and Construc
tion,” is a general statement that sets a liberal tone for interpreting the balance 
of the rules, providing:

These rules shall be construed to secure fairness in administration, 
elimination of unjustifiable expense and delay, and promotion of 
growth and development of the law of evidence to the end that the 
truth may be ascertained and proceedings justly determined.30

earlier drafts of the rules submitted by the Association of the Bar. City of New York, the American 
College of Trial Lawyers, and the Ad Hoc Group of New York Trial Lawyers. Id. at 189.

30. Fed. R. Evid. 102.
31. P Rothstein, Rules of Evidence for the United States Courts and Magistrates, 

Practice Comments 9 (4th ed. 1977); see also House Subcomm. Hearings on the Rules of Evidence, 
supra note 24, at 202, 210-11 (statement of Albert E. Jenner, Jr., Chairman, Advisory Committee on 
Rules of Evidence, Judical Conference of the United States) (referring to Rule 102 as the “best of all 
rules" submitted to Congress, giving courts “the opportunity to further develop the law of evidence”).

32. See House Subcomm. Hearings on the Rules of Evidence, supra note 24, at 122 (statement of the 
Commissioner on Federal Courts, the Association of the Bar of the City of New York).

33. Supplement to House Subcomm. Hearings on the Rules of Evidence, supra note 24, at 48 (corre
spondence from former Sen John McClellan, Chairman. Subcomm, on Criminal Laws and Procedure, 
Senate Comm, on the Judiciary).

34. Rule 403 now provides:

Professor Rothstein has written, concerning Rule 102:
[t]his rule may be seized upon by trial judges and attorneys for intro
ducing more flexibility into the other rules of evidence than might be 
expected upon reading the plain text of those rules. In many of the 
cases cited under those rules, this rule has been relied upon in mak
ing an unusual interpretation, and the litigation attorney does well to 
keep this rule constantly in mind when working with the other 
rules.31

Thus, rule 611(a) read in light of rule 102 gives the trial judge authority not 
only to control but also to devise a mode of interrogation. Written direct testi
mony, prepared in advance of trial, would certainly qualify as such a devised 
mode of interrogation.

Rule 403 is yet another example of the trial judge’s broad discretionary 
power to control the manner of presenting evidence. Entitled “Exclusion of 
Relevant Evidence on Grounds of Prejudice, Confusion or Waste of Time,” 
rule 403 originally contained two subparts, one making the exclusion of certain 
evidence mandatory, and the other leaving exclusion of evidence to the discre
tion of the judge.32 Former Senator McClellan criticized this distinction: “My 
difficulty lies with the failure ... to see the ultimate issue in terms that em
phasize the sound discretion of the trial judge . . . ,”33 Ultimately, the final 
version of rule 403 eliminated the mandatory/discretionary distinction, leav
ing the matter entirely in the hands of the trial judge.34
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The entire theme of the rules’ broad grant of discretionary powers to trial 
judges was perhaps best summarized by Professor Rothstein, who wrote:

It has been rumored that several members of the Advisory Commit
tee felt that the Federal Rules of Evidence would be more appropri
ately titled “The Federal Non-Rules of Evidence.” If the story is not 
apocryphal, what they were probably referring to is the Rules’ broad 
grant of discretion to judges. . . . Rule 611 grants judges tremendous 
discretion in mattersformerly subject to at least some type of rules. The 
discretion covers mode and order of interrogating witnesses and present
ing evidence . . . ,35

Although relevant, evidence may be excluded if its probative value is substantially out
weighed by the danger of unfair prejudice, confusion of the issues, or misleading the jury, or 
by considerations of undue delay, waste of time, or needless presentation of cumulative 
evidence.

Fed. R. Evid. 403.
35. P. Rothstein, supra note 31, at 29-30 (emphasis added).
36. 1 J. Weinstein, Evidence § 102 (7th ed. 1982).
37. Id. (quoting Weinstein, Some Difficulties in Devising Rules for Determining Truth in Judicial Tri

als, 66 Colum. L. Rev. 224, 241-42 (1966)) (emphasis added).

The authorities on evidence agree that the need to achieve justice in the 
most expeditious manner is a paramount concern in court administration. 
There is general concurrence that the Rules of Evidence provide a vehicle 
through which the goals of achieving the highest quality of justice at the lowest 
possible cost may be attained. More importantly, these writers recognize that 
it is ultimately the responsibility of the trial judge to develop and implement 
trial techniques that will best ensure that the above-mentioned objectives are 
met. It is the knowledgeable trial judge who has the experience—the court
room savvy—to establish guidelines for the working of his or her own court
room and to exercise sound discretion in so doing. Presentation of direct 
testimony in written form in advance of trial is merely one such exercise of 
discretion that addresses the above concerns.

In his Treatise on Evidence, the Honorable Jack Weinstein, Chief Judge of 
the United States District Court for the Eastern District of New York, ad
dresses the need for flexibility in courtroom proceedings. Rather than seeing 
the Rules of Evidence as a code inscribed in stone, he perceives them as a 
foundation upon which trial judges may build according to the circumstances 
of particular cases.36 Like this writer, Weinstein is deeply concerned with the 
undue delay and astronomical expenses that have become commonplace in 
modem trials. He writes:

A system for determining issues of fact very accurately in all tribu
nals might permit a few adjudications a year of almost impeccable 
precision. But the resulting inability of the courts to have time to 
adjudicate the thousands of other pending litigations would mean 
that justice would be frustrated', people could flout the substantive law 
with relative impunity, knowing that the likelihood of being brought 
to trial was remote; and plaintiffs would be forced to avoid litigation 
because of its extraordinary expense and delay. 37
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Finally, Weinstein implicitly sanctions the development of new techniques, 
recognizing that the needs of modern society, with its ever-increasing volume 
of litigation, mandate that such developments take place:

The need for flexibility is indicated by the language in Rule 102 pro
viding that the federal rules of evidence “be construed to secure . . . 
promotion of growth and development of the law of evidence.” The 
emphasis on growth and development forecloses reliance by a judge 
interpreting these rules on the old shibboleth that “statutes in deroga
tion of the common law are to be strictly construed.” This language 
recognizes that the law of evidence must respond to fundamental 
changes in our society and judicial procedures if parties are to retain 
confidence in the courts rather than turn to nonjudicial resolutions of 
disputes.38

38. Id. (footnote omitted).
39. C. McCormick, Evidence § 5 (2d ed. 1972).
40. Id. (emphasis added).
41. Id.

McCormick addresses the topic of this article more specifically. He dis
cusses the form of direct examination, considering the propriety of questions 
calling for free narrative versus specific questions, and notes that “[u]nder the 
prevailing view, there is no general rule of law requiring or preferring either 
form of questioning.”39 Rather, “the need for eliciting what the witness knows 
in the most vivid and accurate way is an interest to be balanced against the need 
of the adversary for a fair opportunity to object.”40

As employed by this author, requiring parties to submit written direct testi
mony in advance of trial has proved, under appropriate circumstances, to be 
more accurate and precise than either of the methods of interrogation consid
ered by McCormick. Under McCormick’s approach, therefore, it is this very 
fact of effectiveness that sanctions its use:

The guiding principle is that the trial judge has discretion, not re
viewable except for abuse, to control the form of examination to the 
end that the facts may be clearly and expeditiously presented . . . 41

Wigmore has expressed an analogous point of view with respect to the order 
of interrogation upon direct examination. He, too, places great emphasis on 
judicial discretion, writing:

It is obvious that, while a usual order for introducing topics of evi
dence and witnesses is a desirable thing, a variation from that order, 
which is often equally desirable, will not necessarily cause direct 
harm; it can do so only where it tends to confuse the jury, or where it 
misleads the opponent or finds him unprepared to meet it. Moreover, 
the necessity for such variation and the likelihood that it will confuse 
or mislead must depend almost entirely upon the particular circum
stances of each case. Accordingly, it is a cardinal doctrine, applicable 
generally to all of the ensuing rules, that they are not invariable, that 
they are discretionary rather than mandatory, and that an alteration 
of the prescribed customary order is always allowable in the discretion
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of the trial court.42

42. 6 J. Wigmore, Evidence § 1867, at 655-56 (Chadbourn rev. ed. 1976) (emphasis in original).
43 To date, there is no case directly on point either in support of the proposal discussed herein or 

finding it improper. There are a number of cases, however, that have construed rule 611(a) as granting 
the federal trial judge broad discretion over the interrogation of witnesses. These cases are predicated 
upon the articulated goals of rule 611(a), most specifically the effective ascertainment of the truth and 
the avoidance of needless consumption of time. See. eg, United States v. Miller, 688 F.2d 652, 660-61 
(9th Cir. 1982) (trial judge has discretion to refuse to allow counsel to question witnesses concerning a 
matter previously covered in order to prevent needless consumption of time); Berroyer v. Hertz, 672 
F.2d 334, 339 (3d Cir. 1982) (trial court may, in the exercise of its discretion, permit the plaintiff to call 
rebuttal witness during her case-in-chief in order to accomodate the schedule of witnesses); United 
States v. Hanson, 618 F.2d 1266, 1267 (8th Cir.) (trial court may, after determining that a certain 
defense is inapplicable as a matter of law, exclude all evidence relating thereto), cert, denied, 449 U.S. 
854 (1980); United States v. Praetorious, 622 F.2d 1054, 1061 (2d Cir. 1979) (trial court has discretion to 
preclude counsel of one codefendant from questioning other codefendant in order to avoid unnecessary 
duplication of evidence), cert, denied, 449 U.S. 860 (1980); United States v. Jensen, 608 F.2d 1349, 1356 
(10th Cir. 1979) (trial court has discretion in refusing to allow a witness to reappear in order to clarify 
previous testimony); United States v. Vinson, 606 F.2d 149, 152 (6th Cir. 1979) (trial judge has consid
erable discretion to control mode and order of proof at trial), cert, denied, 444 U.S. 1074, 445 U.S. 904, 
reh’g denied, 445 U.S. 972 (1980); United States v. Cooper. 596 F.2d 327, 330 (8th Cir. 1979) (trial judge 
has duty to clarify testimony of witness to avoid any misunderstanding of testimony by jury); Smith v. 
Contey, 584 F.2d 844, 845-46 (8th Cir. 1978) (trial court may exclude certain expert testimony during 
plaintiffs rebuttal when plaintiff was made aware of defense during opening statements and did not 
offer this expert witness during case-in-chief); United States v. Perry, 550 F.2d 524, 532 (9th Cir.) (trial 
judge has broad discretion in determining extent to which counteractive and rehabilitation evidence 
may be received after credibilty of a witness has been attacked), cert, denied. 431 U.S. 918 (1977); 
United States v. Jackson. 549 F.2d 517, 528-29 (8th Cir.) (trial judge may use discretion to permit 
integrated presentation of testimony), cert, denied. 430 U.S. 985 (1977). The proposal herein may. with 
just cause, be added to the above fist as yet another instance where judicial discretion is mandated by 
rule 611(a) in order to promote the goals of effective accomplishment of justice and avoidance of need
less consumption of time. Clearly, requiring parties to submit written direct testimony in advance of 
trial is consistent with these goals.

44. See infra Appendices A, B, and C (setting forth model orders incorporating the requirement that 
written direct testimony be prepared and submitted in advance of trial).

A common theme emerges from the works of each of these writers: The trial 
judge not only may, but must control the mode of proceedings in the court
room in order to ensure the accomplishment of justice in the most expeditious 
manner. The Federal Rules of Evidence, particulary rule 611(a), provide the 
judge with authority to exercise sound discretion in establishing guidelines for 
the admission of evidence into court. Written direct testimony in advance of 
trial may not be the orthodox manner of proceeding in court, but, as the au
thorities have clearly pointed out, techniques that are the culmination of exten
sive experience of trial judges are implicitly authorized by the goal of the 
Rules of Evidence—the expeditious accomplishment of justice.43

Conclusion

By virtue of the rationale and authorities set forth herein, and in view of the 
explosion of modern-day litigation, it is clear that courts throughout the nation 
must, with the help of the organized bar, utilize all available tools not only to 
simplify issues at trial but also to make the presentation of evidence more un
derstandable and efficient. The suggestion herein, as seen from the appendices 
attached hereto,44 will not only increase the quality of justice and be of con
venience to the factfinders whether they be judge or jury, but also save valua
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ble time and resources of the public, the bar, the courts, and all those involved 
in the resolution of disputes through the trial process.

Finally, it is axiomatic that the American public can no longer afford endless 
days of trial time. The requirement that direct testimony be written and sub
mitted in advance of trial has in practice reduced the time and expense neces
sary to conclude complex and difficult litigation without sacrificing the rights 
of the parties to a fair and impartial trial, and without undue delay, waste, 
inconvenience, and expense to witnesses, litigants, and the members of the bar. 
It is, however, but one technique that has served this author, the parties in
volved. and the public well. Hopefully, it will provide a basis for thoughtful 
and careful consideration of further ideas and techniques to advance the cause 
of justice and the litigation process.
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Appendix A

UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF COLUMBIA

Plaintiff,

v.

Defendant

Civil Action No.______

ORDER
In accordance with Fed. R. Civ. P. 16 and Local Rule 1-15, and in order to 

administer the trial of cases in a manner consistent with the ends of justice, in 
the shortest possible time, and at the least possible cost to the court and to 
litigants, it is, by the court, this___ day of__________ , 19____,

ORDERED that all discovery in the above-entitled cause shall be com
pleted on or before 5:00 p.m. on _______ , and any extensions of time for
futher discovery must be previously approved by the court in writing; and it is

FURTHER ORDERED that the parties are not to bring any disputes with 
respect to the requirements of this Order before the court without an accompa
nying affidavit certifying that the parties have conferred and attempted in good 
faith to resolve the dispute; and it is

FURTHER ORDERED that this case be, and the same is set for trial to 
begin at___ a.m./p.m., on________ , in courtroom 11 of this courthouse; and
that pretrial is set for_______ at____ a.m./p.m., and it is

FURTHER ORDERED that counsel for each of the respective parties be, 
and the same hereby are, directed to comply with each of the following 
requirements:

I. TRIAL BRIEFS
Plaintiffs counsel shall file a trial brief with the court, in quadruplicate, as 

hereinafter provided, not later than 15 days before the trial, serving a copy on 
counsel for all parties at the same time.

The plaintiffs trial brief shall:
(A) Identify each issue to be tried and each element of the claim(s) 
involved in the action.
(B) Identify all facts which plaintiff intends to prove at trial to sus
tain each element of the claim(s) for relief, and list the names and 
addresses of all witnesses who will testify in support of each fact and 
element. If any fact or element of any claim(s) for relief are to be 
proved by documentary or physical exhibits, as contrasted with the 
testimony of witnesses, such documentary or physical evidence shall 
be itemized and listed under each element of the claim(s) for relief.
(C) Contain appropriate memoranda, with citations to legal author
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ity, in support of evidentiary questions and any other legal issues 
which may reasonably be anticipated to arise at trial.

Trial briefs from opposing counsel shall be filed with the court, in quadru
plicate, as hereinafter provided, not later than 10 days before trial, with a copy 
to be served on counsel for all parties at that time.

Opposing counsel’s trial brief shall:
(A) State precisely the extent to which it agrees and/or disagrees 
with the plaintiffs statement of the issues.
(B) Identify any additional issues to be tried.
(C) Identify all facts which defendant intends to prove at trial to de
fend against each element of the plaintiffs claim(s) for relief, and list 
the names and addresses of all witnesses who will testify contrary to 
each fact and element of the plaintiffs claim(s). If any facts are to be 
proved by documentary or physical exhibits, as contrasted with the 
testimony of witnesses, such documentary or physical evidence shall 
be itemized and listed under each element of plaintiffs claim(s) for 
relief. With respect to affirmative defenses, witnesses and documen
tary and physical exhibits to be offered in support of facts and ele
ments thereof shall be identified.
(D) Contain appropriate memoranda, with citations to legal author
ity, in support of evidentiary questions and other legal issues which 
may reasonably be anticipated to arise at trial.

II. PROPOSED FINDINGS OF FACT AND CONCLUSIONS 
OF LAW

Counsel for each of the parties shall prepare proposed findings of 
fact and conclusions of law, three copies of which are to be served on 
opposing counsel not later than 15 days before trial.
(Note: The plaintiff’s conclusions of law shall include a statement of 
the applicable statute(s) conferring jurisdiction upon the court, with 
appropriate citations.)

Upon receiving these proposed findings of fact and conclusions of law from 
the opposing side, each counsel shall then:

(A) Underline in ink the findings and conclusions of law that are 
disputed.
(B) Put brackets [. . .] around the parts or portions of the findings & 
conclusions that are admitted.
(C) Do not underline or put in brackets but leave blank the portions 
of the findings and conclusions admitted but deemed irrelevant.

In this connection, counsel are to note that they need not come to a uniform 
conclusion as to an entire proposed finding, or, indeed, an entire sentence 
within a proposed finding. They may agree with part of it. disagree with part 
of it, and/or consider a portion of it irrelevant.

Upon completion of the foregoing, each counsel shall then file three marked 
copies of opposing counsel’s proposed findings of fact and conclusions of law 
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with the court in chambers and return one marked copy to opposing counsel, 
not later than 5 days before trial.

The parties shall be prepared to submit to the court, and to exchange among 
themselves, supplemental findings of fact and conclusions of law at the conclu
sion of the trial, with respect to which the same underlining procedure may be 
ordered.

III. STIPULATIONS
The parties shall confer z>z person with respect to, and reduce to writing, all 

stipulations. Said stipulations shall be signed by counsel for all of the parties 
and filed with the court, in quadruplicate, in chambers not later than 5 days 
before trial.

IV. HYPOTHETICAL QUESTIONS
Any hypothetical questions, if any, which are to be put to an expert witness 

on direct examination shall be submitted to opposing counsel not later than 10 
days before trial. Counsel for all parties shall then confer in person in an effort 
to reach agreement on the wording of such questions.

A copy of all agreed-upon hypothetical questions is to be filed with the 
court, in quadruplicate, as hereinafter provided, not later than 5 days before 
trial and signed by all counsel.

With respect to any contested hypothetical questions, each side shall file 
with the court, in quadruplicate, as hereinafter described, a memorandum of 
law clearly and succinctly stating its position, citing appropriate points and 
authorities, not later than 5 days before trial.

V. EXHIBITS
Counsel for the parties shall mark their documentary or physical evidence 

numerically in advance of trial. Furthermore, counsel are to provide a list 
containing a brief description of each item of documentary or physical proof 
which is to be offered in evidence as an exhibit at trial. Counsel for plaintiff 
shall file said list with the court, in quadruplicate, as hereinafter provided, not 
later than 6 days before the trial, with a copy to be served on defendant’s 
counsel. Counsel for defendant shall file said list with the court, as hereinafter 
provided, not later than 3 days before trial, with a copy to be served on plain
tiffs counsel.

All counsel shall confer in person and initial all items of documentary or 
physical proof to be olfered in evidence by other parties to which there is no 
objection and which may be admitted without formal proof. A list of such 
items shall be filed with the court, in quadruplicate, as hereinafter provided, 
not later than 3 days before trial.

With respect to those exhibits to which there is an objection, counsel shall 
file with the court, in quadruplicate, as hereinafter provided, appropriate 
memoranda, citing points and authorities, as to why the same should be admit
ted or not admitted, whichever the case may be, not later than 2 days before 
trial, and serve a copy on opposing counsel for the other parties at the same 
time.
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Counsel for the parties are hereby authorized to issue subpoenas duces te
cum returnable to counsel’s office as to all necessary exhibits not otherwise 
voluntarily obtainable, provided, however, that a copy of such subpoena duces 
tecum is delivered not less than 10 days in advance to all opposing counsel so 
that appropriate objections may be made to the court.

VI. WRITTEN DIRECT TESTIMONY
Pursuant to Rule 611(a) of the Federal Rules of Civil Procedure all direct 

testimony shall be presented in either written or narrative form or question 
and answer form signed under oath or affirmation by the witness to whom it 
pertains. Counsel for both sides shall then file this direct testimony of each 
witness, in quadruplicate, as hereinafter provided, not later than 7 days before 
trial, serving a copy on counsel for all parties at the same time. Opposing 
counsel shall have 2 days thereafter to file, in written form, any evidentiary 
objections they may have to the submitted testimony.

VII. PROCEDURE FOR FILING SUBMISSIONS
Whenever this Order requires filing “with the court, as hereinafter pro

vided,” the procedure shall be as follows:
(1) The original shall be filed with the Clerk of the Court who will 
also file-stamp all copies.
(2) Counsel shall then deliver one copy to the chambers of each of 
the three judges sitting herein.

In those instances where deadlines have been imposed and counsel wait un
til the last day of that deadline, the filing of papers in the courthouse and/or 
upon counsel for the other parties must be completed by 4:00 p.m.

VIII. SANCTIONS FOR NON-COMPLIANCE
Counsel are expected to comply literally with this pre-trial order. The court 

will consider the imposition of appropriate sanctions in the event of non- 
compliance.

Judge
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Appendix B
UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF COLUMBIA

Plaintiff,

v.

Defendant

Civil Action No.______

ORDER
The Court, sua sponte, in an effort to assure the progress of discovery in a 

fair, mutual, and expeditious manner, this ___  day of________ , 19____ ,
hereby

ORDERS, that each party shall file two successive Statements of Conten
tions and Proof, in accordance with the following schedule: the plaintiff shall 
file its statements on or before _______ and __________; and the defendant
shall file its statements on or before_______ , and________ ; and it is

FURTHER ORDERED that each of plaintiffs statements shall list and de
scribe with particularity:

(a) each legal argument upon which plaintiff intends to rely at trial, 
together with appropriate statutory references, case law, and other 
citations;
(b) each factual contention plaintiff intends to advance at trial;
(c) under each factual heading, a list of the witnesses and the docu
mentary and other evidence which plaintiff will use to support that 
contention;
(d) whether such evidence is presently in plaintiff s possession, and if 
not, where, in its view, such evidence may be found; and
(e) the relief plaintiff expects the Court to grant with respect to the 
defendant in the event the plaintiff proves its case against the defend
ant; and it is

FURTHER ORDERED that each of defendant’s statements shall list and 
describe with particularity:

(a) each legal argument upon which defendant intends to rely at 
trial, together with appropriate statutory references, case law, and 
other citations;
(b) each factual contention defendant intends to advance at trial, 
whether made affirmatively or in response to plaintiffs contentions;
(c) under each factual heading, a list of witnesses and the documen
tary or other evidence which defendant will use to support that 
contention;
(d) whether such evidence is presently in defendant’s possession; 
and, if not, where, in its view, such evidence may be found; and
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(e) why, in defendant’s view, all or part of the relief sought by plain
tiff would be inappropriate assuming the relevant violations are 
proven.

Except as leave may otherwise be granted by this Court, no Statement of 
Contentions and Proof may enlarge upon the contentions set forth in the pre
ceding statement, as amended by any applicable pretrial order, whether by 
broadening an existing contention or by adding a new contention. If leave to 
enlarge the contentions is sought based upon evidence discovered since the 
filing of the preceding statement, it will only be granted to prevent manifest 
injustice. The Court shall have the authority to determine whether a particular 
statement would narrow or enlarge upon contentions made in previous state
ments, whether an enlargement is based upon evidence discovered since the 
filing of the preceding statement, and whether the applicable standard of man
ifest injustice has been met.

Each party’s discovery shall be limited to documents and other evidence 
which will support the contentions specified in its most recent Statement of 
Contentions and Proof or which will directly rebut contentions made in the 
most recent statement of the opposing party.

Each party’s evidence at trial shall be limited to those items of proof listed in 
its final Statement of Contentions and Proof, as modified by a pretrial confer
ence to be set by the Court at a later date; and it is

FURTHER ORDERED, that the discovery cut-off date shall be_______ ,
19___ ; and it is

FURTHER ORDERED, that the direct testimony shall be presented under 
oath in either written narrative form or question and answer form; and it is

FURTHER ORDERED, that the plaintiff is to provide the defendant with a 
summary of the testimony of each of its witnesses on or before_______ , and
the entire written testimony on or before_______ ; and it is

FURTHER ORDERED, that the defendant is to provide the plaintiff with a 
summary of the testimony of each of its witnesses on or before_______ , and
the entire written testimony on or before___ and it is

FURTHER ORDERED, that the parties are not to bring any discovery dis
putes before the Court without an accompanying affidavit certifying that the 
parties have conferred and attempted in good faith to resolve the dispute.

Judge
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Appendix C

UNITED STATES DISTRICT COURT 
FOR THE DISTRICT OF COLUMBIA

Plaintiff,

v.

Defendant

Civil Action No.______ .

ORDER
Pursuant to Fed. R. Civ. P. 16 and Local Rule 1-15, and in order to adminis

ter the trial of this case in a manner consistent with the ends of justice, in the 
shortest possible time, and at the least possible cost to the Court and to the 
litigants, it is by the Court, this___ day of________ , 19____, ORDERED
that:

A. Witnesses, Depositions, and Exhibits
1. On___________ plaintiffs shall file a preliminary list of expert and oc

currence witnesses (other than damage witnesses) and for each witness, a sum
mary of testimony. On___________  plaintiffs shall file a preliminary list of
damage witnesses together with a description of the general areas with respect 
to which they expect to testify. By___________ plaintiffs shall file a prelimi
nary summary of testimony for each of its damage witnesses.

On___________ defendants shall file a preliminary list of expert and oc
currence witnesses (other than counterdamage witnesses) and for each witness, 
a summary of testimony. On___________ defendants shall file a preliminary
list of counterdamage witnesses together with a description of the general areas 
with respect to which they expect to testify. On___________ defendants shall
file a preliminary summary of testimony for each of its counterdamage 
witnesses.

2. Revised witness lists shall be filed on___________ by plaintiffs and on
___________ by defendants together with new or revised summaries of 
testimony.

3. A witness whose name does not appear on the revised witness list may 
testify only if the sponsoring party (a) provides a summary of testimony for the 
witness no less than 10 days prior to his appearance, and (b) makes the witness 
available for deposition in Washington, D.C. no less than one week prior to his 
appearance.

4. Subject to paragraph A.3. above, depositions of named witnesses may be 
taken at any time, provided that (a) no deposition may be taken less than 14 
days before the scheduled appearance of the witness except by mutual agree
ment of the parties, and (b) no person previously deposed in this case shall 
again be deposed as a witness unless the party seeking the deposition can es- 
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lablish good cause. Good cause shall include situations where the subject mat
ter of the testimony of the witness could not reasonably have been anticipated.

5. The exchange and marking of and the process of objecting to the admis
sibility of documents shall be conducted in accordance with the procedures set 
forth in the Order of the Court dated___________ . In addition, the parties
shall mark portions of depositions that they propose to offer and shall ex
change and object to the use of depositions under the procedures set forth in 
the Order of___________ ; provided, however, that portions of depositions
taken pursuant to paragraphs A.3. and A.4. above shall be marked and ex
changed no less than 7 days prior to being offered into evidence.

B. Written Testimony
1. Each party may produce the direct testimony of any witness in written 

narrative form, and it may not require the opposing party to produce direct 
testimony in oral form.

2. Written testimony shall be compiled in such a manner as to provide the 
opposing party with a reasonable opportunity to make objections to the testi
mony in its entirety or to specific parts thereof.

3. A copy of the written testimony of a witness, together with demonstra
tive exhibits associated with the testimony, shall be served on the opposing 
party not less than 7 days prior to the date the testimony is intended to be 
offered into evidence. Within four days thereafter, the opposing party shall 
serve upon the offering party a statement indicating: (a) whether the opposing 
party intends to conduct cross-examination or examination upon voir dire of 
the witness (in which case the opposing party shall indicate the portion or por
tions of the testimony to be subjected to voir dire), and (b) any objections to 
the direct testimony (other than those which may arise from matters elicited on 
voir dire), together with a succinct statement of the basis for such objections. 
The Court may rule on such evidentiary objections at the time of the appear
ance of the witness. Alternatively, the Court may accept the written testimony 
into evidence subject to a motion to strike which motion shall raise no objec
tions not previously raised and which motion shall be filed no later than 7 days 
following the appearance of the witness and resolved under procedures to be 
established by the Court.

4. All written testimony shall be signed and sworn to by the witness.
5. Outlines or drafts of written testimony, and other documents reflecting 

the anticipated scope and content of written testimony, shall constitute privi
leged work product created for this proceeding and shall not be discoverable.

C. Trial Procedures and Schedule
1. Opening statements by each party of up to three hours in length may be 

made on ___________ . The taking of evidence shall commence on

2. Each party will be provided up to 45 hours for the presentation of its 
direct case to the Court, to include the oral highlighting of witnesses’ testimony 
and the highlighting of particular documentary evidence. Trial time in excess 
of 45 hours will be provided only for good cause shown.
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3. No specified time shall be established for cross-examination. However, 
the Court will control the length of cross-examination.

4. Any motions to dismiss or for summary judgment shall be filed within 5 
days following the conclusion of plaintiffs’ case-in-chief and shall be resolved 
by procedures to be established by the Court. Defendants’ case-in-chief will 
commence on the Monday following the Court’s ruling on the motions.

5. Following the conclusion of defendants’ case-in-chief plaintiff will be 
allowed up to 10 hours for presentation of its rebuttal case.

6. Closing arguments will be heard 5 days after completion of the taking of 
evidence.

7. Proposed findings of fact and conclusions of law and post-trial briefs 
shall be filed by each party 30 days following the conclusion of trial. Reply 
findings and briefs shall be filed 15 days thereafter.

Judge





Common Law Defamation and the Fair Credit 
Reporting Act

Virginia G. Maurer*

* Assistant Professor of Business Law. Graduate School of Business. The University of Florida. 
B.A. 1968, Northwestern University; M.A. 1969, J.D. 1975, Stanford University.

The author wishes to acknowledge the research support of the Public Policy Research Center at the 
University of Florida.

1. Fair Credit Reporting Act of 1970, Pub. L. No. 91-508. 84 Stat. 1128 (codified as amended at 15 
U.S.C. §§ 1681-168 It (1976 & Supp. V 1981)).

2. See infra notes 112-25 and accompanying text (generally discussing FCRA's provisions and
goals). The purpose of the Act was “to require that consumer reporting agencies adopt reasonable 
procedures for meeting the needs of commerce for consumer credit, personnel, insurance, and other 
information in a manner which is fair and equitable to the consumer, with regard to the confidentiality, 
accuracy, relevancy, and proper utilization of such information . . .” 15 U.S.C. § 1681(b) (1976). A
"consumer reporting agency” is broadly defined as any person, including a partnership, corporation, 
governmental agency, or other entity, “which, for monetary fees, dues, or on a cooperative non-profit 
basis, regularly engages in whole or in part in the practice of assembling or evaluating consumer credit 
information for the purpose of furnishing consumer reports to third parties ..." /a! § 168 Ia(f). 
Thus, the gathering of information about a consumer for internal use does not subject a firm to the 
Act’s requirements. D'Angelo v. Wilmington Medical Center, Inc., 515 F. Supp. 1250, 1253 (D. Del. 
1981) (debt collection firm that supplied information about unpaid debts in order to facilitate collection 
not credit reporting agency); Mitchell v. First Nat’l Bank of Dozier. 505 F. Supp 176, 177 (M.D. Ala. 
1981) (persons who only provided information to credit reporting agency neither credit reporting 
agency nor users of information). The term “consumer” is defined as "an individual,” which renders 
credit reporting about corporations beyond the scope of the Act. 15 U.S.C. § 1681 a(c) (191b), see Wood 
v. Holiday Inns, Inc., 369 F. Supp. 82. 86 (M.D. Ala. 1974) (credit card company using information 
from its own files but not furnishing information to another user of credit information not credit report
ing agency), modified, 508 F.2d 167 (1975).

3. Representative Sullivan observed that
with the trend toward computerization of billings and the establishment of all sorts of comput-

Responding to growing concern about consumer credit reporting agen
cies in the electronic age, Congress enacted the Fair Credit Reporting 
Act in 1970. In her article, Professor Maurer discusses the impact of 
the FCRA on consumer attempts to recover for injuries caused by ad
verse credit reports. The article first discusses the traditional common 
law defamation action. It then proceeds to analyze the implications of 
the negligence cause of action under the FCRA and the recent develop
ment of the first amendment commercial speech doctrine on consumer 
credit report injury recoveries. The article concludes that the FCRA 
provides a superior framework for redressing consumer injuries caused 
by adverse credit reports, protects the interests of credit reporting agen
cies and report users, and is largely consistent with the recent develop
ment of the commercial speech doctrine.

Just over a dozen years ago Congress enacted the Fair Credit Reporting Act 
(FCRA).1 The Act defined the standards of practice for credit reporting agen
cies as well as the rights of those who are the subjects of credit reports.2 The 
impetus for the legislation was a heightened public awareness of the growth 
and concentration of the credit information industry resulting from advances 
in electronic technology.3 Popular literature4 and congessional hearings5

95
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throughout the 1960’s and 1970’s catalogued the potential for both good and 
harm inherent in amassing and disseminating nationwide the information on 
which credit,6 employment7 and insurance8 are based. On the one hand, im-

erized data banks, the individual is in great danger of having his life and character reduced to 
impersonal “blips” and key-punch holes in a stolid and unthinking machine which can liter
ally ruin his reputation without cause, and make him unemployable or uninsurable, as well as 
deny him the opportunity to obtain a mortgage to buy a home. We are not nearly as much 
concerned over the possible mistaken turndown of a consumer for a luxury item as we are 
over the possible destruction of his good name without his knowledge and without reason.

116 Cong. Rec. 36,570 (1970) (statement of Rep. Sullivan). See generally National Academy of 
Sciences, Data Banks in a Free Society (1972) (comprehensive survey of American data banks and 
their impact on privacy); Miller, Personal Privacy in the Computer Age: The Challenge of a New Technol
ogy in an Information Oriented Society, 67 Mich L. Rev. 1091 (1969) (surveying potential impact of 
computers on personal privacy and current laws relating to data handling); Westin, Civil Liberties and 
Computerized Data Systems, reprinted in Hearings on Federal Data Banks, Computers, and the Bill of 
Rights Before the Subcomm, on Constitutional Rights of the Senate Comm, on the Judiciary, 92d Cong., 
1st Sess. 834-46 (1971) (discussing impact of governmental data systems on due process and privacy).

4. See, eg, E. Long, The Intruders, The Invasion of Privacy by Government and Industry 
(1966); V. Packard, The Naked Society (1964); Nader, The Dossier Invades the Home, Sat. Rev., 
Apr. 17. 1971, at 18; Star, The Computer Data Bank: Will It Kill Your Freedom?, Look, June 25. 1968, 
at 27; Morris, What the Credit Bureaus Know About You, Reader’s Dig., Nov. 1967, at 85; Sesser, 
Paying for Pay, How Credit Bureaus Collect and Use Data on Millions of Persons, Wall St. J., Feb. 5, 
1968, at 1, col. 6.

5. Between 1965 and 1971 congressional committees conducted more than a dozen separate investi
gations that involved the credit reporting industry. See McLaughlin & Vaupel, Constitutional Right of 
Privacy and Investigative Consumer Reports: Little Brother is Watching You, 2 Hastings Const. L.Q. 
773, 784 n.60 (1975) (listing 13 congressional investigations between 1965 and 1971); Hearings on HR. 
16340 Before the Subcomm, on Consumer Affairs of the House Comm, on Banking and Currency, 91st 
Cong., 2d Sess. (1970); Hearings on S. 823 Before the Subcomm, on Financial Institutions of the Sen. 
Comm, on Banking and Currency, 91st Cong., 1st Sess. (1969); Hearings on Commercial Credit Bureaus 
Before the Special Subcomm, on the Invasion of Privacy of the House Comm, on Government Operations, 
90th Cong., 2d Sess. (1968). For a description of the legislative history and impetus of the FCRA, see 
Note. Judicial Construction of the Fair Credit Reporting Act: Scope and Civil Liability, 76 Colum. L. 
Rev. 458, 464-66 nn.42^8 (1976).

6. Creditors use consumer reports to estimate the likelihood that money or credit extended to a 
prospective debtor will be repaid in a timely manner. The report is often used to corroborate informa
tion solicited from the credit applicant. The information typically reported to credit grantors by a 
computerized credit bureau includes identifying information, length of residence, length and place of 
employment, public records of judgments against the subject, and information about the subject’s credit 
history. Credit history information, which is provided largely by subscribers, includes the identities of 
past creditors, the types of past credit accounts, the credit extended to the subject, the amount owing, 
amounts past due, and any late payment history. See Hearings on the Credit Industry Before the Sub
comm. on Antitrust and Monopoly of the Senate Comm, on the Judiciary, 90th Cong.. 2d Sess. 21 (1968) 
(statement of T. Monty Skiles, Director of Industry Relations. Associated Credit Bureaus, Inc.); Pri
vacy Protection Study Commission, Personal Privacy in an Information Society 56-57 
(1977) [hereinafter cited as Privacy Protection Study].

7. The employer may be interested in information similar to that provided to credit grantors for the 
purpose of estimating the stability and reliability of the prospective employee. The employer who 
wants additional background information on a prospective employee may obtain an investigative con
sumer report. See infra note 8 (defining and discussing investigative consumer reports).

8. Insurers use consumer reports to verify information provided by the insurance applicant and to 
estimate as precisely as possible the extent of the insurance risk. An insurer that desires more detailed 
and extensive information than that provided in the standard consumer report may obtain an investiga
tive consumer report The Act defines an "investigative consumer report" as a report "in which infor
mation on a consumer’s character, general reputation, personal characteristics, or mode of living is 
obtained through personal interviews with neighbors, friends, or associates of the consumer . . . or 
others with whom he is acquainted or who may have knowledge concerning any such items of informa
tion.” 15 U.S.C. § 168la(e) (1976).

Investigative reporting is a specialized area of consumer reporting. Few credit bureaus prepare inves
tigative reports. The majority of the investigative reports made in the United States are produced by a 
single firm. See Hearings on S. 1840 Before the Subcomm, on Consumer Affairs of the Sen. Comm, on 
Banking, Housing and Urban Affairs, 94th Cong., 1st Sess. 290-95 (1975) (“The Facts about Equifax 
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proved technology reduces the costs of transferring information about individ
uals to creditors, employers, and insurers. This allows for better informed 
decisionmaking and reduces the price of credit and insurance. On the other 
hand, a higher rate of information transfer increases the opportunity for injury 
to the individuals about whom unfavorable information is reported. If the 
reported information is false and causes the individual to be denied access to 
credit, employment or insurance, a serious injustice results.

Prior to the FCRA, injuries that resulted from the dissemination of errone
ous information by credit reporting agencies could be redressed through the 
common law action of defamation.* 9 The FCRA introduced a new means for 
consumers to redress such injuries. The Act imposes specific duties on credit 
reporting agencies10 11 and credit information users," and provides a federal 
cause of action for both negligent12 and willful13 violation of the statutory du
ties. At the same time, the Act limited the availabilty of the state defamation 

(formerly Retail Credit Co.)”); see also The Georgia Fact Finder, Nation’s Bus., Dec. 1978, at 41-44 
(discussing Equifax). The Privacy Protection Study Commission has hypothesized that the FCRA has 
encouraged this specialization because of the cost of complying with FCRA requirements on investiga
tive reports. Privacy Protection Study, supra note 6, at 57-58.

The production and use of investigative reports has been controversial. Almost any personal quality 
or characteristic may be the subject of an investigative report. Neighbors and associates are questioned 
regarding the subject’s moral reputation, drinking habits, sexual preferences, lifestyle, and other char
acteristics. See Hearings on S. 2360 Before the Subcomm, on Consumer Credit of the Comm, on Banking, 
Housing and Urban Affairs, 93d Cong.. 2d Sess. 845-50 (1973) (internal memo of Retail Credit Co., 
Atlanta, Ga.). The perfunctory nature of report investigations has caused both commentators and re
port subjects to criticize the inaccuracy and prejudicial nature of the reports. See Millstone v. 
O’Hanlon Reports. 383 F. Supp. 269, 273 (E D. Mo. 1974), affd, 528 F.2d 829 (Sth Cir. 1976) (investi
gative report assembled in 30 minutes prepared so poorly as to constitute willful noncompliance with 
FCRA); Hearings on S. 823 Before the Subcomm, on Financial Institutions of the Senate Comm, on 
Banking and Currency, 91st Cong.. 1st Sess. 91-94 (1969) (testimony of A Westin, Professor of Public 
Law and Government, Columbia University) |hereinafter cited as Financial Institutions Hearings}. For 
insightful treatment of the threats to reputation and privacy posed by investigative reports, see gener
ally McLaughlin & Vaupel, supra note 5 (discussing investigative consumer reports as invasion of pri
vacy); Comment. Commercial Credit Bureaus: The Right to Privacy and State Action, 24 Am. U.L Rev. 
421 (1975) (discussing limitation of FCRA and need for state action to protect constitutional guaran
tees); Note. Credit Investigations and the Right to Privacy: Quest for a Remedy, 57 Geo. L.J. 509 (1969) 
(discussing credit bureau procedures and potential controls); Note. Protecting the Subjects of Credit 
Reports, 80 Yale L.J. 1035 (1971) (discussing credit reporting injuries and proposing enterprise liabil
ity and further legislation).

Investigating agencies and users of investigative reports defend the intrusive nature of the reports. 
Insurance underwriters, for example, claim that a person’s lifestyle, drinking habits, and sex life affect 
the decision to underwrite life, disability, and automobile insurance. The value of accurately estimat
ing risks for insurance, employment, and credit purposes is a principal policy justification for protecting 
and regulating the investigative report industry.

9. The common law tort of defamation has been defined as “an invasion of the plaintiff's interest in 
reputation and good name by a communication to a third party which affects the community's opinion 
of him.” W Prosser, The Law of Torts § 111, at 737 (4th ed. 1971). It is composed of "the twin torts 
of libel and slander—the one being, in general, written, while the other in general oral.” Id. The 
Restatement of Torts describes a communication as defamatory “if it tends so to harm the reputation of 
another as to lower him in the estimation of the community or to deter third persons from associating 
or dealing with him." Restatement (Second) of Torts § 559 (1976).

10. See infra notes 112-25 and accompanying text (discussing major duties of credit agencies). For 
exhaustive analysis and discussion of the major provisions of the FCRA, see generally Note, Judicial 
Construction of the Fair Credit Reporting Act: Scope and Civil Liability, 76 Colum. L Rev. 458 (1976); 
Note, The Fair Credit Reporting Act, 56 Minn. L Rev. 819 (1972); Comment. The Impact of the Fair 
Credit Reporting Act, 50 N.C. L. Rev. 852 (1972).

11. 15 U.S.C. § 1681m (1976).
12. Section 168 Io provides:

Any consumer reporting agency or user of information which is negligent in failing to comply 
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action.13 14 In this way the Act strikes a new balance between the conflicting 
needs of the credit industry for a low-cost, risk-free flow of information and 
the needs of the victims of false consumer reports for individual justice.

with any requirement imposed under this subchapter with respect to any consumer is liable to 
that consumer in an amount equal to the sum of—

(1) any actual damages sustained by the consumer as a result of the failure;
(2) in the case of any successful action to enforce any liability under this section, the costs

of the action together with reasonable attorney’s fees as determined by the court.
15 U.S.C. § 1681o (1976). See also infra notes 131-37 and accompanying text (discussing construction 
of FCRA negligence provisions).

13. 15 U.S.C. § 1681n provides:
Any consumer reporting agency or user of information which willfully fails to comply with 
any requirement imposed under this subchapter with respect to any consumer is liable to that 
consumer in an amount equal to the sum of—

(1) any actual damages sustained by the consumer as a result of the failure;
(2) such amount of punitive damages as the court may allow; and
(3) in the case of any successful action to enforce any liability under this section, the costs

of the action together with reasonable attorney’s fees as determined by the court.
15 U.S.C. § 1681n (1976).

14. Section 168lh(e) provides:
Except as provided in sections 168In and 168lo of this title, no consumer may bring any 
action or proceeding in the nature of defamation, invasion of privacy, or negligence with 
respect to the reporting of information against any consumer reporting agency, any user of 
information, or any person who furnishes information to a consumer reporting agency, based 
on information disclosed pursuant to section 168 lg, 1681 h, or 1681m of this title, except as to 
false information furnished with malice or willful intent to injure such consumer.

15 U.S.C. §1681h(e) (1976).
15. See Gertz v. Robert Welch, Inc., 418 U.S. 323, 347 (1974) (public figures must prove actual 

malice in defamation action relating to source of public figure status); New York Times Co. v. Sullivan, 
376 U.S. 254, 283 (1964) (public official must prove actual malice in defamation action relating to 
official conduct). The implications of the revolution in defamation law have been the subject of exten
sive commentary. See, e.g., Christie, Injury to Reputation and the Constitution: Confusion Amid Conflict
ing Approaches, 75 Mich. L. Rev. 43 (1976) (discussing effect of Time, Inc. v. Firestone, 424 U.S. 448 
(1976), and Paul v. Davis, 424 U.S. 693 (1976), on injury to reputation law); Eaton, The American Law 
of Defamation Through Gertz v. Robert Welch, Inc. and Beyond: An Analytical Primer, 61 V a. L. Rev. 
1349 (1975) (analyzing practical impact of Supreme Court decisions from 1964 to 1974 on law of defa
mation); Hill, Defamation and Privacy Under the First Amendment, 76 COLUM. L. Rev. 1205 (1976) 
(comprehensive analysis of development of law of defamation and privacy under first amendment); 
Kalven, The New York Times Case: A Note on "The Central Meaning of the First Amendment", 1964 
Sup. Ct. Rev. 191 (discussing significance of New York Times to first amendment theory); Robertson, 
Defamation and the First Amendment: In Praise of Gertz v. Robert Welch, Inc., 54 Tex. L. Rev. 199 
(1976) (analyzing impact of Gertz on defamation law); Schaefer, Defamation and the First Amendment, 
52 U. Colo. L. Rev. 1 (1980) (review and criticism of current defamation law); Shiffrin, Defamatory 
Non-Media Speech and First Amendment Methodology, 25 U.C.L.A. L. Rev. 915 (1978) (discussing first 
amendment protections afforded media versus nonmedia communications and public versus nonpublic 
defamatory speech); Note, Mediaocracy and Mistrust: Extending New York Times Defamation Protec

This article explores the provisions of the FCRA that, in effect, permit a 
federal cause of action in negligence to redress injuries that prior to the FCRA 
could be brought only under state defamation law. The article argues that the 
balance struck by the Act has provided a superior framework for adjudicating 
injuries in the credit reporting context. In addition, the article considers the 
possible effect of developments in first amendment law on the adjudication of 
injuries to reputation in the credit reporting context, under both the common 
law and the FRCA. In the last twenty years the Supreme Court has greatly 
increased the first amendment protection given to defendants in state law defa
mation suits15 as well as those who disseminate information of a commercial 
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nature.16 Both these strands of developing first amendment law are implicated 
in defamation actions in the credit reporting context, although the precise im
plications for the credit reporting industry and for victims of erroneous credit 
reports remain uncertain.17

tion to Nonmedia Defendants, 95 Harv. L. Rev. 1876 (1982) (arguing for nonmedia protections based 
on a “content of speech” methodology). See also infra notes 61-111 and accompanying text (discussing 
first amendment limitations on defamation).

16. See Central Hudson Gas & Elec. Corp. v. Pub. Serv. Comm’n, 447 U.S. 557, 571-72 (1980) (total 
ban on advertising by electric utility advertising violates first amendment); Virginia Bd. of Pharmacy v. 
Virginia Citizens Consumer Council, Inc., 425 U.S. 748, 770-73 (1976) (statute banning advertising of 
prescription drugs violates first amendment; commercial speech protected by first amendment); Bigelow 
v. Virginia, 421 U.S. 809, 818-21 (1975) (advertisement in Virginia publication concerning availability 
of legal abortions in New York entitled to first amendment protection). But see Pittsburgh Press Co. v. 
Pittsburgh Comm’n on Human Relations, 413 U.S. 376, 391 (1973) (city ordinance prohibiting sex- 
designated advertising does not violate first amendment). For discussions of the developing commer
cial speech law, see generally Baker, Commercial Speech: A Problem in the Theory of Freedom, 62 Iowa 
L. Rev. 1 (1976); Jackson & Jeffries, Commercial Speech: Economic Due Process and the First Amend
ment, 65 Va. L. Rev. 1 (1979); Meiklejohn, Commercial Speech and the First Amendment, 13 Cal. W.L. 
Rev. 430 (1979); Redish, The First Amendment in the Marketplace: Commercial Speech and the Values 
of Free Expression, 39 Geo. Wash. L. Rev. 429 (1971).

17. Courts that have addressed the effect of the first amendment on regulating the credit reporting 
industry have not considered the constitutionality of the statutory actions that have replaced defama
tion actions. See infra note 228 (discussing Equifax Servs., Inc. v. Cohen, 420 A.2d 189, 208 (Me. 1980), 
cert, denied, 450 U.S. 916 (1981)); see also Comment, The New Commercial Speech and the Fair Credit 
Reporting Act, 130 U. Pa. L. Rev. 131 (1981) (analyzing FCRA under new protected status of commer
cial speech).

18. See supra note 9 (defining common law defamation action).
19. Investigations of the credit reporting industry prior to the FCRA revealed that credit reporting 

agencies often obligated the user by contract not to disclose to the subject the source of its consumer 
reports. Some agencies even required the user to agree not to disclose that it used consumer reports. 
Neither agencies nor users were obligated to notify the subject that a report existed or that a report was 
the basis for denial of credit, insurance, or employment. See Financial Institutions Hearings, supra note 

Part I of the article traces the history and development of defamation law in 
the credit reporting context, both prior to and subsequent to the federalization 
of defamation law and the emergence of the commercial speech doctrine. Part 
II analyzes the relationship between the FCRA negligence action as it has 
evolved and the state law defamation action. Part II also explores the possible 
effect of the first amendment on FCRA negligence theory. Finally, Part III 
argues that the FCRA negligence action is a better means of redressing injuries 
to consumers for inaccurate information than defamation law.

I. The State Law Defamation Action

To appreciate the importance of the FCRA’s approach to injury to reputa
tion, the civil action provisions of the Act should be viewed against the back
ground of common law defamation. This section of the article traces the 
history of defamation law in the credit reporting context and the effect of de
velopments in first amendment law on defamation.

a. the common law defamation action and the qualified privilege

Prior to the FCRA. the principal legal theory available to the victim of a 
false credit report was the common law action for defamation.18 Two major 
obstacles made recovery on that theory difficult. First, because credit reporting 
agencies operated in almost complete secrecy,19 a victim was unlikely to dis
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cover the existence of the erroneous information at the root of his credit 
problems until the statute of limitations precluded relief.20 Second, beginning 
in the last quarter of the nineteenth century, all but two American jurisdic
tions, Georgia21 and Idaho,22 adopted the theory of qualified privilege for 
credit reporting agencies in defamation suits.23

8. at 94 (statement of Alan Westin, Professor of Public Law and Government, Columbia University) 
(recommending procedures to disclose defamatory public record items to individuals); Note. The Fair 
Credit Reporting Act, 56 Minn. L. Rev. 819, 821-23 (1972) (discussing credit reporting practices that 
violate privacy); Note, Protecting the Subjects of Credit Reports, 80 Yale L.J. 1035, 1037 (1971) (dis
cussing lack of accuracy resulting from secrecy in credit reporting); Note, Credit Investigations and the 
Right to Privacy: Quest for a Remedy, 57 Geo. L.J. 509, 511-13 (1969) (same).

20. See Wilson v. Retail Credit Co., 438 F.2d 1043, 1045 (5th Cir. 1971) (Mississippi statute runs 
from time of libel, not time of discovery); cf. Tom Olesker’s Exciting World of Fashion v Dun & 
Bradstreet, Inc., 61 111. 2d 129, 136, 334 N.E.2d 160, 164 (1975) (applying time of discovery rule).

21. See Hood v. Dun & Bradstreet, Inc., 486 F.2d 25, 30-32 (5th Cir 1973), (recognizing previous 
Georgia court decisions denying qualified privilege to credit reporting agencies), cert, denied, 415 U.S. 
985 (1974); Retail Credit Co. v. Russel, 234 Ga. 765, 774, 218 S.E.2d 54, 60 (1975) (upholding Georgia 
decisions denying qualified privilege to credit reporting agencies); Johnson v. The Bradstreet Co.. 77 
Ga. 172, 174 (1886) (report on merchant not privileged because not made in performance of public duty 
or legal or moral private duty).

22. In the early case of Pacific Packing Co. v. Bradstreet Co., 25 Idaho 696, 139 P 1007 (1914), the 
Idaho Supreme Court stated:

The only safe and just rule, either in law or morals, is the one that exacts truthfulness in 
business as well as elsewhere and places a penalty upon falsehood, making it dangerous for a 
mercantile, commercial or other agency to sell and traffic falsehood and misrepresentation 
about the standing and credit of men or corporations.

Id. at 704, 139 P. at 1010. See also Peterson v. Idaho First Nai’l Bank, 83 Idaho 578, 588, 367 P.2d 284, 
290 (1961) (bank has no discretionary power to disclose information regarding depositor).

23. See, e.g.. Ormsby v. Douglass, 37 N.Y. 477, 478 (1868) (applying privileged communication the
ory to credit reporting); Trussel v. Scarlet, 18 F. 214, 216 (CCD. Md. 1882) (doctrine of privileged 
communications applied to communications between merchants); Erber & Stickler v. Dun, 12 F. 526, 
533 (C.C.E.D. Ark. 1882) (requiring finding malice in libelous publication); King v. Patterson, 49 
N.J.L. 417, 431, 9 A. 705, 712 (1887) (immunity of privileged communication extends to communica
tions to those who have special interest in information). See also Note, Protecting the Subjects of Credit 
Reports, 80 Yale L.J. 1035, 1050 nn.86 & 87 (1971) (citing cases). See generally Comment, The Time of 
Discovery Rule and the Qualified Privilege Defense for Credit Reporting Agencies in Illinois After World 
of Fashion v. Dun & Bradstreet, Inc., 10 J. Mar. J. Prac. & Proc. 359, 377-80 (1977) (discussing 
historical background of qualified privilege).

24. See Holdaway Drugs. Inc. v. Braden, 582 S.W.2d 646. 650 (Ky. 1979) (requiring showing of 
actual malice in action based on credit report). Actual malice should not be confused with the "implied 
malice” or "presumed malice" that is sometimes described as an element of defamation. The analyti
cally pure view is that malice is not an element of the cause of action. See L. Eldridge, The Law of 
Defamation § 6. at 25-29 (1978).

The meaning of malice is illusive. It may mean “nothing more than that the publication was made 
without legal justification.” l.F. Harper & F. James, The Law of Torts 451 (1956), As Dean Prosser 
stated,

the qualified privilege will be lost if the defendant publishes the defamation in the wrong state 
of mind. The word “malice," which has plagued the law of defamation from the beginning, 
has been much used in this connection, and it frequently is said that the privilege is forfeited if 
the publication is “malicious.” It is clear that this means something more than the fictitious 
“legal malice” which is “implied" as a disguise for strict liability in any case of unprivileged 
defamation.

W. Prosser, supra note 9, § 115, at 794.
25. At common law the plaintiff in a defamation case was allowed recovery of purportedly compen

satory damages without evidence of actual loss. The existence of injury was presumed from the fact of 
publication. L. Eldredge supra note 24, § 95, at 537; Restatement (Second) of Torts § 569 com
ment c (1974). But see New York Times Co. v. Sullivan. 376 U.S. 254, 349 (1964) (restricting damage 

The effect of the qualified privilege is to place the burden of proving actual 
malice24 and actual damages25 on the plaintiff. The rationale for the privilege 
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was developed by Jeremiah Smith in a 1914 article in the Columbia Law Re
view.26 Smith reasoned that the requirements of merchants for accurate infor
mation would tend to maintain a generally high level of accuracy in the 
industry, thus avoiding injury to applicants.27 The occasional harm that might 
occur to applicants was deemed slight compared to the benefit accruing to 
commerce.28 The credit agency performed services by collecting and transmit
ting information that if performed by the merchants’ servants would fall under 
the common law privilege for communications made in the line of business 
duty.29 Smith postulated that so long as the agency responded to specific re
quests from merchants it should not matter that the service was performed for 
several merchants by a single entity; adopting commercially reasonable means 
of conducting business should not occasion loss of the privilege.30 Most courts 
that recognize the qualified privilege have adopted Smith’s reasoning.31 It has 
also been suggested that by applying for credit the applicant impliedly con
sents to the use of credit reports.32

for defamation of public official without proof of knowledge of falsity or reckless disregard for truth to 
compensation for actual injury).

26. Smith, Conditional Privilege for Mercantile Agencies, 14 Colum. L. Rev. 187 (1914). See also 
Comment, Defamation and the Mercantile Agency. 2 De Paul L. Rev. 69, 74-75 (1952) (discussing 
merits of Smith’s rationale for extending qualified privilege).

27. Smith stated that
the general custom of wholesale merchants and bankers in this country [is] to become, and to 
continue subscribers to mercantile agencies. If the information given to subscribers should 
frequently prove incorrect, shrewd business men would hardly continue to make annual pay
ments for its receipt, the number of subscribers would rapidly diminish, and the business of 
the mercantile agency would come to an end. It is obviously for the interest of the mercantile 
agency itself that the information furnished should be correct, and it is fair to assume that the 
agency will exert all reasonable effort to that end.

Smith, supra note 26, at 207-08 (citation omitted).
28. Smith’s test for extending a conditional privilege is

whether the harm likely to be done to applicants for credit, by mistaken statements of an 
unfavorable nature, bears so large a proportion to the benefits or advantages likely to be 
derived by subscribers (wholesale merchants, etc.) through mercantile agency reports, as to 
render it inexpedient or unjust for the law to affordprimafacie immunity to the party making 
the reports (i.e. the mercantile agency).

There is reason to believe that the instances where harm is thus done are very few in com
parison with the instances where benefit is received; that the extent of harm thus done to 
applicants for credit is very slight in comparison with the benefit accruing to subscribers; that 
correct reports are the rule and erroneous reports the exception.

Id. at 207.
29. Id. at 209.
30. Id. at 207-09.
31. See, eg.. H.E. Crawford Co. v. Dun & Bradstreet, Inc., 241 F.2d 387, 393 (4th Cir. 1957); 

Watwood v. Stone’s Mercantile Agency, Inc., 194 F.2d 160, 162 (D.C. Cir.), cert, denied. 344 U.S. 821 
(1952); Altoona Clay Prods., Inc. v. Dun & Bradstreet, Inc., 286 F. Supp. 899, 910 (W.D. Pa. 1968); 
Shore v. Retailers Commercial Agency, Inc., 342 Mass. 515, 519, 174 N.E.2d 376, 380 (1961).

32. See Harrison v. Humble Oil & Refining Co., 264 F. Supp. 89, 92 (D.S.C. 1967).

Evidence exists, however, that the common law qualified privilege for credit 
agencies did not fare as well in the consumer era following the 1960’s as it did 
in the earlier part of the century. Changes in judicial attitudes began to de
velop shortly after the FCRA was passed. Although the qualified privilege 
appears to be the rule in most jurisdictions, some courts have indicated or 
reiterated an unwillingness to recognize the privilege at all. In Vinson v. Ford 
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Motor Company3^ the Florida District Court of Appeal declined to follow 
fifty-four-year-old Florida authority supporting the qualified privilege, stating 
that “[times] change and principles of law change with them.”33 34 The court 
doubted the need to promote commerce by protecting agencies, and it appreci
ated that a greater potential for injury inheres in an impersonal nationwide 
information network than in a local community bureau.35 The court cited the 
then-recently enacted FCRA as evidence of changed times and the inappropri
ateness of protecting “[t]he impersonal and unconcerned attitude displayed by 
business machines as to the impact of their actions upon an individual con
sumer . . . ,”36

33. 259 So. 2d 768 (Fla. Disi. Ct. App. 1972). In Vinson a consumer brought a libel suit against a 
credit company that reported false and injurious information to a credit bureau. The credit bureau was 
not a defendant. The defendant credit company claimed the protection of the common law qualified 
privilege. Id. at 769-70.

34. Id. at 771. The plaintiff in Vinson was injured by the defendant’s failure to distinguish between a 
“voluntary return” and “repossession” of an automobile in a credit report on the plaintiff. Id. at 769-
70.

35. The court referred to the facts as “an essay detailing an individual's confrontation with 'big 
business’ and ‘computer documentation.’ It could well be that George Orwell’s mystical year of 1984 
has arrived.” Id. at 769.

36. Id. at 771.
37. Hood v. Dun & Bradstreet. Inc., 486 F.2d 25, 31-32 (5th Cir. 1973) (considering Johnson v. 

Bradstreet Co.. 77 Ga. 172 (1886)), cert, denied, 415 U.S. 985 (1974).
38. Hood, 486 F.2d at 32.
39. Retail Credit Co. v. Russell, 234 Ga. 765, 218 S.E.2d 54 (1975). The court stated:

We cannot agree to this weighting of the scales against the individual who stands alone facing 
a commercial Goliath with the power to destroy—not necessarily through malice but perhaps 
merely from carelessness—his credit rating, commercial advantages, insurance protection and 
employment, all through the pubheation of erroneous reports concerning his affairs.

Id. at 770, 218 S.E.2d at 58.
40. Id. at 766, 218 S.E.2d at 55-56.
41. Id.
42. The limitation of state law liability contained in section 168 lh(e) applies only if the consumer 

report is furnished pursuant to the disclosure provision of the FCRA. 15 U.S.C. § 168 lh(e) (1976). This 
limitation of liability is the quid pro quo for mandatory disclosure.

43 The court reasoned that ”[a]n individual living in a world more and more dominated by large 
commercial entities is less able to bear the burden of the consequences of a false credit or character 

In a decision examining Georgia case law the United States Court of Ap
peals for the Fifth Circuit held that Georgia courts would not recognize a con
ditional privilege for a credit reporting agency that had prepared a report on a 
commercial contractor that incorrectly reported two lawsuits filed against the 
contractor.37 The court noted the shift in emphasis from the protection of the 
agency to the protection of the individual or business enterprise under investi
gation.38 Two years later the Georgia Supreme Court confirmed the Fifth Cir
cuit’s view of Georgia law.39 The case involved a consumer who was injured 
by a false report alleging that he had admitted taking money from his previous 
employer.40 The agency refused to reveal who had received the false report.41 
Because the plaintiff did not use the FCRA to obtain the false report, he was 
not constrained by FCRA limits on state defamation law.42 In refusing to rec
ognize a qualified privilege, the court said no modern rationale exists for forc
ing the victim of a false report to bear the burden of the consequences of a 
false credit or character report in order to promote commerce.43

Opinions rejecting the qualified privilege often note the policy of holding 
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reporting agencies to a high standard of accuracy reflected in the FCRA.44 
These opinions may be explained as judicial attempts to give commercial and 
non-FCRA consumer plaintiffs protection from injury consistent with the pro
tection given the consumer under the FCRA. The reasoning in these cases 
suggests that state law qualified privileges may be thin reeds on which to lean.

report than the agency in the business of selling these reports.” Russell, 234 Ga. at 770, 218 S.E.2d at
58.

44. See Tom Olesker’s Exciting World of Fashion, Inc. v. Dun & Bradstreet, Inc., 61 Ill. 2d 129, 137, 
334 N.E.2d 160, 164 (1975) (rejecting qualified privilege for commercial credit reporting agencies); see 
also Comment, The Time of Discovery Rule and the Qualified Privilege Defense for Credit Reporting 
Agencies in Illinois After World of Fashion v. Dun & Bradstreet, Inc., 10 J. Mar. J. Prac. & Proc. 359 
(1977).

45. See ABC Needlecraft Co. v. Dun & Bradstreet, Inc., 245 F.2d 775, 777 (2d Cir. 1957) (“[mjalice 
means more than mere negligence or want of sound judgment .... It means more than hasty or 
mistaken action”); Bloomfield v. Retail Credit Co., 14 Ill. App. 3d 158, 167, 302 N.E.2d 88, 95 (1973) 
(negligence insufficient to prove malice); In re Retailers Commercial Agency, 342 Mass. 515, 522, 174 
N.E. 2d 376, 380 (1961) (negligence insufficient to destroy qualified privilege).

46. See ABC Needlecraft Co. v. Dun & Bradstreet, Inc., 245 F.2d 775, 777 (2d Cir. 1957) (wanton 
and reckless disregard of others constitutes malice); H.E. Crawford Co. v. Dun & Bradstreet, Inc., 241 
F.2d 387, 395 (4th Cir. 1957) (“all definitions in substance come down to the equivalent of ‘bad faith’”). 
See generally Hallen, Character of Belief Necessary for the Conditional Privilege in Defamation, 25 III. 
L. Rev. 865 (1931) (collecting defiitions of malice); Developments in the Law—Defamation, 69 Harv. L. 
Rev. 875, 930 (1956) (same); Note, Liability for Misstatements by Credit- Rating Agencies, 43 Va. L. Rev. 
561 (1957) (discussing cases defining malice as bad faith or ill will); Note, Protecting the Subjects of 
Credit Reports, 80 Yale L.J. 1035, 1051 n.88 (1971) (same).

In Dun & Bradstreet, Inc. v. Robinson, 233 Ark. 168, 345 S.W.2d 34 (1961), the Arkansas Supreme 
Court gave a classic statement of actual malice in defamation:

Malice is defined as the doing of a wrongful act, either in a personal sense, as the doing of an 
act intentionally that is wrong, or the doing of an act actuated by spite, grudge, hatred, ill will 
or evil intent, or in the impersonal sense, as the doing of an act without just cause or excuse, 
with such a conscious indifference or reckless disregard as to its results or effects upon the 
rights or feelings of others as to constitue ill will.

Id. at 175, 345 S.W.2d at 38 (emphasis added). The court rejected the appellants’ contention that the 
plaintiff was required to prove malice in the moral sense of ill will, spite, or grudge as placing “an 
undue burden upon the individual or concern which has borne the brunt of untrue or damaging state
ments.” Id. at 175, 345 S.W.2d at 39.

Attempts by defendants to convince courts that a higher standard of malice is required by the first 
amendment have failed. See Hood v. Dun & Bradstreet. Inc., 486 F.2d 25, 29 (5th Cir. 1973); Kansas 
Elec. Supply Co. v. Dun & Bradstreet, Inc., 448 F.2d 647, 649 (10th Cir. 1971), cert, denied, 405 U.S. 
1026 (1972); Grove v. Dun & Bradstreet, Inc., 438 F.2d 433, 436 (3d Cir.), cert, denied, 404 U.S. 898 
(1971); see also infra text accompanying notes 61-111 (discussing extension of malice standard).

47. For an excellent description of the organization and operation of the Retail Credit Company of 
Atlanta, Georgia (now Equifax), see Note, Commercial Credit Bureaus: The Right to Privacy and State 
Action, 24 Am. U.L. Rev. 421, 426-38 (1975). For other descriptive analyses of the operation of credit 
bureaus, see Privacy Protection Study, supra note 6, at 55-65; Note. Credit Investigations and the 
Right to Privacy: Quest for a Remedy, 57 Geo. L.J. 509, 510-11 (1969); Note, The Fair Credit Reporting 
Act, 56 Minn. L. Rev. 819, 819-21 (1972); Note, Panacea or Placebo? Actions for Negligent Noncompli
ance Under the Federal FCRA, 44 S. Cal. L. Rev. 1070, 1087, 1089 (1974). See also supra notes 6-8 
(discussing uses of credit information).

When the qualified privilege is accepted it is exceedingly difficult for a 
plaintiff to prove the malice necessary to overcome the privilege. Courts have 
differed on what conduct indicates malice, but most have rejected simple negli
gence45 and have required proof of ill will, bad faith, or conscious or reckless 
disregard of the truth or for the rights of others.46 Ordinarily, however, the 
credit reporting agency and its employees harbor no ill will. The agency seeks 
to provide information at an optimal level of depth and accuracy and it estab
lishes procedures accordingly.47 So long as the conduct involves no improper 
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motives, the theory of qualified privilege confers almost complete immunity 
from suit.

There is some indication, however, that the attack on the qualified privilege 
has been paralleled by a willingness of some courts to refine the standard of 
malice necessary to defeat the qualified privilege. In some cases the standard 
of malice defined approaches negligence.48 These decisions focus on the rea
sonableness of the agency’s confidence in its information, including whether 
the information has been obtained from reliable sources and whether the in
vestigation and evaluation of information was reasonable under the circum
stances. In Roemer v. Retail Credit Co. 49 for example, an intermediate 
California court supported a jury finding of malice when the defendant credit 
reporting agency failed to reconfirm derogatory information about an individ
ual who otherwise enjoyed a good reputation.50 The court said the defendant 
lacked reasonable grounds for believing the truth of the information published 
and, therefore, acted in reckless disregard of the plaintiffs rights.51

48. See Oberman v. Dun & Bradstreet, Inc., 460 F.2d 1381, 1385 (7th Cir. 1972); Roemer v. Retail 
Credit Co., 44 Cal. App. 3d 926, 931, 119 Cal. Rptr. 82, 88 (1975); Krumholtz v. TRW. Inc., 142 N.J. 
Super. 80, 86-89, 360 A.2d 413, 416-17 (1976).

49. 44 Cal. App. 3d 926. 119 Cal. Rptr. 82 (1975).
50. Id. at 938, 119 Cal. Rptr. at 88.
51. Id.
52. 460 F.2d 1381 (7th Cir. 1972).
53. Id. at 1385.
54. See Bloomfield v. Retail Credit Co.. 14 111. App. 3d 158, 167, 302 N.E.2d 88, 92 (1973) (“Ordi

nary negligence, in itself, is not sufficient proof of express malice").
55. 142 N.J. Super. 80, 360 A.2d 413 (1976).
56. The Krumholtz court stated that "there must be reasonable grounds or probable cause for . . . 

belief by defendant and . . an honest belief in good faith in the truth of the information given may 
not be found if that belief is unreasonable under the circumstances.” Id. at 87, 360 A 2d at 416.

57. The Krumholtz court explicitly recognized the nature of the inquiry, stating that the 
opinion should serve as notice to those involved in reporting that, in order to be protected by 
the qualified privilege, their honest good faith belief in the truth of the report must be predi
cated on reasonable grounds, and in making that determination consideration will be given to 
whether the information reported has been obtained from reliable sources and the investiga
tion and evaluation of information were reasonable under the circumstances.

Id at 88-89, 360 A.2d at 417.

In Oberman v. Dun & Bradstreet, Inc.52 the United States Court of Appeals 
for the Seventh Circuit held that under Illinois law the qualified privilege is 
overcome if the agency fails to make a proper investigation of the falsely-re- 
ported facts.53 Although a shadow has been cast on Oberman by a subsequent 
Illinois appellate court decision,54 55 the cases reflect a willingness to permit the 
victim to challenge the reasonableness of agency procedures which, in fact, 
produced erroneous information that injures the plaintiff. In Krumholtz v. 
TRW, Inc.si a New Jersey intermediate appellate court required that a de
fendant show reasonable grounds for an honest belief in the truth of a false 
credit report in order to sustain a qualified privilege.56 Krumholtz thus permits 
a plaintiff to prove malice by merely showing that the defendant lacked rea
sonable grounds for believing the truth of the report. Such a standard allows 
inquiry into the credibility of the defendant's sources and the quality of its 
procedures for evaluating data.57

Finally, at least one state appellate court has permitted the plaintiff to plead 
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both common law defamation and negligence, even though the effect of per
mitting the negligence claim was to avoid the defamation qualified privilege.58 
This decision, however, as well as the decisions permitting a lower standard of 
malice, are against the weight of authority.59 At least one federal circuit court 
has interpreted state law to prohibit a negligence claim the effect of which 
would be to avoid a qualified defamation privilege. That court also refused to 
offer jury instructions on malice that recite due care standards.60 The split au
thority, however, at least suggests the difficulty both trial and appellate courts 
have had in applying defamation theory in the credit reporting context.

58. Pan Am. Bank of Miami v. Osgood, 383 So.2d 1095 (Fla. Dist. Ct. App. 1980). Osgood was the 
subject of a bad credit report resulting from apparent confusion as to whether he was released from his 
obligations as an assignee of a promissory note and a chattel mortgage to the bank when he sold the 
chattel and forwarded the proceeds to the bank. Id. at 1096-97. The plaintiff sued the bank for negli
gence in reporting adverse information to the credit reporting agency and was awarded $6,000 in com
pensatory damages and $25,000 in punitive damages. Id. at 1096. On appeal, the bank argued that the 
action should have been in libel and slander, to which the bank would have had an affirmative defense. 
Id. at 1097. Osgood, the bank argued, should not have been able to characterize the bank’s actions as 
negligent in order to avoid the defense. Id. The court, however, ruled against the bank, stating that a 
"party has the right to choose its remedy and may pursue any theory provided that a cause of action has 
been stated.” Id. at 1097-98.

59. See W. Prosser, supra note 9, § 115, at 790 n.30; Annot.. 40 A.L R 3d 1049, § 3[b] (1971); cf. 
Restatement (First) of Torts §§ 594-605 (1938).

60. Anderson v. Dun & Bradstreet, Inc., 543 F.2d 732, 738-39 (10th Cir. 1976) (interpreting New 
Mexico law).

61. 376 U.S. 254 (1964).
62. See Eaton. The American Law of Defamation Through Gertz v Robert Welch. Inc. and Beyond: 

An Analytical Primer, 61 Va. L. Rev. 1349 (1975) (discussing changes in common law defamation); 
Nimmer, The Right to Speak From Times to Time: First Amendment Theory Applied to Libel and Mis
applied to Privacy, 56 Calif. L Rev. 935 (1968) (same); Pedrick, Freedom of the Press and the Law of 
Libel: The Modern Revised Translation. 49 Cornell L.Q. 581 (1964) (same).

63. New York Times, 376 U.S. at 256-64.
64. Id. at 283.
65. Id. at 272 (quoting NAACP v. Button, 371 U.S. 415, 433 (1962)).
66. Id. at 279-280.
67. Id.
68. 388 U.S. 130 (1966).
69. Decided with and under the title of Curtis Publishing Co. v. Butts, 388 U.S. 130 (1966).

B. THE COMMON LAW DEFAMATION ACTION AND FREEDOM OF SPEECH

The Supreme Court’s decision in New York Times v. Sullivan6'1 initiated a 
major change in the common law of defamation.62 In New York Times the 
Court overturned an Alabama state court libel award of $500,000 based on an 
advertisement carried by the newspaper describing the behavior of local offi
cials during a civil rights demonstration in Alabama.63 The Court accorded 
first amendment protection to defendants sued for their criticisms of govern
ment officials acting in their official capacities.64 The first amendment, the 
Court held, requires “breathing space” for error in debate on public issues in 
order to promote robust and free discussion.65 The Court went on to rule that 
freedom of speech requires that such defendants are immune unless the plain
tiff establishes that the defendant was guilty of “actual malice.”66 “Actual mal
ice” was defined as acting “with knowledge that [the defamatory statement] 
was false or with reckless disregard of whether it was true or not.”67 In Curtis 
Publishing Co. v. Butts68 and its companion case Associated Press v. Walker 69 
the Court extended the protection afforded defendants to cases involving 
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“public figure” plaintiffs.70 In Rosenbloom v. Metromedia, Inc.1' a plurality of 
the Court would have extended the New York Times rule to cases involving 
private plaintiffs defamed in the context of a discussion of matters of public 
concern.72

In Gertz v. Robert Welch, Inc.73 the Court rejected the public concern analy
sis of the Rosenbloom plurality and established rules of liability based on a 
distinction between private persons and public figures.74 Under the Gertz anal
ysis state defamation law may compensate a defamed private person if the 
standard of liability requires at least a showing of negligence.75 In addition, 
the private plaintiff may not be compensated for presumed or punitive dam
ages unless liability is based on a showing of fault or reckless disregard of the 
truth.76 The Gertz holding on fault was applied in Time, Inc. v. Firestone,77 
where the Court held that a newsworthy private person defamed by the press 
could be compensated under a negligence standard, if negligence were actually 
proven.78 The Gertz holding on liability has invited the states to craft more 
precise standards of liability based on fault.79 The Gertz holding on presumed

70. Curtis Publishing, 388 U.S. at 155. See also Eaton, American Law of Defamation Through Gertz 
v. Robert Welch, Inc. and Beyond: An Analytical Primer, 61 Va. L. Rev. 1349 (1975) (discussing cases 
extending privilige to public figures); Kalven, The Reasonable Man and the First Amendment: Hill. Butts 
and Walker, 1967 Sup. Ct. Rev. 267 (same); Van Alstyne, A Graphic Review of the Free Speech Clause. 
70 Calif. L. Rev. 107 (1982) (same).

71. 403 U.S. 29 (1971).
72. In Rosenbloom the plaintiff sued a radio station for libel in connection with stories it broadcasted 

about obscenity charges against the plaintiff. Id. at 36-37. A plurality of the Court held that when a 
matter of public or general interest is published, a private plaintiff' may recover for libel only if he 
proves the publication was made with knowledge that it was false or with reckless disregard for the 
truth. Id. at 52. See also Levine, Times to Rosenbloom: A Press Free From Libel—The Editors Speak. 
27 U. Miami L. Rev. 109 (1972).

73. 418 U.S. 323 (1974).
74. The Court applied a two-tiered constitutional standard, based on the "private" or "public" na

ture of the plaintiff. Concerning the private plaintiff, the Court held:
so long as they do not impose liability without fault, the states may define for themselves the 
appropriate standard of liability for a publisher or braodcaster of defamatory falsehood inju
rious to a private individual. This approach provides a more equitable boundary between the 
competing concerns involved here. It recognizes the strength of the legitimate state interest in 
compensating private individuals for wrongful injury to reputation, yet shields the press and 
broadcast media from the rigors of strict liability for defamation.

Id. at 347-48.
75. Id. at 347.
76. The Court found

no justification for allowing awards of punitive damages against publishers and broadcasters 
held liable under state defined standards of liability for defamation ... [TJhe private defa
mation plaintiff who establishes liability under a less demanding standard than that stated in 
New York Times may recover only such damages as are sufficient to compensate him for 
actual injury.

Id. at 350.
77. 424 U.S. 448 (1976).
78. Id. at 464 The Court went on to state that “in the absence of a finding in some element of the 

state-court system that there was fault, we are not inclined to canvass the record to make such a deter
mination in the first instance.” Id.

79. The states have reacted to Justice Powell’s statement that "while a state may elect to hold a 
publisher to a lesser duty of care, there is no First Amendment constraint against allowing recovery 
upon proof of negligence." Id. at 664-65 (Powell, J., concurring). See Collins and Drushal, The Reac
tion of the State Courts to Gertz v. Robert Welch, Inc., 28 Case W. Res. 306 (1978) (analyzing the state 
response to Gertz)', Developments in the Law—The Interpretation of State Constitutional Rights. 95 
Harv. L. Rev. 1324 (1982) (same). 
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or punitive damages limits awards for defamation to actual compensatory 
damages except where New York Times malice can be shown.

The major Supreme Court defamation cases applying New York Times have 
involved defendants that are members of the institutional press.80 The Court 
has not addressed the question of whether the New York Times standard ap
plies in suits against nonmedia defendants.81 Because the plaintiff in a defama
tion suit against a credit reporting agency usually is not a public figure, it is the 
Gertz holdings on fault and on punitive damages that would pose greater ob
stacles to the plaintiff were Gertz held applicable to the credit reporting agency 
defendant. Even in the jurisdictions that recognize a qualified immunity for 
credit reporting agencies, a plaintiff subject to Gertz standards would be re
quired to show actual fault based on a standard at least as high as negligence 
and to establish the common law malice necessary to overcome the common 
law privilege.82 Moreover, to obtain punitive damages the plaintiff would have 
to establish New York Times malice, a standard of malice substantially greater 
than that necessary to overcome the common law qualified privilege.

80. See, e.g, Rosenbloom v. Metromedia, Inc., 403 U.S. 29 (1971); Associated Press v. Walker, 388 
U.S. 130 (1967); Curtis Publishing Co. v. Butts, 388 U.S. 130 (1967). But see St. Amant v. Thompson, 
390 U.S. 727 (1968) (involving nonmedia defendant).

81. See Hutchinson v. Proxmire, 443 U.S. Ill, 133 n. 16 (1979); First Nat’l Bank of Boston v. Bellotti, 
435 U.S. 765, 798 n.3 (1978) (Burger, C.J., concurring); Shiffrin, Defamatory Non-Media Speech and 
First Amendment Methodology, 25 U.C.L.A. L. Rev. 915 (1978); Note. Mediaocracv and Mistrust: Ex
tending New York Times Defamation Protection to Nonmedia Defendants, 95 Harv. L. Rev. 1876 
(1982).

82. In Jacron Sales Co. v. Sindorf, 276 Md. 580, 350 A.2d 688 (1976), the Maryland Court of Appeals 
applied the Gertz negligence standard of fault in a slander suit involving a private plaintiff and a 
nonmedia defendant. Id. at 581-84, 350 A.2d at 689-91. The defendant claimed a qualified privilege 
for a communication from a former employer to a new or prospective employer. Id. at 583-84, 350 
A.2d at 690. The court did not apply the New York Times standard of malice, but rather the common 
law standard of malice as “a reckless disregard of truth, the use of unnecessarily abusive language, or 
other circumstances which would support a conclusion that the defendant acted in an ill-tempered 
manner or was motivated by ill-will.” Id. at 599-600, 350 A.2d at 699 (quoting Stevenson v. Baltimore 
Club, 250 Md. 482, 486-87, 243 A.2d 533, 536 (1968)).

83. 438 F.2d 433 (3d Cir.), cert, denied, 404 U.S. 898 (1971). The defendant in had issued a
credit report incorrectly stating that a confession of judgment in the penal sum of $60,000 had been 
entered against the plaintiff. Id. at 435. In fact, the judgment had been entered against a separate 
predecessor company whose name was nearly identical to plaintiff’s company. Id. The defendant’s 
investigative agent had failed to note this distinction and the erroneous report was distributed. Id. 
After the jury awarded the plaintiff $110,000 in general libel damages, the trial judge granted the de
fendant’s motion for a new trial. Id. at 434. Prior to the commencement of the new trial, the Third 
Circuit issued its opinion in Rosenbloom v. Metromedia, Inc., 415 F.2d 892 (3d Cir. 1969), affd, 403 
U.S. 29 (1971). Following this decision the trial court vacated its order for a new trial and entered 
judgment for the defendant ‘‘to secure an appealable final order.” Grove, 438 F.2d at 434. Such an order 
would allow the court of appeals to resolve, before the new trial, what constitutional standard governs 
private credit reports. Id.

84. Grove, 438 F.2d at 437.

Until recently, courts have held almost uniformly that credit reports are be
yond the protection of the first amendment. The first federal circuit courts to 
reach the question analyzed the problem in terms of public figures or public 
issues. For example, in Grove v. Dun & Bradstreet, Inc. 83 the United States 
Court of Appeals for the Third Circuit held that a private subscription credit 
report was “not a medium entitled to [the] extended constitutional protection” 
of the New York Times doctrine.84 The court rejected the contention that the 
credit standing of the plaintiffs business, a small brick and tile brokerage firm. 
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is a matter of real public interest.85 The court also distinguished Grove from its 
decision in Rosenbloom v. Metromedia, Inc. ,86 in which the Third Circuit held 
that New York Times is applicable to allegedly defamatory broadcasts.87 The 
court found a crucial distinction for first amendment purposes “between a 
publication which disseminates news for public consumption and one which 
provides specialized information to a selective, finite audience.”88 Moreover, 
because the contractual stipulation between the defendant and its subscribers 
provided for strict confidentiality, the plaintiff lacked access to the medium of 
communication that was the source of injury. Therefore, the court held, no 
free debate of ideas was possible and no extension of New York Times protec
tion warranted.89 Similarly, in Oberman v. Dun & Bradstreet, Inc. 90 the United 
States Court of Appeals for the Seventh Circuit found no “public or general 
interest” in private credit reports.91 Likewise, the United States Court of Ap
peals for the Tenth Circuit in Kansas Electric Supply Co. v. Dun & Bradstreet, 
Inc.92 relied on the “public interest” analysis of Grove to deny first amend
ment protection to credit reporting agencies.93

Since Grove, Oberman, and Kansas Electric, courts have focused on the 
commercial nature of credit reports and have analyzed reports as a genre of 
commercial speech lying beyond the protection of the first amendment.94 This

85. Id. at 436-37.
86. 415 F.2d 892 (3d Cir. 1969), afpd, 403 U.S. 29 (1971).
87. Id. at 896.
88. Grove. 438 F.2d at 437.
89. The contract between the defendant and its subscribers provided for strict confidentiality of all 

reports and specifically prohibited its subscribers from ever making the reports accessible “in any man
ner whatever” to the persons reported upon. Id. The Grove court, therefore, reasoned that the plaintiff 
“is denied that opportunity to respond to such false assertions both because it lacks the very access to 
the medium which New York Times and its progeny assumed, and for the more pernicious reasons that 
the source or nature of the assertions may never be exposed.” Id.

90. 460 F.2d 1381 (7th Cir. 1972).
91. Id. at 1384. In Oberman, a diversity action for libel, the publisher of a monthly trade magazine 

for scrap dealers, steel mills, and foundries alleged that the defendant mercantile agency had under
stated and misstated his financial condition, falsely impugned his credit as a businessman, and caused 
the recipient of the report to refuse to sell or lease property to him. Id. at 1382. The district court 
granted summary judgment to the defendant based on the ground that under the New York Times 
doctrine the defendant was not liable in the absence of “actual malice.” Id. On appeal, the Seventh 
Circuit relied on the Supreme Court's analysis in Rosenbloom v. Metromedia in denying the defendant 
the protection of the New York Times standard. 403 U.S. 29 (1971). The Court stated that it did not

see how giving the protection in this case brought by a private person upon a matter not of 
public interest can be justified .... [I]n Rosenbloom . . . [the] subject . . . was a matter of 
“public interest and concern.” We cannot see, however, that Oberman’s financial affairs could 
be of any interest to any persons other than the few involved in his intended purchase ... or 
those to whom he looks for credit.

Id. at 1384.
92. 448 F.2d 647 (10th Cir. 1971), cert. denied, 405 U.S. 1026 (1972). In Kansas Electric a wholesale 

electric supply company sued the defendant for libel after the defendant erroneously reported that the 
plaintiff was in bankruptcy. Id. at 648. One of the defendant's employees misread the plaintiffs peti
tion for involuntary bankruptcy against another company to apply to the plaintiffs company. Id. The 
court adopted the two-prong analysis of Grove to deny first amendment protection to the defendant’s 
credit report. First, it found that the credit standing of a small company is not a matter of public 
interest. Id. at 649. Second, it found that this type of publication, a private report that furnishes spe
cialized information to a select audience, is not the type of communication protected by the first amend
ment. Id.

93. Id. at 649.
94. See, e.g., Millstone v. O’Hanlon Reports, Inc., 528 F.2d 829, 833 (8th Cir. 1976) (consumer credit 
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line of analysis parallels the contemporary pronouncements of the Supreme 
Court on the constitutional status of commercial speech.* 95 Because New York 
Times involved a paid advertisement,96 97 it called into question the continued 
validity of the doctrine of Valentine v. C'hrestensen N in which the Court unani
mously held that New York City could restrain the distribution of advertising 
handbills in its streets.98 According to the Valentine Court, regardless of the 
constitutional protection of speech in public areas, “the Constitution imposes 
no such restraints on government as respects purely commercial advertising.”99

reports not protected speech); Hood v. Dun & Bradstreet, Inc., 486 F.2d 25, 29 (5th Cir. 1973) ("We 
hold that matters of general and public interest do not include libelous and defamatory publications of 
such a commercial nature as credit reports”), cert, denied. 415 U.S. 985 (1974); Wortham v. Dun & 
Bradstreet. Inc.. 399 F. Supp. 633, 638-41 (S.D. Tex. 1975) (credit reports not entitled to New York 
Times protection), ayV. 537 F.2d. 1143 (5th Cir. 1976); Roemer v. Retail Credit Co.. 44 Cal. App. 3d 
926. 934. 119 Cal. Rptr. 82, 87 (1975) (“Credit reports do not contain public policies or other matters of 
public or general concern The communication contained therein is purely commercial in nature 
[TJhe rationale that the courts must protect such defamatory matter in order to safeguard free speech 
and free press obviously does not obtain”).

95. See supra note 16 (citing Supreme Court cases delineating limits of protection afforded commer
cial speech).

96. New York Times involved a paid advertisement in the New York Times protesting the police 
treatment of southern blacks who engaged in nonviolent protests and demonstrations. 376 U.S. at 256. 
The plaintiff, the Police Commissioner of Montgomery. Alabama, obtained a judgment for libel against 
the New York Times in Alabama state courts. Id. The Supreme Court reversed and remanded, hold
ing that a state cannot award damages to a public official for defamatory material relating to his official 
conduct unless he proves “actual malice.” Id. at 283.

97. 316 U.S. 52 (1942).
98. Id. at 54-55.
99. Id.
100. 376 U.S. at 266.
101. Id.
102. 413 U.S. 376 (1973).
103. Id. at 391 (upholding ordinance prohibiting gender based employment advertisements on 

ground that discriminatory hiring proposed illegal in itself).
104. Hood v. Dun & Bradstreet, Inc., 486 F.2d 25 (5th Cir. 1973), cert, denied. 415 U.S. 985 (1974).
105. Millstone v. O'Hanlon Reports. Inc., 528 F.2d 829 (Sth Cir. 1976).
106. 425 U.S. 748 (1976).

The New York Times Court distinguished its paid advertisement from the 
commercial advertisment in Valentine based on the nature of the information 
contained in the New York Times advertisement.100 Because the New York 
Times advertisement communicated information concerning important social 
concerns, it deserved first amendment protection; an opposite result would 
handicap freedom of expression.101 In 1973. however, the Court decided Pitts
burgh Press Co. v. Pittsburgh Comm’n on Human Relations102 and upheld a 
state ordinance prohibiting divisions of help wanted columns into “female” 
and “male” headings, a decision that appeared to distinguish advertising as a 
form of debate on public issues from purely commercial advertising.103 The 
Fifth Circuit104 and Eighth Circuit105 decisions denying first amendment pro
tection to credit reporting agencies drew on this reasoning, viewing credit re
porting as a purely commercial activity.

Both the Gertz opinion and subsequent development of the commercial 
speech doctrine require a reexamination of the reasoning behind the denial of 
first amendment protection to credit reporting agencies. In the 1976 case of 
Virginia State Board of Pharmacy v. Virginia Citizens Consumer Council, 
Inc.106 the Supreme Court accorded first amendment protection to the adver
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tisement of drug prices. Asserting the interest of society and the individual 
consumer in the dissemination of commercial information, the Court stated 
that

[advertising, however tasteless and excessive it sometimes may seem, 
is nonetheless dissemination of information as to who is producing 
and selling what product for what reason, and at what price. So long 
as we preserve a predominantly free enterprise economy, the alloca
tion of our resources in large measure will be made through numer
ous private economic decisions. It is a matter of public interest that 
these decisions, in the aggregate, be intelligent and well informed. 
To this end, the free flow of commercial information is 
indispensable.107

107. Id. at 765.
108. 447 U.S. 557 (1980).
109. Id. at 566. In Metromedia, Inc. v. City of San Diego, 453 U.S. 490 (1981), the Court explained 

Central Hudson as having
adopted a four-part test for determining the validity of government restrictions on commercial 
speech as distinguished from more fully protected speech. (1) The First Amendment protects 
commercial speech only if that speech concerns lawful activity and is not misleading. A re
striction on otherwise protected commercial speech is valid only if it (2) seeks to implement a 
substantial government interest, (3) directly advances that interest, and (4) reaches no farther 
than necessary to accomplish the given objective.

Id. at 507 (citation omitted).
110. See Metromedia, Inc. v. City of San Diego. 453 U.S. 490, 506 (1981) (commercial and noncom

mercial communications treated differently for first amendment purposes): Centrât Hudson, 447 U.S. at 
562-63 (1980) (Constitution accords lesser protection to commercial speech; protection available for 
particular commercial expression turns on nature of expression and government interests served by 
regulation).

111. See Police Dep't of Chicago v. Mosley, 408 U.S. 92, 95 (1972) (“above all else, the First Amend
ment means that government has no power to restrict expression because of its message, its ideas, its 

Subsequent Supreme Court pronouncements have developed a balancing test 
for commercial speech cases that involve government regulation of speech. 
The Court stated in Central Hudson Gas & Electric Corp. v. Public Service 
Comm ’n 108 that

[i]n commercial speech cases ... a four-part analysis has developed 
.... For commercial speech [to be protected by the first amend
ment] it at least must concern lawful activity and not be misleading. 
Next, we ask whether the asserted governmental interest is substan
tial. If both inquiries yield positive answers, we must determine 
whether the regulation directly advances the governmental interest 
asserted, and whether it is not more extensive than is necessary to 
serve that interest.109

If credit reports fall within the realm of protected commercial speech, it does 
not necessarily follow that defendant credit reporting agencies will be afforded 
the protection of Gertz and New York Times, because commercial speech may 
be accorded less protection than other constitutionally guaranteed speech.110 It 
is more accurate to say that despite its stated intent to do so the Court has not 
fully abandoned the theory that speech is protected based on the societal value 
of its content.111 Even if the reasoning of the New York Times-Gertz line of 
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cases does not reach defamation cases in the credit reporting context, the intru
sion on commercial speech threatened by the defamation action—and perhaps 
by the analogous provisions of the FCRA—may require a different kind of 
protection for credit reports. The use of negligence theory as the appropriate 
basis for protecting the interest of the agency and the user in the dissemination 
of information is addressed in Part II.

II. The Negligence Action Under The FCRA

This section examines the negligence provisions of the FCRA in light of the 
broad purposes of the Act. In addition, it examines the relationship between 
the state law defamation action and the FCRA negligence action, and analyzes 
the different effects of each theory of action on the injured plaintiff’s right to 
recover.

A. THE STATUTORY PROVISIONS

The FCRA defines standards of conduct for the industry and makes the 
Federal Trade Commission responsible for enforcing the Act,112 but not for 
issuing regulations.113 The Act also provides for criminal penalties114 and civil 

subject matter, or its content”). See generally Shiffrin, Defamatory Non-Media Speech and First Amend
ment Methodology, 25 U.C.L.A. L. Rev. 915, 955 (1978) (notwithstanding Moseley's, broad pronounce
ment, government may restrict expression based on its content); Stephen, The First Amendment and 
Content Discrimination, 68 Va. L. Rev. 203, 231-50 (1982) (Court’s decisions suggest five possible an
tidiscrimination rules concerning speech content); Note, Mediaocracy and Mistrust: Extending New 
York Times Defamation Protection to Nonmedia Defendants, 95 Harv. L. Rev. 1876 (1982) (Court has 
run afoul of its own prohibition on content control).

112. Section 1681s gives the Federal Trade Commission power to enforce the Act under the Federal 
Trade Commission Act, 15 U.S.C. §§ 41-77 (1976) “except to the extent that enforcement... is specifi- 
ally committed to some other government agency under subsection (b) hereof.” 15 U.S.C. § 1681s 
(1976). A violation of the FCRA constitutes an unfair or deceptive act under section 5(a) of the Federal 
Trade Commission Act regardless of other jurisdictional tests under the FTC Act. Violation of the 
provisions and prohibitions of the Act also constitutes violation of the following laws, with enforcement 
responsibility vested in the respective agencies for activities subject to the particular agency’s control:
(1) section 8 of the Federal Deposit Insurance Act, 12 U.S.C. § 1818 (1976), by the Comptroller of the 
Currency (national banks), Federal Reserve Board (membership banks), and Federal Deposit Insur
ance Corporation (banks insured by FDIC); (2) section 5(d) of the Home Owners Loan Act of 1933, 12 
U.S.C. § 1464(d) (1976), section 407 of the National Housing Act, 12 U.S.C. § 1730(1976), and sections 
6(i) and 17 of the Federal Home Loan Bank Act, 12 U.S.C. §§ 1426(i), 1437 (1976), by the Federal 
Home Loan Bank Board; (3) the Federal Credit Union Act. 12 U.S.C. §§ 1751-1795 (1976). by the 
National Credit Union Administration; (4) “the Acts to regulate commerce,” by the Interstate Com
merce Commission; (5) the Federal Aviation Act of 1958, 49 U.S.C. §§ 1301-1542 (1976), by the Civil 
Aeronautics Board; and (6) the Packers and Stockyards Act of 1921, 7 U.S.C. §§ 181-229 (1976) (except 
as provided in section 406), by the Secretary of Agriculture. 15 U.S.C. § 1681 s(b) (1976). Each of these 
agencies may exercise any other authority conferred on it by law in the enforcement of the FCRA. Id. 
§ 168ls(c).

113. The FTC is authorized to issue procedural rules in enforcing the FCRA and "to require the 
filing of reports, the production of documents, and the appearance of witnesses” as under the Federal 
Trade Commission Act. 15 U.S.C. § 168 ls(a) (1976). The FTC has promulgated a compliance pam
phlet. See Bureau of Consumer Protection, Division of Consumer Credit and Special Pro
grams, Federal Trade Comm'n, Compliance with the Fair Credit Reporting Act (rev. 2d ed. 
1977).

114. The criminal provisions forbid any person from “knowingly and willfully obtain[ing] informa
tion on a consumer from a consumer reporting agency under false pretenses.” 15 U.S.C. § 1681 q (1976). 
and any credit reporting agency officer or employee from "knowingly and willfully providjing] infor
mation concerning an individual from the agency’s files to a person not authorized to receive that 
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liability for negligent and willful violations.115

information." Id. § 168 lr. Both provisions carry maximum fines of $5,000 and/or imprisonment for 
not more than one year.

115. See supra notes 12-13 and accompanying text (discussing federal cause of action for negligent or 
willful violation).

116. A "consumer report” is defined as a
communication ... of any information by a consumer reporting agency bearing on a con
sumer's credit worthiness, credit standing, credit capacity, character, general reputation, per
sonal characteristics, or mode of living which is used or expected to be used or collected 
for the purpose of serving as a factor in establishing the consumer’s eligibility for (1) credit or 
insurance to be used primarily for personal, family, or household purposes, or (2) employment 
purposes.

15 U.S.C § 1681a(d) (1976) The definition has been the subject of litigation involving whether com
munication for non-consumer or non-credit insurance or employment purposes is beyond the scope of 
the Act. See Henry v. Forbes. 433 F. Supp. 5, 8-9 (D. Minn. 1976) (purpose of report not one of those 
enumerated); Gardner v. Investigators, Inc., 413 F. Supp. 780, 781 (MD Fla. 1976) (report prepared 
for use in civil suit not “consumer report”); Ley v. Boron Oil Co., 419 F. Supp. 1240, 1242-43 (W D. Pa. 
1976) (report requested to ascertain identity of potential litigant’s attorney not “consumer report”); 
Note, Judicial Construction of the Fair Credit Reporting Act: Scope and Civil Liability, 76 Colum. L. 
Rev. 458, 471-91; Note, The Fair Credit Reporting Act, 13 Suffolk L. Rev. 63, 77-86 (1979). Increas
ingly, automated credit bureaus are expanding services, such as billing, in ways that permit use of their 
information resources but are not subject to the FCRA. Whether data transfer will be treated as a 
“consumer report” is, therefore, important to a credit agency’s marketing decisions. See Privacy Pro
tection Study, supra note 6, at 65.

Athough the FCRA defines “consumer” to mean “an individual,” 15 U.S.C. § 168la(c) (1976), the 
term “consumer” is used consistently in the Act to refer to the subject of a consumer report or an 
investigative consumer report.

117. See supra note 8 (generally discussing rights of consumers under FCRA) Investigative con
sumer reports may not be procured or created unless written disclosure is given to the subject. 15 
U.S.C. § 168ld(a)( 1) (1976). The subject then is entitled to request and receive "a complete and accu
rate disclosure of the nature and scope of the investigation ....’’ Id. § 168 ld(b).

The consumer is entitled to request disclosure of “the nature and substance of all information . . in
its files on the consumer,” id. § 1681g(a)(l), and the names of recipients of that information, id. 
§ 1681g(a)(3). This provision has been held to include substantially all information in the agency’s 
possession; requests are not limited to consumer reports. Heath v. Credit Bureau of Sheridan. Inc., 618 
F.2d 693, 697 (10th Cir. 1980).

118. 15 U.S.C. § 1681m(a) (1976).
119 Id. § 1681 g(a). The agency is not required to reveal medical information in its files or the source 

of information acquired and used for preparing an investigative consumer report Id. § 168lg(a)( 1),
(2).

120. Id. § 16811(a).
121 Id. § 1681i(b),(c).

The major provisions of the Act reflect three broad goals. First, the Act is 
designed to inform the consumer if he is the subject of consumer reports.116 If 
an investigative report is requested, the consumer must be so informed.117 If a 
consumer is denied credit or insurance based on adverse information in a 
credit report, he must be so informed and given the name and address of the 
credit reporting agency.118 If a consumer is the subject of an adverse credit or 
insurance decision, he may obtain from the agency disclosure of the nature 
and substance of most of the information in his file.119

A second broad goal is to assist the consumer in correcting erroneous infor
mation in the report. If the consumer believes that information is false or mis
leading, he may require a reinvestigation.120 If the dispute continues after 
reinvestigation, the consumer may file a statement of the dispute to be distrib
uted in future reports that relate to the information in question.121 In addition, 
the consumer may require that notice of a deletion of the inaccurate informa
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tion or the consumer’s statement of the dispute be sent to past users who have 
received reports containing the adverse material.122

The third goal of the Act is to increase the likelihood of accuracy in con
sumer reports. The Act imposes on the agency a duty to create, maintain, and 
follow procedures subject to a general standard of reasonability. The FCRA 
requires that agencies avoid reporting obsolete information123 by maintaining 
reasonable procedures and avoid furnishing consumer reports to ineligible re
cipients or for impermissible purposes.124 Finally, the Act provides that 
“Whenever a consumer reporting agency prepares a consumer report it shall 
follow reasonable procedures to assure maximum possible accuracy of the in
formation concerning the individual about whom the report relates.”125

1. Violation of the Duty to Maintain Reasonable Procedures
Violation of the duty to maintain reasonable procedures in preparing con

sumer reports may be redressed either under the civil liabilities sections of the 
Act126 or under state law.127 If, however, the report that injured the subject has 
been obtained pursuant to the disclosure provisions of the Act,128 state law 
actions in negligence, privacy, and defamation are effectively precluded unless 
the information is false and furnished with malice.129 In effect, section 
168 lh(e) of the FCRA bars state privacy suits altogether and limits the attrac-

122. Id. § 16811(d).
123. The FCRA forbids inclusion of the following information in a credit report unless the report is 

to be used in connection with a credit or life insurance transaction involving a principal or face amount 
of more than $50,000 or employment at a salary that exceeds $20,000 per year:

(1) [Bankruptcies] that . . . antedate the report by more than 10 years.
(2) Suits and judgments . . . more than seven years [old].
(3) Paid tax liens. . .more than seven years [old].
(4) Accounts placed for collection or charged to profit and loss . . . more than seven years 
[old].
(5) Records of arrest, indictment, or criminal conviction which, from date of disposition, re
lease, or parole, antedate the report by more than seven years.
(6) Any other adverse item of information which antedates the report by more than seven 
years.

15 U.S.C. § 168lc(a) (1976 & Supp. V 1981). The duty to maintain reasonable procedures designed to 
avoid reporting obsolete information is found in 15 U.S.C. § 1681e(a) (1976).

124. Section 168 le(a) requires that the agency maintain reasonable procedures designed to limit fur
nishing of consumer reports to those purposes listed in the Act. 15 U.S.C. § 1681e(a) (1976). These 
purposes include use of the report in connection with 1) a credit transaction with the subject of the 
report; 2) employment; 3) underwriting of insurance: 4) a determination of eligibility for a license or 
other benefit granted by government; and 5) other business transactions involving the subject. Id. 
§ 1681b(3). The report may be released to a court having jurisdiction or on written instructions of the 
subject. Id. § 1681b(l),(2); see In re TRW, Inc., 460 F. Supp. 1007, 1008-09 (E.D. Mich. 1978) (grand 
jury subpoena of reporting agency records is court order within meaning of section 168 lb( 1)).

125. 15 U.S.C. § 168Ie(b) (1976).
126. Id. §§ 1681 n-168lo (concerning willful noncompliance and negligent noncompliance)
127. Theories of defamation, invasion of privacy, and negligence may be the basis of a state common 

law action. In addition, 14 states regulate consumer credit reporting by statute. See Comment. The New 
Commercial Speech and the Fair Credit Reporting Act, 130 U. Pa. L. Rf.v. 131. 133 n.10 (1981) (citing 
statutes regulating consumer credit reporting).

128. 15 U.S.C. § 1681g(a) (1976).
129. See supra note 14 (quoting 15 U.S.C. § 1681h(e) (1976)).
The conditional privilege of section 168 lh(e) does not apply, however, where the consumer has not 

requested the information that is the basis of the suit. See Retail Credit Co. v. Russell. 234 Ga. 765, 
767, 218 S.E.2d 54, 56 (1975) (FCRA inapplicable because agency disseminated report only to subscrib
ers, not to plaintiff; state libel law applies).
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tiveness of proceeding under state defamation or negligence law where the gra
vamen of the complaint is that the agency disseminated false information 
about a consumer plaintiff.130 To such a plaintiff the civil liabilities section of 
the Act provides a more attractive avenue of redress.

2. The Civil Liability Provisions of the Fair Credit Reporting Act
An agency or subscriber that negligently fails to comply with any require

ment imposed under the FCRA is liable under section 168 lo of the Act for 
actual damages resulting to the consumer, the costs of the action, and reason
able attorney’s fees.131 If the failure to comply is willful, the defendant is liable 
under section 168In of the FCRA for actual damages, costs, and attorney’s 
fees as well as “such amount of punitive damages as the court may allow.”132 
Read together with section 1681e(b), the liability sections create a cause of 
action for negligent or willful noncompliance with the statutory duty to follow 
reasonable procedures designed to assure maximum possible accuracy of the 
information. Early commentators133 feared that section 168In and section 
1681o, taken together with section 168 le(b), imposed a burden on the plaintiff 
of alleging and proving "negligent negligence”—a negligent failure to exercise 
due care. Subsequent case law indicates that the plaintiff may allege and prove 
either 1) that the credit agency’s procedures, although reasonably calculated to 
assure accuracy, were not followed with respect to the individual report,134 or 
2) that given the seriousness of the resulting harm, the agency’s procedures, 
although followed, were not reasonably calculated to insure the maximum pos
sible accuracy.135

To a greater extent than its framers probably expected, the FCRA has per
mitted actions that formerly sounded in defamation to be brought in negli
gence under sections 168 lo and 168le. This has occurred even though the Act 
otherwise purports to limit state negligence actions under the statutory quali
fied immunity of section 168 lh(e).

130. ¿’ci’ infra notes 202-03 and accompanying text (discussing reluctance of courts to entertain ac
tions under FCRA that essentially allege breach of privacy). Prior to the enactment of the FCRA, state 
law actions against credit reporting agencies for violation of privacy usually required that the agency 
have made public offensive private information about the plaintiff. For a discussion of the effect of 
section 1681h(e) on state law privacy suits, see Note, The Consumer's Guide to Litigatory Remedies 
Under the Fair Credit Reporting Act, 8 Val. L. Rev. 375, 392-407 (1974).

131. 15 U.S.C. § 1681o (1976); see supra note 12 (quoting section 1681o).
132. 15 U.S.C. § 168 In (1976); see supra note 13 (quoting section 168 In). A federal district court has 

held that punitive damages may be awarded under the FCRA absent a showing of actual damages. 
Ackerly v. Credit Bureau of Sheridan, 385 F. Supp. 658, 661 (D. Wyo. 1974).

133. See Dauer, Federal Regulation of Consumer Credit Transactions: A Trend Toward Individuation, 
52 Conn. B.J. 130, 147 (1978) (discussing liability for negligently negligent conduct); Note, Panacea or 
Placebo? Actions for Negligent Noncompliance Under the Federal FCRA, 47 S. Cal. L. Rev. 1070, 1098 
(1974) (discussing double negligence standard).

134. See Millstone v. O’Hanlon Reports, Inc., 528 F.2d 829, 833-34 (8th Cir. 1976).
135. In Bryant v. TRW, Inc., 487 F. Supp. 1234 (E D. Mich. 1980), affd, 689 F.2d 72 (6th Cir. 1982), 

the court stated that once a report has been proven false
Congress has committed to a jury determination the question of whether the consumer report
ing agency compiling the report followed reasonable procedures to assure maximun possible 
accuracy of the information contained in the report. The standard of conduct by which the 
agency’s action is to be judged is deeply rooted in the law of negligence: what a reasonably 
prudent person would do under the circumstances.

Id. at 1242.
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Undoubtedly Congress intended to create a cause of action for negligent 
violation of the substantive provisions of the Act. Section 1681e(b) permits 
scrutiny of the extent to which an agency’s operating procedures represent a 
failure, not just to comply with the other substantive requirements of the Act, 
but to exercise due care under the more flexible standards of general negli
gence theory.136 Moreover, these sections of the FCRA have been construed to 
allow actions involving false and adverse information137 that injures personal 
reputation, the kinds of actions that under common law would be brought as 
defamation actions, to be brought under the general negligence standard. 
While there is by no means complete congruity between the common law the
ory of defamation and the statutory negligence action, the negligence provi
sions have been construed to embrace most actions that previously would have 
been brought in defamation. In effect, common law defamation in the credit 
reporting context has been federalized and transformed into an action for 
negligence.

136. 15 U.S.C. §1681e(b) (1976).
137. See infra notes 182-98 and accompanying text (discussing cases).
138. “|I]t is essential . . . that the defamation be communicated to some one other than the person 

defamed. This element of communication is given the technical name of'publication'. , . .” W. Pros
ser. supra note 9, § 113, at 766.

139. Defamatory matter is “that which tends to injure reputation in the popular sense; to diminish 
the esteem, respect, goodwill or confidence m which the plaintiff is held, or to excite adverse, derogatory 
or unpleasant feelings or opinions against him.” Id. § 111, at 739.

140. See id. § 111. at 744-46 (discussing who can be defamed); L. Eldredge, supra note 24, § 10. at 
50-64 (discussing applicability of libel to specific plaintiff).

141 "In order that the defendant’s words may be defamatory, they must be understood in a defama
tory sense.” W. Prosser, supra note 9, § 111, at 746. It is not necessary that the words be believed by 
the recipient, or that the language take any particular form. Id. at 746. See L. Eldredge, supra note 
24, § 7, at 31-41 (discussing definition of “defamatory”). Even if the matter published is not defamatory 
on its face, the publication may be actionable as libel per quod if the readers who know extrinsic facts 
are led to draw the defamatory conclusions or innuendo. Recovery based on libel per quod required a 
more particular showing of damages. See generally Prosser. Libel Per Quod 46 Va. L. Rev. 839 (1960) 
(discussing distinction between libel per se and libel/w quod)-. Eldridge, The Spurious Rule of Libel Per 
Quod. 79 Harv. L. Rev. 733 (1966) (generally discussing libel per quod and arguing special damages

The questions that remain are: 1) to what extent does the availability of 
redress under the negligence liability provisions of the FCRA differ from that 
under state law defamation analysis; and 2) what policies are implicit in this 
shift in legal theory. These issues will be addressed in the remainder of Part II.

B. A COMPARISON OF THE NEGLIGENCE ACTION AND COMMON LAW 
DEFAMATION AS THEORIES OF RECOVERY

At the outset it is useful to consider the elements of the plaintiffs case in an 
FCRA negligence action and in common law defamation, and to compare the 
availability of defenses under the two actions. In general, the FCRA appears 
to provide a remedy for a somewhat broader range of cases. Furthermore, the 
Act may be construed to preclude certain defenses that would be available to 
the defendant in a state law defamation action.

Under traditional American common law, a plaintiff alleging defamation 
needed to allege and prove only that the defendant published138 defamatory 
matter139 140 concerning the plaintiff340 that was understood by its recipient to be 
defamatory.141 The plaintiff was then entitled to a verdict unless the defendant 
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asserted and proved an affirmative defense.142 If the defendant made a prima 
facie showing of a qualified privilege, then the plaintiff assumed the further 
burden of proving that the defendant abused the privilege143 and that the 
plaintiff sustained actual injury.144 The effect of modern constitutional princi
ples may be to require the plaintiff to prove the falsity of allegedly defamatory 
matter.145

To recover for negligence under section 168 lo a plaintiff must plead and 
prove that the defendant breached a legal duty to the plaintiff and that the 
breach of duty caused actual loss or damage.146 Section 1681 e(b) creates a le
gal duty to the plaintiff to follow reasonable procedures in preparing consumer 
reports. Thus, the plaintiff must prove that the failure to follow reasonable 
procedures caused ascertainable injury. In construing the FCRA the courts 
have added the requirement that the information in the report be false and 
adverse, at least in its effect and arguably on its face.147 In effect, then, the 
plaintiff must plead and prove that as a result of the defendant’s unreasonable 
procedures, or unreasonable failure to follow procedures, false and adverse 
information was given in a report to a creditor, insurer, or employer, causing 
the plaintiff injury.

A comparison of the elements of common law defamation and statutory 
negligence under the FCRA reveals some areas of potential divergence.148 
First, there may be a difference between the factual showing necessary in a

need not be shown). See also Prosser, More Libel Per Quod, 79 Harv. L. Rev. 1629 (1966) (arguing 
that special damages must be shown in libel per quod actions).

142. Restatement (Second) of Torts § 613 (1976); L. Eldredge, supra note 24. § 6. at 25; W. 
Prosser, supra note 9. § 114. at 776. The defendant had the burden of pleading and proving truth as a 
defense. W. Prosser, supra note 9. § 116, at 798, 796-99. See also Restatement (Second) of Torts 
§ 613 (1976); L. Eldredge, supra note 24. §§ 63-65, at 321-31.

143. Such privilege will be lost if the defendant publishes the defamation in the wrong state of mind. 
W. Prosser, supra § 115, at 794 (privilege lost if publication not made primarily for purpose of further
ing interest entitled to protection). The plaintiff may overcome the qualified privilege by proving that 
the privilege was abused "by excessive pubheation. by use of the occasion for an improper purpose, or 
by lack of belief or grounds for belief in the truth of what is said." Id. at 796. A recent study of 
defamation litigation found that defendants claimed an absolute or conditioned privilege or both in 
about 64% of nonmedia defamation cases. Franklin, Winners and Losers and Why: A Study of Defama
tion Litigation. 1980 Am. B. Found. Research J. 455, 489-91.

144. See L. Eldredge, supra note 24. § 95, at 537-38 (1978); Restatement (Second) of Torts 
§§ 569, 570 (1976).

145. In Gertz v. Robert Welch. Inc.. 418 U.S. 323 (1974), the Supreme Court held that states may 
define for themselves the appropriate standard of liability for a publisher or broadcaster of defamatory 
falsehood that injures a private individual. Id. at 347. State remedies must restrict defamation plain
tiffs who do not prove knowledge of falsity or reckless disregard for the truth to compensation for 
actual injury. Id at 349. See also Developments in the Law—The Interpretation of Stale Constitutional 
Rights, 95 Harv. L. Rev. 1324. 1404-27 (1982).

146. W. Prosser, supra note 9, § 30, at 143.
147. See Bryant v. TRW, Inc.. 487 F. Supp. 1234. 1242 (E.D. Mich. 1980). affd. 689 F.2d 72 (6th Cir. 

1982); Roseman v. Retail Credit Co.. 428 F. Supp. 643. 646 (E.D. Pa. 1977).
148. Under “A" below are listed the elements of a consumer credit agency defamation suit. Under 

“B” are listed the elements of a section 168 le(b) negligence action when the Act has been construed to 
require that the material be false and adverse.

A B
Defamatory matter/falsity 
Publication
Malice of defendant 
Causation
Damages

False and adverse matter
Publication
Failure to follow reasonable procedures 
Causation
Damages 
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defamation action to support an allegation of malice to overcome the common 
law qualified privilege and the showing necessary to support a claim of failure 
to follow reasonable procedures under the FCRA. Second, the theories differ 
in the type of injury that can be the basis of damages. Third, the theories differ 
in the allocation of the burden of proving the truth or falsity of the matter 
published. These differences will now be examined.

1. The Standard of Malice and the Standard of Reasonability
Defamation theory requires an inquiry into the motives or the recklessness 

of the credit reporting agency. Malice must be pleaded and proven in order to 
overcome the credit reporting agency’s qualified privilege where the privilege 
exists. Courts have found conduct equivalent to malice where the injury re
flects a conscious indifference to or reckless disregard for the rights of credit 
report subjects.* 149 Some courts have found malice where the agency’s proce
dures evidenced little regard for accuracy, although simple negligence is gener
ally insufficient to constitute malice.150 The classic focus of malice is on 
motivation, such as spite or ill will. Malice by a defendant protected by a 
qualified privilege is comparable to wrongful intent in an intentional tort ac
tion. The finding of malice transforms a tort of strict liability into one requir
ing intent.

The facts that support the element of publication in the credit reporting agency context do not differ 
significantly under either theory. Similarly, the inquiry surrounding the element of causation should 
not differ materially whether the action is brought in defamation or under section 1681e(b) of the 
FCRA. With respect to the remaining elements, however, there may be potentially important 
differences.

149. See supra notes 39-43 and accompanying text (discussing Retail Credit Co. v. Russell, 234 Ga. 
765, 218 S.E.2d 54 (1975)).

150. Id.
151. See Bryant v. TRW, Inc., 487 F. Supp. 1234, 1242 (E D. Mich. 1980) (“the standard of conduct 

by which the agency’s action is to be judged is deeply rooted in the law of negligence: what a reason
ably prudent person would do under the circumstances”), affd, 689 F.2d 72 (6th Cir. 1982).

152. The legislative history of the FCRA indicates that the standard of conduct intended by the term 
"negligence” was ordinary negligence, or the standard of care that would be exercised by a reasonably 
prudent person under the circumstances. The original Senate bill used the standard of gross negligence; 
House amendments substituted the standard of ordinary negligence. Conf. Ref. No. 1587, 91st Cong., 
2d Sess. 2, reprinted in 1970 U.S. Code Cong. & Ad. News 4411 (statement of house managers). In 
explaining the reason for the change, Senator Proxmire stated, “Thus, for example, if a reporting 
agency fails to follow reasonable procedures to assure the maximum possible accuracy of information 
in a credit report and is negligent in doing so, a consumer has a right to bring civil action to recover any 
actual damages sustained." 116 Cong. Rec. 35,940 (1970).

153. Bryant, 487 F. Supp. at 1242. Efforts of defendants to persuade courts that credit reporting 

Negligence theory, on the other hand, requires an inquiry into the reasona
bleness of the defendant’s procedures or behavior, and not into the motives or 
consciousness of the defendant.151 The FCRA prescribes the agency’s conduct 
in specific circumstances and provides a cause of action for negligent or willful 
violation of the standards of conduct.152 It is implicit in the FCRA that some 
injuries may occur even when procedures are followed, and that those injuries 
may not be compensated.

Section 1681e(b) imposes a general affirmative duty to maintain reasonable 
procedures to assure accuracy. If a report is inaccurate and injurious, then the 
reasonableness of the procedures that produced the report is subject to scru
tiny.153 Noting that liability does not flow automatically from inaccuracy, 
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courts generally apply the standard of what a reasonably prudent person 
would do under the circumstances.154 Courts have tended to require a higher 
standard of care, however, when the information reported not only is inaccu
rate but also appears to affect the subject’s reputational interest. In Millstone v. 
O’Hanlon Reports, Inc. 155 and in Hauser v. Equifax, Inc. ,156 for example, the 
United States Court of Appeals for the Eighth Circuit evaluated the reasona
bleness of the agencies’ investigative procedures with emphasis on the likely 
effect on the subject’s reputational interests.

agencies are not obliged to review the accuracy of information in credit reports have been generally 
unsuccessful. See id. (“to accept this interpretation of a consumer reporting agency’s obligations would 
make defendant simply a conduit and eliminate from the Act its emphasis on the reasonableness of the 
procedures followed in putting together a consumer report”).

154. See Bryant v. TRW, Inc., 689 F.2d 72, 78 (6th Cir. 1982) (agency's duty under section 168 le(b) 
not necessarily satisfied by simply reporting in accurate manner information received from creditors); 
Thompson v. San Antonio Retail Merchants Ass’n, 682 F.2d 509. 513 (5th Cir. 1982) (insufficiently 
programming computer to "capture” information and failing to safeguard system against misidentifica
tion of subjects constitute negligence).

155. 528 F.2d 829 (8th Cir. 1976).
156. 602 F.2d 811 (8th Cir. 1979).
157. 528 F.2d at 831.
158. Id.
159. Id. at 834.
160. Id. at 833.
161. 602 F.2d at 818.
162. Id. at 813.
163. Id.
164. Id. at 815.
165. Id.

In Millstone a highly respected Washington-based correspondent for the St. 
Louis Post-Dispatch was referred to in the defendant’s investigative report to 
plaintiff’s insurance company as a “hippie-type” who participated in demon
strations and was suspected of drug use.157 In a suit under the FCRA the jury 
awarded the plaintiff $2,500 in actual damages and $25,000 in punitive dam
ages, finding a willful violation of the requirement to follow reasonable proce
dures to assure the accuracy of the report.158 The record showed that the 
defendant’s agent spent no more than thirty minutes on the report, depended 
solely on one informant, and failed to verify adverse information.159 The court 
described the defendant’s claim that it followed reasonable procedures as 
“amazing.”160 In Hauser, however, the Eighth Circuit refused to hold that an 
equally cursory investigation that produced inaccurate information was a will
ful violation of the duty to follow reasonable procedures under section 
168le(b).161 In Hauser the investigative report inaccurately described the 
plaintiffs work in an automobile repair shop as primarily bookkeeping.162 
Based on this information, the plaintiffs disability insurer refused to compen
sate him for a back injury that precluded heavy lifting.163 The record showed 
that the investigator, who did not really prepare the report, usually prepared 
up to fifteen reports a day, spending as little as twenty minutes on each re
port.164 165 The plaintiff urged that such scant information was so likely to pro
duce inaccurate and damaging information as to be unreasonable, citing 
Millstone Ib- The trial court found the facts insufficient to sustain a jury find
ing of a willful violation of the Act, although it said a permissible inference of 
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negligence could be drawn.166 The Eighth Circuit affirmed the directed verdict 
for the defendant.167

166. Id. at 812.
167. Id.
168. Id. at 815.
169. Id.
170. Bryant, 689 F.2d at 78; Thompson v. San Antonio Retail Merchants Ass’n, 682 F.2d at 513.

The Hauser court distinguished Millstone on two grounds. First, the court 
held that there was no evidence that the inaccurate description resulted from a 
willful failure to follow reasonable procedures.168 Second, the information in 
the Hauser report would not ordinarily appear to be adverse and require 
doublechecking.169 One could conclude from Hauser and Millstone that the 
level of conduct necessary to constitute reasonableness increases if reputational 
interests are at stake and if the information is obviously adverse or injurious to 
reputation, even though inaccurate information that is not injurious to reputa
tion may result in greater economic injury.

It is also significant that the distinction between Millstone and Hauser goes 
to the willfulness of the violation. Such a distinction suggests that a given 
procedure may be sufficiently unreasonable under the circumstances to consti
tute negligent violation of the duty to follow reasonable procedures. If, how
ever, the information revealed in the investigation appears to be injurious to 
the reputation of the subject, then the level of conduct reasonable under the 
circumstances becomes higher and the failure to follow reasonable procedures 
becomes actionable as willful. Presumably, failure to investigate information 
that on its face appears to be negative or injurious to the reputation of the 
subject represents a greater recklessness—disregard for the subject’s important 
reputational interest.

The Eighth Circuit seems to take the position that when the information 
affects reputation, the duty to ascertain its accuracy is great and failure to do so 
amounts to a willful violation, thus making punitive damages possible. Never
theless, even where, as in Hauser, the danger of injury to the plaintiff is not 
obvious to the defendant, a cursory investigation that produces inaccurate and 
damaging information will give rise to a cause of action in negligence under 
the FCRA. Section 1681e(b) decisions from other circuits170 are consistent 
with the Eighth Circuit’s duty/risk analysis approach to negligence. Unfortu
nately, the cases shed but faint light on what procedures and actions predict
ably may give rise to actions in negligence.

The theory of negligence contemplates recovery for a broader range of inju
rious acts than does the common law. The common law standard of malice, 
however, continues to develop in non-FCRA consumer cases and in the com
mercial context. The direction of that development is toward an assessment of 
the reasonableness of the defendant’s procedures and actions under the cir
cumstances. Greater similarity may develop in practice between the two con
cepts of duty than the theories of action would suggest. Moreover, it is not 
fruitful to assess the relative severity of the two standards in isolation from 
other issues, particularly the issue of what kinds of injury are compensable.
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2. Injury and Damages

Under traditional defamation analysis, injury to the plaintiff is presumed 
from the nature of the defamatory matter.171 An element of the action is that 
the third party understand that the matter is adverse to the plaintiff. When a 
qualified privilege exists, however, the plaintiff must prove actual injury to 
reputation and the amount of actual damages. Punitive damages are precluded 
if the first amendment protects the speaker, except in the presence of New York 
Times malice.172

171. See supra note 139 (defining defamatory matter).
172. See supra notes 61-72 and accompanying text (discussing New York Times standard).
173. 15 U.S.C. § 1681o (1976).
174 15 U.S.C. § 168In (1976); see Ackerley v. Credit Bureau of Sheridan, 385 F. Supp 658, 661 (D. 

Wyo. 1974) (punitive damages recoverable in “willful noncompliance” action under FCRA even if 
actual damages cannot be proven); Nitti v. Credit Bureau of Rochester. Inc.. 84 Misc. 2d 277, 279, 375 
N.Y.S.2d 817, 821 (Sup. Ct. 1975) (after accepting jury’s special verdict that violation of FCRA was 
willful, court awarded punitive damages based upon manner in which agency dealt with plaintiff and 
agency’s income).

175. 15 U.S.C. § 168lg (1976) (concerning disclosures to consumers); id. § 1681 h (concerning condi
tions of disclosure to consumers by reporting agencies); id. § 1681m (concerning disclosure to consum
ers by users of information).

176. Id. § 168lh(e). See also Thomas v. Equifax, Inc., 142 Ga. App. 422, 236 S.E.2d 154 (1977) (not 
necessary for plaintiff to allege in complaint that defendant acted with malice or willful intent to injure; 
only that one of these elements be proven at trial).

177. 619 F.2d 700 (8th Cir.), cert, denied. 449 U.S. 835 (1980).
178. Id. at 702.

The FCRA embodies a different structure for recovery of damages. The Act 
provides for both actual and punitive damage awards. Under section 168 lo an 
agency or user of information that negligently fails to comply with the substan
tive requirements of the Act is liable to the consumer for actual damages, costs, 
and reasonable attorney’s fees.173 Under section 168In an agency or user of 
information that willfully fails to comply with the substantive requirements of 
the Act is liable to the consumer for punitive damages.174 In addition, the Act 
prohibits an action “except as provided in sections 168In and 1681o, in the 
nature of defamation ... or negligence” against any consumer reporting 
agency, user of information, or person who furnishes information,175 and “ex
cept as to false information furnished with malice or willful intent to injure 
such consumer.”176

The statutory scheme poses problems of defining the relationship between 
the statutory actions and common law defamation action. The problems have 
concerned: 1) whether actions “in the nature of defamation,” that is injuries to 
the reputational interest, may be brought under section 168 io or 168In; 2) 
whether damages in the nature of defamation damages may be included as 
“actual damages”; and 3) whether the “willfulness” requirement of section 
168In is equivalent to the “malice or willful intent to injure” requirement of 
section 1681h(e).

The proper construction of section 1681 h(e) has been addressed in dictum in 
Thornton v. Equifax, Inc.177 In that case, defendant Equifax appealed from a 
jury verdict awarding the plaintiff $5,000 compensatory and $250,000 punitive 
damages for defamation, failure to comply with the FCRA, and common law 
libel.178 The Eighth Circuit remanded the case for a new trial on the ground 
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that the trial judge’s instructions on FCRA liability and state liability were 
confusing and erroneous.179 The Eighth Circuit’s explanation of the proper 
nature of the actions available is perplexing. The court appeared to take the 
position that an action “in the nature of defamation” may not be brought 
under section 168lo or 1681n, but may be brought only where the qualified 
immunity of section 168 lh(e) is overcome by “malice or willful intent to in
jure.”180 The court said:

179. Id. at 706.
180. Id. at 703.
181. Id. (emphasis in original).
182. 87 Wash. 2d 516, 554 P.2d 1041 (1976).
183. Neither Millstone nor Hauser involved the question of what damages could be recovered for 

injury to reputation. Millstone did not seek compensation for injury to reputation and there was no 
reputational interest at stake in Hauser.

184. Rasor, S'! Wash. 2d at 518, 554 P.2d at 1043-44.
185. Id. at 518, 554 P.2d at 1044.

Section 1681h(e) is recognized as providing qualified immunity for 
consumer reporting agencies with an exception from such qualified 
immunity being made for actions pursuant to section 168In and 
1681o (the liability sections providing for failure to comply with pro
visions or requirements of the Act). Such an exception was not 
meant to lessen the standard necessary to overcome this qualified im
munity in defamation actions.181

The court did not specifically address whether a negligence action based on 
the agency’s failure to follow reasonable procedures under section 1681e(b) 
could be precluded by section 1681h(e) as “in the nature of defamation.” 
Moreover, the court does not analyze what characteristics of a complaint con
stitute an action “in the nature of defamation.” Such an analysis would require 
a distinction between the interests protected by negligence and defamation ac
tions. Neither Millstone nor Hauser involved the question of whether injury to 
reputation could be recompensed by actions under section 168lo. The plaintiff 
in Millstone did not seek damages to his reputation and there was no reputa
tional interest at stake in the Hauser case. The Eighth Circuit, therefore, has 
not ruled directly on this issue. Reading Thornton together with Millstone and 
Hauser, however, would suggest that it is not the protection of the reputational 
interest alone that characterizes defamation.

Another view of the relationship between the two actions was taken by the 
Washington Supreme Court in Rasor v. Retail Credit Company ,182 Rasor in
volved the question of what damages could be levied as a remedy for negligent 
violation of the FCRA when the primary injury was to reputation.183 The de
fendant credit reporting agency conducted a four-hour investigation of the 
plaintiff in which its investigator talked to three service station managers in 
Sandpoint. Idaho, and then reported that the plaintiff had a reputation for 
living with men out of wedlock and also had a drinking problem.184 The report 
was prepared for personal insurance purposes but resulted in her being turned 
down for a Small Business Administration loan.185 The Washington Supreme 
Court upheld the trial judge’s ruling that the defendant’s investigative proce
dures constituted a negligent violation of the Act and that actual damages 
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under section 168lo included injury to the plaintiff's reputation.186

186. Id. at 535, 554 P.2d at 1053.
187. Id. at 525-27, 554 P.2d at 1047-48.
188. Id. at 528-29, 554 P.2d at 1049.
189. Id.
190. Id.
191. Id.
192. See Retail Credit Co. v. Dade County, Fla., 393 F. Supp. 577, 584 (S.D. Fla. 1975); 115 Cong. 

Rec. 13,908 (1969) (Sen. Proxmire in colloquy with Sen. Javits).

The defendant urged that Congress intended sections 168lo and 1681h(e) to 
limit liability to damages less than those available under common law libel.187 
The court ruled that the Act precludes actions “in the nature of defamation” 
except where malice can be shown, but that it does not limit liability for injury 
to the reputational interest, which could be protected and recompensed in a 
statutory negligence action.188 Rather, the court held, Congress sought to limit 
liability in actions such as defamation, where injury ispresumed,189 In FCRA 
negligent noncompliance actions, injury and damage must be proven; it was 
Congress’ intent to limit recovery for presumed injury to instances of “malice 
and willful intent” and to allow full compensation for actual injury in this case 
of noncompliance with the Act.190 Actual injury, the court held, may include 
impairment of reputation and standing in the community, personal humilia
tion, and mental anguish and suffering.191

These cases highlight a difficult problem of statutory construction. On the 
one hand, the qualified immunity of section 1681h(e) is recognized as a quid 
pro quo for the disclosure provisions of the FCRA.192 To permit an action 
under section 168lo to redress grievances that, prior to the Act, might have 
been precluded by qualified immunities under defamation law would seem 
contrary to the spirit of the Act. On the other hand, protection of the interest 
in reputation and good name is a clear purpose of the Act, and to read section 
168 lh(e) as narrowly as the Thornton court did—to exclude from the coverage 
of section 168lo those complaints that are similar to defamation—could seri
ously weaken the effectiveness of the Act. Section 1681 h(e) provides a nation
ally uniform qualified immunity from defamation, thereby protecting credit 
agencies in those states that might, or have already, modified or eliminated the 
qualified immunity.

The approach taken by the Rasor court, on the other hand, comports with 
the text of section 168 lh(e). Moreover, it recognizes that several advantages 
afforded a plaintiff in a defamation suit, particularly in a jurisdiction that has 
taken a narrow view of qualified immunities, are not afforded in the section 
1681o action. Therefore, the benefit of section 168 lh(e) to reporting agencies 
is not weakened by redressing injuries to reputation under section 1681o.

The Rasor case also highlights the difficult problem of defining the actual 
damages that must be proven in order to recover for negligent noncompliance 
with the duty to follow reasonable procedures. The term “actual damages” is 
not defined in the Act and it does not appear in the legislative history. One 
commentator has suggested that the term “actual damages” should be given 
the same meaning as the term used to describe the plaintiff s burden of proof in 
defamation cases where the defendant was protected by a qualified immu
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nity.193 The lack of uniformity among the states on that point bodes against 
relying on state law for guidance. The Rasor court considered the term “actual 
damages” as it was used in Gertz, where the defendant was protected by the 
qualified immunity of the first amendment.194 Actual damages would thus in
clude impairment of reputation and standing in the community, personal hu
miliation. and mental anguish and suffering. Under this rule, actual damages 
are essentially synonymous with compensatory damages; they must be proved 
by competent evidence, and are distinguished from nominal and punitive 
damages. In Thompson v. San Antonio Retail Merchants Ass’n 195 the Fifth Cir
cuit adopted such an approach to actual damages for violation of section 
1681e(b).196

193. Note, Panacea or Placebo? Actions for Negligent Noncompliance Under the Federal Fair Credit 
Reporting Act, 47 S. Cal. L. Rev. 1070, 1110-11 (1974).

194. 87 Wash. 2d at 529-30, 554 P.2d at 1049-50 (1976).
195. 682 F.2d 509 (5th Cir. 1982).
196. Id. at 514 (actual damages under section 1681o from humiliation and embarrassment caused by 

denial of credit); accord Evers v. Equifax, Inc., 650 F.2d 793, 798 (5th Cir. 1981).
197. Bryant, 487 F. Supp. at 1239.
198. In Thornton the Eighth Circuit cited the New York Times standard of knowledge of falsity or 

reckless disregard for the truth as an example of "a type of malice necessary to overcome a qualified 
privilege." and held that jury instructions should define malice and willful intent. 619 F.2d at 705.

199. Franklin’s study of defamation litigation found that truth was an issue in only about seven 
percent of the nonmedia cases studied. See Franklin, supra note 143, at 490. It seems reasonable to 
assume that individuals refrain from filing suit for defamation when the objectionable statement is in 
fact true.

200. “Once the existence of the privilege is established, the burden is upon the plaintiff to prove that 
it has been abused by excessive publication, by use of the occasion for an improper purpose, or by lack 
of belief or grounds for belief in the truth of what is said." W. Prosser, supra note 9. § 115, at 796. 
Proof of falsity alone, however, does not overcome the common law qualified privilege. See supra 
notes 18-60 and accompanying text (discussing qualified privilege).

A final construction problem involves the relationship between the “willful
ness” standard of section 168 In and the “malice or willful” standard of section 
168 lh(e). Neither term is defined in the Act or mentioned extensively in the 
legislative history. The term “willfulness” has been defined in one recent fed
eral district court case construing the FCRA as a “voluntary and intentional 
failure to do something the law requires with a purpose to either disobey or 
disregard the law.”197 In effect, this definition makes violation of section 168 In 
an intentional tort. “Malice or willful intent to injure” appears to require a 
greater level of wrongdoing. A finding of either malice under section 1681 h(e) 
or willful failure to follow reasonable procedures under section 168In subjects 
a defendant to punitive damages.

If the plaintiff sought to bring a defamation action separate from the FCRA. 
the definition of “malice” in section 1681h(e) could determine the availability 
of such an action. If a section 168 In action is available to a plaintiff, however, 
there is no need to rely on defamation. Probably for this reason, courts have 
not been called on to define malice under section 168 lh(e).198

3. Truth and Accuracy

Traditionally, truth is one of the principal defenses to defamation.199 The 
common law qualified privilege effectively shifts the burden of proving truth 
or falsity to the plaintiff,200 although in theory truth remains a defense. In 
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addition, the burden of proving the falsity of the matter stated effectively shifts 
to the plaintiff when the first amendment requires a showing of fault.201

201. See supra notes 65-70 and accompanying text (discussing first amendment requirements under 
Gertz).

202. Courts are not willing to entertain under section 168lo suits that essentially allege breach of 
privacy. But see Hansen v. Morgan. 582 F.2d 1214, 1220-21 (9th Cir. 1978), (recovery permitted under 
sections 1681o and 1681n for violation of criminal provisions prohibiting obtaining a credit report 
under false pretenses); Health v. Credit Bureau of Sheridan, Inc., 618 F 2d 693, 697 (10th Cir. 1980) 
(user of information for purposes not permissible under FCRA held not liable because information not 
requested under false pretenses).

203. See Todd v. Associated Credit Bureau Servs., Inc., 451 F. Supp. 447. 449 (E.D Pa. 1977), aff’d, 
578 F.2d 1376 (3rd Cir. 1978), cert, denied. 439 U.S. 1068 (1979) (court does not need to reach issue of 
reasonableness if it finds initially that report furnished was accurate); Roseman v Retail Credit Co., 
428 F. Supp. 643, 646 (E.D Pa. 1977) (accurate reports not violative of FCRA because purpose of Act 
“to protect consumers from having inaccurate information circulated concerning them”); Austin v. 
Bankamerica Serv. Coro., 419 F. Supp. 730, 732-33 (N D. Ga. 1974) (accurate report that credit card 
applicant named as defendant in lawsuit does not violate FCRA; agency not required to distinguish 
whether defendant sued in individual or official capacity); see also Pendleton v. Trans Union Sys. 
Corp., 97 F.R.D. 192, 195 (E.D. Pa. 1977) (denying certification of class because of need to show inac
curacy with respect to each potential class member).

204 See Roseman v Retail Credit Co.. 428 F. Supp. al 646 (plaintiff presented no credible evidence 
showing reports inaccurate).

205. See Colletti v. Credit Bureau Servs., Inc.. 644 F.2d 1148, 1151 (5th Cir. 1981) (agency’s failure 
to check staleness of report does not violate FCRA).

206 444 F. Supp. 541 (N.D. Ga. 1978). The Lowry court denied the defendant reporting agency’s 
motion for summary judgment as to claims based on the FCRA and granted the motion for summary 
judgment as to claims based on state law defamation. Id. at 545.

207. Id. at 543.
208. Id.
209. Id.
210. Id.
211. Id.
212. Id

In general, courts are unwilling to permit actions under section 168 lo when 
the information in the report is true,202 even though the agencies’ procedures 
are alleged to be unreasonable.203 The burden of proving falsity has generally 
been held to fall on the plaintiff.204 Moreover, courts have refused to permit 
suits under section 168lo when the plaintiff alleged that accurate information 
was stale and misleading in the context in which it was disclosed to subscrib
ers.205 Thus, the requirement that the plaintiff prove information to be inaccu
rate provides essentially the same protection to the defendant in the statutory 
action as is afforded the defendant in a defamation action involving the same 
facts.

An interesting test of this observation can be seen in Lowry v. Credit Bureau, 
Inc. of Georgia ,206 In that case the defendant maintained a computerized bank 
of credit information for use by its subscribers.207 The plaintiff applied to a 
subscriber for a home loan and the subscriber requested a credit report.208 
Pursuant to the defendant’s system, the subscriber entered the plaintiffs name 
and other identifying information, which was matched by the computer to 
other entries in the bank on the basis of “points” of identity.209 The subscriber 
typed in “James F. Lowry of Solano Beach, California” and got back informa
tion on “James F. Lowry of San Francisco, California,” which included 
records of a past bankruptcy.210 On the basis of that information the subscriber 
declined to lend the plaintiff money until his problem was resolved.211 The 
subscriber referred Lowry to the defendant.212 Lowry requested a reinvestiga-
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tion, which ultimately cleared him.213 During the reinvestigation, however, the 
subscriber again checked the defendant’s bank and once again received the 
bankruptcy information that pertained to the wrong Lowry.214 This time the 
information was associated with the plaintiffs social security number because 
the computer was programmed to add that information when the subscriber 
accepted the identity the first time.215 The subscriber then refused the loan.216

The plaintiff pleaded both a state claim of defamation and a violation of 
sections 168 le(b) and 168li(a)217 of the FCRA.218 The defendant argued that 
the information given out was accurate, and, therefore, not actionable under 
state defamation law or the FCRA.219

The court agreed that the plaintiff had no claim under state law, since Geor
gia law requires that “[t]he defamatory words must refer to some ascertained 
or ascertainable person, and that person must be the plaintiff.”220 It also 
agreed that mere confusion of reports was not actionable under section 
168 le(b) because that section refers to accuracy in the preparation of a con
sumer report.221 The court went on to hold that the addition of the plaintiffs 
social security number to the wrong file could create a cause of action because 
that addition constituted the preparation of a report and was inaccurate.222

More importantly, the court held that the agency activity could be a viola
tion of the obligation under section 1681 i(a) to reinvestigate the information in 
a consumer’s file once that information is in dispute.223 The court held that the 
consumer’s file “must be viewed as the totality of the conflicting information 
which is causing the credit uncertainty.”224 The fact that this information may 
be accurate about someone else, or about the subject, does not relieve the 
agency from responsibility. The creation of inaccurate impressions of the 
creditworthiness of a particular individual is inconsistent with the “broadly 
remedial aims” of the FCRA.225

213. Id.
214. Id.
215. Id.
216. Id.
217. Section 16811(a) of the FRCA provides:

If the completeness or accuracy of any item of information contained in his file is disputed by 
a consumer, and such dispute is directly conveyed to the consumer reporting agency by the 
consumer, the consumer reporting agency shall within a reasonable period of time reinvesti
gate and record the current status of that information unless it has reasonable grounds to 
believe that the dispute by the consumer is frivolous or irrelevant. If after such reinvestigation 
such information is found to be inaccurate or can no longer be verified, the consumer report
ing agency shall promptly delete such information. The presence of contradictory informa
tion in the consumer’s file does not in and of itself constitute reasonable grounds for believing 
the dispute is frivolous or irrelevant.

15 U.S.C. § 1681i(a) (1976).
218. Lowry, 444 F. Supp. at 542.
219. Id. at 545.
220. Id. at 545 (quoting Ledger-Enquirer Co. v. Brown. 214 Ga. 422, 423. 105 S.E.2d 229, 230 ( 1958) 

and Constitution Publishing Co. v. Leathers. 48 Ga. App. 429, 431, 172 S.E. 923, 924 (1934)).
221. Lowry, 444 F. Supp. at 545.
222. Id.
223. Id. at 544.
224. Id.
225. Id. In Thompson v. San Antonio Retail Merchants Ass’n. 682 F.2d 509 (5th Cir. 1982), the 

Fifth Circuit upheld a trial court finding of negligence under section 168le(b) on very similar facts. In
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The Lowry decision indicates a willingness to provide a more extensive stat
utory cause of action than afforded by defamation law. Such willingness may 
reflect the fact that under the Act the plaintiff must prove actual damages to 
obtain recovery.* 226

that case the credit agency’s failure to program its computer to capture information based on the 
number of “points of correspondence” between the subject and a file resulted in a misidentification. Id. 
at 511. Moreover, the agency’s verification process inadequately identified a confusion of social secur
ity numbers, even when revision was requested by a creditor-subscriber. Id.

226. Alternatively, the court may have taken a narrow view of the truth defense in defamation in 
order to strike that cause of action and avoid ruling on the preemptive effects of section 168 lb(e). The 
FCRA permits state regulation to the extent that the regulation is not inconsistent with the FCRA. 15 
U.S.C. § 168It (1976). See Retail Credit Co. v. Dade County, Fla., 393 F. Supp. 577 (S.D Fla. 1975); 
Comment, Preemption of State Credit Reporting Legislation: Toward Validation of State Authority. 24 
U C L A. L. Rev. 83, 98-99 (1976).

227. See infra notes 73-79 and accompanying text (discussing Gertz).
228. This discussion assumes that substantive provisions of the FCRA may be subject to first amend

ment attack. In Equifax Services, Inc. v. Cohen, 420 A.2d 189 (Me. 1980), cert, denied. 450 U.S. 916 
(1981), the Supreme J udicial Court of Maine struck certain provisions of the Maine Fair Credit Report
ing Act as unwarranted restraints on constitutionally protected commercial speech. Id. at 197-209. The 
invalidated provisions went beyond the requirements of the federal FCRA. Section 1314(i) required 
consumer authorization for preparation of “an investigative consumer report” and prohibited reports 
from continuing certain dated information. Me. Rev. Stat. Ann. tit. 10, § 1321 (i)(4)(A) (Supp. 1979- 
80). The court upheld the Maine Act’s provision requiring an agency to “adopt and follow reasonable 
procedures designed to assure maximum possible accuracy of the information concerning the individ
ual to which the report relates and exclude from its file inaccurate information (and] information which 
cannot be verified . ..” Me. Rev. Stat. Ann. tit. 10. § 1321 (i)(3) (Supp 1979-80). This provision is
analogous to section 1681e(b) of the FCRA. The Maine court upheld the provision because it "per- 
tain[ed] to the State’s interest that commercial speech be neither deceptive nor misleading” and thus is 
“precisely directed to such commercial speech as is excluded from constitutional protection.” 420 A.2d 
at 203. See Comment. The New Commercial Speech and the Fair Credit Reporting Act, 130 U. Pa. L 
Rev. 131 (1981).

4. The Negligence Provisions of the FCRA and the Freedom of Speech
Under Gertz, plaintiffs may be compensated for actual damages upon estab

lishing the fault of the defendant; to obtain punitive damages, a plaintiff must 
demonstrate malice.227 Sections 1681o and 168In are consistent with these 
constitutional principles.228 Section 168 lo provides for recovery of actual dam
ages upon a showing of negligence, which presumably satisfies the Gertz re
quirement of fault. Section 168In authorizes punitive damages for willful 
violation of the Act. Whether section 168In is equivalent to Gertz’s malice 
standard depends on whether a court would consider it to be possible to fail 
willfully to follow reasonable procedures and yet not manifest reckless disre
gard for the truth. Such a fine distinction appears unworkable as a categorical 
test, so that section 168In would likely be regarded as harmonious with the 
principles of Gertz. Thus, the Act appears to provide the degree of protection 
for commercial speech currently required under first amendment doctrine.

III. Evaluation

This article has examined the similarities and differences in the way the 
common law and the FCRA treat false and injurious credit reports. Part 1 
traced the history and development of defamation law in the credit reporting 
context. Part II demonstrated that the FCRA, to a great extent, incorporated 
common law defamation principles, including liability standards consistent 
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with likely first amendment treatment of credit reports. This section urges that 
the FCRA negligence action provides a better analytical framework for adju
dicating the interests of both consumers and credit reporting agencies than 
does the defamation action.

The evolution of negligence as a separate theory of tort liability has been an 
important feature of tort law.229 In the common law treatment of defamatory 
credit reports one may discern a movement toward negligence theory to re
place defamation theory’s structure of strict liability and privilege. The com
mon law courts have struggled with defamation theory and in some cases have 
sought the flexibility to balance the interests of the parties in the particular fact 
situation, either by manipulating the standard of malice necessary to overcome 
the qualified privilege or by permitting the plaintiff to plead negligence.230 The 
FCRA action adopts negligence as a statutory standard of liability and limits 
the availability of state law defamation actions.

229. See L. Friedman, A History Of American Law 410 (1973); M Horwitz, The Transfor
mation Of American Law 85-99 (1977); W. Prosser, supra note 9, § 28, at 139-40

230. See supra notes 48-60 and accompanying text (discussing cases applying negligence analysis in 
consumer report context).

231. Disclosure of accurate information may, however, give rise to an invasion of privacy claim The 
Restatement Of Torts states:

The right of privacy is invaded by
(a) unreasonable intrusion upon the seclusion of another ... or
(b) appropriation of the other’s name or likeness . . or
(c) unreasonable publicity given to the other’s private life . . or
(d) publicity which unreasonably places the other in a false light before the public ... 

Restatement (Second) of Torts § 625A (1977). The right of privacy in the ton sense is said to have 
its origins in Warren & Brandeis, The Right to Privacy, 4 HaRv. L. Rev. 193 (1890). See W. Prosser, 
supra note 9, § 117, at 802-18.

The advantages of the FCRA negligence action can be assessed by examin
ing, first, the nature of the interests of the parties in a credit reporting context, 
and second, the ways in which negligence theory and defamation theory differ 
in their accomodations of these interests. The FCRA action will now be ana
lyzed from the standpoint of contemporary tort theory.

A. THE INTERESTS OF THE PARTIES

The parties interested in credit reporting include individual subjects of re
ports, subjects as a group, credit report users, and credit agencies. Each of 
these parties has different interests in the process, and these interests affect 
affect the dynamics of credit reporting in different ways.

The individual subject’s attitude depends largely on whether the informa
tion reported is positive or negative. If the information reported is positive, the 
subject is probably indifferent to its accuracy. If the information is negative, 
the subject is obviously more concerned. If, however, negative information is 
accurate, the law is not interested in addressing the subject’s concern.231 Re
porting such information prevents the subject from withholding information 
relevant to an application for credit, employment, or insurance.

Protection of subjects from inaccurate negative information may be justified 
on various grounds. The subject unfairly may be denied access to valuable 
opportunities and services on the basis of such information. From the stand
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point of society as a whole, such denial is wasteful because it causes a party 
either to refrain unnecessarily from dealing with the subject, or to do so on 
terms that reflect a greater risk than actually exists. Furthermore, the report 
may result in personal embarrassment, social opprobrium, or other effects of 
injury to reputation.

Credit report subjects as a group also have an interest in the accuracy of 
reports, regardless of whether such information is favorable or unfavorable. 
Accuracy is important to ensure that benefits and resources are allocated fairly 
and efficiently.232 In addition, subjects as a group benefit from the ready avail
ability of reliable information because savings in transaction costs can be 
passed on to subjects.

232. Justice Douglas wrote in Dun & Bradstreet, Inc. v. Grove, 404 U.S. 898, 905-06 (1971):
When immersed in a free flow of commerical information, private sector decision making is at 
least as effective an institution as are our various governments in furthering the social interest 
in obtaining the best general allocation of resources ... The financial data circulated by 
Dun & Bradstreet, Inc., are part of the fabric of national commerical communication."

Id. at 905-06 (Douglas. J , dissenting from denial of certiorari).
233. The Eleventh Circuit approved the practice of requiring investigators to produce a quota of 

negative information in Equifax, Inc. v. FTC, 678 F.2d 1047 (11th Cir. 1982). The Equifax court over
turned a Federal Trade Commission order prohibiting credit reporting agencies from using any proce
dure that rewards or punishes employees on the basis of the amount of adverse information produced. 
Id. at 1053. The FTC order followed an extensive investigation of the credit reporting practices of the 
Retail Credit Co., now Equifax, Inc., a major credit reporting agency. The Commission issued a com
plaint alleging that Equifax rewarded investigators for producing negative information. In 1978 an 
administrative law judge concluded that Equifax’s practices violated the FCRA. In re Equifax. Inc., 6 
Consumer Cred. Guide (CCH) H 98,066, at 87,491 (F.T.C. Nov. 11, 1979). In December 1980 the

Credit report users also have an interest in the accuracy of credit reports 
because they rely on the information in the report to make business decisions. 
This should cause users to influence credit reporting agencies to produce accu
rate information. In general, the user is probably more interested in avoiding 
positive reports that are false than in avoiding negative reports that are false. 
A false positive report may cause the user to incur an unacceptably high risk. 
If perfect information cannot be produced and sold at a price the user is will
ing to pay, the user should prefer that the agency err on the side of producing 
too many negative reports, assuming there is some acceptable degree of relia
bility in the method of producing reports. The user may be expected, there
fore, to exert pressure on the credit agency, by whatever means the industry 
market structure permits, to avoid false positive reports. In short, the market 
will discipline the agency that produces too many false positive reports.

The interest of the credit agency follows that of the user. As a general mat
ter, the value of the credit report to the user depends on the general reliability 
and predictable accuracy of the information contained in reports. Thus the 
agency has a business interest in the information it disseminates, quite apart 
from the legal consequences of error. As noted above, if the agency must err, it 
has a business incentive to err on the side of producing overly negative infor
mation. There is evidence in the case law and the Federal Trade Commis
sion’s investigations into the credit reporting industry that agencies produce a 
certain prescribed level of negative information as a structural feature of their 
service, even though that tends to increase the incidence of false negative re
ports.233 One may hypothesize that this practice is undertaken in response to 
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pressure by users to avoid false positive information. While the risk of error 
may be allocated between the agency and users by the service contract, the 
subject typically does not have the benefit of such a contract. If the interest of 
the subject in avoiding false negative information is not effectively protected 
through tort law or statutes such as the FCRA. the agency will predictably 
respond to the pressures exerted by its customers rather than the interests of 
individual report subjects.

B. ADJUDICATION OF THE PARTIES’ INTERESTS IN DEFAMATION LAW

The awkwardness of defamation theory as an analytical framework for ad
judicating the interests of consumer report users, subjects, and agencies springs 
from the absence of a middle ground. On the one hand, in the absence of a 
qualified privilege, defamation theory would tend to impose the full risk of 
error on the credit agency, at least as between the subject and the agency. The 
subject would then be in a position to benefit from the credit reporting enter
prise without assuming any of the risk of the enterprise and without compen
sating the agency for the risk. The agency could respond by reporting only 
positive information, by internalizing the costs of producing perfect informa
tion or by compensating for imperfect information. Such measures would in
crease the cost of credit information and discourage development of the credit 
information enterprise. Credit grantors, employers, and insurers would have to 
pay more for information or else rely on less accurate means of gaining infor
mation. The cost of credit, employment and insurance would rise.

To avoid such a result, the common law created the qualified privilege, 
which, at least in its purest form, effectively immunized the agency from the 
consequences of erring on the side of negative information. Part of the justifi
cation234 for the privilege has been the report user’s and producer’s strong in
terest in accuracy. This justification, however, did not account for the agency’s 
business incentive to err on the side of negative information. Although it is 
possible for the plaintiff to overcome the barrier of showing malice in order to 
recover for his injury, the common law requirement of malice was not in
tended to permit redress of wrongs that result from unintentional error. Al
though some courts have tended to manipulate the doctrine of common law 
malice to permit consideration of the reasonableness of the agency’s proce
dures, the prevalent effect of the qualified immunity has been to allocate the 
risk of inaccurate negative information to the credit report subject, the party in 
interest who probably has the least ability to prevent the error or insure against 
its effects.

Commission ruled against Equifax, ordering the company to cease pressuring investigators to produce 
negative information or rewarding them for doing so. In the Matter of Equifax, Inc., 5 Consumer 
Cred. Guide (CCH) H 97,270, at 86,685 (F.T.C. Jan. 20, 1981). The Commission reasoned that pres
sure to produce adverse information increased the likelihood of employees falsifying negative informa
tion. Id. The Eleventh Circuit set aside part of the FTC’s order on the ground that the evidence 
produced in the investigation did not warrant the inference that Equifax’s practice posed an unreasona
ble risk of inaccuracy. Equifax, Inc. v. FTC, 678 F.2d at 1052-53.

234. See supra notes 26-32 and accompanying text (discussing rationale for qualified privilege).
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c. adjudication of the parties’ interest in negligence law

The value of negligence theory lies, first, in the flexibility it provides the 
courts in assessing procedures of a credit agency on a case-by-case basis. It is 
simply a less blunt tool. By focusing on the reasonability of the procedures for 
assuring accuracy, the FCRA recognizes the risk of error inherent in informa
tion gathering and dissemination in the business environment. It allocates part 
of that risk to the credit report subjects, who are beneficiaries of the informa
tion dissemination industry, and part to the credit agencies and users, who also 
benefit from the enterprise. More specifically, the FCRA recognizes that the 
harms caused to subjects in the credit reporting context usually are harms of 
accident, and not of intent or even recklessness. The negligence theory of sec
tions 1681e(b) and 1681o permits recovery when inadequate procedures pro
duce information that on its face appears innocuous, but that is nonetheless 
injurious. By contrast, an essential element of defamation law is that a third 
party understands that the matter published is adverse to the plaintiff. Thus, 
the plaintiff in Hauser was able to recover for the erroneous report on the 
nature of his occupation, even though he would not have been able to do so in 
a defamation action.235

235. See supra notes 161-67 and accompanying text (discussing Hauser}.
236. See Fletcher, Fairness and Utility in Tort Theory. 85 Harv. L. Rev. 537, 543-56 (1972).
237. Id. at 540.
238. 159 F.2d 169 (2d Cir. 1947).
239. Id. at 173.

The negligence action thus focuses on the subject’s interest in the accuracy 
of the report quite apart from its apparent positive or negative nature. In the 
modern business environment some of the most important information about a 
person may appear neutral on its face. At the same time, the FCRA negli
gence action recognizes a higher duty of care when the information is obvi
ously injurious. The action thus redresses a range of injuries that more 
precisely reflects the nature of and potential for harm inherent in credit 
reporting.

Viewing the harm as an accident permits the use of tort paradigms of liab- 
lity, including the paradigms of reciprocity and fault.236 From the perspective 
of reciprocity, the agency places the subject at risk, but the subject places no 
reciprocal risk on the agency. Although the subject may benefit from the exist
ence of the credit reporting industry in general, the subject is a relative stran
ger to the particular agency that harms him. The subject is like the landowner 
who is injured by a falling aircraft; although he may benefit generally from the 
existence of air transportation, he is a stranger to the particular aircraft and 
has imposed on it no reciprocal risk of harm. This observation suggests that 
the relationship between agency and subject is similar to that which tradition
ally has given rise to accident liability.237

Another paradigm of accident liability is fault. Judge Learned Hand formu
lated the classic standard of fault in United States v. Carroll Towing Co.238 
Under Judge Hand’s formulation a court should consider the magnitude of the 
loss if an accident occurs, discounted by the probability of the accident’s occur
rence.239 If the value of the product exceeds the costs of taking precautions to 
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avoid the accident, the defendant should be found negligent.240 If, on the other 
hand, the cost of avoidance exceeded the value of the product, the defendant 
should not be held accountable.241 Negligence requires only that the party 
causing an injury have taken cost-justified precautions. From this formulation 
has developed the theory of fault articulated by legal and economic scholars: 
the function of the fault system is to produce rules that bring about efficient 
levels of accidents.242 Such an approach considers incentives and constraints in 
order to achieve efficient resource allocation.

240. Id.
241. Id.
242. 5^ Posner,// Theory of Negligence, 8 J. Legal Stud. 29, 32-33 (1972).
243. The economic theory of deterrence in law assumes that a potential law violator will assess the 

consequences of the violation, discount the consequences by the apparent probability of suffering the 
consequence, and compare that product with the costs of compliance, including opportunity costs. See 
generally Becker, Crime and Punishment: An Economic Approach, 76 J. Pol. Econ. 169 (1968) (law 
enforcement costs affect probability of apprehension and conviction); Becker & Stigler, Law Enforce
ment, Malfeasance, and Compensation of Enforcers, 3 J. Legal Stud. 1 (1974) (proposing economic 
approach for decreasing corruption in law enforcement); see also Whitford, Structuring Consumer Pro
tection Legislation to Maximize Effectiveness, 1981 Wis. L. Rev. 1018, 1026; Note, Decisionmaking Mod
els and the Control of Corporate Crime, 84 Yale L.J. 1091, 1106-12 (1976) (discussing economic 
approach to regulating corporate behavior).

244. In its provisions for mandated behavior, the Act provides the means by which the subject may 
learn of the credit report and gain a general view of its potential harm. 15 U.S.C. §§ 168Id-168 lj 
(1976). The subject may mitigate some of the effects of a negative and inaccurate report by providing 
additional information to users of the report. While it is not clear that the subject has a duty to attempt 
to mitigate the harm, as a practical matter he has a strong incentive to do so.

245. See Goodman, An Economic Theory of the Evolution of the Common Law, 7 J. Legal Stud. 
393, 395 (1978); Rubin, Common Law and Statute Law, 11 J. Legal Stud. 205, 206 (1982).

Thus, in a suit based on negligence under sections 1681e(b) and 1681o, a 
court may evaluate the cost to the agency of undertaking procedures to achieve 
greater accuracy against the cost to the subject of the agency’s failure to take 
precautions. When the FCRA has mandated certain behavior, this formulation 
may be inconsistent with the Act; nevertheless, it should be quite useful in 
cases involving the duty to maintain reasonable procedures under section 
168 le(b) cases. The availability of the negligence action should cause agencies 
to devote greater resources to assuring the accuracy of credit reports. Agencies 
should invest in accuracy so long as it is less costly to do so than it would be to 
compensate injured subjects.243 The FCRA action is preferable to the tradi
tional common law defamation action because its availability to plaintiffs 
should result in a more nearly optimal level of spending on credit report accu
racy. Increased spending imposes greater costs on agencies, and thus on credit 
grantors and on credit. Nevertheless, injuries are also costly and both costs 
should reach an efficient level.244 Thus, the negligence action fits this paradigm 
of accident liability as well.

D. FURTHER CONSIDERATIONS OF EFFICIENCY

Contemporary legal and economic theory may suggest why inefficient com
mon law rules of defamation evolved in the credit reporting context. Theory 
asserts that the common law tends to develop economically efficient rules of 
liability, as long as parties to the particular case have no continuing interest in 
a particular rule of liability.245 Under such circumstances, inefficient rules are 
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more likely to be relitigated and overturned than efficient ones246 because the 
undue advantage afforded one party by an inefficient rule provides an incen
tive for the other party to challenge it. If parties do have continuing interests 
in a particular type of case, the common law tends to favor those interested 
parties whether or not the resulting rules are efficient.247 This may result from 
inordinate expenditures for litigation or from the tendency of such litigants to 
place more emphasis on the development of legal precedent.248

246. See Rubin, Is the Common Law Efficient? 6 J. Legal Stud. 51, 53 (1977) (mathematical 
demonstration of how courts achieve efficient results). See generally R. Posner, Economic Analysis 
of Law (2d ed. 1977) (implicit goal of courts is economic efficiency); Landes & Posner, The Positive 
Economic Theory of Tort Law, 15 Ga. L. Rev. 851 (1981) (common law directed toward efficient allo
cation of resources).

247 See Goodman, supra note 245, at 395.
248. See Rubin, supra note 245, at 206.
249. See Galanter. Why the “Haves" Come Out Ahead: Speculation on the Limits of Legal Change, 9 

Law & Soc. Rev. 95, 100 (1974).
250. This view is developed in M Horowitz, The Transformation of American Law (1977) 

and is consistent with the reasoning in Smith's 1914 article on the qualified privilege See Smith, supra 
note 26.

251. Epstein. The Social Consequences of Common Law Rules, 95 Harv. L. Rev. 1717, 1718 (1982).

From this perspective it is noteworthy that when the credit reporting privi
lege was developed in the nineteenth and early twentieth centuries large credit 
agencies litigated cases on essentially the same facts in many jurisdictions. 
Certain firms, including the predecessor firms to Dun & Bradstreet, for exam
ple, appeared repeatedly as defendants. Presumably, these firms and their law
yers selectively settled, litigated, and appealed cases, using what limited 
techniques the judicial process permits for obtaining favorable precedent and 
avoiding unfavorable precedent. The plaintiff then, as now, typically was an 
individual seeking redress for a particular harm, with no continuing interest in 
the precedential value of the case.249

The evolution of the credit reporting privilege also may be explained by the 
theory that nineteenth-century common law judges favored legal theories of 
liability that subsidized the economic growth of business, thus freeing an enter
prise from internalizing its full costs to society.250 This theory does not, how
ever, account for the persistence of the defamation privilege into the second 
half of the twentieth century or its continued vitality in the commercial credit 
environment.

Given this evolution of the common law, what explains the statutory over
throw of the defamation privilege in the FCRA? Professor Epstein has hypoth
esized that as stakes become higher, the parties recognize the structural 
limitations to the changes that can be achieved through the common law.251 
They move to the legislative arena to effect change. The consumer movement 
of the 1960’s recognized that the legislature had greater potential than the 
courts for overturning entrenched judicial rules, and the credit reporting in
dustry came to the same realization. The defamation privilege was in danger 
of judicial erosion, exposing the agencies to strict liability. Simultaneously, the 
industry was changing into an electronic information network, which raised 
the stakes in determining liability rules. As a result, the FCRA may be re
garded as a compromise between consumer interests and the credit reporting 
industry.
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Will the FCRA produce a more efficient level of reporting mistakes than the 
common law? One commentator has argued that the statutory law is no more 
likely to produce efficient rules than the common law, because members of the 
interest groups pressing for legislation may have ongoing interests in future 
disputes.252 Thus, any efficiency produced by the FCRA may be by happen
stance rather than design.253

252. See Rubin, supra note 245, at 206.
253. See generally Whitford, supra note 243 (overview of the possible effects of various characteris

tics of consumer legislation on the effectiveness of the legislation).
254. See id. at 1026-27.
255. See id. at 1031.

The first impediment to efficiency is the imposition of mandatory costs on 
the industry. Such an imposition precludes the balancing of prevention costs 
and claim payment costs that presumably permit an efficient equilibrium to be 
attained. Furthermore, while sections 1681e(b) and 1681o invite negligence 
analysis in cost-justification terms, development of the case law is unlikely to 
produce efficient outcomes becomes of the same asymmetry of parties that 
characterized common law litigation; the defendant is usually a member of the 
industry and the plaintiff usually an individual with no interest in the case as 
precedent.

A final impediment to encouraging credit agency efficiency is the likelihood 
that consumers will not sue frequently enough to provide an incentive for 
agencies to invest in more accurate reporting. Report subjects may choose not 
to sue either because they are unaware of their statutory rights or because the 
limitation to compensatory damages, even with attorney’s fees, makes it un
economical to undertake the suit.254 In addition, the disinclination of plaintiffs’ 
attorneys to accept consumer protection cases255 probably affects the number 
of FCRA actions brought. Although there is little empirical information on 
the point, it seems quite possible that the public remedies in the Act have had a 
greater effect on the agencies’ accuracy than has the private negligence action 
of section 1681 o, or even the willfulness action of section 168 In. Nevertheless, 
the consumer should prefer the FCRA actions to the state law defamation 
action.

Conclusion

The FCRA altered the analytical framework within which injuries to con
sumer credit report subjects are redressed. The Act replaced the common law 
complex of strict liability and qualified privilege by limiting the availability of 
the common law action and substituting a federal action in negligence. A 
comparison of the two actions reveals differences in the availability of redress 
under the two theories as well as in the policies implicit in the shift in legal 
theory.

In general, the FCRA appears to provide a remedy for a broader range of 
injuries than does the common law defamation action. The common law 
plaintiff must plead and prove a higher standard of culpable behavior to over
come the qualified privilege than the FCRA plaintiff must prove to support a 
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claim. Moreover, the FCRA appears to protect interests of the subject in addi
tion to the interest in reputation that is protected in common law defamation.

The negligence standard of the Act provides a superior framework for bal
ancing the interests of subjects, agencies and users in the information dissemi
nated in credit reports. The framework created by the Act provides the courts 
greater flexibility in assessing the procedures of an agency. More significantly, 
the action implicitly regards the injury as an accident, a view that reflects more 
precisely the nature of and potential for harm that inheres in credit reporting. 
Regarding the harm as an accident also permits the use of tort paradigms of 
liability, particularly those of reciprocity and fault. Finally, the FCRA affords 
protection to the interests of credit agencies and report users that is probably 
comparable to the constitutional protection that might be afforded under con
temporary commercial speech doctrine.



NOTES

Religious Expression in the Public School Forum: 
The High School Student’s Right to Free Speech

In the hypothetical Jefferson County School District, students enrolled in 
county high schools are allowed to participate in many different student orga
nizations. School officials permit these groups to meet before and after school, 
and during a weekly one-hour activity period scheduled as part of the official 
school day. If students do not choose to participate in any of the groups, the 
school makes a study hall available for their use.

The Jefferson County School Board states that participation in such activi
ties develops leadership abilities, enhances communication skills, and encour
ages students to reach informed opinions on issues of social concern. 
Consequently, it has authorized the formation of a broad range of student or
ganizations, including student government associations, drama clubs, and de
bating teams. In fact, the Jefferson County School Board has only once 
refused to authorize a school club. In 1982, the Board denied the request of 
several students at Jefferson High School to form a club in order to exchange 
ideas and opinions about religious subjects, read the Bible, and pray. It did so 
on the county solicitor’s advice that permitting such meetings would violate the 
establishment clause of the United States Constitution.

Was the county solicitor correct?
The United States Supreme Court has never decided whether high school 

students possess a first amendment right to hold religious meetings in such a 
situation.1 Nor has it decided whether, if such meetings are protected by the 
Constitution, school officials have a sufficiently compelling state interest to re-

1. The Supreme Court has on several occasions invalidated as violative of the establishment clause 
state actions prescribing prayer or Bible reading in public classrooms. See Karen B. v. Treen, 455 U.S. 
913 (1982), affg 653 F.2d 897, 900-02 (5th Cir. 1981) (state-required prayer in classroom at start of 
school day led by teacher or appointed student violates establishment clause); Abington School Dist. v. 
Schempp, 374 U.S. 203, 205 (1963) (state-required Bible reading and recitation of Lord’s Prayer in 
classroom violates establishment clause); Engel v. Vitale, 370 U.S. 421, 424, 430 (1962) (state-composed 
prayer recited daily in classroom violates establishment clause). In these situations, students who did 
not wish to participate could remain seated and quiet during the exercises, or leave the classroom under 
supervision for the duration of the activity. These exemptions, however, did not remove an element of 
coercion in the statutes mandating the religious activity, which rendered them unconstitutional. See 
Abington School Dist. v. Schempp, 374 U.S. at 224-25; Engel v. Vitale, 370 U.S. at 430-31; Karen B. v. 
Treen, 653 F.2d at 902.

The religious club described in the hypothetical differs significantly from the situations treated in 
Treen, Schempp, and Engel. In those cases, a student could participate in a school-sponsored classroom 
or schoolwide religious program only by listening to a message. To avoid religious activity, a student 
had to forego a school program. A student in the Jefferson High School hypothetical, by contrast, 
would participate in or listen to discussions on religious subjects and prayer only after affirmatively 
selecting the religious club from among a variety of student organizations. A Jefferson student there
fore need not forego a school program to avoid religion. See Collins v. Chandler Unified School Dist., 
644 F.2d 759, 761-62 (9th Cir.) (state violates establishment clause by allowing Student Council mem
bers to lead student body in prayer at start of school assemblies because students either have to listen to 
prayer or forego major school function), cen. denied, 454 U.S. 863 (1981).

135
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fuse to allow the students to meet.2
In Widmar v. Vincent3 the Supreme Court confronted both issues in the con

text of a public university that denied a student religious club access to univer
sity meeting facilities otherwise generally available for use by student 
organizations.4 Finding that the university had created a public forum by its 
general accomodation of student meetings, the Court held that the university’s 
exclusion of religious speech from that forum violated the first amendment’s 
free speech clause5 unless the exclusion was narrowly tailored to serve a com
pelling state interest.6 The Court rejected the university’s contention that the 
establishment clause7 compelled exclusion,8 and therefore held the university’s 
action unconstitutional.9

The Supreme Court in Widmar left open the question of whether a public 
high school could constitutionally deny access to school facilities to student- 
initiated religious groups in a similar factual situation.10 Recently, two federal 
courts of appeals in Brandon v. Board of Education of the Guilderland Central 
School District" and Lubbock Civil Liberties Union v. Lubbock Independent

2. The Supreme Court has denied certiorari in two cases raising this issue. Lubbock Civil Liberties 
Union v. Lubbock Indep. School Dist., 669 F.2d 1038 (5th Cir 1982), cert, denied, 103 S. Ct. 800 
(1983); Brandon v. Board of Educ., 635 F.2d 971 (2d Cir. 1980), ceri. denied. 454 U.S. 1123 (1982).

3. 454 U.S. 263 (1981).
4. Id. at 264-65. The stated policy of the University of Missouri at Kansas City is to encourage the 

activities of student groups. Id. at 265. The university has granted official recognition to over 100 
groups and provided university facilities for their meetings. Id. From 1973 to 1977 a registered reli
gious student group, Cornerstone, used university facilities with permission. In 1977 the university 
withdrew permission based on a 1972 regulation prohibiting the use of university buildings for religious 
purposes. Id.

Eleven students from the organization challenged the regulation as violative of their rights to free 
exercise of religion, equal protection, and freedom of speech under the first and fourteenth amend
ments. Id. at 266. The district court upheld the regulation because it found religious speech entitled to 
less protection than other speech. The United States Court of Appeals for the Eighth Circuit reversed 
Chess v. Widmar. 635 F.2d 1310 (8th Cir. 1980). It held the university regulation to be a content-based 
discrimination against religious speech not justified by a compelling state interest. Id. at 1315-20. 
Moreover, the court concluded that the establishment clause did not bar a policy that made facilities 
open to all groups. Id. at 1317. The Supreme Court affirmed the decision of the Eighth Circuit in 
Widmar v. Vincent, 454 U.S. at 267.

5. U.S. Const, amend. 1. The amendment provides that “Congress shall make no law . . . abridg
ing the freedom of speech. . . .” Id. The due process clause of the fourteenth amendment extends to 
the states the prohibition against laws abridging the freedom of speech. L Tribe, American Consti
tutional Law § 11-2 (1978).

6. Widmar. 454 U.S. at 270-76. The Court also reaffirmed the principle that religious speech is enti
tled to all of the protections of the free speech clause. Id. at 263-64 & n.6.

7. U.S. Const, amend. I. The clause states; “Congress shall make no law respecting an establish
ment of religion ...” Id. The due process clause of the fourteenth amendment extends to the states 
the prohibition against laws that establish religion. L. Tribe, supra note 5, § 11-2.

8. Widmar, 454 U.S. at 270.
9. Id. at 277.
10. The Widmar Court noted that college students will not misperceive equal treatment of a religious 

group as approval of the group's beliefs, but that younger students are more impressionable. 454 U.S. 
at 274 n.14. It thus implied that student impressionability at some grade level prior to college is such 
that permitting equal access to religious groups might violate the establishment clause.

11. 635 F.2d 971 (2d Cir. 1980), cert, denied, 454 U.S. 1123 (1982). In Brandon the Second Circuit 
upheld the school district’s denial of a request by a group of high school students called "Students for 
Voluntary Prayer” to meet in a classroom for communal prayers prior to the start of the school day. Id. 
at 980. The court declared that a high school is not a public forum where religious views may be freely 
aired. Id. at 979. The students’ free speech rights, “cognizable in a ‘public forum,’ are severely circum
scribed by the establishment clause in the public school setting.” Id. at 980.
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School District'1 considered both issues as they apply to public secondary 
schools and reached opposite conclusions from Widmar. First, these courts 
reasoned that a public secondary school is not a public forum where students 
can freely discuss religious issues.12 13 Second, the courts held that allowing high 
school students to hold religious meetings in public schools violates the estab
lishment clause.14

12. 669 F.2d 1038 (5th Cir. 1982), ceri. denied, 103 S. Ct. 800 (1983). In Lubbock a panel of the Fifth 
Circuit declared unconstitutional a school district policy allowing students to meet before or after 
school hours for religious purposes on the same basis as other student groups. Id. at 1049. The court 
followed Brandon in concluding that students did not have a constitutionally protected right to meet 
under the free speech clause, id. at 1048, and held that the policy violated the establishment clause. Id. 
at 1044-47. Subsequent to the panel’s original decision, the Fifth Circuit denied a rehearing en banc. 
680 F.2d 424 (1982) (hereinafter cited as Lubbock II).

13. Lubbock, 669 F.2d at 1048 (quoting Brandon in denying that high school students have right to 
meet to discuss religion on same basis as other student clubs); Brandon, 635 F.2d at 980 (although high 
school students have first amendment rights to political speech, students have no right to meet in class
room for communal prayer because establishment clause severely circumscribes rights to religious 
speech).

14. Lubbock, 669 F.2d at 1044-47 (school policy allowing religious meetings on equal basis with 
nonreligious meetings violates establishment clause because policy’s language and history show pur
pose to aid religion, impressionable students likely to perceive state as sponsoring religion, and need to 
monitor meetings would entangle state and religion); Brandon, 635 F.2d at 978-79 (student prayer 
meetings prior to school would violate establishment clause because impressionable students likely to 
perceive state as sponsoring religion and need to monitor meetings would entangle state and religion).

The decisions in Brandon and Lubbock were preceded by several state court cases that were equally 
intrusive on students’ first amendment rights to engage in religious speech. See Trietley v. Board of 
Educ. of City of Buffalo. 65 A.D.2d 1, 6, 409 N Y S 2d 912, 917 (1978) (proposed student Bible club 
meetings in public high schools would violate establishment clause); Johnson v. Huntington Beach 
Union High School Dist., 68 Cal. App. 3d 1, 17, 137 Cal. Rptr. 43. 56 (same), cerr. denied, 434 U.S. 877 
(1977); cf. Stein v. Oshinsky, 348 F.2d 999, 1001-02 (2d Cir. 1965) (constitutional right to freedom of 
speech does not require state to permit student-initiated prayers in public schools).

15. 563 F. Supp. 697 (M.D. Pa. 1983).
16. Id. at 705-07.
17. Id. at 707.
18. Id. at 716.
19. Id.

By contrast, a federal district court recently held in Bender v. Williamsport 
Area School District'5 that the Widmar analysis applies to public secondary 
schools in much the same manner as it applies to public universities. Specifi
cally, the court in Bender held that a public secondary school had created a 
limited forum for student-initiated speech by providing for an activity period 
scheduled during the school day.16 The court therefore required the school to 
justify its exclusion of student-initiated religious speech by showing a compel
ling state interest.17 Applying this test, the court found that allowing religious 
meetings during the activity period would not violate the establishment clause, 
compliance with which the school had asserted to be a compelling interest.18 
The court accordingly concluded that the students were entitled to summary 
judgment.19

This note argues that the first amendment protects student-initiated religious 
speech in public secondary schools in essentially the same manner as it pro
tects similar speech in public universities. Part I of the note demonstrates that 
a public secondary school may become a limited public forum for student 
speech. If a school creates such a forum, any government regulation of speech 
based on its content must be narrowly tailored to serve a compelling state in
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terest. In Part II, the note argues that religious speech in the school-created 
forum does not violate the establishment clause. Therefore, the note concludes 
that the need to comply with the clause is not a compelling state interest justi
fying content-based discrimination against student-initiated religious speech.

I. Freedom Of Speech In The Limited Public Forum Created By A 
Public Secondary School

The first amendment guarantee of freedom of speech is “[t]he matrix, the 
indispensible condition, of nearly every other form of freedom.”20 Freedom of 
expression is essential to individual self-fulfillment, to the advancement of 
knowledge, to the discovery of truth, and to the development of a system of 
self-government.21

20. Palko v. Connecticut, 302 U.S. 319, 327 (1937). See generally McKay. The Preference for Free
dom, 34 N.Y.U. L. Rev. 1182 (1959) (discussing preference accorded freedom of speech in judicial 
review).

21. See R. Emerson, The System of Freedom of Expression 6 (1970). Justice Brandéis has 
stated that "freedom to think as you will and to speak as you think are means indispensable to the 
discovery and spread of political truth; that without free speech and assembly discussion would be 
futile.” Whitney v. California, 274 U.S. 357, 375 (1927) (Brandéis. J., concurring).

22. See Perry Educ. Ass’n v. Perry Local Educators’ Ass’n, 103 S. Ct. 948, 954-56 (1983) (standard by 
which content-based restriction on right to speak on public property to be judged depends on character 
of property); Police Dep't v. Mosley, 408 U.S. 92, 95 (1972) (government may not restrict expression 
because of its message, ideas, subject matter, or content, but may differentially restrict expression only 
if appropriate interest suitably furthered).

23. 393 U.S. 503 (1969).
24. Id. at 513. Subsequently, courts have held that a state may regulate the expression of high school 

students that materially and substantially disrupts school discipline or interferes with the rights of 
others, but may not regulate speech not having that effect. See infra notes 87-96 and accompanying text 
(discussing school board discretion to prevent disruptive speech). Compare Dunn v. Tyler lndep. 
School Dist., 460 F.2d 137, 142-43 (5th Cir. 1972) (school regulation forbidding boycotts and walkouts 
upheld because such activities inherently disruptive of classroom process) with Scoville v. Board of 
Educ., 425 F.2d 10, 13 (7th Cir.) (student expulsion for distribution of unofficial school newspaper 
invalid since no showing of substantial disruption), cert, denied. 400 U.S. 826 (1970).

25. 103 S. Ct. 948 (1983).
26. Id. at 954-55, 959-60.
27. Indeed, Perry involved a public school’s internal mail system. Id. at 951.

At the heart of the free speech guarantee is the requirement of content-neu
trality. This principle provides that when the government seeks to restrict ex
pression because of its message or subject matter, the government bears the 
burden of justifying its action under appropriate standards.22 23 24 25

Many courts, adhering to the Supreme Court’s decision in Tinker r. Des 
Moines School District?1 have held that students may express political opin
ions in public high schools if they do so without “ ‘materially and substantially 
interfering with the requirements of appropriate discipline in the operation of 
the school’ and without colliding with the rights of others.”24 In 1983, how
ever, the Supreme Court explained in Perry Education Association v. Perry Lo
cal Educators' Association1-5 that the standard under which a content-based 
discrimination must be scrutinized depends on whether the speech in question 
occurs in a “public forum.”26 The standards articulated in Perry apply to all 
types of public property, including schools.27 The government must demon
strate that any content-based regulation of speech in a public forum is nar
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rowly tailored to serve a compelling state interest.28 By contrast, the 
government may reasonably restrict speech to preserve a nonpublic forum for 
its intended purposes.29

28. Id. at 954-55.
29. Id. at 955.
30. Id. at 954-55.
31. Id. (quoting Hague v. CIO. 307 U.S. 496, 515 (1939)). See L. Tribe, supra note 5, § 12-21 (public 

streets, sidewalks, and parks given special status). See generally Kalven, The Concept of the Public 
Forum: Cox v. Louisiana. 1965 Sup. Ct. Rev. 1 (discussing street as public forum).

32. The Supreme Court in Perry did not define whether its term "content-based discrimination" 
applied only to restrictions based on contents, or also to restrictions based on an expression’s subject 
matter. 103 S. Ct. at 954-55. The opinion shows, however, that the Court applies the same standards 
whether an exclusion is based on content or on any other aspect of the expression, such as its subject 
matter. The Court said that a state may impose reasonable restrictions in a nonpublic forum based on 
the subject matter and speaker. Id. at 957. Reasonable regulation is the standard that the Court applies 
to content-based discrimination in nonpublic forums. Id. at 955. It appears, therefore, that the Court 
applies the standards by which it judges content-based discrimination to all such restrictions on speech.

This does not mean that a court would reach the same conclusion concerning the legality of a view
point restriction and a subject matter restriction in identical circumstances. For example, it is easier to 
justify the prohibition of all religious speech, a subject matter restriction, from a school board meeting 
as necessary to serve a compelling state interest—the preservation of order—than it is to justify the 
exclusion of all non-Christian speech, even though the latter is also judged by the compelling state 
interest standard. Governments constitutionally have excluded entire subject areas from discussion, 
however, where the desired speech is incompatible with the forum, in Greer v. Spock. 424 U.S. 828, 
838-39 (1976) (allowing exclusion of all partisan political campaigns on military base) and in Jones v. 
North Carolina Prisoner’s Union, 433 U.S. 119 (1976) (allowing exclusion of union solicitation of pris
oners because institutional security at stake).

33. Perry, 103 S. Ct. at 955.
34. Id. '

After briefly summarizing the law concerning public forums, this section of 
the note argues that a public secondary school creates a limited public forum 
for student organizations when it generally accommodates their speech, and 
that student-initiated religious speech falls within the scope of that forum. Ar
guments that a public secondary school is not a public forum because of the 
need for school board discretion, the existence of alternative forums for the 
expression of religious speech, the principle of the “captive audience,” and the 
immaturity of secondary school students do not change this result. Accord
ingly, a school can deny a student religious group equal access to school facili
ties only if it has a compelling state interest in doing so.

a. background: public forum

[r\ Perry the Supreme Court delineated the relevancy of three types of public 
property for public forum purposes.30 First, forums such as streets and parks, 
which “have immemorially been held in trust for the use of the public, and, 
time out of mind, have been used for purposes of assembly, communicating 
thoughts between citizens, and discussing public questions,” are “quintessen
tial” public forums.31 In order to justify any content-based exclusion of speech 
in such a forum, whether of entire subject areas or of particular contents, ideas, 
or viewpoints,32 the state must demonstrate “that its regulation is necessary to 
serve a compelling state interest” and “is narrowly drawn to achieve that 
end.”33

Second, a state may create a public forum by opening property to the public 
as a place for expression.34 The state must meet the same standards in state- 
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created public forums that apply in the quintessential public forum for as long 
as it chooses to retain the open character of the forum.35 In some circum
stances, the state may create a “limited public forum” for use by certain groups 
or for the discussion of certain subjects.36

Finally, a third type of public property is neither by tradition nor because of 
governmental action a forum for public communication.37 Courts have found 
that jails,38 military bases,39 buses,40 mailboxes,41 and a public school’s inter
nal mail system42 are nonpublic forums. In most of the forums that the 
Supreme Court has characterized as nonpublic, either the government has tra
ditionally imposed restrictions on the use of the forum by the general public,43 
or the purposes for which the property is used have been incompatible with 
relatively uncontrolled use for public speech.44 The Court’s decisions also sug
gest that the presence of a captive audience may also determine the status of a 
forum.45 In nonpublic forums, the government “may reserve the forum for its 
intended purposes, communicative or otherwise,” as long as any regulation of 
speech is reasonable and not intended to suppress expression because a public 
official disagrees with the views expressed.46

B. PUBLIC SECONDARY SCHOOLS AS LIMITED PUBLIC FORUMS

Widmar and Perry reveal one manner in which the government creates a

35. Id.
36. Id. at 955 n.7.
37. Id. at 955.
38. Jones v. North Carolina Prisoners’ Labor Union, 433 U.S. 119, 136 (1977).
39. Greer v. Spock, 424 U.S. 828, 838 n.10 (1976).
40. Lehman v. City of Shaker Heights, 418 U.S. 298, 304 (1974) (plurality opinion).
41. United States Postal Serv. v. Greenburgh Civic Ass’ns, 453 U.S. 114, 128 (1981).
42. Perry, 103 S. Ct. at 955.
43. See id. at 956 (school’s internal mail system not open to use by general public); United States 

Postal Serv. v. Greenburgh Civic Ass’ns, 453 U.S. at 128-29 (access to mailbox unlawful since 1934 
except under conditions specified by Congress and Postal Service); Greer v. Spock, 424 U.S. at 838 
(army may exclude civilians from base that has not historically served as place for communication of 
ideas).

44 See Jones v. North Carolina Prisoners’ Labor Union, 433 U.S. at 130-33 (officials not proven 
incorrect that membership solicitation by prisoners’ labor union would be detrimental to prison security 
and order); Greer v. Spock, 424 U.S. at 837-38 (primary business of Army to be ready to fight wars, not 
provide public forum).

45. See Southeastern Promotions, Ltd. v. Conrad. 420 U.S. 546, 556 (1975) (request to use municipal 
theater to present play raises no circumstances justifying restraint of speech, including presence of 
captive audience); Lehman v. City of Shaker Heights, 418 U.S. at 302, 304 (plurality opinion) (prohibi
tion of political advertising on municipal buses justified in part because passengers captive audience).

46. Southeastern Promotions, Ltd. v. Conrad, 420 U.S. 546, 556 (1975). The standard forjudging 
content-based discrimination in nonpublic forums may have slipped in the two years between United 
States Postal Serv. v. Greenburgh Civic Ass’ns, 453 U.S. 114 (1981), and Perry. In Greenburgh the 
Supreme Court decided that a mailbox was not a public forum, id. at 128, and that the state therefore 
could impose reasonable content-neutral restrictions on speech, id. at 129-30, 131 n.7. The Court noted, 
however, that if the regulation had involved content-based discrimination, it would have scrutinized the 
regulation strictly. Id. at 132. See also Consolidated Edison Co. v. Public Serv. Comm’n, 447 U.S. 530, 
544 (1980) (commission may not prohibit utility company from including with bill inserts expressing 
opinions on controversial issues while allowing inserts on noncontroversial issues because that is con
tent-based discrimination not justified by compelling state interest); International Soc’y for Krishna 
Consciousness v. New Jersey Sports and Exposition Auth., 691 F.2d 155, 162 (3d Cir. 1982) (regulation 
prohibiting solicitation at sports arena upheld because arena not public forum and regulation reason
able and content-neutral). In Perry, however, the Court implied that the reasonability standard applied 
to any regulation of speech in nonpublic forums, whether content-neutral or not. 103 S. Ct. at 955. 
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public forum or a limited public forum—by generally accommodating any 
type, or certain types, of speech.47 If a court concludes that the government 
has created a public forum through its accomodation of speech, the court then 
must determine whether the particular type of speech in question falls within 
the scope of the generally accommodated speech.

47. A number of decisions indicate that government may create a public forum in a second manner: 
when it makes property open to members of the public who are a relevant audience for the speech that 
government seeks to restrict, and the speech is compatible with the purposes of and the activity in the 
forum. See, e.g., New York City Unemployed & Welfare Council v. Brezenoff, 677 F.2d 232, 238 (2d 
Cir. 1982) (although welfare office waiting rooms not traditional public forums, they are public places 
in which speech concerning welfare issues may not be banned); Dallas Ass’n of Community Orgs. for 
Reform Now v. Dallas County Hosp. Dist., 670 F.2d 629, 632-33 (5th Cir. 1982) (per curiam) (hospital 
may forbid expression interfering with its functioning, including all solicitation or distribution of leaf
lets in patient-care areas, but must allow expression that will not interfere with patient care, such as on 
sidewalks and in parking lots); Rosen v. Port of Portland, 641 F.2d 1243, 1247-51 (9th Cir. 1981) (air
port may not impose advance notice and identification requirements on individuals or groups of indi
viduals engaging in first amendment activities in terminal because such speech unlikely to cause 
disruption or threaten other governmental interests); Wolin v. Port of N.Y. Auth., 392 F.2d 83, 88-91 
(2d Cir. 1968) (Kaufman, J.) (government cannot prevent individuals from distributing literature or 
speaking out against Vietnam war in bus and subway terminal when peaceful forms of communication 
do not disrupt passengers in terminal). A public forum may thus exist even if the government never 
intended to accomodate any type, or all types, of speech in the forum.

This method of creating a public forum is significant in situations in which public high schools have 
not generally accommodated the meetings of student groups. Because fellow students clearly are a 
relevant audience for student-initiated religious groups, those groups may have a right to meet at 
schools that do not accommodate student organizations generally, so long as the meetings would not 
interfere with the schools’ function to educate students. This note does not explore this argument, 
however, in the belief that most public schools probably accommodate student organizations in a man
ner sufficient to create a limited public forum.

48. 454 U.S. at 267.
49. Id.
50. Id. at 265.
51 The district court in Bender relied primarily on the factual similarity to Widmar in concluding 

that a public secondary school created a limited public forum by its accomodation of student groups. 
Bender, 563 F. Supp. at 705-08. Although the court was cautious and repeatedly limited its decision to 
the facts, id. at 698-99, 700, 707, 709, 714-15, 716, it represents the first departure from the Brandon- 
Lubbock line of cases holding that a high school is not a public forum.

1. Government Accommodation
In Widmar the Supreme Court held that a state created a public forum by its 

accomodation of meetings by all types of student groups.48 It did not, how
ever, lay out a theoretical framework to explain when accomodation creates a 
public forum. Instead, its conclusion merely followed its statement of facts.49 
Those facts included the university’s stated policy to encourage student organi
zations, the large number of student groups, and the university’s routine provi
sion of facilities for the meetings of organizations.50 If Widmar were the last 
Supreme Court statement concerning accomodation, parties contesting 
whether a high school created a public forum for student groups would have to 
argue by analogy. A high school with a policy of encouraging student organi
zations, a significant number of student groups, and the routine provision of 
facilities for group meetings would create, by analogy to Widmar, a limited 
public forum.51

Last year, however, the Supreme Court in Perry explained in more general 
terms how at least two levels of accomodation are sufficient to create a public 
forum. First, a public forum may exist if the government has a policy of al
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lowing all persons, or all persons within a certain group, to use the property as 
a forum without each individual having to obtain separate permission.52 Sec
ond, a public forum may exist if each individual must obtain permission from 
the government to use the property as a forum, but such permission is granted 
as a matter of course.53 The Court did not explain the meaning of “as a matter 
of course.” but a working definition may be derived. A government grants 
permission as a matter of course if it does not reexamine its policy to allow 
speech whenever permission is sought, but rather determines only whether use 
by the applicant is within the scope of the forum that the government created. 
A high school that determines only that a group is composed of students and 
meets other minimal criteria54 before allowing it to use school facilities grants 
permission as a matter of course.

52. Perry, 103 S. Ct. at 955. The Supreme Court has made it clear that speech rights give way when 
they threaten the functioning of prisons. See Jones v. North Carolina Prisoners' Labor Union, 433 U.S. 
at 129-33 (government interest in preserving order in prisons outweighs union's rights to solicit mem
bership. meet, and mail packets at bulk rates to other prisoners); Pell v. Procunier, 417 U.S. 817. 827-28 
(1974) (courts should defer to reasonable belief of prison officials that interviews between individual 
prisoners and journalists threaten prison security and discipline).

53. See Perry, 103 S. Ct. at 956 (justifiable to argue school mail system a public forum if permission 
to use need not be sought or is granted as matter of course). In Perry, however, the school did not 
transform its internal mail system into a public forum because permission to use it had to be secured 
from the individual school principal, who did not grant such permission as a matter of course. Id.

54. Other minimal criteria might include a required number of students, or the taking of reasonable 
safety precautions.

55. See supra note 52 (discussing restrictions on speech in prisons).
56. See supra notes 43-44 and accompanying text (discussing characteristics of nonpublic forum).
57. See supra text accompanying note 45 (captive audience possible characteristic of nonpublic 

forum).
58. 418 U.S. 298 (1974).
59. Id. at 299-300.

In certain situations, however, a government’s apparent accomodation of 
speech may not create a public forum. For example, prison officials may allow 
prisoners to discuss a wide range of topics in a lunchroom without obtaining 
prior permission, yet undoubtedly retain the power to forbid certain topics of 
conversation that threaten prison security.55 It is accordingly likely that a pub
lic forum will not exist if the characteristics that have marked nonpublic fo
rums in prior Court decisions are present.

The hypothetical Jefferson High School, which allows students to meet 
before and after school and during an activity period, clearly does not possess 
the two most common characteristics of nonpublic forums—historical restric
tions on use by the general public and incompatibility with relatively uncon
trolled use for public speech.56 When a public high school takes steps to 
accomodate the speech of a wide variety of student organizations, it implicitly 
acknowledges that such speech generally is compatible with the school’s pur
poses. School facilities are also open to a significant segment of the public- 
school-age children.

Whether high school students are a captive audience, which the Court’s de
cisions suggest may also affect the forum status of government property, is a 
more complex issue.57 58 In Lehman v. City of Shaker Heights™ a politician chal
lenged a city’s policy forbidding political advertising on its buses but allowing 
commercial advertising.59 The Court suggested that the city’s acceptance of 
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commercial advertising did not create a public forum, in part because com
muters had the right to be free from forced intrusions on their privacy.60 A 
plurality concluded that the exclusion of political advertising was reasonable.61 
Justice Douglas, concurring, said that the constitutional guarantee of free 
speech does not convey the right “to force [one’s] message upon an audience 
incapable of declining to receive it.”62 It can be argued, therefore, that high 
school students are a captive audience and a state’s exclusion of religious 
speech is therefore reasonable.

60. Id. at 302.
61 Four Justices in Lehman concluded that the buses were not public forums, in part because the 

riders constituted a captive audience, and that the city’s policy excluding political advertising was rea
sonable. Id. at 302, 304.

62. Lehman. 418 U.S. at 307 (Douglas. J., concurring). See Southeastern Promotions, Ltd. v. Con
rad. 420 U.S. 546, 556 (1975) (theater patrons not captive audience because attend by choice); cf. 
Rowan v. Post Office Dept., 397 U.S. 728, 738 (1970) (statute allowing individual to request postmaster 
to order removal of name from sender’s mailing list upheld because individual has right to stop un
wanted communication from entering home).

63. The Court has never held that although the government accomodated a wide variety of speech, it 
did not create a public forum because a captive audience existed. Lehman was not a majority opinion. 
see supra note 61, in Southeastern Promotions a captive audience did not exist. 420 U.S. at 556. and in 
Rowan the Court distinguished a person’s right to be free from unwanted speech outside the home from 
his apparently stronger right to be free from unwanted speech within his own home. 397 U.S. at 738.

64. This would not be the case, however, if a school were to require student attendence at some club 
meeting during an activity period, and so limit the number or type of alternatives to a religious club 
that the students’ free choice was unduly inhibited.

65. But see Brandon. 635 F.2d at 978. The court characterized a high school as creating a captive 
audience while arguing that students would perceive the school as endorsing religion in violation of the 
establishment clause. Nevertheless, if high school students are a captive audience, the status of the 
forum arguably also is affected.

High school students frequently may choose from a number of elective courses. They nevertheless 
are a captive audience while attending those classes because the school compels them to choose a cer
tain number of those courses. By contrast, a school such as Jefferson in the hypothetical allows students 
to attend the study hall instead of participating in any of the various clubs.

66. 457 U.S. 853 (1982).
67. Id. at 862.
68. Id.

This argument rests on shaky precedential ground,63 and collapses in situa
tions such as the hypothetical Jefferson activity period. Students are not inca
pable of declining to receive religious speech in the context of that school’s 
activity period, because they may choose not to join any religious club. Be
cause the presence of a student in a religious club meeting is the result of the 
exercise of free choice,64 a student cannot be considered part of a captive audi
ence for religious speech in this context.65 66

In Board of Education, Island Trees Union Free School District v. Pico**  a 
plurality of the Supreme Court recently acknowledged the difference between 
the instructional setting of a classroom and other noncompulsory situations. 
In Pico four Justices concluded that, although a school board could discrimi
nate against certain types of books when they are being used for classroom 
instruction, it could not remove books from a school library based on their 
content.67 These Justices admonished the school board for attempting to assert 
its authority “beyond the compulsory environment of the classroom, into the 
school library and the regime of voluntary inquiry that there holds sway.”68 
Participation in extracurricular activities, including student-initiated religious 
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activities, constitutes the same “regime of voluntary inquiry.”69

69. Students’ right to expression is not confined to the “supervised and ordained discussion which 
takes place in the classroom.” Tinker, STS U.S. at 512. A student may express his opinions in the 
classroom, cafeteria, playing field, or campus during authorized school hours. Id. at 512-13.

The district court in Bender raised the possibility that a student activity period could be a part of the 
school’s curriculum. If so, then the period would not constitute a limited public forum and a school 
could, if reasonable, exclude religious groups. 563 F. Supp. at 707. Courts have not yet decided which 
factors to consider in determining whether an activity period is part of the curriculum. It seems clear, 
however, that the less structured and supervised an activity period, the less it should be considered 
program-related. The probability that the public could perceive an organization using the period to be 
school-sponsored is likely to be a significant factor in the judicial determination Moreover, the 
number and type of organizations open for student participation may affect the coercive nature of the 
religious group's participation.

The Third Circuit attached importance to these factors in Seyfried v. Walton. 668 F.2d 214 (3d Cir. 
1981), in determining whether a school board’s cancellation of a sexually suggestive school play vio
lated students’ free speech rights. The appellate court agreed with the district court, and the staff and 
administration of the school, that the play was part of the school’s curriculum. Id. at 216. Notably, the 
subject matter for the school production was selected by a teacher in conjunction with the school princi
pal. Id. The court also noted that the school had limited resources it could devote to the play and some 
content-based determination could not be avoided. Finally, students could read an unedited version of 
the script in the library. For all these reasons, the decision to cancel the play did not directly and 
sharply implicate the students’ first amendment rights. Id. at 216-17.

70. 103 S. Ct. at 955 n.7.
71. In Lubbock the school board enunciated the purpose of the student activity forum in paragraph 4 

of a directive to the schools. Student groups could use the forum to meet for "any educational, moral, 
religious or ethical purpose.” Lubbock, 669 F.2d at 1041 n.7.

72. The Supreme Court in Perry noted that the constitutional right of access to a forum is extended 
to "entities of similar character” to those groups already permitted to use the forum. Perry. 103 S. Ct. 
at 956.

73. See id. at 955 n.7 (forum in Widmar limited to student organizations).
74. Widmar, 454 U.S. at 267 n.5. The Court said: “We have not held, for example, that a campus 

must make all of its facilities equally available to students and nonstudents alike, or that a university 
must grant access to all of its grounds or buildings.” Id.

75. See supra note 1 (discussing unconstitutionality of religious activity initiated or sponsored by 
schools).

2. Scope of Public Forum

The Supreme Court in Perry noted that a government could create a forum 
for a limited purpose, such as for use by certain groups or for the discussion of 
certain subjects.70 Once a court determines that a public secondary school has 
created a limited public forum, it must determine how that forum is defined 
and whether the group seeking access to that forum falls within that definition. 
The scope of a forum may be enunciated71 or inferred from the purpose of the 
institution and the common characteristics of the groups allowed to use its 
forum.72

High schools generally accomodate only student organizations. School offi
cials do not routinely permit the speech of faculty groups or groups of outsid
ers. Thus, any forum created is generally limited to student organizations, as 
was the forum in WidmarJ3 School officials accordingly can impose reason
able restrictions on the speech of non-students.74

Some schools, however, may limit use of their facilities to student clubs initi
ated and organized by the school. Student-initiated religious speech falls 
outside the scope of those schools’ forums. Because a school probably cannot 
constitutionally organize a religious club,75 students in those schools will be 
unable to meet to engage in religious speech on school grounds. A school can
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not, however, use such a limitation as a subterfuge for content-based discrimi
nation against a student-initiated religious club.76

76. See Healy v. James, 408 U.S. 169, 181-83 (1972) (first amendment bars university from refusing 
to give Students for a Democratic Society official recognition as campus organization when such refusal 
will severely hamper ability of students to meet).

77. But see supra note 64 (school may not so limit forum as to create captive audience).
78. 454 U.S. at 265. The Court noted that the university’s stated policy was to encourage student 

organizations, but did not report any purpose underlying that policy. Id.
79. In Bender the court first acknowledged the factual similarity of a high school activity period to 

the Widmar situation. It then discussed factors arising from the differences between high schools and 
colleges that could lead to a different result than Widmar. 563 F. Supp. at 706.

80. Tinker v. Des Moines School Dist., 393 U.S. 503, 512 (1969). Students' individual decisions to 
participate in religious meetings further this educational goal. The ideas to which students should be 
exposed are not limited to officially approved views. Id. at 511.

81. That the subject matter differs from club to club does not undermine the purpose of a club 
program. In fact, it is this implicit acknowledgement of the diversity of interest and thought through a 
policy of accomodating various issues which best prepares adolescents to participate in a pluralistic, 
democratic society.

A school also may limit the subjects to be discussed in a forum.77 Determin
ing whether a school has limited the subjects to be discussed by student groups 
is relatively easy when it states the purposes for allowing students to meet. The 
Jefferson School Board, for example, stated that participation in such organi
zations develops leadership abilities, enhances communication skills, and en
courages students to reach informed opinions on issues of social concern. A 
religious organization fulfills those purposes in the same manner as nonreli
gious organizations.

Determining whether a school has limited the subjects of discussion be
comes more difficult when the school does not state its goals in allowing stu
dents to meet. The Supreme Court in Widmar confronted such a situation. It 
concluded, with minimal explanation, that a student-initiated religious organi
zation was entitled to use the university’s forum.78

When a school does not provide a definition of the forum in question, a 
court should look to the purposes of a secondary school and the common char
acteristics of the groups it allows to use its forum.79 The general purpose of a 
high school is similar to that of a university. Both seek to educate through 
“wide exposure to that robust exchange of ideas which discovers truth ‘out of a 
multitude of tongues, [rather] than through any kind of authoritative selec
tion.’ ”80 In both public high schools and public universities, groups such as 
debate clubs, the student government, and school service clubs do not have 
any common content. Rather, they encourage the acquisition of well-reasoned 
opinions, develop leadership skills and verbal abilities, and provide recreation. 
These characteristics are shared by a student religious group.81 As a matter of 
first impression, therefore, it seems clear that a student-initiated religious club 
should fall within the scope of a forum created by a public high school for 
student organizations.

Two differences between high schools and colleges, however, may affect a 
court’s determination of whether student-initiated religious groups fall within 
the scope of a high school’s limited public forum. First, high school adminis
trators must exercise greater discretion and control over school activities than 
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must college administrators. Second, high school students generally are less 
intellectually sophisticated than college students.

School board discretion. Generally, the Supreme Court has not favored
regulations limiting speech that lodge broad discretion in public officials.82 In 
some contexts, however, the Supreme Court has indicated that some deference 
to the speech-related decisions of public officials is appropriate.83

82. See Tinker, 393 U.S. at 510-11 (school officials do not have broad discretion to limit students' 
political expression); Shuttleworth v. Birmingham. 394 U.S. 147, 150 (1969) (city ordinance that vests 
power in local officials to deny parade permits unconstitutional because it prescribes no standards to 
guide officials in decision); Saia v. New York. 334 U.S. 558, 560-62 (1948) (ordinance forbidding use of 
sound amplification without permission of police chief unconstitutional because no standards pre
scribed for exercise of discretion).

83. Generally, courts have found deference to be appropriate in situations in which the government 
has not created a public forum. See, e.g, Jones v. North Carolina Prisoners' Labor Union, 433 U.S. 
119, 125 (1977) (prison officials may exercise discretion to limit prisoners' speech rights because of need 
for discipline); Greer v. Spock, 424 U.S. 828, 840 (1976) (military commander may exercise discretion 
to prohibit presidential candidate from speaking on base because of security needs); Persons for Free 
Speech at SAC v. United States Air Force, 675 F.2d 1010, 1028 (8th Cir. 1982) (military commander 
may exercise discretion to prohibit nuclear weapons protestors from speaking on base because of need 
for security), cert, denied, 103 S. Ct. 579 (1983).

84. See Ikidmar, 454 U.S. at 278 (Stevens, J„ concurring) (appropriate for university officials to 
make content-based decisions).

85. id.
86. See id.
87. See Tinker, 393 U.S. at 512-13 (school may limit student speech only when it would disrupt 

classwork, cause substantial disorder, or invade rights of others).
88. Grayned v. City of Rockford, 408 U.S. 104, 118 (1972); Tinker, 393 U.S. at 513.
89. See Shanley v. Northeast Indep. Schoo! Dist., 462 F.2d 960, 974 (5th Cir. 1972) (school board 

policy against distribution of unofficial school newspaper invalid when administrators cannot give ob
jective evidence to support fear of disruption).

90. Tinker, 393 U.S. at 508. The Court said:
[I]n our system, undifferentiated fear or apprehension of disturbance is not enough to over
come the right to freedom of expression. . . . Any word spoken, in class, in the lunchroom, 
or on the campus, that deviates from the views of another person may start an argument or 
cause a disturbance. But our Constitution says we must take this risk.

One such context is the public school. Because school officials must make 
countless decisions based on the content of communicative materials in order 
to perform their teaching responsibilities,84 they are normally allowed to en
gage in content-based discrimination. For example, curriculum planning and 
selection of books and teachers involve decisions about content.85 School 
managers must also make decisions that concern use of the school’s limited 
resources for extracurricular activities. These decisions naturally turn on the 
content of the activities.86 Arguably, school administrators should have the 
same discretion to determine which groups can use a school’s activity period.

Recognizing that some judicial deference to school board discretion is ap
propriate, the Supreme Court has balanced the need for discretion in school 
management and the guarantees of the first amendment.87 Expressive activity 
may be restricted in public schools only if the forbidden conduct substantially 
interferes with the requirement of appropriate discipline or invades the rights 
of others.88

School officials have the burden to demonstrate that any limitation of speech 
is justified.89 This burden cannot be met by showing only an "undifferentiated 
fear or apprehension of disturbance”90 or a “desire to avoid the discomfort and 
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unpleasantness that always accompany an unpopular viewpoint.”91

Id. \ see also Terminiello v. Chicago, 337 U.S. 1, 6 (1949) (speech that invites dispute constitutionally 
protected).

91. Tinker, 393 U.S. at 509; see Healy v. James, 408 U.S. at 187-88 (school officials may not prohibit 
student expression of controversial political views unless reasonable fear that students will cause dis
ruption); Burnside v. Byars, 363 F.2d 744, 749 (5th Cir. 1966) (school officials may not prohibit stu
dents’ expression of views on racism when no material disruption).

92. Bumside v. Byars, 363 F.2d at 749.
93. Tinker, 393 U.S. at 513.
94. Heffron v. International Soc’y for Krishna Consciousness, 452 U.S. 640, 647 (1981); Grayned v. 

City of Rockford, 408 U.S. 104, 115 (1972); see supra notes 87-88 and accompanying text (discussing 
rationales for exercise of administrative discretion to limit speech rights).

95. See Heffron v. International Soc’y for Krishna Consciousness, 452 U.S. at 649.
96. See Jacobs v. Board of School Comm’rs, 490 F.2d 601, 609 (7th Cir. 1973) (regulation prohibit

ing distribution of newspapers on school grounds too broad because it infringes on students’ first 
amendment rights during periods in which students not involved in classroom activities); Spartacus 
Youth League v. Board of Trustees, 502 F. Supp. 789, 800 (N.D. Ill. 1980) (university regulations 
prohibiting distribution of free newspapers by non-students at student union and requiring prior ap
proval for sales of newspapers overly broad because they prohibit distribution and sale in locations and 
manner that would not be disruptive).

97. See infra notes 142-45 and accompanying text (discussing constitutional dangers in appearance 
of sponsorship). For example, a school may forbid teachers from participating in the religious group’s 
meetings to avoid any appearance of sponsorship.

School officials are unlikely to be able to meet this burden when they deny a 
student-initiated religious group equal access to a school’s limited forum. If 
religious speech incited such strong feelings that it threatened disruption, 
prohibiting such speech would be justified. This threat is unlikely, however, 
because student expression of views on volatile issues such as racial discrimi
nation92 and the Vietnam war93 have been held not to create such a possibility. 
Similarly, it is unlikely that the existence of voluntary religious clubs will vio
late the rights of others when students are not required to participate. Except 
in unusual circumstances, therefore, courts should not defer to the need for 
school board discretion in cases involving discrimination against religious 
speech in a school-created limited public forum.

Although school officials may not, except in exceptional circumstances, exer
cise discretion to prohibit religious meetings, they may impose reasonable 
time, place, and manner restrictions on the religious discussions to prevent in
terference with school discipline or invasion of the rights of others.94 The 
Supreme Court and the circuit courts have thus far given no guidance on what 
restrictions are reasonable, except to say that they may not serve as a subter
fuge for content-based discrimination,95 and that they must be narrow in 
scope.96

In creating a limited public forum, a school will have established neutral 
time, place, and manner restrictions applicable to all student groups. It will 
have set the times in which student groups may meet, and the manner in which 
they may acquire access to school rooms and facilities. These restrictions 
should apply to student-initiated religious groups as well. Such groups, how
ever, may even require special restrictions so as to avoid any appearance of 
school sponsorship.97 These special restrictions, however, should not effec
tively bar the group from meeting, and should be drawn as narrowly as 
possible.
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Capacity to benefit from free speech. The Supreme Court in Widmar
extended to groups of public university students the right to engage in religious 
speech on an equal basis with other student groups.98 The Court, however, 
noted that younger students are more impressionable than university stu
dents.99 It may be argued that students who are overly impressionable are also 
unable to benefit from free speech rights. Arguably, they are unable to initiate 
meaningful discussion of religious topics or to learn from such discussions.

98. 454 U.S. at 277.
99. Id. at 274 n.14. The circuit courts in Brandon and Lubbock discussed whether secondary school 

students are so impressionable that they would perceive equal accommodation of religious speech as 
state sponsorship in violation of the establishment clause. See infra notes 146-58 and accompanying 
text (discussing effect of student impressionability on establishment clause violation).

100. See supra notes 57-69 and accompanying text (discussing speech rights in classroom's captive 
audience setting).

101. See Wilson v. Chancellor, 418 F. Supp. 1358, 1368 (D. Or. 1976). But cf. Burns v. Rovaldi, 477 
F. Supp. 270, 276 (D. Conn. 1979) (restriction prohibiting teacher from exposing fifth-grade students to 
communist ideas valid since students had not attained sufficient maturity to evaluate merits of capital
ism and communism).

102. See Tinker, 393 U.S. at 509-14 (high school students' wearing of black armbands to protest 
Vietnam war protected by first amendment); Russo v. Central School Dist. No. 1. 469 F.2d 623. 631 (2d 
Cir 1972) (teacher’s refusal to salute flag upheld), cert, denied. 411 U.S. 932 (1973); James v. Board of 
Educ., 461 F.2d 556. 574 (2d Cir.) (teacher's dismissal for wearing black armband in class to protest 
Vietnam war unconstitutional), cert, denied. 409 U.S. 1042 (1972). In the latter two cases. Judge Kauf
man, who wrote the opinion in Brandon, found high school students capable of thoughtful discernment 
and perceptive judgment when presented with teachers' political views.

103. See Jacobs v. Board of School Comm’rs, 490 F.2d 601, 610 (7th Cir. 1973) ("earthy words" 
printed in student newspaper protected by first amendment), vacated on other grounds. 420 U.S 128 
(1975); Keefe v. Geanakos, 418 F.2d 359, 361 (1st Cir. 1969) (teacher’s use of vulgar word in classroom 
discussion of article in which it appeared protected by first amendment).

104. See Russo v. Central School Dist. No. 1, 469 F.2d at 633 (high school students perceive coun
try’s political conflicts); Wilson v. Chancellor, 418 F Supp at 1368 (today’s sophisticated high school 
students not easy prey for forcefully expressed arguments); Note. The Constitutional Dimensions of Stu- 
dent-initiated Religious Activity in Public High Schools. 92 Yale L.J. 499, 507-09 (1983) (citing author
ity on maturity of high school students).

105. Pico, 457 U.S. at 862 (plurality opinion); Tinker. 393 U.S. at 512.

Courts, however, repeatedly have held that secondary school students are 
not disqualified by their age from initiating and learning from controversial 
political views even in the classroom, where speech rights are subject to rea
sonable state regulation because the audience is captive.100 For example, 
courts have allowed a communist to speak101 and students and teachers to en
gage in symbolic protest speech in the classroom.102 Similarly, students’ rights 
to express and hear potentially offensive language have been upheld.103 104

These decisions rest in large part on the realization that high school stu
dents, who recognize that a diversity of views exists on many issues, are able to 
discern between good and bad arguments, and are unlikely to be swayed by 
the force with which an argument is stated.11)4 They therefore are capable of 
learning through the exchange of ideas, which prepares them for participation 
in a pluralistic society.105 These same students have sufficient intellectual 
strength to benefit from the right to engage in religious speech, on an equal 
footing with other speech, in a situation in which no individual is compelled to 
be present. Just as the state should not insulate sufficiently mature students 
from the conflict among political ideas, so also the state should not create “an 
atmosphere in which children are kept scrupulously insulated from any aware
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ness that there exist in our pluralistic society differences of religious belief.”106

106. Abington School Dist. v. Schempp, 374 U.S. at 316-17 (Stewart, J.. dissenting). See generally 
Arons & Lawrence, The Manipulation of Consciousness: A First Amendment Critique of Schooling. 15 
Harv. C.R.-C.L. L. Rev. 309, 317 (1980) (school not only provides child with formal learning, but also 
teaches values and ideas). This note does not confront the issue of whether primary school students are 
mature enough to make meaningful individual choices concerning the exercise of free speech rights.

107. Both the Second Circuit in Brandon, 635 F.2d at 978-79, and the Fifth Circuit in Lubbock, 669 
F.2d at 1048, relied upon the existence of alternative forums for student religious activities in rejecting 
students’ arguments that the state was unconstitutionally limiting their right to exercise their religious 
beliefs. In the context of free speech, however, the Supreme Court has consistently rejected the exist
ence of an alternative forum as a justification for the denial of a student’s first amendment rights be
cause "one is not to have the exercise of his liberty of expression in appropriate places abridged on the 
plea that it may be exercised in some other place." Schneider v. New Jersey. 308 U.S. 147, 163 (1939). 
See. e.g., Southeastern Promotions, Ltd. v. Conrad. 420 U.S. at 556 (availabilty of alternative theaters 
immaterial); Healy v James, 408 U.S. at 183 (ability to meet off-campus immaterial); Pratt v. In
dependent School Dist., 670 F.2d 771, 779 (8th Cir. 1982) (banning of filmed short story from secondary 
school classrooms not justified by story's availability in printed form or as recording in school library).

108. U.S. Const, amend. I.
109. See, e.g.. Committee for Pub. Educ. v. Nyquist, 413 U.S. 756, 770 n.28 (1973) (providing brief 

account of views of Jefferson and Madison in interpreting establishment clause); Abington School Dist. 
v. Schempp, 374 U.S. 203, 214 (1963) (views of Madison and Jefferson on relationship of church and 
state incorporated in federal Constitution and constitutions of most states); McGowan v. Maryland. 366 
U.S. 420, 430 & n.7 (1961) (writings of Madison, first amendment’s architect, demonstrate that estab
lishment of religion equally feared because of tendencies to political tyranny and subversion of civil 
authority).

When a public high school establishes a time period in which it accomodates 
the meetings of organizations initiated by students, it creates a limited public 
forum in which a student religious club is entitled to participate. This right is 
unaffected by the students’ ability to engage in similar speech elsewhere.107 
Students may be denied use of the forum only if the state has a compelling 
interest that justifies the exclusion of religious speech. The only interest that 
schools have advanced in litigated cases is the need to comply with the estab
lishment clause.

II. The Establishment Clause As A Potential Compelling 
State Interest

In Part I, this note demonstrated that a public secondary school that gener
ally accomodates the meetings of student groups must justify any content
based discrimination against student religious meetings as necessary to achieve 
a compelling state interest. In Part II, the note will consider whether a public 
school’s duty to obey the commands of the establishment clause provides such 
a compelling state interest. It concludes that the establishment clause does not 
provide a compelling state interest justifying content-based discrimination 
against student-initiated religious speech.

A. BACKGROUND

The establishment clause of the first amendment to the United States Con
stitution provides that “Congress shall pass no law respecting an Establish
ment of Religion.”108 The Supreme Court has generally adhered to an 
interpretation of the establishment clause which reflects the opinion of James 
Madison that both government and religion benefit by a separation of the two 
spheres.109 Government benefits in at least two ways. Separation averts civil 
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strife and social fragmentation like that which resulted in colonial America 
when established religion dominated politics.110 Separation also facilitates the 
identification and adequate consideration of the secular aspects of public is
sues.111 Separation benefits religion by ensuring that religious acceptance of 
state aid or acquisition of political influence does not come at the expense of 
increased state control of religion.112

110. Everson v. Board of Educ., 330 U.S. 1, 8-11 (1947).
111. L. Tribe,supra note 5, § 14-3, at 817 (Jefferson’s conviction was that only complete separation 

of church and state would protect secular interests).
112. See Everson v. Board of Educ., 330 U.S. at II (early Americans concluded that individual 

religious liberty best achieved under government stripped of all power to tax, support, or otherwise 
assist any religion, or interfere with beliefs of any religious individual or group).

113. See id at 16 (clause against establishment of religion intended to erect “wall of separation" 
between church and state); Reynolds v. United States. 98 U.S. 145, 164 (1878) (same).

114. See Zorach v. Clauson, 343 U.S. 306, 312-14 (1952) (upholding public school program of re
leased time for religious observance and education outside school campus because establishment clause 
satisfied by accommodation of church and state).

115. See Roemer v. Board of Pub. Works, 426 U.S. 736. 745-46 (1976) (government must provide 
benefits to religious groups on equal basis with benefits provided to nonreligious groups when failure to 
provide benefits would place impermissible burden on religious groups); Walz v. Tax Comm'n. 397 
U.S. 664. 669 (1969) (government able to maintain benevolent neutrality that permits religious exercise 
to exist without sponsorship and without interference); see also Toms & Whitehead. The Religious Stu
dent in Public Education: Resolving a Constitutional Dilemma, 14 Emory L.J. 3. 14 (1978) (wall theory 
of separation between church and state discarded and replaced with indistinct, varying barrier without 
enough definition to determine where it will be firmly set); Comment. The ¡971 United States Supreme 
Court and the Religion Clauses: The Wall Becomes an Indistinct Barrier. 24 Baylor L. Rev. 565. 576 
(1972) (same).

116. 454 U.S. at 271-74.
117. Lemon v. Kurtzman, 403 U.S. 602, 612-13 (1971).
118 In Widmar the Supreme Court left open the question whether violation of the establishment 

clause, would constitute a sufficiently compelling state interest to justify content-based discrimination 
against religious speech. Id. at 276 n.13. This question is susceptible of no easy answer. Perhaps the 
only principled basis for preferring the free speech clause over the establishment clause in cases of 
conflict is the argument that the values underlying the establishment clause are not individual liberties 
in the same sense as are those values underlying the free speech clause. See A. Corwin. A Constitu

Although the Supreme Court initially identified separation between church 
and state as the sole ingredient of the establishment clause,113 the Court has 
more recently recognized that strict separation is not the appropriate test.114 
Rather, a state comports with the establishment clause by providing benefits 
on a scrupulously neutral basis to religious and nonreligious institutions and 
groups.115 The Court in Widmar concluded that when a university creates a 
limited public forum for student groups, it does not violate the establishment 
clause by affording the forum’s benefits to a student-initiated religious group 
on a neutral basis.116 Courts must decide whether a public high school that 
creates a limited public forum also complies with the establishment clause 
when it accomodates student-initiated religious groups on a neutral basis.

In determining whether a statute or regulation provides neutral benefits to 
secular and nonsecular groups, the Supreme Court requires the following: 
“First, the statute must have a secular legislative purpose; second, its principal 
or primary effect must be one that neither advances nor inhibits religion; 
finally the statute must not foster ‘an excessive governmental entaglement with 
religion.’ ”117 The remainder of this section applies this tripartite test to the 
equal accommodation of student-initiated religious speech in public secondary 
schools.118
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B. THE TRIPARTITE TEST

1. Secular Purpose

The first element of the Supreme Court’s tripartite test requires that a stat
ute, regulation, or policy have a secular purpose.119 The Supreme Court and 
the Second Circuit have recognized that student-initiated religious meetings in 
public high schools and universities, like other extracurricular group activities, 
serve the valid secular purpose of encouraging students to acquire leadership 
skills, to develop communication skills, and to mature intellectually and 
socially.120

tion of Powers in a Secular State 113-16 (1951) (establishment clause does not protect freedom in 
same sense as do other Bill of Rights guarantees); L. Tribe, supra note 5, § 14-7 (free exercise principle 
should prevail in conflict with antiestablishment principle to tolerate religion as broadly as possible); 
Giannella, Religious Liberty, Nonestablishment, and Doctrinal Development: Part I, The Religious Lib
erty Guarantee. 80 Harv. L. Rev. 1381, 1389 (1967) (free exercise clause outweighs establishment 
clause in cases of conflict). But see Abington School Dist. v. Schempp, 374 U.S. at 256-57 (Brennan, J., 
concurring) (establishment clause is coguarantor of religious liberty with free exercise clause).

119. Lemon v. Kurtzman, 403 U.S. 602, 612-13 (1971).
120. Widmar. 454 U.S. at 271 n.10 (open forum in public university, which accommodated religious 

as well as nonreligious speech, served valid secular purpose of providing facilities in which students 
could exchange ideas); Brandon. 635 F.2d at 978 (public school open forum policy granting all student 
groups, including religious organizations, equal access to school facilities reflects permissible secular 
purpose of encouraging extracurricular activities); see also Lubbock II. 680 F.2d at 426 (Reavely, J., 
dissenting from denial of rehearing en banc) (development of leadership and communicative skills is 
valid secular interest).

121. 669 F.2d at 1048.
122. Id. at 1045.
123. See, e.g., Mueller v. Allen, 103 S. Ct. 3062, 3066-67 (1983) (state has valid secular purpose of 

furthering education when it allows income deductions for expenses of parents, regardless of whether 
children attend public or parochial schools); Widmar. 454 U.S. at 271 & n.10 (state has valid secular 
purpose of providing forum in which students can exchange ideas if it permits religious groups to meet 
on same basis as other groups).

124. The Fifth Circuit quoted from its prior opinion in Karen B. v. Treen, 653 F.2d 897, 901 (5th Cir. 
1981), ajfd. 455 U.S. 913 (1982), upon which it relied: “Even if the avowed objective of the [District] is 
not itself strictly religious, it is sought to be achieved . . . [by religious meetings]. The unmistakable 
message of the Supreme Court's teachings is that the state cannot employ religious means to serve 
otherwise legitimate secular interests. Lubbock. 669 F.2d at 1045.

The Fifth Circuit’s argument rests on a misapplication of the Supreme Court’s holding in Abington 
School Dist. v. Schempp, 374 U.S. 203 (1963). In Schempp a school district had sought to justify daily 
reading of Bible verses and the Lord’s Prayer by arguing that this practice advanced the secular pur
poses of “the promotion of moral values, the contradiction to the materialistic trends of our times, [and] 
the perpetuation of our institutions and the teaching of literature." Id. at 223. The crucial distinction 
between the factual situations in Schempp and Lubbock is that Schempp was not part of a neutral 
program using both secular and religious means to further a valid secular purpose. In Schempp only 
religious means were used.

The Fifth Circuit in Lubbock refused to apply this reasoning to a public 
high school.121 The court advanced two primary arguments to show that the 
school district’s equal access policy lacked a valid secular purpose. First, the 
district’s justification for the equal access policy, the development of leadership 
and communicative skills, could be achieved through nonreligious student as
sociations.122 Although the Fifth Circuit correctly concluded that leadership 
and communication skills could be developed entirely through nonreligious 
groups, the Supreme Court has indicated on a number of occasions that a state 
may advance a secular purpose through neutral use of religious and nonreli
gious means without violating the establishment clause.123 This argument 
therefore lacks adequate legal basis.124
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The Lubbock court also erred in delving behind the legitimate secular pur
pose expressed by the board of trustees as the rationale for its decision to allow 
students to meet for any “educational, moral, religious or ethical” purpose 
before or after school on the same basis as other student groups.125 Rejecting 
the school district’s statement that it granted permission to “encourage the de
velopment of leadership, communicative skills, and social and cultural aware
ness,”126 the court determined that the purpose of the administrators was more 
or less to promote meetings of a religious nature.127 According to the court, 
the placement of the authorization for the student meetings in the middle of a 
directive concerned with the place of religion in the public schools, as well as 
the language of the directive, demonstrated the board's focus on religion.128

The Fifth Circuit’s skepticism about the motives of the Lubbock School ad
ministrators is inconsistent with the Supreme Court’s later statements in Muel
ler v. Allen.129 In Mueller the Court applied its tripartite test to a state statute 
allowing taxpayers to deduct, up to statutory limits, expenses incurred in pro
viding for the education of their children, regardless of whether they attended 
sectarian or secular schools.130 The Court quickly disposed of the secular pur
pose prong. It noted that state programs providing financial assistance to non
public schools repeatedly had survived this line of inquiry in the Court’s prior 
cases, even when they had floundered on the other prongs.131 According to the 
Court, “[t]his reflects, at least in part, our reluctance to attribute unconstitu
tional motives to the states, particularly where a plausible secular purpose for 
the state’s program may be discerned from the face of the statute.”132 Four

125. 669 F.2d at 1041 n.7 Paragraph 4, the relevent portion of the Board’s directive to the schools, 
reads as follows:

4. The School Board permits students to gather at the school with supervision either before 
or after school hours on the same basis as other groups as determmed by the school adminis
tration to meet for any educational, moral, religious or ethical purposes so long as attendance 
at such meetings is voluntary.

Id.
126. Id. at 1044.
127. Id. at 1044-45 & n.13. The court implicitly placed the burden of proof on the school district to 

prove that its authorization of meetings did not have an impermissible purpose. This placement of the 
burden of proof is improper. The party seeking to limit speech based on a compelling state interest, 
including possible violation of the establishment clause, should bear the burden of proof. See infra 
notes 155-58 (discussing burden in proving whether state action benefits religion impermissibly).

128. Lubbock, 669 F.2d at 1044. The Fifth Circuit's reliance on the “focus” of the Lubbock equal 
access policy is remarkably shallow. The policy did not grant equal access solely to religious speech, 
but to educational, moral, and ethical speech as well. Furthermore, other groups enjoyed access to 
school facilities “on the same basis." Id. A school board in the future can easily avoid the charge, 
based on the language and context of their equal accommodation policy, that the board focused on 
religion when enacting it. The policy should be drafted as part of regulations dealing with secular 
activities and exclude any reference to religious speech.

The statement of facts in Lubbock indicates that, in addition to the directive's focus on religion, the 
school district’s past history of establishment clause violations also influenced the Fifth Circuit to view 
the asserted secular purpose skeptically. 669 F.2d at 1039-40. Determination of a statute’s validity 
based on legislators’ motives as revealed by past practices is subject to the same objections as a court's 
reliance on legislators’ motives as revealed by any other means. See infra text accompanying notes 129- 
36.

129. 103 S. Ct. 3062 (1983).
130. Id. at 3064-66.
131. Id. at 3066 & n.3 (discussing Wolman v. Walter. 433 U.S. 229, 236 (1977), Meek v. Pittenger, 

421 U.S. 349, 363 (1975), and Lemon v. Kurtzman, 403 U.S. 602, 612 (1971)).
132. Id. at 3066.
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dissenters, although vigorously disputing whether the primary effect was to aid 
religion, agreed that the law “can be said to serve a secular purpose.”133 
Neither opinion foreclosed the possibility that the law might also have non
secular purposes. Yet the Justices unanimously agreed that where a secular 
purpose could be attributed to the state action, it should be.134

133. Id. at 3072 (Marshall. J., with Brennan, Blackmun, & Stevens. JJ., dissenting).
134. Such a legal standard also eliminates the very real possibility that invalidation of legislation on 

the grounds of improper religious motivation or purpose may intrude upon the free exercise of religious 
rights of legislators. In McDaniel v. Paty, 435 U.S. 618 (1978), the Supreme Court held that individuals 
may not be denied full participation in the political process because they are religious. Id. at 1329 
(holding Tennessee clergy disqualification statute unconstitutional). Because religion is by nature an 
ultimate concern, it is possible that any search into legislative motivation or purpose may result in the 
unearthing of religious conviction. If every measure supported by a religious legislator thus might be 
subject to constitutional attack, the effect would be much the same as disqualifying that legislator from 
office.

135. Washington v. Davis, 426 U.S. 229, 239 (1976).
136. Widmar. 454 U.S. at 271.
137. The Supreme Court only twice has declared an act unconstitutional because its purpose was to 

benefit religion In Abington School Dist. v. Schempp, the Court could not identify a secular purpose 
for either of two state statutes that required Bible reading and prayer at the opening of the public 
school day. 374 U.S. at 223-24. The Court also concluded that the act’s effect was to benefit religion. 
Id. Moreover, the Court could have held that direction of, and supervision over, religious exercises by 
slate officials excessively entangled state and religion. In Stone v. Graham. 449 U.S. 39 (1980) (per 
curiam), the Court held that a Kentucky statute that required the posting of a copy of the Ten Com
mandments on the wall of each public school had no secular legislative purpose. Id. at 43. Although 
the Court did not go on to consider the Kentucky statute under the second and third prongs of the 
establishment clause test, the Court indicated that the statute probably would have failed the secular 
effects test. See id. at 42 (posted copies of Ten Commandments would tend to induce school children to 
read, meditate upon, and obey commandments). See generally Duffy v. Las Cruces Pub. Schools, 557 
F Supp 1013, 1018-20 (D.N.M. 1983) (statute authorizing local school boards to implement daily mo
ment of silence in public schools unconstitutional because some legislative sponsors favored bill for 
religious reasons); McLean v. Arkansas Bd. of Educ., 529 F. Supp. 1255, 1264 (E.D. Ark. 1982) (statute 
requiring local schools to teach creation science alongside evolution unconstitutional because legislators 
favored bill for religious reasons). In these situations, religious effects were probably also evident.

138. Lemon v. Kurtzman, 403 U.S. at 612.

Aside from its reluctance to attribute unconstitutional motives to state bod
ies, the Court’s unanimity may arise from a second source. Courts must deter
mine the state’s purpose in equal protection cases, where plaintiffs must prove 
both discriminatory effect and discriminatory purpose.135 This need virtually 
disappears in establishment clause cases, where an act is invalidated if it has 
impermissible effects, excessively entangles the state with religion, or has an 
impermissible purpose.136 That a court will discover an act arising from im
permissible purposes which possesses permissible effects is virtually 
inconceivable.137

A secondary school therefore has an appropriate secular purpose when it 
accomodates religious groups equally with nonreligious groups as part of a 
program to encourage the development of leadership, communications skills, 
and student maturity.

2. Secular Effects

The second prong of the tripartite establishment clause test requires that a 
statute or regulation have a principal or primary effect which neither advances 
nor inhibits religion.138 A statute that affords religion merely “incidental” 
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benefits, however, satisfies this requirement.139 In Widmar the Supreme Court 
held that two factors are especially important in determining whether a limited 
forum that permits religious speech primarily or incidentally benefits religion. 
The first requirement of an incidental benefit is that it be available to religious 
and nonreligious groups on an equal basis.140 In Widmar the Court held that 
permitting student religious groups to use campus facilities already generally 
open for the meetings of nonreligious student groups satisfied this require
ment.141 Similarly, a high school with a policy like Jefferson’s makes its facili
ties available on an equal basis.

139. Widmar. 454 U.S. at 273. Professor Tribe explains that “(t]o strike down a public choice on the 
sole ground that it incidentally makes religious actions easier or less costly would clearly be to single 
out religious groups for hostile treatment, contrary to the mandate of the First Amendment’s free exer
cise clause.” L. Tribe, supra note 5, § 840.

140. See Widmar, 454 U.S. at 274 (provision of benefits to broad spectrum of religious and secular 
groups is important index of secular effect); Wolman v. Walter. 433 U.S. 229, 240-41 (1977) (state 
provision of standardized pupil testing and scoring materials to religious schools on equal basis with 
secular schools does not violate establishment clause); Committee of Pub. Educ. v. Nyquist, 413 U.S. 
756, 781-82 & n.38 (1973) (benefits provided to parochial schools, such as bus fare, police and fire 
protection, sewage disposal, highways and sidewalks, if provided in common to all citizens, reflect 
neutral policy toward religious institutions).

141. 454 U.S. at 274.
142. Id.
143. See Abington School Dist. v. Schempp. 374 U.S. at 222-25 (state law requiring daily reading 

from Bible and recitation of Lord’s Prayer in public classrooms violates establishment clause); Engel v. 
Vitale, 370 U.S. 421, 430-31 (1962) (state law requiring recitation of state-composed prayer in public 
classrooms violates establishment clause); Illinois ex rel. McCollum v. Board of Educ., 333 U.S. 203, 
209-11 (1948) (state statute inviting religious teachers, under supervision of public administrators, to 
give weekly religious instruction in public classrooms violates establishment clause).

144. See Collins v. Chandler Unified School Dist.. 644 F.2d 759, 762 (9th Cir.) (public school ap
proval of request of secondary school student council members to open student assemblies with prayer 
causes appearance of state sponsorship), cert. denied, 454 U.S. 863 (1981). In Brandon and Lubbock, 
the Second and Fifth Circuits both said that a high school student may perceive "voluntary" school 
prayer in a different light if he were to see the captain of the football team, the student body president, 
or the leading actress in a dramatic production participating in communal prayer meetings. Brandon. 
635 F.2d at 978; Lubbock. 669 F.2d at 1046-47. This statement seems to indicate that the prominence of 
a student who engages in religious activity may give rise to an appearance of slate sponsorship of 
religion. What the statement does not explain, however, is why this would be so. A football player is 
not an agent of the state, and it is unlikely that even an adolescent would perceive him as such.

Second, a merely incidental benefit to religion must not confer a state impri
matur on religious sects or practices.142 On several occasions, the Supreme 
Court has relied upon this principle to hold unconstitutional state-required Bi
ble reading or prayer in the classroom.143 When the state initiates religious 
activity in the public schools or requires the participation of students, the re
sult—a natural and reasonable perception that the state has put its stamp of 
approval on the content of these activities—affords more than an incidental 
benefit to religion.144 By contrast, when students themselves seek to engage in 
religious speech in public secondary schools, and the state merely accommo
dates their speech on an equal basis with all other forms of nonreligious 
speech, the state does not appear to sponsor the religious speech in a manner 
forbidden by the establishment clause.

In Widmar an equal access policy did not create an impermissible imprima
tur of state approval of religious sects or practices because “such a policy 
‘would no more commit the [state] ... to religious goals’ than it is now com
mitted to the goals of the Students for a Democratic Society, the Young Social
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ist Alliance, or any other group eligible to use its facilities.”145 The same 
analysis should apply to public secondary schools as well as universities, ab
sent other material differences between the two. An examination of the pur
ported distinctions between secondary schools and universities with regard to 
primary secular effect reveals that there are no such controlling material 
differences.

145. 454 U.S. at 274.
146. Lubbock, 669 F.2d at 1045-46; Brandon. 635 F.2d at 978.
147. 454 U.S. at 274 n.14.
148. Abington School Dist. v. Schempp, 374 U.S. at 225 (1963) (state may not establish religion of 

secularism by affirmatively opposing or showing hostility to religion); Zorach v. Clauson, 343 U.S. 306. 
314 (1952) (state violates establishment clause by espousing particular philosophy of secularism, or 
secularism in general).

149. The dissenting judge in the denial of rehearing en banc in Lubbock realized this dilemma:
I fully understand and completly agree with Judge Kaufman when he objected in Brandon to 
giving impressionable children the appearance that the state places its imprimatur upon any 
faith or religious practice. We should not forget, however, that the young student may also be 
given the impression that our government and the courts and the schools are hostile to all 
religious belief and practice. I would consider this a very great wrong to the children, to the 
Constitution, and to the nation.

680 F.2d at 426 (Reavely, J., dissenting).
150. See Widmar. 454 U.S. at 274 (equal access policy reflects neutral treatment of religion, not 

sponsorship). Accordingly, a student would misperceive if he saw equal access as sponsorship.
151. See Lubbock II. 680 F.2d at 426 (Reavely, J., dissenting from denial of rehearing en banc) 

(denial of equal access to school facilities to religious speech gives impression that state “adversary of 
religious belief’).

a. Impressionability
In both Lubbock and Brandon, the courts of appeals held that the impres

sionability of secondary school students might lead them to perceive a public 
school's equal accommodation of student-initiated religious speech as state 
sponsorship of religion.146 In Widmar the Supreme Court, noting that univer
sity students are less impressionable than younger students, did not address 
whether more impressionable students would perceive equal accommodation 
as state sponsorship of religion so as to confer more than incidental benefits.147

The courts of appeals in Lubbock and Brandon, however, overlooked the 
fact that a statute or regulation is impermissible if its principle or primary 
effect advances or inhibits religion.148 Consequently, the correct question is 
whether a more impressionable secondary school student would more likely 
perceive a limited forum policy as state sponsorship of religion, or perceive a 
policy that grants privileges to all forms of speech except religious speech as 
state disapproval of religion.149

Approached in this manner, equal access for religious speech in public sec
ondary schools clearly does not have the primary effect of advancing religion. 
A secondary school student may be more likely than a university student to 
mistake equal accommodation of student-initiated religious speech as state 
sponsorship of religion.150 He is not, however, more likely to perceive equal 
accommodation as state sponsorship than to perceive discrimination against 
religion as state hostility.151 Equal accommodation of student-initiated reli
gious groups in public secondary schools therefore better reflects the require
ment that the primary effect of state action neither advance nor inhibit
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religion.152

152. Courts' willingness to allow high school students to hear views on a number of controversial 
subjects because of their intellectual maturity suggests that few students will misperceive equal treat
ment as sponsorship. See supra notes 98-106 and accompanying text (discussing ability of students to 
benefit from free speech rights). Courts have treated secondary school students as similar to university 
students in terms of understanding constitutionally relevant concepts, while primary school students are 
seen as incapable of adequate understanding. See Seyfried v. Walton. 668 F.2d at 219-20 (Rosen. J. 
concurring) (school officials’ decisions to restrict speech should be accorded less deference in high 
school than in junior high or elementary schools because students more intellectually and emotionally 
developed); Russo v. Central School Dist., 469 F.2d at 633 (10th-grade students approaching age at 
which they make their own judgments and will not be unduly influenced by teacher who does not salute 
flag); Wilson v. Chancellor. 418 F. Supp. at 1368 (high school students sufficiently sophisticated that 
Communist speaker will not find them easy prey); Bayer v. Kinzler. 383 F. Supp. 1164. 1166 (E D.N.Y 
1974) (high school students sufficiently mature to receive sex information), affdmem. .515 F.2d 504 (2d 
Cir. 1975).

153. See Linmark Associates, Inc. v. Willingboro, 431 U.S. 85. 97 (1977) (town cannot prohibit post
ing of real estate “for sale" signs to avoid panic selling when it could use counter-publicity in effort to 
forestall “white flight”); Whitney v. California. 274 U.S. 357, 377 (1927) (Brandéis, J.. concurring) (“if 
there be time to expose through discussion the falsehood and fallacies, to avert the evil by the processes 
of education, the remedy to be applied is more speech, not enforced silence").

154. See Allen v. Morton, 495 F.2d 65, 90-91 (D C. Cir. 1973) (Leventhal, J., concurring) (govern
ment must post plaques disclaiming any sponsorship of religious festival because of public perception 
created by its participation in festival for many years).

155. The Court in Widmar twice indicated that the state had the burden of proof in justifying limita
tions on free speech rights. First, it said that “[i]n order to justify discriminatory exclusion from a 
public forum based on the religious content of a group’s intended speech, the University . must 
show that its regulation is necessary to serve a compelling state interest and that it is narrowly drawn to 
achieve that end." 454 U.S. at 269-70. Later, it said that "at least in the absence of empirical evidence 
that religious groups will dominate UMKC's [University of Missouri at Kansas City) open forum, we 
agree with the Court of Appeals that the advancement of religion would not be the forum's ‘primary 
effect.’ ” Id. at 275.

An equal accomodation policy is not necessarily unconstitutional even as
suming, arguendo, that if school administrators did not explain the purpose of 
the policy to students they would more likely perceive it as sponsorship than 
perceive discrimination as hostility. Government officials cannot suppress 
speech if further communication with its recipients will avert threatened 
harm.153 School administrators could adequately reduce the possibility of mis
perception by posting signs and making announcements in the student news
paper and elsewhere. These signs and announcements would explain that the 
school’s limited forum policy treats all forms of speech equally, and that the 
school does not sponsor or necessarily agree with the speech of any particular 
group.154

If a court is unwilling to hold that equal accomodation of student-initiated 
religious groups in public secondary schools satisfies the secular effects re
quirement as a general matter, it will have to determine whether, in a particu
lar school, students would more likely perceive equal accommodation as state 
sponsorship of religion than perceive discrimination against religion as hostil
ity. The party challenging the constitutionality of equal accommodation 
should bear the burden of showing that students would more likely perceive 
sponsorship rather than hostility. In Widmar the Supreme Court indicated 
that a state seeking to exclude a group from a public forum on the ground that 
the group’s use of that forum would violate the establishment clause bears the 
burden of justifying such an exclusion.155 In other contexts, the Supreme 
Court has consistently placed the burden of proof on the party seeking to re-
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strict the freedom of speech.156 This burden of proof may not be met by mere 
speculation.157 Minimally, such proof must include statements by children 
who attend the school in question.158

b. Captive Audience
The second distinction between a high school and a college that may affect 

whether an equal accomodation policy toward student-initiated religious 
groups impermissibly benefits religion is that a high school may create a cap
tive audience. The courts of appeals in Lubbock and Brandon argued that high 
schools create captive environments in which equal accommodation of stu
dent-initiated religious speech would generate an appearance of state sponsor
ship.159 This contention, however, erroneously characterizes a voluntary 
student meeting as a captive audience setting. While the state compels stu
dents to attend school, students choose which, if any, meetings to attend. Be
cause the state would not compel students to attend religious meetings, there 
could be no appearance of state sponsorship of religion.160

c. Forum Domination
Many different groups participated in the university’s open forum in 

Widmar. The Supreme Court accordingly held that at least in the absence of 
evidence that religious groups would dominate the forum, its primary effect 
would not be to advance religion.161

Religious groups are more likely to dominate a secondary school public fo
rum than a university forum. High schools typically have fewer student 
groups, especially groups discussing controversial issues, than do universi
ties.162 A large, controversial, or active group therefore is more likely to domi-

156. See Healy v. James, 408 U.S. 169, 184 (1972) (“heavy burden" on college to demonstrate appro
priateness of prior restraint to prevent disruption on campus); Police Dep't v. Mosley. 408 U.S. 92. 98- 
99 (1972) (burden on state to prove that content-based discrimination justified by substantial regulatory 
interests).

157. In Jaffe v. Alexis, 659 F.2d 1018, 1022 (9th Cir. 1981), the Ninth Circuit said:
An absolute bar to religious speech cannot be justified by this nebulous, undocumented and 
wholly speculative prospect that someone might infer state approval of the Krishnas. To ac
cept the Department’s argument that the Establishment Clause would be offended by this 
feared imprimatur would require that we sweep all religious speech from under the protection 
of the Speech Clause of the First Amendment. Whenever a religious speaker uses state prop
erty as a public forum, there is a danger that someone might conclude that the state has 
approved the speaker’s religious message. If apprehension of such a danger were enough to 
violate the Establishment Clause, no religious speaker could ever appear on state property. 
Yet such a result would be inconsistent with many decisions of the Supreme Court holding 
that religious speech enjoys protection under the Speech Clause of the First Amendment.

Id
158. See Country Hills Christian Church v. Unified School Dist. No. 512, 560 F. Supp 1207. 1216 

(D. Kan. 1983) (discounting as speculative opinion of expert who concluded that students would per
ceive state sponsorship of religion from public school’s after-hours rental of its facilities to church 
groups because no empirical evidence existed in support of expert’s theory).

159. Lubbock. 669 F.2d at 1046-47; Brandon. 635 F.2d at 978-79.
160. See supra notes 57-69 and accompanying text (discussing effect of captive audience on existence 

of free speech rights).
161. 454 U.S. at 275.
162. High schools have fewer student groups than universities because, in general, they have smaller 

student bodies drawn from a narrower population base. Bender. 563 F. Supp. at 711 High school 
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nate a high school forum.
A common sense interpretation of the forum domination principle might be 

as follows: A forum is dominated by religious groups if, because of the size, 
activity, or views of those groups, a significant number of students reasonably 
believe, given their level of maturity, that the forum exists primarily to accom
modate the religious groups. This test implements the requirement that a state 
not confer an imprimatur on religious practices, taking into account the 
number of students in a high school and their intellectual maturity. Any lesser 
standard would allow religious groups to be excluded from public forums in 
secondary schools because of the misperceptions of a small number of 
students.

d. Financial Aid
One final argument that equal accommodation of student-initiated religious 

groups in public secondary schools would unconstitutionally benefit religion is 
that use of school facilities by religious student groups would confer impermis
sible financial aid on the groups.* 163 The groups would benefit from free use of 
classroom space, light, heat or air conditioning, and free use of school person
nel for supervision.164

students also are not as aware of, or as actively involved in. political or other controversial issues. 
Nevertheless, the court in Bender held that student groups in the high school in question were suffi
ciently numerous that religious groups would not dominate the forum. Id. at 712.

163. See Johnson v. Huntington Beach Union High School Dist., 68 Cal. App. 3d 1. 12. 137 Cal. 
Rptr. 43, 49 (1977) (equal accommodation of religious speech in public secondary schools grants 
financial aid that cannot be termed merely incidental).

164. See id.
165. See Note, State Aid to Parochial Schools: A Quantitative Analysis, 71 Geo. L.J. 1063, 1063-74 

(1983) (Court decisions concerning aid to religious schools conflict and their principles are difficult to 
apply).

166. See L. Tribe, supra note 5, § 14-9.
167. See Widmar, 454 U.S. at 272 n.12 (religious speakers may use public forums on equal terms 

with others); Country Hills Christian Church v. Unified School Dist. No. 512, 560 F. Supp. at 1218 
(same); see also Resnick v. East Brunswick Township Bd. of Educ., 77 N.J. 88, 120, 389 A.2d 944. 960 
(1978) (religious group's temporary lease of school property during noninstructional hours for purposes 
of worship services and religious instruction does not violate establishment clause); Southside Estate 
Baptist Church v. Board of Trustees, 115 So. 2d 697, 701 (Fla. Sup. Ct. 1959) (action of board of 
trustees permitting church to meet in school buildings on Sundays pending completion of construction 
of church building does not violate establishment clause).

168. See Bender. 563 F. Supp. at 711 (expenditure of small portion of public funds for lighting and 
heating of public secondary school facility during use by student-initiated religious club does not pri
marily advance religion); Country Hills Christian Church v. Unified School Dist. No. 512, 560 F. Supp. 

Supreme Court decisions on financial aid to religious institutions form a 
crazy patchwork.165 These cases are perhaps best reconciled by the two gen
eral principles articulated by the Court in Widmar. Whether the aid in ques
tion is neutrally granted to a broad class of religious and secular groups, and 
whether the aid gives rise to an appearance of state sponsorship of religion.166

Secondary school students granted equal access to school facilities for reli
gious speech would naturally be the recipients of neutrally-granted state aid.167 
The neutral nature of the financial aid would preclude an appearance of state 
sponsorship. Equal accommodation of student-initiated religious speech in a 
public secondary school therefore would not bestow impermissible financial 
benefits on religion.168
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3. Excessive Entanglement

The final requirement of the tripartite establishment clause test demands 
that a statute or regulation not foster an excessive entanglement between gov
ernment and religion.169 170 In Walz v. Tax Commission™ the Court announced 
that it would find excessive entanglement when a statute either positively 
prescribes or by implication requires an improperly high level of administra
tive surveillance over religious practices.171

at 1218 (policy granting equal access to public school facilities for after-hours meetings of religious 
groups only incidentally benefits religion); Note. The Constitutional Dimensions of Student-Initiated 
Religious Activity in Public High Schools, 92 Yale L.J. 499, 511-17 (1983) (minimally required financial 
support of student-initiated religious groups in public high schools would not violate secular effects 
prong).

169. Lemon v. Kurtzman, 403 U.S. 602, 612-13 (1971). The Supreme Court added excessive entan
glement to the establishment clause test in Walz v. Tax Comm'n, 397 U.S. 664, 674-75 (1970). Scholars 
have vigorously debated whether excessive entanglement should be one of the requirements of the 
establishment clause. Compare Gaffney. Political Divisiveness Along Religious Lines: The Entanglement 
of the Court in Sloppy History and Bad Public Policy, 24 St. Louis U.L.J. 205, 206 (1980) (excessive 
entanglement test should be abandoned) with Roemer v. Board of Pub. Works. 426 U.S. 736. 755 (1976) 
(plurality opinion) (unlike secular effect rule, which is essentially substantive, antiestablishment rule 
concerns procedures).

Professor Schotten argues that the Court’s various definitions of entanglement are grossly inade
quate. Schotten, The Establishment Clause and Excessive Governmental-Religious Entanglement: The 
Constitutional Status of Aid to Non-Public Elementary and Secondary Schools, 15 Wake Forest L. 
Rev. 207, 221-36 (1979). According to Professor Schotten, the Founding Fathers did not view avoid
ance of religious-political strife as an important purpose of the establishment clause, contrary to the 
present Court’s statements. Id. at 221-28. Schotten also argues that the Court's other interpretation of 
the establishment clause, as a prohibition against undue interdependence between government and 
religion, is flawed by the capricious manner in which the Court has applied it. Id. at 228-36.

Another critic of the excessive entanglement factor contends that entanglement is merely an antonym 
for the separation principle. Kurland, The Irrelevance of the Constitution: The Religion Clauses of the 
First Amendment and the Supreme Court, 24 Vill. L. Rev. 3, 20 (1979). According to Professor Kur
land. the term excessive entanglement does not advance the establishment clause inquiry because a 
court still must decide “how much separation is required or how much entanglement is too much 
entanglement.” Id.

170. 397 U.S. 664 (1970).
171. Id. at 674-75.
172. See Country Hills Christian Church v. Unified School Dist. No. 512, 560 F. Supp. at 1218 

(policy of excluding religious worship in public school after class hours risks much greater entangle
ment by attempting to determine what speech and action constitute religious worship).

173. See Widmar. 454 U.S. at 272 n.ll.
174. Id.

Just as the secular effects test cuts two ways, proscribing both state advance
ment of and hostility toward religion, so too is the excessive entanglement test 
a two-edged sword. Specifically, just as the state may foster excessive entangle
ment with religion by permitting activities that require administrative surveil
lance to prevent religious indoctrination, it may also foster excessive 
entanglement by denying equal access rights.172

Indeed, the university’s policy in Widmar would have caused excessive en
tanglement because it distinguished religious speech from nonreligious speech. 
The policy, therefore, would have required school officials to make inherently 
perplexing decisions about what is and is not religion.173 In addition, the pol
icy would have generated a continuing need to monitor group meetings to en
sure compliance with the ban against religious speech.174 Consequently, the 
Supreme Court found that it would not serve the purposes of the excessive 
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entanglement prong to ban religious speech from the university’s campus.175

175. Id.
176. Reed v. Van Hoven, 237 F. Supp. 48, 56 (W.D. Mich. 1965); see Bender, 563 F. Supp at 715 

(faculty advisers' presence at meetings of religious club on public school campus only to ensure good 
order would involve no more entanglement than when state provides for safety, security, and general 
convenience of person attending celebration of Mass on National Mall).

177. Cf. McCollum v. Board of Educ., 333 U.S. 203, 210 (1948) (unconstitutional for adults to teach 
religion to students in public school building during released-time program).

The same arguments apply to public secondary schools. In high schools as 
well as in universities, a ban on religious speech would require determinations 
of what words and activities fall within the category of religious worship. 
Moreover, the school would continuously have to monitor the meetings of all 
student groups to ensure that no religious speech occurred. Such decisions and 
surveillance would lead to the type of entanglement against which the 
Supreme Court warned in Widmar.

Schools that adopt an equal accommodation policy, in contrast, can avoid 
excessive entanglement by instructing adult supervisors, whether faculty or 
parents, to limit their involvement in any student-initiated religious club to 
maintaining order and good behavior.176 This will allow supervisors to avoid 
any involvement with the content of religious meetings that might foster exces
sive entanglement.177

In only unusual circumstances, therefore, could a party prove that providing 
equal access to a student-initiated religious organization as part of a school’s 
policy to encourage student organizations violates the establishment clause.

Conclusion

In a pluralistic society, it is important for government to treat all types of 
speech and ideas neutrally and to encourage free and open discussion. High 
school administrators have recognized these policies by encouraging the for
mation of a wide range of student organizations. Yet courts have refused to 
allow school administrators to permit student religious groups to use school 
facilities. These decisions unreasonably restrict students’ freedom. Courts in
stead should protect the right of high school students to meet in religious 
groups on an equal basis with any other student group.

Lowell V. Sturgill, Jr.
Nancy S. Oliver



Limiting Provider Participation in Health Insurer 
Reimbursement Decisions: An Antitrust Cure 
for a Crisis in Medical Care Costs

The rapidly increasing cost of medical care in the United States is a serious 
national problem.1 At least part of the problem stems from the pervasiveness 
of health insurance, which shields patients from the actual costs of medical 
services.2 As a result, consumers are indifferent to medical costs,3 and health 
care providers—doctors, hospitals, and other health care professionals—set 
fees based not on what patients can pay but instead on what insurance compa
nies will cover.

Insurers, however, as the real purchasers of health care services,4 presuma
bly should not be indifferent to providers’ charges.5 Insurers need to keep pre
miums low in order to market a competitive product, yet skyrocketing medical 
costs inevitably are reflected in premium levels. Theoretically, at least, insur-

1. The cost of medical care in the United States has grown tenfold in the past two decades, and has 
outstripped the rate of inflation. Stevens, High Medical Costs Under Attack As Drain on the Nation’s 
Economy, N.Y. Times. Mar. 28, 1982, at 1, col. 2. In 1981 health care costs amounted to $275 billion 
and accounted for 9.6% of the gross national product. Id. at 1. col. 2; 50, col. 5. This level of expendi
ture represented a 12.5% increase over 1980 costs and exceeded the rate of increase of any other compo
nent of the consumer price index. Id. at 50. col. 1. In 1982 the nation’s medical bill rose to 10.2% of the 
gross national product, again rising faster than the rate of inflation. Quinn, Surgery for Medical Care 
Costs, Nf.wsweek, Apr. 11. 1983, at 62 Based on a survey of 1420 companies, the consulting firm of 
William Mercer, Inc. found that employers expect health care costs to rise 18% this year, despite a 
subsiding inflation rate. Wall St. J., Mar. 22, 1983, at 1, col. 5. Medical care costs have grown faster 
than the federal budget and the national debt, Stevens, supra, at 50, col. I, and in 1981 exceeded de
fense spending by $50 billion. Keisling, Radical Surgery: Let's Draft the Doctors. Wash. Monthly, 
Feb. 1983, at 26.

2. According to Dr. Uwe Reinhardt, professor of economics and public affairs at Princeton Univer
sity, consumers pay only 30% of health care costs, private health insurance pays about 27%, and Medi
care and Medicaid pay about 40%. Stevens, supra note 1, at 50, col. 2. This has not always been the 
case. In 1950 consumers paid 85% of physicians’ charges while the government and private third-party 
payors picked up the 15% difference. Bureau of Competition, Federal Trade Commission, Medi
cal Participation in Control of Blue Shield and Certain Other Open Panel Medical Pre
payment Plans 20 (1979) (hereinafter cited as FTC Report]. By 1976, however, government and 
third-party payors paid 61% of physicians’ charges. Id. at 20-21.

3. Consumer indifference to health care costs when third parties pay the bills has been amply noted. 
See Arizona v. Maricopa County Medical Soc’y, 457 U.S. 332, 360-61 (1982) (Powell, J., with Burger, 
C.J., and Rehnquist, J„ dissenting) (insured consumer largely indifferent); Kallstrom, Health Care Cost 
Control by Third Party Payors: Fee Schedules and the Sherman Act, 1978 Duke L.J. 645, 647 (insured 
consumers view all medical care as “free"): Comment. Prepaid Prescription Drug Plans Under Antitrust 
Scrutiny: A Stern Challenge to Health Care Cost Containment, 75 Nw. U.L. Rev. 506, 518 (1980) (con
sumer covered by third-party payor insulated from escalating health care costs); FTC Report, supra 
note 2, at 21 (patients less concerned about health care costs due to existence of third-party payment); 
Stevens, supra note 1, at 50. col. 2 (insured consumers have no stake in holding down costs since system 
creates illusion of getting something for nothing).

4. See, eg., Group Life & Health Ins. Co. v. Royal Drug Co.. 440 U.S. 205, 214 (1978) (Blue Shield 
characterized as purchaser of goods and services in prepaid pharmacy agreements); Virginia Academy 
of Clinical Psychologists v. Blue Shield of Va., 624 F.2d 476, 480 (4th Cir. 1980) (Blue Shield character
ized as quantity purchaser of health care services), cert, denied, 450 U.S. 916 (1981); Sausalito Phar
macy, Inc. v. Blue Shield of Cal., 544 F. Supp. 230, 233 (N.D. Cal. 1981) (insurance company purchaser 
of drugs in prepaid pharmacy agreement), affdper curiam. 677 F.2d 47, cert, denied, 103 S. Ct. 376 
(1982); Blue Cross and Blue Shield of Mich. v. Michigan Ass’n of Psychotherapy Clinics, 1980-2 Trade 
Cas. (CCH) U 63,351, at 75,794 (E.D. Mich. 1980) (Blue Cross purchaser of health care services for its 
members).

5. Maricopa. 457 U.S. at 366 (Powell, J., with Burger, C.J., and Rehnquist, J., dissenting).

161
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ers are in an excellent position to contain medical costs;6 nonetheless, they 
have not taken effective cost containment measures. For instance. Blue Shield 
plans,7 the largest underwriters of doctors’ services, generally reimburse on a 
“usual, customary, and reasonable” (UCR) basis.8 This system has “inevita
ble” inflationary consequences.9 Likewise, Blue Cross plans10 reimburse hospi-

6. One commentator suggests that government regulation or adjustment of private market incentives 
are the only two means of controlling costs. Kallstrom, supra note 3, at 648. Given patient and provider 
indifference to the costs of reimbursed services, he concludes that only insurers have an incentive to 
contain costs. Id. at 648-49. Justice Powell, dissenting in Maricopa, made a similar argument: 
“[ljnsurers may be the only parties who have the effective power to restrain medical costs, given the 
difficulty that patients experience in comparing price and quality for a professional service such as 
medical care.” 457 U.S. at 361.

7. Blue Shield plans provide medical and surgical coverage and pay physicians’ bills. FTC Report, 
supra note 2, at 68. There are 70 Blue Shield plans, doing business in 48 states. Id. at 67-68. The plans 
were developed initially by medical societies with the endorsement of the American Medical Associa
tion. Id. at 54-62. These ties have been formally severed for the most part. Id. Today, the degree of 
medical society involvement varies from virtually complete control to complete noninvolvement. Com
pare id. at 93-94 (Milwaukee, Wisconsin, Blue Shield plan literally part of Milwaukee Medical Society) 
with Blue Shield Control in Ohio, (1969-1983 Current Comment] Trade Reg. Rep. (CCH) 50,396 
(medical society required to terminate relationship with Ohio Blue Shield Plan pursuant to March 1979 
settlement agreement).

8. FTC Report, supra note 2, at 140. The UCR system, in theory, sets reimbursements at prevailing 
market levels. To set UCR fees, the “usual” fee is determined by recording an individual physician’s 
submitted charges during a given year for a particular service and by reimbursing all those charges that 
fall below a certain percentile. Delbanco, Meyers & Segal, Paying the Physicians' Fee, 301 New Eng. J. 
Med. 1314, 1316 (1979). In the Pennsylvania Blue Shield Plan, for instance, the level is set at the 75th 
percentile. Defendant's Exhibit No. 8, Pennsylvania v. Pennsylvania Dental Ass’n, No. 81-1187, at 1-13 
(M.D. Pa. filed Oct. 20, 1981).

The “customary” level depends on the “usual” charges of all physicians in a given specialty within 
the same geographic area, weighted by the number of times the charge is made. Id. In Pennsylvania, 
the level at which all but the highest 10% (90th percentile) of charges are included is the “customary” 
level. Id. If, for example, there are 400 charges for a particular service, and 360 of those charges are $20 
or less, $20 becomes the maximum level of reimbursement. Id.

Even if a charge exceeds the “usual” or “customary” level, the physician may obtain reimbursement 
based on the “reasonable” criterion. FTC Report, supra note 2, at 156. In Pennsylvania, the higher 
charge is reviewed by a Blue Shield medical adviser who specializes in the appropriate area, and by a 
peer review committee, consisting of practitioners in the appropriate specialty. Defendant’s Exhibit 
No. 8. Pennsylvania v. Pennsylvania Dental Ass’n, supra, at 1-14. Peer review functions often are 
performed by standing committees of a local medical society. FTC Report, supra note 2, at 157. In 
the Washington, D.C., area, the peer review committee reviews medical records and makes a binding 
decision on the reasonableness of the fee. Medical Service of the District of Columbia: Its Corporate 
Aspects 9 (Mar. 1982) (unpublished report) (copy on file at Georgetown Law Journal}.

9. National Health Insurance 81 (J. Feder, J. Holahan & T. Marmor eds. 1980) [hereinafter 
cited as National Health Insurance]. Although the UCR system appears to contain costs by set
ting maximum reimbursement levels within a given year, it in fact gives physicians a clear incentive to 
raise fees. Id. When individual physicians charge very high fees, their “usual” charges will eventually 
rise. Id. When all physicians charge very high fees, the “customary” level of reimbursement will simi
larly rise with updating. Kallstrom, supra note 3, at 650. The “reasonable” component potentially has 
inflationary consequences as well because practicing physicians, sometimes the direct delegates of a 
local medical society, determine the reasonableness of other physicians’ fees.

The UCR system, while ostensibly setting maximum levels of reimbursement, effectively sets the 
minimum floor for charges. Id. Although Blue Shield typically keeps the maximum levels secret, phy
sicians easily can determine the maximum level by billing at a very high rate. Id. The amount of 
reimbursement will indicate the Blue Shield level. Id. And, after being reimbursed, the physician bills 
only at the reimbursement level or higher. Id. The system therefore does not reflect the prevailing 
market rate for services; it determines it.

10. Blue Cross plans insure hospital costs. S. Law. Blue Cross: What Went Wrong 7 (1974). A 
professional organization, the American Hospital Association, originated Blue Cross plans. Id. Blue 
Cross plans are organized locally and operate in affiliation with the Blue Cross Association, which 
monitors the quality of local plans and represents their interests to the public and to the government. 
Id. at 19-21.
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tals using a “cost” system that does little to encourage lower charges.11
Several factors may explain the apparent willingness of insurers to give 

providers a “blank check”12 in payment for their services. First, employers 
often pay health insurance premiums,13 and they have failed to demand lower 
premiums from insurers.14 Second, insurers marketing prepaid plans need 
providers who will accept reimbursement levels as payment in full for their 
services.15 The reimbursement levels in fact become the maximum levels at 
which providers set their fees.16 Third, providers frequently control either di
rectly or indirectly the insurers’ fee-setting policies.17 Whatever the reason, the

11. Blue Cross plans use a “reasonable cost” system that attempts to measure the average daily cost 
of hospital care. Id. at 60. Professor Law describes the system as reimbursing hospitals for whatever 
hospitals choose to buy, resulting in “pure waste.” Id. at 177.

12. Stevens, supra note 1, at I, col. 2.
13. In 1976 only 17.5% of private health insurance premiums were paid by individuals and nearly 

80% were paid by employers. Council on Wage and Price Stability, The Complex Puzzle of 
Rising Health Care Costs: Can the Private Sector Fit It Together? 84 (1976). The result is 
that consumers are insulated from premium costs as well as providers’ fees.

14. Employers have been ineffective in asserting this demand for several reasons. Professor Havig- 
hurst suggests that union leaders and employers prefer to avoid visible hardships that economizing on 
health care might create and choose to spread the costs of health care in a difficult-to-detect fashion. C. 
Havighurst, Deregulating the Health Care Industry 407-08 (1982). Employers simply can 
pass the cost on to customers. For example, the purchaser of a typical General Motors car pays an 
additional $400 to cover autoworkers' health benefits. Keisling, Radical Surgery: Let’s Draft the Doc
tors. Wash. Monthly, Feb. 1983, at 26.

In some markets, effective employer choice may be impossible due to Blue Cross’ or Blue Shield’s 
monopoly power. See generally FTC Report, supra note 2, at 179-90 (discussing Blue Shield's market 
power). This possibility is further supported by the fact that Blue Cross and Blue Shield recently have 
been the subject of section 2 suits alleging monopolization under the Sherman Act, 15 U.S.C. §2 
(1976). See. e.g. Glen Eden Hosp. v. Blue Cross and Blue Shield of Mich., 555 F. Supp. 337, 340 (E.D. 
Mich. 1983) (private, for-profit psychiatric hospital claimed section 2 violation when Blue Cross alleg
edly controlled 70% of relevant market and engaged in boycotts and refusals to deal); Pennsylvania v. 
Pennsylvania Dental Ass’n, No. 81-1187 (M.D. Pa. filed Oct. 20. 1981) (defendant’s cross-complaint 
charged Blue Shield with attempted monopolization under section 2 when Blue Cross allegedly con
trolled 37% of prepaid dental plans in Pennsylvania and approximately 93% of prepaid dental plans in 
Pennsylvania administered by health service corporations); Blue Cross of Wash, and Alaska v. Kitsap 
Physicians Serv.. 1982-1 Trade Cas. (CCH) H 64,589. at 73,210-11 (W.D. Wash. 1981) (defendant's 
counterclaim charged Blue Cross with abuse of monopoly power under section 2 and court found 
charge raised genuine issue of fact).

Even where competition does exist, employer choice is limited because the plans in fact are quite 
similar. Kallstrom, supra note 3. at 651; Goldberg & Greenberg, The Effect of Physician-Controlled 
Health Insurance: U.S. v. Oregon State Medical Society, 2 J. Health Pol., Pol'y & L. 48, 49 (1977); 
FTC Report, supra note 2. at 180.

15. See FTC Report, supra note 2. at 180. In fact, there is little risk of underreimbursement. See 
supra note 8 (discussing UCR payment).

Policyholders of prepaid insurance plans incur no out-of-pocket expenses when participating physi
cians or hospitals provide services. See Questions and Answers about the Blue Cross and Blue Shield 
Organization 3-4 (Jan. 1983) (unpublished advertising) (copy on file at Georgetown Law Journals, infra 
notes 94-98 and accompanying text (discussing mechanics of prepaid insurance plans).

16. Medical Service of the District of Columbia: Its Corporate Aspects 7 (Mar. 1982) (unpublished 
report) (copy on file at Georgetown Law Journal}.

17. See FTC Report, supra note 2, at 87-124 (discussing doctor participation and control of Blue 
Shield plans); S. Law, supra note 10, at 171-73 (describing hospital representation on Blue Cross 
Boards of Directors).

Economic studies assessing the effect of provider participation on health insurers’ governing boards 
provide mixed results. Compare D. Kass & P Pautler. Bureau of Economics, Federal Trade 
Commission, Physician Control of Blue Shield Plans 41 (1979) (FTC study concludes provider 
control linked to high reimbursement levels) with Lynk. Regulatory Control of the Membership of Corpo
rate Boards of Directors: The Blue Shield Case. 24 J. L. & Econ. 159, 172-73 (1981) (Blue Shield 
commissioned study concludes little relationship between provider control and reimbursement rates).

An empirical study concluded that provider control influences insurer efforts to contain costs. See 
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result is certain: Private insurers “passively abet spiraling costs by reimbursing 
hospitals, doctors, and others on the basis of whatever health care providers 
say their costs are.”* 18

Goldberg & Greenberg, supra note 14. at 60-62, 67-69 (tracing disappearance of insurer-initiated cost 
controls in Oregon to medical society's organization of competing Blue Shield plan) The Supreme 
Court has recognized the relationship between provider control and spiraling costs. In Group Life & 
Health Ins. Co. v. Royal Drug Co., 440 U.S. 205 (1979), the Court cited congressional studies showing 
that physicians and other health care providers often dominate the Boards of Directors of Blue Shield 
plans and concluded that “there is little incentive on the part of Blue Shield to minimize costs, since it is 
in the interest of the providers to set fee schedules at the highest possible level.” Id. at 232 n.40

18. Wall St. J.. June 29, 1983, at 1, col. 2. The medical profession apparently refuses to cooperate 
with insurers who initiate cost-containment measures. See Goldberg & Greenberg, supra note 14. at 62- 
65 (threatened doctor boycott caused commercial insurer to abandon efforts to contain physicians' fees).

19. See infra notes 32-93 and accompanying text (surveying law of horizontal price fixing).
20. 15 U.S.C. § 1 (1976). See infra notes 32-44 and accompanying text (discussing per se rule and 

application to price fixing).
21. See infra notes 45-47 and accompanying text (discussing agreement requirement).
22. See infra notes 48-51 and accompanying text (discussing characterization of price fixing as pre

requisite to application of per se rule).
23. 457 U.S. 332 (1982).
24. Id. at 357.
25. Id. at 352 n.26.
26. See Glen Eden Hosp. v. Blue Cross and Blue Shield of Mich., 555 F. Supp. 337, 340 (E.D. Mich. 

1983) (nonparticipating hospital alleged Sherman Act violation when providers involved in setting Blue 
Cross’ “non-competitive” level of reimbursement); Pennsylvania v. Pennsylvania Dental Ass’n, No. Si
ll 87 (M.D. Pa. filed Oct. 20, 1981) (participating dentists claimed Sherman Act violation when provid
ers members of Blue Shield's peer review and reimbursement committees); Ratino v. Medical Serv. of 
the District of Columbia, 1981-1 Trade Cas. (CCH) 1| 64,144, at 76,857 (D. Md. 1981) (nonparticipating 
physician claimed Sherman Act violation when Blue Shield’s peer review committee determined reim
bursement level).

The existing law cannot be used, obviously, to attack either consumer indif
ference to high insurance premiums or the insurers’ apparent willingness to 
reimburse providers generously. Provider control over the insurers’ fee-set
ting, however, is subject to antitrust scrutiny as a combination or conspiracy in 
restraint of trade amounting to horizontal price fixing,19 per se illegal under 
the Sherman Act.20 Two barriers must be overcome to challenge successfully 
insurer reimbursement levels based on provider involvement in fee setting. 
First, an agreement amounting to a conspiracy must be shown to exist;21 sec
ond. the arrangement must be characterized as price fixing within the meaning 
of the Sherman Act.22

The Supreme Court last term in Arizona v. Maricopa County Medical Soci
ety23 strengthened the case against provider involvement in fee setting. In 
Maricopa the Court held that when doctors as members of a Foundation for 
Medical Care set by majority vote the maximum fees to be submitted to insur
ers for full reimbursement, their actions “fit squarely into the horizontal price
fixing mold.”24 After Maricopa, outright delegation of fee authority clearly is 
subject to antitrust challenge. The Court did not determine, however, the 
question of whether provider-controlled insurance companies present an anti
trust violation.25

Antitrust challenges to provider controlled insurers can come from different 
sources. Ironically, the typical plaintiffs challenging reimbursement practices 
of prepaid plans have been providers who failed to obtain a desired level of 
reimbursement.26 Such plaintiffs often are unsympathetic and they may ob
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scure the legal issues.27 The Supreme Court has held that prepaid insurance 
subscribers also have standing to challenge provider conspiracies under section 
4 of the Clayton Act.28 Whether such suits will be brought, and whether con
sumers will be able to prove actual damages, however, remains speculative. 
Finally, challenges to provider involvement from state governments have met 
with success.29 Government challenges appear to have the greatest chance of 
success, and aggressive government enforcement, therefore, is essential to ef
fective cost-containment through application of the antitrust laws.30 31

27. In a speech at the Sixth Annual Program on Antitrust in the Health Care Field, Joshua Green
berg, attorney for Blue Cross in Glen Eden, 555 F. Supp. 337 (E.D. Mich. 1983), stated that a doctor
plaintiff making $320,000 a year who wants $75,000 more does not have “a great case.” 44 Antitrust 
& Trade Reg Rep. (BNA) No. 1100, at 222-23 (Feb. 3, 1983). He predicted that the “Blues” will 
always win when “we bring out the fact that the plaintiff has a Mercedes Benz or BMW or other 
goodies.” Id. at 223.

28. Blue Shield of Va. v. McCready. 457 U.S. 465. 484-85 (1982). The plaintiffin McCready alleged 
economic injury when Blue Shield’s provider-dominated board of directors failed to pay for her treat
ment by a psychologist rather than a psychiatrist. Id. at 469-70. Rejecting the defendant’s claims that 
the plaintiff's injury was too remote and that section 4 remedies are available only to those suffering a 
competitive injury, the Court was "unable to identify any persuasive rationale upon which [the plain
tiff! might be denied redress under § 4.” Id. at 485.

29. See Arizona v. Maricopa County Medical Soc’y. 457 U.S. 332, 354-55 (1982) (doctor fee setting 
per se illegal); Blue Shield Control in Ohio, [1969-1983 Current Comment] Trade Reg. Rep. (CCH) D 
50,396 (settlement agreement in antitrust suit against Blue Shield prohibited medical society involve
ment in Blue Shield plan).

30. Although the federal government recently has not challenged health insurer practices, John W. 
Poole, Chief of the Special Litigation Section of the Antitrust Division of the Justice Department prom
ised to take the stance on health care issues that will most benefit consumers and to challenge cartel-like 
behavior. 44 Antitrust & Trade Reg. Rep. (BNA) No. 1100, at 223 (Feb. 3, 1983) (reporting at the 
Sixth Annual Conference on Antitrust and the Health Care Field, Jan. 31-Feb. I, 1983).

31. 441 U.S. 1 (1979).

This note argues that any form of direct provider control over reimburse
ment levels amounts to horizontal price fixing in violation of the Sherman Act. 
By way of background, the note first examines the case law governing horizon
tal price-fixing arrangements. Next, the note describes the characteristics and 
mechanics of prepaid health insurance and recognizes that, in general, a con
tract between an insurer and a provider securing the provider’s participation in 
a prepaid plan does not run afoul of the antitrust laws. After analyzing cases 
dealing with alleged conspiracies through provider involvement in insurer re
imbursement decisions, however, the note argues that the involvement of prov
iders in decisions about reimbursement levels changes the nature of the 
arrangement to the extent that the requisite horizontal conspiracy may exist.

The note proposes a framework for courts faced with claims of conspiracy 
based on provider involvement in insurer reimbursement decisions. It argues 
that the per se rule against price fixing applies if the degree of involvement 
enables providers to affect reimbursement levels. A defendant’s only valid jus
tification for such an agreement, after Maricopa, is proof that provider in
volvement is essential to the existence of prepaid insurance. If a defendant can 
show the impossibility of setting reimbursement levels without provider in
volvement, the holding of Broadcast Music, Inc. v. Columbia Broadcasting Sys
tem [BMI}3' supports a rule of reason analysis. The note concludes that 
limiting provider involvement in insurer reimbursement policy decisions 
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through vigorous application of the antitrust laws will help contain health care 
costs by increasing competition among health insurers.

I. The Sherman Act’s Ban on Horizontal Price Fixing

Section 1 of the Sherman Act provides that “[ejvery contract, combination 
. . . , or conspiracy in restraint of trade ... is declared to be illegal.”32 The 
Supreme Court has recognized, however, that the Sherman Act literally can 
not mean that “every” restrictive agreement is illegal.33 Every contract fixes a 
price and, between its parties, restrains trade.34 The real inquiry is whether the 
restraint is unreasonable,35 and courts, therefore, analyze most arrangements 
under the rule of reason.36 This inquiry, however, entails significant litigation 
costs.37 Moreover, judges can not be expected to understand the business prac
tices of every industry allegedly in violation of the antitrust laws.38 Therefore, 
when a practice is so common, and its effects on trade are repeatedly shown to 
be so “pernicious”39 as to amount to a “naked” restraint, with “no purpose 
except stifling competition,”40 courts apply a per se rule and condemn that 
practice without regard to its reasonableness or alleged procompetitive 
justifications.41

32. 15 U.S.C. § 1 (1976).
33. United States v. Joint Traffic Ass’n, 171 U.S. 505, 508 (1898).
34. Chicago Bd. of Trade v. United States. 246 U.S. 231, 238 (1918).
35. United States v. Topco Assoc’s, Inc., 405 U.S. 596. 606-07 (1972).
36 Maricopa. 457 U.S. at 343. The Court in Chicago Board of Trade delineated the method for 

determining reasonableness: “The true test of legality is whether the restraint imposed is such as merely 
regulates and perhaps thereby promotes competition or whether it is such as may suppress or even 
destroy competition." 246 U.S. at 238. Factors to be considered include any facts peculiar to the indus
try to which the restraint is applied, the actual or potential effect of the restraint, the purpose of the 
restraint, and its history. Id.

37. Maricopa. 457 U.S. at 343; Northern Pac. Rv Co. v. United States, 356 U.S. 1, 5 (1958).
38. Maricopa. 457 U.S. at 343; United States v. Topco Assoc’s, Inc., 405 U.S. 596. 609-610 (1972).
39. Northern Pac. Ry. Co. v. United States, 356 U.S. 1, 5 (1958).
40. White Motor Co. v. United States, 372 U.S. 253, 263 (1963).
41 E.g, United States v. Topco Assoc’s, Inc., 405 U.S. 596, 610 (1972) (horizontal market division); 

International Salt Co. v. United States, 332 U.S. 392, 398 (1947) (tying arrangements); Fashion Origina
tors Guild of Am., Inc. v. FTC, 312 U.S. 457, 463 (1941) (boycotts); United States v. Socony Vacuum 
Oil Co., 310 U.S. 150, 218 (1940) (horizontal price fixing); Dr. Miles Medical Co. v. John D. Park & 
Sons Co., 220 U.S. 373, 382 (1911) (vertical price fixing).

42. United States v. Socony Vacuum Oil Co.. 310 U.S. 150, 218 (1940); United States v. Trenton 
Potteries, 273 U.S. 392, 398 (1927); see Harrison. Price Fixing, the Professions, and Ancillary Restraint: 
Coping with Maricopa County. 1982 U. III. L. Rev. 925, 925 (per se prohibition against horizontal 
price fixing “brightest of bright line tests”).

43. United States v. Socony Vacuum Oil Co., 310 U.S. 150. 221-22 (1940). The Court stated:
Any combination which tampers with price structures is engaged in an unlawful activity. 
Even though the members of the price-fixing group were in no position to control the market, 
to the extent that they raised, lowered, or stabilized prices they would be directly interfering 
with the free play of market forces. The Act places all such schemes beyond the pale and 
protects that vital part of our economy against any degree of interference.

Id
Horizontal arrangements are distinguished from vertical restraints. Vertical price fixing occurs when 

a buyer and reseller agree to restrain trade. The law at present condemns vertical price fixing as illegal 

The law is settled that horizontal price fixing is a per se violation of the 
Sherman Act.42 A horizontal arrangement occurs when two or more competi
tors enter into an agreement that restrains trade. To the extent that the re
straint affects price, it is labeled price fixing.43 Any attempt by competitors to 
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tamper with prices, even when they are actually in no position to do so, 
amounts to price fixing that is illegal per se.44

per se. Pitofsky, In Defense of Discounters: The No-Frills Case for a Per Se Rule Against Vertical Price 
Fixing, 71 Geo. L.J. 1487, 1488 (1983).

44. Id. at 224, 225 n.59.
45. L. Sullivan, Handbook of the Law of Antitrust § 108 (1977).
46. See, e.g, United States v. Socony-Vacuum Oil Co., 310 U.S. 150, 223-28 (1940) (express agree

ment among competitors); United States v. Trenton Potteries Co., 273 U.S. 392, 396 (1927) (same); 
United States v. Addyston Pipe & Steel Co., 85 F. 271, 294 (6th Cir. 1898), affd, 175 U.S. 211 (1899) 
(same).

47. L. Sullivan, supra note 45, § 109, at 314. See, e.g., FTC v. Cement Inst., 333 U.S. 683. 716 
(1948) (agreement when “almost perfect identity” in prices among 74 corporations belonging to trade 
association); United States v. United States Gypsum Co., 333 U.S. 364, 394 (1948) (agreement when 
separate identical agreements executed between one party and many competing parties); Interstate Cir
cuit, Inc. v. United States, 306 U.S. 208, 223 (1939) (agreement when eight film distributors acted with 
“substantial unanimity”).

If the plaintiff presents little evidence of an agreement, a court may grant summary judgment for the 
defendant. See, e.g., ALW, Inc. v. United Airlines, 510 F.2d 52, 55 (9th Cir. 1975) (summary judgment 
proper when plaintiff fails to support allegations of conspiracy); Sausalito Pharmacy, Inc. v. Blue Shield 
of Cal., 544 F. Supp. 230, 240 (N.D. Cal. 1981) (summary judgment granted when plaintiffs showed 
only analogous though not identical business conduct); Tripper Corp. v. Chrysler Corp., 484 F. Supp. 
507, 511 (N.D. Cal. 1980) (summary judgment proper when plaintiff fails to support allegations of 
conspiracy). The Court has warned, however, against granting unwarranted summary judgment in 
antitrust cases. Poller v. Columbia Broadcasting Sys., Inc., 368 U.S. 464, 473 (1962).

48. See supra note 43 (quoting Socony- Vacuum).
49. Professor Sullivan notes that the per se rule automatically applies to price-fixing arrangements, 

relieving the courts of the burdensome balancing of possible benefits against possible harms. L. Sulli
van, supra note 45, § 74, at 198. He states, however, that

except in the case of an unvarnished price fixing agreement, the court is not relieved of the 
obligation to analyze the facts; it must array and evaluate the evidence in making the prelimi
nary inquiry whether the purpose of the defendants, or the effect of their conduct, is that of 
“raising, depressing, fixing, pegging, or stabilizing" price.

Id. at 199-201 (quoting Socony- Vacuum, 310 U.S. at 223).
50. See Chicago Bd. of Trade v. United States, 246 U.S. 231, 238 (1918) (true test of legality whether 

restraint merely regulates and perhaps promotes competition or whether it suppresses or even destroys 
competition).

51. The Court in Chicago Board of Trade applied the rule of reason to a commodities exchange rule 
prohibiting purchases of grain between specified hours after closing at a price other than the closing bid 

A. THE REQUIREMENT OF AN AGREEMENT

The threshold question in any case alleging horizontal price fixing is 
whether concerted action amounting to an agreement among competitors ex
ists.45 Sometimes the agreement is obvious.46 More often, however, the exist
ence of the agreement or conspiracy is less clear. The plaintiffs success in 
establishing an agreement turns on the weight of circumstantial evidence and 
is a question for the jury.47

B. CHARACTERIZATION: IS “PRICE FIXING” REALLY PRICE FIXING?

Despite the Supreme Court’s hard-line language condemning horizontal 
price fixing,48 the Court has on occasion examined an arrangement affecting 
price before characterizing it as per se illegal.49 In this “characterization analy
sis,” the Court considers whether the restraint has a legitimate business justifi
cation that in some way improves competition.50 If so, the rule of reason 
applies.51 Recently, in BMI,52 the Court used the characterization analysis to 
determine that a price arrangement among copyright holders involved only 
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“literal” price fixing,52 53 and was subject to a rule of reason analysis.54

of the day. 246 U.S. at 237. See supra note 36 and accompanying text (factors considered in rule of 
reason analysis).

52. 441 U.S. 1 (1979).
53. Id. at 8-9.
54. Id. at 7, 24.
55. Id. at 4. Copyright laws since 1897 have vested in the owner of a copyrighted musical composi

tion the exclusive right to perform works publicly for profit, but this legal right is not self-enforcing Id.
56. Id. at 4-6.
57. Id.
58. Id. at 5.
59. Id. at 6.
60. Id. CBS sought an injunction requiring BMI to offer a licensing arrangement that would reflect 

the network’s actual use of particular compositions rather than one requiring a set fee for the use of all 
compositions. Columbia Broadcasting Sys., Inc. v. American Soc’y of Composers, Authors, and Pub
lishers, 562 F.2d 130, 132 (2d Cir. 1977), revd sub mm. Broadcast Music, Inc. v. Columbia Broadcast
ing Sys., Inc., 441 U.S. 1 (1979).

61. 441 U.S. at 19-20.
62. Id. at 7, 24.
63. Id. at 19-20.
64. See supra note 55 (congressional grant of performance rights).
65. BMI, 441 U.S. at 20.
66. See id. (individual fees present difficult, expensive policing task for copyright owner).
67. Id. at 20.
68. Id. at 15.
69. Id. at 19-20.

In BMI copyright holders formed a joint venture designed to protect their 
statutory rights to license performances of their compositions.55 Rather than 
attempting to negotiate individual performance licenses, the composers au
thorized copyright clearinghouses to market and enforce their rights.56 The 
clearinghouses then marketed “blanket licenses”57 giving purchasers the right 
to perform any of the compositions in the clearinghouse’s library for a set fee 
or for a percentage of the licensee’s total advertising revenues.58 Individual 
composers remained free to market their works independently.59 CBS charged 
that the licensing arrangement was price fixing and illegal per se.60 In attempt
ing to characterize the arrangement between copyright holders and clearing
houses, the Court considered whether the arrangement tended almost always 
to restrict competition or whether it in fact made the market more competi
tive.61 Relying on two arguments, the Court held that the rule of reason should 
apply to the blanket licenses.62

First, the Court noted the arrangement’s efficiencies.63 Copyright law grants 
composers and authors performance rights.64 Actual licensing and enforce
ment of these rights, however, involve considerable expense for an individual 
copyright holder who conceivably would have to enter into thousands of li
censing negotiations with all who wanted to perform a particular work.65 En
forcement of performance rights would be even more burdensome if indeed 
the copyright holder could even discover unauthorized performances.66 The 
“virtual impossibility” of enforcing and licensing these rights, the Court noted, 
in effect rendered them commercially worthless.67 Because the delegation of 
licensing and monitoring functions to copyright clearinghouses was designed 
to secure composers’ statutory rights,68 the blanket license was necessary as a 
response to economic efficiencies and market demand.69 The Court refused to 
apply the per se rule because of the substantial efficiencies achieved by the 
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blanket license arrangement.70

70. Id. at 20.
71. Id. at 22-23. The Court characterized the blanket license as a product “quite different from 

anything any individual owner could issue.” Id.
72. Id.
73. Arizona v. Maricopa County Medical Soc’y, 457 U.S. 332, 336 (1982).
74. Id. at 339-41. The Maricopa County FMC was composed of 70% of the doctors in the county. 

Id. The number of area physicians belonging to the Pima County FMC was in dispute, ranging from 
30% to 80%. Id. at 340 n.8. Both FMCs set maximum fee schedules and endorsed insurers who agreed 
to reimburse Foundation members up to that maximum for services performed for insured patients. Id. 
at 340-41. A number of insurers underwrote the Foundation-endorsed plans. Id. at 358 n.2 (Powell, J., 
with Burger, C.J., and Rehnquist, J., dissenting). They included Arizona Blue Shield and commercial 
insurers. Id. Large employers apparently also acted as insurers and entered into agreements with the 
FMCs. Id.

In effect, the doctor-members of the FMC took over the fee-setting authority normally performed by 
insurers. The typical process is for an insurer to establish a rate of reimbursement and to negotiate 
contracts with a number of area providers in order to offer prepaid coverage and a wide choice of 
doctor-providers. See Questions and Answers About the Blue Cross and Blue Shield Organization 4 
(Jan. 1983) (unpublished advertising) (Blue Cross and Blue Shield plans negotiate reimbursement con
tracts with individual providers) (copy on file at Georgetown Law Journal).

75. Maricopa. 457 U.S. at 337.
76. Arizona v. Maricopa County Medical Soc’y, 643 F.2d 553, 555-56 (9th Cir. 1980) (proof of com

petitive impact required when court lacks familiarity with arrangement), rev’d. 457 U.S. 332 (1982).
77 643 F.2d at 556 (health care industry does not conform to ideal competitive conditions). See also 

supra notes 1-18 (discussing competitive conditions in health care industry).
78. 643 F.2d at 557 (court not prepared to assume that FMC arrangement wrongfully increases fees).
79. Maricopa. 457 U.S. at 336. Justices Blackmun and O’Connor did not participate in the decision. 

Id. at 333. For a speculative discussion of how the full court might have decided the issue, see Harri
son, supra note 42, at 935 n.101. Professor Harrison notes that Justice Blackmun voted with the majori
ties in Continental T.V., Inc. v. GTE Sylvania Inc., 433 U.S. 36 (1977) and in BMI, 441 U.S. 1 (1979). 
Both cases relied on procompetitive justifications to support a rule of reason analysis. Harrison sug
gests that Justice Blackmun would have voted with the dissent in Maricopa, and implies that the out
come would have turned on Justice O’Connor’s vote. Harrison, supra note 42, at 935 n. 101.

Second, the Court characterized the blanket license as a unique product, 
created in response to consumer preference and one that individual copyright 
holders could not sell individually.71 Thus, while acknowledging that market
ing the product involved setting a price, the Court refused to apply the per se 
rule since the price agreement was necessary in order to market the product at 
all.72

C. CHARACTERIZATION AFTER MARICOPA

Maricopa''3 apparently rejects the first part of the BM1 holding that eco
nomic efficiencies can justify an otherwise illegal arrangement. In Maricopa 
two physician-controlled Foundations for Medical Care (FMCs) set maximum 
fees that foundation members would submit for reimbursement for services 
performed for policyholders of FMC-approved insurance plans.74 The issue 
presented was whether the FMC membership agreements, containing a prom
ise to abide by fee schedules, were illegal per se under section 1 of the Sherman 
Act.75 The Ninth Circuit refused to characterize these arrangements as illegal 
price fixing without some proof that the arrangements were anticompetitive.76 
Important factors in the circuit court’s decision were the atypical competitive 
conditions in the health care industry77 and the possibility that the fee arrange
ments promoted procompetitive efficiencies.78

The Supreme Court, in a 4 to 3 decision, reversed the Ninth Circuit.79 The 
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Court rejected the defendants’ arguments that because doctors, rather than 
non-professionals, were parties to the arrangement and because the judiciary 
has little experience with the health care industry, the per se rule should not 
apply.80 The Court reiterated that the per se rule against price fixing applies 
“to all industries alike.”81

80. Maricopa, 457 U.S. at 348-51. The Court suggested in dicta that an argument based on “public 
service or ethical norms" might justify an antitrust exception for the health care industry. Id. at 349. 
The FMCs in Maricopa did not make this argument, however, and the Court’s actual disposition of 
similar arguments implies that the dicta will not be followed. See infra note 196 (discussing “public 
service and ethical norms” argument as it applies to provider-controlled insurers).

81. Maricopa, 457 U.S. at 346 (quoting Soconv- Vacuum, 310 U.S. at 222).
82. See supra notes 55-60 (discussing license in BMI}.
83. Maricopa. 457 U.S. at 355-57.
84. Id.
85. Id. at 353-54. The Court admitted that the same role performed by the insurer is less efficient to 

the extent that it is “more protracted.” Id. at 353 n.28.
86. Id. at 354-55.
87. Id. at 351-53. The plan offered a choice of doctors, complete insurance coverage, and, according 

to the defendants, lower premiums. Id.
88. Id. at 352 n.25.
89. Id. The Court noted that a choice of doctors coupled with complete insurance coverage were 

features “hardly unique to these plans.” Id. at 351. The Court found it “fair to presume" that most 
doctors do not charge more than insurers are willing to reimburse and that typical insurers reimburse 
subscribers in full. Id. at 352.

90. Id. at 353. The Court outlined the procedures an insurance company would have to implement 
in order to set reimbursement levels unilaterally. Id. at 353 n.28. The insurer would canvass the doc
tors to determine what reimbursement levels would be high enough to attract a sufficient number of 
doctors to sign up while remaining low enough to keep the insurance plans competitive Id. The 
insurer would then deal individually with each doctor in attempting to secure his or her participation 
Id.

91. See infra notes 178-97 and accompanying text (discussing applicability of BMI idles Maricopa}.

The Court also rejected the defendants’ argument that the price arrange
ment was, like the blanket license in ZM//,82 justified by substantial procompe- 
titive efficiencies and was necessary to market a unique product: Foundation- 
endorsed insurance.83 The FMCs emphasized that it was impossible on a prac
tical level to negotiate with a majority of physicians in a geographic area to 
arrive at uniform standards.84 Although accepting arguendo that doctors might 
be able to fix prices more efficiently,85 the Court nonetheless condemned the 
arrangement without further analysis of the extent to which the claimed effi
ciencies actually existed.86

The Court considered in greater detail, however, whether fee setting by 
medical societies was necessary for the very existence of FMC-endorsed pre
paid insurance.87 Although doctor participation was essential to prepaid insur
ance, and fee schedules lowered premiums by allowing insurers to calculate 
risks more easily,88 the Court rejected the necessity argument, pointing to the 
existence of prepaid plans without FMC involvement.89 Fees could be set 
without doctor involvement and the Court thus held that “[njothing in the 
record even arguably supports the conclusion that this type of insurance pro
gram could not function if fee schedules were set in a different way.”90

If it indeed were impossible for the insurance to exist without FMC involve
ment, the Court would have applied BMI and judged the restraints under the 
rule of reason.91 The Court’s willingness to condemn the arrangement on a 
limited record can be explained by the obviousness of a less restrictive alterna
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tive—fees set by insurers—and by the fact that prepaid insurance very similar 
to the FMC-endorsed plan exists. The Court’s refusal to consider the arrange
ment’s economic efficiencies suggests that, in BM1, the critical fact was the 
necessity of the blanket license, with its attendant price arrangement, as a 
method of securing the congressional grant of performing rights to copyright 
holders.92 Thus, Maricopa suggests that economic efficiencies alone will not 
save an otherwise illegal agreement.93

92. See supra note 55 and accompanying text (discussing the statutory grant of performance rights).
93. See infra notes 183-93 and accompanying text (arguing that Maricopa disallows defense based on 

economic efficiencies). One commentator, however, has suggested that a horizontal price arrangement 
that is “significantly economically superior” might be accorded rule of reason treatment. Harrison, 
supra note 42, at 948.

94. S. Law, supra note 10, at 11-12; FTC Report, supra note 2, at 18-19.
95. FTC Report, supra note 2, at 19; Medical Service of the District of Columbia: Its Corporate 

Aspects 7-8 (Mar. 1982) (unpublished report) (copy on file at Georgetown Law Journal}.
96. Health Maintenance Organizations (HMOs), on the other hand, involve a limited number of 

physicians who combine to practice on a salaried basis. FTC Report, supra note 2. at 15, 64-65. For 
flat periodic prepayments, subscribers receive comprehensive medical services from physician-members 
of the HMO. Id. Because such physician-members in fact “own” the HMO, they bear the risk that 
premiums might not cover the cost of services provided. Maricopa. 457 U.S. at 339 n.7. The Maricopa 
Court suggested that HMOs, since they act as a single seller in the health care market and the physi
cians within them do not compete against one another, might not violate the antitrust laws. Id. at 357.

The independent practice association (IPA), a variant on the traditional HMO, involves a health plan 
directed by physicians who retain their competing practices and receive reimbursement on a fee-for- 
service basis. FTC Report, supra note 2, at 66. One antitrust analysis of IPAs suggests that, although 
price fixing is an unavoidable consequence of the integration of the insurer and provider functions in an 
IPA, such health plans should be illegal per se when they involve more than 40% of the medical com
munity. Weller. Antitrust and Health Care: Provider Controlled Health Plans and the Maricopa Deci
sion, 8 Am. J.L. & Med. 223, 244-48 (1982).

97. FTC Report, supra note 2, at 67.
98. Id.

II. When Are Provider Agreements “Agreements Among 
Competitors”?

Provider agreements are essential to prepaid health insurance. Prepaid in
surance commonly guarantees subscribers full coverage with no out-of-pocket 
expenses for a set premium when services are performed by a participating 
provider.94 To make this guarantee, an insurance company secures the partici
pation of providers who agree to accept a set level of reimbursement for medi
cal services, and agree not to bill the subscriber for any charges above the level 
of reimbursement.95 In the type of prepaid plans examined in this note, partici
pating providers remain independent competitors and do not have an interest 
in the ownership or operation of the plan itself.96 Without participating pro
vider agreements, insurers could only offer indemnity plans.97 These plans 
would require insured consumers to pay the providers’ fees up front and apply 
to the insurer for reimbursement that may not completely cover the provider's 
fee.98

A. PROVIDER AGREEMENTS ARE NOT NECESSARILY AGREEMENTS IN
RESTRAINT OF TRADE

The Supreme Court has not yet decided whether provider agreements in 
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prepaid plans violate the antitrust laws." Lower courts have upheld the legal
ity of such agreements against challenges that they are illegal vertical restraints 
or horizontal conspiracies, actual or implied.100

In the leading case on this subject, the United States District Court for the 
Northern District of California in Sausalito Pharmacy v. Blue Shield of Califor- 
nia101 rejected the plaintiffs’ challenge to an agreement in which the insurer 
established the reimbursement level and offered it to pharmacies on a take-it- 
or-leave-it basis.102 The Sausalito court found that the agreements were two- 
party contracts between buyer and seller in which the insurer represented the 
insured as buyer, and the pharmacies were the sellers.103 The court therefore 
rejected the plaintiffs’ assertions that the agreements were illegal vertical re
straints.104 While suggesting that such vertical agreements might violate the 
antitrust laws if they in fact masked a horizontal conspiracy,105 the Sausalito 
court held that the mere fact that the defendant-insurer entered into numerous 
identical contracts with participating pharmacies did not support an inference 
of a horizontal conspiracy.106 Nor, the court continued, was the evidence of 
one instance of passing price information from plan administrators to an insur
ance company sufficient to show a horizontal conspiracy.107

Significantly, however, the Sausalito court implied that the provider agree
ments might violate the antitrust laws if pharmacies actually controlled the

99. Maricopa, 457 U.S. at 352 n.26. See Group Life & Health Ins. Co. v. Royal Drug Co.. 440 U.S. 
205. 231-33 (1979) (provider agreements not exempt from antitrust scrutiny as business of insurance 
under McCarran-Ferguson Act). The Royal Drug Court did. however, take notice of the Department 
of Justice’s position that provider agreements probably did not violate the Sherman Act. Id. at 210 n.5.

100. See, e.g.. Feldman v. Health Care Serv. Corp., 562 F. Supp. 941. 948-49 (N.D. 111. 1982) (no 
vertical price fixing or horizontal group buying); Sausalito Pharmacy, Inc. v. Blue Shield of Cal.. 544 F 
Supp. 230. 233-34. 242 (N.D. Cal. 1981) (no vertical price fixing or implied horizontal agreement), afj'd 
per curiam, 677 F.2d 47, 48 (9th Cir.), cert, denied. 103 S. Ct. 376 (1982); Medical Arts Pharmacy of 
Stamford v. Blue Cross and Blue Shield of Conn., 518 F. Supp. 1100. 1106-07 (D. Conn. 1981) (no 
vertical price fixing or horizontal conspiracy), affd per curiam, 675 F.2d 502, 507 (2d Cir. 1982). See 
also P. Areeda & D. Turner, Antitrust Law 210.1c, at 39 (Areeda Supp. 1982) (challenged pro
vider agreements widely held lawful under antitrust laws).

101. 544 F. Supp. 230 (N.D. Cal. 1981), affd per curiam, 677 F.2d 47 (9th Cir.), cert, denied. 103 S. 
Ct. 376 (1982). Courts have followed Sausalito. See Feldman v. Health Care Serv. Corp.. 562 F Supp 
941. 950 (N.D. Ill 1982) (citing Sausalito). Medical Arts Pharmacy of Stamford v. Blue Cross and Blue 
Shield of Conn.. 518 F. Supp 1100. 1105 (D Conn. 1981) (concurring generally with Sausalito), affd 
per curiam, blS F.2d 502, 507 (2d Cir. 1982); see also P. Areeda & D. Turner, Antitrust Law H 
210.1c, at 39 n.9 (Areeda Supp. 1982) (Sausalito opinion “excellent").

102. 544 F. Supp. at 232.
103. Id.
104. Vertical restraints occur when a buyer and a seller enter into an agreement that restrains trade. 

Id. at 234. One such restraint, resale price maintenance, occurs when a supplier sells to a retailer on the 
condition that the supplier determines the resale price. See Dr Miles Medical Co. v. John D. Park & 
Sons Co.. 220 U.S. 373, 406-09 (1911) (Sherman Act violation when drug company sets price at which 
buyers may resell); Pitofsky, In Defense of Discounters: The No-Frills Case for a Per Se Rule Against 
Vertical Price Fixing, 71 Geo. L.J 1487. 1488 (1983) (vertical price fixing per se illegal).

The Sausalito court noted that “it is well established that agreements may be violative of the Sher
man Act if they fix prices to third parties." 544 F. Supp. at 234. Since the pharmacy agreements fixed 
prices only between the parties to the contract, no per se violation of the Sherman Act existed. Id. at 
233-37. The court applied the rule of reason and found no unreasonable restraint of trade. Id. The 
court also rejected the plaintiffs’ attempt to analogize the agreements to resale price maintenance, not
ing that the insurance company in no way restricted the price at which pharmacies could sell to third 
parties, and further, that the agreements did not even contemplate resale. Id. at 234 n.l.

105. Sausalito, 544 F. Supp. at 237.
106 Id. at 239-42.
107. Id.
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insurance companies.108 The Supreme Court has not yet addresed the question 
of whether provider-controlled insurance companies present an antitrust viola
tion.109 The next section of this note argues that provider involvement in set
ting insurers’ reimbursement levels may amount to horizontal price fixing.

108. Id. at 237 (“most troublesome” opportunity for restraint of trade exists when pharmacies con
trol insurance companies).

109. Maricopa, 457 U.S. at 352 n.26.
110. Virginia Academy of Clinical Psychologists v. Blue Shield of Va., 624 F.2d 476, 480 (4th Cir. 

1980) (in real and legal sense. Blue Shield agent of doctors), re/7. denied. 450 U.S. 916 (1981); Hoffman 
v. Delta Dental Plan, 517 F. Supp. 564, 571 (D. Minn. 1981) (prepaid dental plan agent of dentist 
members).

111. A conspiracy perhaps is easier to find when the providers controlling the insurer are designees 
of a local medical society or hospital association. See FTC Report, supra note 2, at 90-91. Medical 
society or hospital association appointees represent the society’s or association’s interest; the society or 
association in turn represents the interests of its members—the local, competing providers. The FTC 
has suggested that provider control in the absence of medical society appointments may violate the 
antitrust laws as well. Id. at 121-22. This approach is consistent with traditional price-fixing analysis, 
which holds thattfzip agreement among competitors is per se illegal without regard to the market power 
of the parties or to their actual ability to set prices. Socony- Vacuum, 310 U.S. at 223, 224 n.59.

112. See infra notes 117-33 and accompanying text (discussing cases addressing conspiracy based on 
provider control).

113. 457 U.S. at 358-59; see supra notes 73-93 (discussing Maricopa}.
114. Maricopa. 457 U.S. at 341.
115. See generally FTC Report, supra note 2, at 87-121 (describing degrees of provider control in 

various Blue Shield plans).

B. PROVIDER AGREEMENTS WHEN PROVIDERS CONTROL INSURANCE 
COMPANIES--- AN ANTITRUST VIOLATION?

When providers actually control insurers, the nature of the agreement be
tween insurers and providers changes from an ordinary two-party contract. 
The agreement now takes on a horizontal aspect because the insurer becomes 
the agent of the providers who control it.110 The providers are sellers of com
peting services; therefore, in making reimbursement decisions, they engage in 
concerted action and the insurer that they control engages in concerted action 
as well. When the concerted conduct results in discrimination, it is subject to 
antitrust challenge as a boycott, and when the conduct affects the price of med
ical services, the actions may amount to price fixing.111

The proper inquiry for plaintiffs challenging an insurer’s reimbursement de
cisions under the Sherman Act is whether the insurer has engaged in concerted 
action. Once concerted action has occurred, conduct resulting in restraint of 
trade will violate section 1. To establish concerted action, however, a plaintiff 
must show sufficient provider involvement in the insurer’s reimbursement de
cisions to amount to control. Therefore, a preliminary question is what consti
tutes provider control.

Several courts analyzing provider involvement in insurance plans have 
found an illegal agreement under section 1 of the Sherman Act.112 In a sense, 
the factual setting in Maricopa involves an extreme example of provider con
trol because insurers delegated complete authority to fix the reimbursement 
levels.113 All participating physicians were involved since the reimbursement 
levels were set by a vote of the entire medical society membership.114 Typi
cally, provider involvement is neither so extensive nor so obvious,115 although 
some provider involvement in insurer reimbursement is a widespread charac
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teristic of such plans.116

116. Id.
117. 624 F.2d 476 (4th Cir. 1980), cert, denied, 450 U.S. 916 (1981).
118. Id. at 480-81. In Virginia Academy two Blue Shield plans individually refused to pay for serv

ices rendered by clinical psychologists unless such services were billed through a physician. Id. at 478. 
The court held that this conduct amounted to boycotts of psychologists. Id. at 484-86.

119. Id. at 480 n.4.
120. Id. at 481.
121. 517 F. Supp. 564 (D. Minn. 1981).
122. The alleged boycott occurred when the insurer reimbursed nonparticipating dentists at lower 

rates than participating dentists. Id. at 568. Because the boycott allegation was presented to the court 
on a motion for summary judgment, the court did not decide the legality of the arrangement. Id. at 
571-72 The court stated, however, that the per se rule would not apply at trial. Id. at 571. While 
recognizing that boycotts can be illegal per se. the court found the conduct neither coercive nor exclu
sionary and held that it should be evaluated under the rule of reason. Id. at 571-72.

123. Id.
124. Id.
125. 1982-83 Trade Cas. (CCH) 65,040 (M.D. Tenn. 1982).
126. The court found a boycott within the meaning of the McCarran-Ferguson Act, 15 U.S.C. 

§§ 1011-1013 (1976). Id. at 70.797-98. The McCarran-Ferguson Act provides that state law shall gov
ern the business of insurance, with the exception that the Sherman Act shall apply “to any agreement to 
boycott, coerce, or intimidate, or act of boycott, coercion, or intimidation.” 15 U.S.C. § 1013(b) (1976).

The Nurse Midwifery court did not consider the merits of the plaintiffs' section I claims since the 
issue presented was whether to grant the defendants' motion to dismiss pursuant to Federal Rule of 
Civil Procedure 12(b)(6) on the grounds that the challenged activities were exempt from the antitrust 
laws by the McCarran-Ferguson Act. Nurse Midwifery. 1982-83 Trade Cas. (CCH) 1| 65.040, at 70,795. 
The plaintiffs argued successfully that the defendants’ activities came within the boycott exception of 
the Act. Id. at 70,798. The court evaluated the validity of the boycott claim by applying the principles 
governing boycotts challenged under section 1 of the Sherman Act. Id. at 70,797-98. The court relied 
on St. Paul Fire & Marine Ins. Co. v. Barry, 438 U.S. 531 (1978), a case in which the Supreme Court 
held that the boycott exception applies to “acts or agreements amounting to a boycott, coercion, or 
intimidation violative of the Sherman Act.” 438 U.S. at 546. The Nurse Midwifery court’s analysis of 
the agreement therefore is applicable in a Sherman Act case.

In Virginia Academy of Clinical Psychologists v. Blue Shield of Virginia,117 
the leading ytoMancopa case on provider control, the Fourth Circuit found a 
conspiracy to boycott when Blue Shield’s by-laws required a physician major
ity on its board of directors, the Medical Society of Virginia was identified as 
Blue Shield’s “sponsor,” and one-third of the physician members of the board 
were elected from candidates designated by the Medical Society.118 The court 
noted that Blue Shield’s own advertising brochure described reimbursement 
principles as “representing the collective judgments of area physicians acting 
through societies and through Board representation.”119 The court found a 
conspiracy among doctors based on the “sufficient physician control” of the 
Blue Shield plan.120

Other courts have followed the reasoning of Virginia Academy. In Hoffman 
y. Delta Dental Plan121 the United States District Court for the District of Min
nesota held that the plaintiffs had established a conspiracy to boycott based on 
provider control of a prepaid dental plan.122 The plaintiffs demonstrated con
trol by introducing evidence that participating dentists elected the plan’s Board 
of Directors and that fourteen members of the twenty-one member Board of 
Directors were required to be participating dentists.123 The court also noted 
that the Minnesota Dental Association originally created the plan.124 125

In Nurse Midwifery Associates v. Hibbettxli the United States District Court 
for the Middle District of Tennessee found a conspiracy to boycott when phy
sicians controlled a medical malpractice insurance plan.126 The plaintiff sued 



1983] Provider Participation and an Antitrust Cure 175

after the insurance company cancelled the malpractice insurance of a physi
cian policyholder for collaborating with nurse midwives.127 128 Citing Virginia 
Academy,126 the court found that the insurers’ physician-dominated board of 
directors and its close ties to the Tennessee Medical Association rendered it 
capable of concerted action.129

127. Nurse Midwifery, 1982-83 Trade Cas. (CCH) 1] 65,040, at 70,795-96.
128. Id. at 70,798.
129. Id.
130. 498 F. Supp. 63 (E.D. Va. 1980).
131. Id. at 66. The court stated that Virginia Academy did not stand for the proposition that an 

agency relationship without more can amount to a conspiracy. Id. A plaintiff must show "structural 
features" such as those proved in Virginia Academy, a provider majority that included five designees of 
the local medical society. Id.

132. Id.
133. Id. The court indicated that absent an inference of provider control based on the plan’s struc

ture. a plaintiff must present direct evidence of such control to establish a conspiracy. Id.
134. Defendants, however, may rely on BM1 and ask courts to characterize the arrangement and 

apply the rule of reason. See supra notes 48-51 and accompanying text (discussing characterization 
approach). The validity of this defense depends on whether the plan can exist absent provider control. 
See infra notes 178-97 and accompanying text (discussing the applicability of BMI after Maricopa}.

135. See supra notes 24 & 73-93 and accompanying text (discussing Maricopa court’s application of 
per se rule to price fixing by doctors).

136. See supra notes 117-33 and accompanying text (discussing cases dealing with provider control 
issue); cf. Desgranges Psychiatric Center, P.C. v. Blue Cross and Blue Shield of Mich., 333 N.W.2d 562. 
564-65 (Mich. App. 1983) (per curiam) (state antitrust law claim of conspiracy rejected when 60% of 
Blue Cross-Blue Shield board of directors composed of consumer representatives).

137. A bright line test saves considerable litigation expenses and provides predictability for potential 
defendants. See supra notes 37-41 and accompanying text (discussing justification for per se rules in 
antitrust litigation).

The FTC. in 1979, proposed a rule which would have flatly prohibited medical society involvement 

In Human Resource Institute of Norfolk, Inc. v. Blue Cross of Virginia130 the 
United States District Court for the Eastern District of Virginia concluded that 
the physician majority on the Blue Shield board in Virginia Academy was cen
tral to the court’s decision.131 It therefore found no conspiracy when the 
fifteen-member Blue Cross Board of Directors was composed of nine subscrib
ers, five hospital representatives, and the President of Blue Cross.132 The court 
acknowledged, however, that provider control of an insurer does amount to a 
conspiracy, and stated further that a subscriber majority “does not necessarily 
preclude the possibility of member hospital control.”133

A review of cases considering provider involvement indicates three situa
tions that may lead to a finding of illegal control of health insurers. In a case 
where any of the three types of provider control affect the reimbursement 
levels, the per se rule against horizontal price fixing ordinarily should apply.134 
The first is outright delegation of decisionmaking authority to providers. The 
holding of Maricopa clearly outlaws this.135

Second, provider representation on insurers’ governing bodies may amount 
to illegal control. Although courts have not specified the exact point at which 
such involvement becomes impermissible, control probably exists if providers 
represent a majority of the insurer’s board of directors.136 Majority representa
tion has the actual potential to control the insurer. Because a plaintiff may 
have trouble proving actual control, a bright line rule equating the presence of 
such majorities with actual control is an acceptable and indeed a desirable 
approach.137
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Third, plaintiffs may be able to present additional evidence supporting alle
gations of illegal control even absent provider majority representation. As 
noted in Human Resource Institute, a finding of provider control is not pre
cluded when providers make up less than a majority of an insurer’s governing 
board.138 Plaintiffs might be able to show such control in several instances. 
For example, the “subscribers” or “consumers” controlling the plan might in 
fact represent provider interests if they were retired or non-practicing physi
cians. Also, a provider minority might possess illegal control if it amounted to 
a bloc vote guaranteeing that reimbursement decisions were in the interest of 
providers.139 140

in decisions affecting reimbursement of insurers and would have limited physician membership on the 
governing bodies of insurers to not more than 25%. FTC Report, supra note 2, at 313-14. The FTC 
ultimately decided not to promulgate the rule; instead, it decided to proceed on a case-by-case basis. 46 
Fed Reg. 27,768 (1981). Affecting the Commission’s decision was the reduction in the degree of influ
ence exerted by the medical society on the selection of Blue Shield boards due to similar extant regula
tion by state statutes, litigation, and voluntary action of insurers. Id. The Commission decided, in 
effect, to apply the rule of reason in evaluating the legality of provider involvement, factoring the 
purpose of the agreement, the market power of the plans, and any procompetitive justifications. Id. at 
27,769. A high degree of medical involvement, however, has not yet disappeared as a feature of pre
paid plans. In the District of Columbia’s Blue Shield plan, the 25-member board of trustees is com
posed of 13 practicing physians, 1 non-practicing physician, and 11 non-physicians Medical Service of 
the District of Columbia: Its Corporate Aspects 4-5 (Mar. 1982) (unpublished report) (copy on file at 
Georgetown Law Journal).

138. 498 F. Supp. at 66. See supra note 133 and accompanying text.
139. FTC's Enforcement Policy on Physician Agreements to Control Medical Prepayment Plans. [July- 

Dec] Antitrust & Trade Reg Rep. (BNA) No. 1033. at 1-3 (Oct I, 1981).
140. 555 F. Supp. 337 (E D Mich. 1983).
141. Id. at 340. Glen Eden Hospital brought suit after Blue Cross terminated a contract in which it 

had agreed to reimburse Glen Eden, a nonparticipating hospital, for its reasonable and customary 
charges. Id. The termination was made pursuant to a cancellation clause in the contract. Id. at 339. 
Blue Cross informed Glen Eden that it could apply for participating hospital status and obtain reim
bursement on a "reasonable cost” plus two percent basis. Id.

142. Id. at 341.

C. APPLYING OR MISAPPLYING THE PRINCIPLES OF PROVIDER CONTROL 
AFTER MARICOPA?

Two recent, posl-Maricopa decisions have dealt with antitrust challenges to 
insurer reimbursement decisions based on provider control. Because they ex
emplify judicial analysis of provider involvement after Maricopa, the courts’ 
holdings and rationales are important for future antitrust challenges. This sec
tion of the note discusses these cases and notes their points of departure from 
correct application of the principles of provider control.

In Glen Eden Hospital v. Blue Cross and Blue Shield of Michigan^ the 
United States District Court for the Eastern District of Michigan held that 
some direct provider control over reimbusement levels is permissible. The 
plaintiff, a private, for-profit psychiatric hospital, alleged that Blue Cross en
gaged in a conspiracy to restrain trade when it established what the plaintiff 
characterized as a noncompetitive reimbursement mechanism.141 The conspir
acy allegedly derived from the relationship between Blue Cross and the partic
ipating hospitals.142

The plaintiffs alleged two types of provider control: (1) provider representa
tion on the insurer’s Board of Directors and reimbursement committee, and (2) 
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direct delegation of authority to providers through a veto power.143 Five hospi
tal administrators participated on the thirteen-member reimbursement com
mittee,144 and the committee’s recommendations on changes in reimbursement 
policies required a vote of at least eight committee members.145 Recommenda
tions were then either rejected or, as with the challenged reimbursement 
formula, approved by a forty-seven member Board of Directors, nineteen of 
whom were provider representatives.146 Finally, approved changes were rati
fied by a two-thirds vote of the participating hospitals.147 The defendants ar
gued that neither the minority of providers on the Reimbursement Committee 
and Board of Directors nor the hospitals’ “mere” veto power constituted the 
requisite degree of provider control necessary to amount to a conspiracy.148

143. Id.
144. Id.
145. Id.
146. Id.
147. Id.
148. Id. at 341-42.
149. Id.
150. Id.
151. Id. The court did not. however, elaborate on what evidence a plaintiff must present to show 

such control. See supra notes 138-39 and accompanying text (discussing instances when plaintiff might 
show provider control despite provider minority).

152. 555 F. Supp. at 342.
153. Id. at 342.
154. See supra note 137 and accompanying text (discussing proposed bright line test).
155. Glen Eden, 555 F. Supp. at 343.
156. 498 F. Supp. at 66. See supra notes 130-33 & 138 and accompanying text (analyzing Human 

Resource Institute}.

The court analyzed the three-tiered structure in the Participating Hospital 
Agreement and noted that the majority of the Reimbursement Committee 
were consumers.149 Similarly, the majority of the Blue Cross Board were con
sumers.150 Although the Glen Eden court recognized that a provider minority 
can, in some circumstances, control an insurer,151 the court accepted the de
fendants’ argument.152 Finally, giving a veto power to more than one-third of 
the participating hospitals did not demonstrate hospital or provider control of 
Blue Cross’s reimbursement policy. The court distinguished Maricopa by rec
ognizing that the physician-providers in Maricopa affirmatively controlled the 
fees paid by the insurers.153

The Glen Eden court’s resolution of provider involvement on the Blue Cross 
Board and reimbursement committee is sound. It is consistent with pre-T/tzzv- 
copa consideration of provider control and supports the proposition that the 
presence of provider majorities on governing boards is enough to amount to 
control. In light of the holding of Maricopa, however, the court’s reasoning 
with regard to the hospitals’ veto power is flawed.

Providers on the Board of Directors and the Reimbursement Committee. 
The Glen Eden court followed the bright line approach154 and rejected the 
plaintiffs conspiracy claim on the basis of provider minorities on the Reim
bursement Committee and Board of Directors.155 Like the court in Human Re
source Institute,156 however, the Glen Eden court did not rule out the 
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possibility that a conspiracy might exist despite provider minorities.157 To 
meet the conspiracy requirement, the plaintiff would have to present evidence 
showing that the provider minority actually controlled the insurers’ reimburse
ment system.158 While accepting the plaintiffs theory that the Reimbursement 
Committee was “substantially influenced” by the hospital representatives, and 
that the Blue Cross Board of Directors was controlled or influenced by hospi
tals, the court nonetheless ruled against the plaintiff, finding that it had not 
produced enough evidence to show provider control.159

157. 555 F. Supp. at 342.
158. Id.
159. Id. at 343.
160. See supra note 24 and accompanying text (discussing Maricopa court’s application of per se rule 

to price fixing by physicians).
161. Glen Eden. 555 F. Supp. at 343.
162. The FTC has recognized that the veto power of a provider can lead to a finding of provider 

control. FTC's Enforcement Policy on Physician Agreements to Control Medical Prepayment Plans. 
[July-Dec.] Antritrust & Trade Reg. Rep. (BNA) No. 1033. at 1-3 n.24 (Oct. 1. 1981).

163. See supra notes 32-44 and accompanying text (describing Sherman Act’s ban on price fixing).
164. The Glen Eden court rejected the plaintiff's threshold assertion that the per se rule should apply 

before analyzing whether either of the challenged arrangements fit into a per se category. 555 F. Supp 
at 341. In so doing, the court relied on Quality Auto Body, Inc. v. Allstate Ins. Co., 660 F.2d 1195 (7th 
Cir. 1981), cert, denied. 455 U.S. 1020 (1982), which held that an agreement between an insurer and car 
repairers is not an antitrust violation when the agreement is nothing more than a contract between a 
buyer and a seller. Id. at 1205. The Quality Auto Body court, however, was not asked to address the 
question of whether providers (automobile repair shops) exerting control over the insurer might not 
amount to a conspiracy under the Sherman Act. The G'/ezt Eden court's reliance therefore was 
misplaced.

165. 712 F.2d 978 (5th Cir. 1983).

Blue Cross’ Delegation of Authority to the Hospitals Through the Veto Arrange
ment. The Glen Eden court erred in not applying the per se rule as used
in Maricopa to its analysis of the hospitals’ veto power.160 Analogous to the fee 
arrangement in Maricopa, exercise of the veto power by hospitals involved 
concerted action among competitors.161 Moreover, both cases involved votes 
among participating providers; indeed, the power exerted by the hospitals in 
Glen Eden was even greater than that exerted by doctors in Maricopa since in 
Glen Eden one-third of the hospitals could affect prices whereas a majority was 
required in Maricopa ,162

Thus the plaintiff s assertion in Glen Eden of a conspiracy based on the hos
pitals’ veto arrangement was indistinguishable from the FMC’s maximum fee
setting arrangement in Maricopa. Finding price fixing in Glen Eden requires 
slightly more analysis. Although the veto power did not affirmatively fix 
prices, to the extent that competitor agreements affect price, the Supreme 
Court has found price fixing illegal per se.163 The hospitals’ veto power in Glen 
Eden would certainly affect prices by either preserving the existing price struc
ture or by forcing the insurer to raise rates. Thus, the veto arrangement 
amounted to a horizontal conspiracy to fix prices and the Glen Eden court 
should have applied the per se rule to the hospitals’ veto power.164

The Fifth Circuit in St. Bernard General Hospital v. Hospital Service Associa
tion 165 recently found a “prima facie case of per se price fixing” when a non
participating hospital challenged a provider-controlled Blue Cross plan’s 
reimbursement policies, which were more favorable to participating hospitals 
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than to nonparticipating hospitals.166 The Board of Directors was composed of 
thirty-one members, eighteen of whom were representatives of participating 
hospitals.167 The eighteen hospital representatives chose the remaining “sub
scriber representatives.”168 In describing the composition of the Board, the 
court stated: "(t]he participating hospitals enjoyed effective control of the Blue 
Cross board . . . .”169

166. Id. at 987.
167. Id. at 981.
168. Id.
169. Id. The court noted that the facts in the case "could add up to a theory that the participating 

hospitals, through the medium of the Blue Cross affiliate, combined to inflict financial harm on [non
participating hospitals).” Id. at 985. Therefore, the court reversed the district court’s dismissal of the 
complaint. Id. at 987. The district court had found no anticompetitive motive on the part of Blue 
Cross, and therefore found the substantive antitrust allegations without merit. Id. at 981 & n.2. The 
Fifth Circuit stated that under the holding of Maricopa the district court improperly assumed procom
petitive aspects of a price fixing scheme could negate per se illegality. Id. at 987. It held therefore that if 
horizontal price fixing were proven at trial the per se rule would apply. Id.

170. Id. at 986.
171. Id. at 987.
172. Id.
173. See supra notes 117-33 and accompanying text (discussing cases finding horizontal conspiracies 

based on provider control).
174. See supra notes 42-44 and accompanying text (discussing per se illegality of horizontal price 

arrangements).
175. The court stated that changes based on vertical arrangements “are not so clearly per se viola

tions of the antitrust laws." St. Bernard. 712 F.2d at 986.
176. The court did not state explicitly what constituted the "vertical link.” The court stated only that 

"Blue Cross, as a customer, combined with the participating hospitals as suppliers, to prejudice St. 
Bernard's interests.” Id.

177. If, for instance, a provider-controlled insurer set reimbursement levels and contracted individu

The court stopped short of holding that the plaintiffs had established a hori
zontal conspiracy on the basis of the provider control. It suggested that the 
arrangement may in fact have been vertical in nature, because it involved in
surers, who are the buyers of medical services, and providers, who are the 
suppliers.170 Therefore the court remanded the case for a full consideration of 
whether the insurer had combined to fix prices.171

The Fifth Circuit correctly held that if Blue Cross had engaged in horizontal 
price fixing, Maricopa mandated application of the per se rule despite any al
leged procompetitive justifications.172 The court failed to perceive, however, as 
the Fourth Circuit had in Virginia Academy, that the insurer’s provider-con
trolled Board amounted to a horizontal conspiracy.173 Thus, the only question 
needing resolution on remand would be whether the provider-controlled in
surer engaged in illegal conduct. If conduct affecting price were shown at trial, 
the per se rule would automatically apply.174

The court instead suggested that a possible “vertical link” from the suppliers 
(the hospitals) to the customer (the insurer) left the certainty of the per se rule’s 
applicability in doubt, even if price fixing were established.175 Although the 
arrangement at issue may have been vertical insofar as Blue Cross may have 
contracted with individual hospitals,176 this does not negate the fact that the 
provider-controlled Blue Cross plan was in and of itself a horizontal conspir
acy. Once a court determines that a horizontal conspiracy has engaged in ille
gal conduct, it is no longer necessary to decide whether any additional vertical 
aspects are illegal as well.177 Therefore, the St. Bernard court should have held 
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that a horizontal conspiracy, subject to the per se rule, had been established. It 
should have remanded the case only for a consideration of whether the con
spiracy had engaged in illegal conduct.

Ill. Can Insurers Justify Provider Involvement Using a BMI 
Argument?

Insurer-defendants might attempt to rely on BMI'16 and ask a court to char
acterize a price arrangement.178 179 The defendants in Maricopa cited BMI to jus
tify provider involvement in setting reimbursements for prepaid plans.180 The 
Supreme Court, however, rejected the argument that such involvement was 
essential to the existence of these plans.181 Central to the Court’s analysis was 
the fact that virtually identical plans existed that did not delegate fee-setting 
authority to doctors.182 If insurer-defendants could show that provider in
volvement is in fact required for prepaid insurance even to exist, Maricopa 
does not foreclose a rule of reason analysis as applied in BMI.

ally with health care providers, the individual contracts might be perceived as vertical, similar to the 
contracts judged legal in Sausalito Pharmacy. See supra notes 101-09 and accompanying text (discuss
ing Sausalito). This would not negate the applicability of the per se rule, however, since the provider- 
controlled insurer amounts to a horizontal conspiracy, and when it sets reimbursement levels, engages 
tn price fixing, per se illegal.

178. See supra notes 52-72 and accompanying text (analyzing BMI}.
179. See supra notes 48-51 and accompanying text (describing characterization analysis). Commen

tators have suggested that BMI provides a defense for insurer-defendants. See Note. Antitrust Implica
tions of Chiropractic Peer Review Committees. 8 Am. J.L. & Med. 45. 59-64 (1982) (BMI justifies rule of 
reason analysis of peer review activities); Comment. Prepaid Prescription Drug Plans Under Antitrust 
Scrutiny. 75 Nw. U.L. Rev. 506, 517 (1980) (BMI decision "highly significant” in examining pharmacy 
agreements); cf. S. Law, supra note 10, at 27 (insurers justify provider involvement by claiming provid
ers unwilling to contract with lay-dominated boards).

180. Arizona v. Maricopa County Medical Soc’y. 457 U.S. 332, 355 (1982).
181. Id. at 356-57. See supra notes 73-93 and accompanying text (analyzing Maricopa}.
182. Maricopa, Ml U.S. at 353; see supra notes 89-90 and accompanying text (discussing Court’s 

proposed less restrictive alternative to doctor fee-setting).
183. See supra note 79 (describing one commentator’s speculative discussion of how full Court might 

have decided).
184. 405 U.S. 596 (1972).
185. Id. at 610.

A more difficult question arises with respect to a BMI argument based on 
economic efficiencies. Maricopa is a 4 to 3 decision, and the full Court hearing 
the efficiencies argument again could decide differently.183 184 This section of the 
note argues that the Court’s approach to the economic efficiences argument in 
Maricopa is the correct one. Insofar as it considered procompetitive justifica
tions based on economic efficiences, BMI itself is difficult to reconcile with the 
Supreme Court’s earlier delineation of the per se rule. In United States r. 
Topco Associates'64 the Court made it clear that once a restraint is classified as 
falling within a per se category, no further inquiry is necessary.185 The Court’s 
consideration of procompetitive justifications and its refusal to apply the per se 
rule in BMI, however, can be reconciled with Topco in several ways.

First, BMI involved a highly unique set of facts justifying a rule of reason 
analysis based on economic efficiencies. The blanket license at issue secured 
the statutory rights of copyright holders. Applying the per se rule would have 
set the Sherman Act squarely against the Copyright Act, meaning that per
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formance rights of composers and authors “would exist only as a pale re
minder of what Congress envisioned.”186

186. BMI, 441 U.S. at 18-19. The Court noted that “[a]lthough the copyright laws confer no rights 
on copyright owners to fix prices among themselves or otherwise to violate the antitrust laws, we would 
not expect that any market arrangements reasonably necessary to effectuate the rights . . . would be 
deemed a per se violation ...” Id. at 19.

187. Id. at 11-16.
188. Id.
189. Id.
190. Id. at 13 (footnotes omitted).
191. Id. at 23.
192. See United States v. Topco Assoc’s, Inc., 319 F. Supp. 1031, 1039 (N D. Ill. 1970), rev'd, 405 

U.S. 596 (1972). Topco Associates, the challenged marketing association, maintained that exclusive 
territorial restrictions were necessary to enable its members to compete effectively with national food 
chains. Id. The District Court upheld the arrangements based on their procompetitive efficiencies. Id. 
at 1043 In reversing, the Supreme Court emphasized that the per se rule applies to arrangements that 
are merely more efficient and not absolutely necessary

The disposition of the case on remand evidenced that the arrangement was not necessary to the 
association’s existence. In the final judgment, the district court made provisions for Topco to prohibit 
members from selling in areas outside their area of primary responsibility without paying for a share of 
advertising and service expenses and allowed the association to terminate members. United States v. 
Topco Assoc’s, 1973-1 Trade Cas. (CCH) H 74.485, at 94,154-56 (N.D. Ill ), ajpdper curiam. 414 U.S. 

Second, the Court weighed the considerable Justice Department scrutiny of 
the blanket license arrangement.187 The Court reviewed a 1941 consent decree 
and a series of amendments to that decree that arose from previous govern
ment and private challenges to the arrangement.188 The decree and its amend
ments placed strict limitations on the copyright clearinghouses and provided 
remedial actions for parties who wished to challenge their practices.189 Al
though stating that the consent decree would not insulate the blanket license 
from antitrust attacks, the Court noted:

[I]t cannot be ignored that the Federal Executive and Judiciary have 
carefully scrutinized ASCAP and the challenged conduct, have im
posed restrictions on various of ASCAP’s practices, and, by the terms 
of the decree, stand ready to provide further consideration, supervi
sion, and perhaps invalidation of asserted anticompetitive practices. 
In these circumstances, we have a unique indicator that the chal
lenged practice may have redeeming competitive virtues and that the 
search for those values is not almost sure to be in vain.190

The special facts presented in BMI justified consideration of the economic 
efficiencies of the blanket licensing arrangement. Absent these facts, however, 
BMI'i> holding applies only insofar as an arrangement and its attendant price 
agreement are part of a cooperative effort “necessary to market the product at 
all.”191 The Court’s analysis implies that whether the demand for a product is 
grounded in efficiencies, convenience, quality, or any other consideration is 
irrelevant to the validity of the price agreement. The crucial question is 
whether, absent the agreement, the product can exist at all. Although the im
possibility of the existence of the product absent a price-fixing arrangement 
will save the restraint, mere economic efficiencies will not. This reading of 
BMI is consistent with Topco, in which the defendants argued efficiencies but 
not impossibility,192 and Maricopa, in which impossibility was argued but not 
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proven.193

801 (1973). Thus the association clearly was not dependent on the territorial restrictions for its exist
ence; it could have achieved its purposes through the use of less restrictive alternatives.

193. Maricopa, 457 U.S. at 349.
194. See supra notes 37-41 and accompanying text (discussing rationale behind per se rules).
195. 457 U.S. at 349.
196. A more successful approach for insurer-defendants might lie in an argument based on the 

health care industry’s concern for health and safety. In Maricopa, the Court observed that the chal
lenged price-fixing arrangements were not "premised on public service or ethical norms," and that no 
argument was made that the arrangement enhanced the quality of professional service. 457 U.S. at 349. 
Two lower courts have already relied upon this dicta to carve out special exceptions for the health 
industry, although neither case involved price fixing. See Pontius v. Children’s Hospital. 552 F. Supp. 
1352. 1367-70 (W.D. Pa. 1982) (hospitals’ denial of staff privileges not per se illegal even if boycott 
proven because “public service and ethical norms” implicated); McElhinney v. Medical Protective Co., 
549 F. Supp. 121. 133 (ED. Ky. 1982) (hospitals’ refusal to deal with physician not per se illegal be
cause not commercial and possibly based on “public service or ethical norms”).

Two commentators have predicted, however, that while lower courts may continue to find exceptions 
for the health industry, “]t]he Supreme Court will remain a much tougher forum.” Sims & McDonald, 
Antitrust Concepts Difficult to Apply to Health Care. Legal Times, Dec. 20, 1982, at 20. Sims and Mc
Donald further state that despite the

occasional loose dicta that provide much of the steam for continued attempts to limit antitrust 
principles. . . . [t]he Supreme Court has had a recent history of hardnosed decisions (in anti
trust challenges to health care and other professional practices]. . . and none of those implied 
promises [to create exceptions for professional practices] have been kept when the issue was 
put directly to the Court, and there is no particular reason to assume this trend will change.

Id.
197. See supra note 179 (commentator noted hospitals might make argument for continued domi

nance of Blue Cross). ‘

Under this interpretation of BMI the Court in Maricopa properly applied 
the per se rule despite the alleged efficiencies of the doctors’ price agreement. 
Furthermore, this approach is a sensible one because it is consistent with the 
need for easy application and predictability that formed the rationale for the 
per se rule in the first place.194 The relative efficiencies of various price ar
rangements are very difficult to determine, and asking courts to measure them 
on a case-by-case basis invites protracted litigation and inconsistent results. 
On the other hand, courts may easily judge the impossibility of a product’s 
existence without a price-fixing arrangement. In Maricopa, for instance, the 
Court was able to reject the defendant’s impossibility claim by pointing to the 
fact that such insurance did exist without FMC involvement.195

Thus, insurer-defendants attempting to rely on BMI should have the burden 
of proving that provider involvement is necessary to justify the prepaid plan’s 
existence, a burden unlikely to be surmounted easily.196 For instance, insurers 
arguing that the presence of provider majorities on the governing board of 
insurers is necessary, because providers will not enter into prepaid agreements 
with lay-dominated boards,197 will have to overcome the fact that some plans 
do exist without provider majorities on their governing boards.

Conclusion

When providers control health insurers, insurers represent provider inter
ests, not consumer interests. Medical cost containment simply is not a top pri
ority of providers. Therefore, provider-controlled health insurers have no 
reason to take effective steps to contain costs. Limiting provider control is 
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likely to aid the cause of cost containment because without the influence of 
providers, insurers have a natural incentive to keep costs down in order to offer 
consumers lower-priced premiums.

Section 1 of the Sherman Act provides a framework for challenging provider 
control of insurers. Progressive courts have recognized the validity of such 
challenges and the Supreme Court in Maricopa has in a sense ratified their 
efforts with its strict antitrust scrutiny of fee-setting by providers. This note 
has synthesized the approaches taken by courts facing allegations of illegal 
conspiracies through provider control. Three types of provider involvement 
fall within the ambit of the Sherman Act’s prohibition against combinations 
and conspiracies in restraint of trade: When an insurer directly delegates deci
sionmaking authority to providers, when providers constitute a majority of the 
members of the insurer’s governing body, or when providers are involved in 
decisionmaking and the plaintiff can present evidence demonstrating control.

Unless defendants can show that prepaid health insurance cannot exist with
out provider-controlled insurers setting reimbursement levels, courts should 
not hesitate to apply the per se rule. The real winners in such suits not only 
will be the plaintiffs but also the consumers of health insurance and society in 
general because the ultimate result will be containment of skyrocketing health 
care costs.

Susan P. Jordan









PRINTING LAW REVIEWS
Is Easier with Modern Equipment 

and Efficient Techniques.

For printing books,
Our plant is one of the most modem in the industry

Building — New, 26,000 feet all on one floor. Lincoln, Nebraska is cen
trally located for fast mail and freight service.

Typesetting — Built around a PDP 11-70 Digital computer. We can accept 
your manuscript in hard copy or from all types of word proces
sors, tape, disks, or telephone.
Output is a complete page with footnotes, heads, page num
bers, etc. in place.

Pressroom — We have a two unit web press, also sheet fed presses.

Bindery — On line gathering and perfect binding. We also Smyth sew, 
which is definitely better than perfect binding, but does cost a 
little more. Your choice.

Mailing — We handle the mailing complete. Packaging in Polyethelene 
film (the perfect envelope), with mailing list kept up to date in 
our computer.

JOE CHRISTENSEN, INC
1540 Adams (402) 476-7535

(800) 228-5030
Lincoln, Nebraska 68521



Practical Tools for the Practicing Lawyer 
from BN A!

■ THE UNITED STATES
LAW WEEK

Gives you full or partial text and digests 
significant decisions of federal district 
courts and courts of appeal, and state 
courts of last resort, long before publica
tion in regional reporters. Covers every 
disposal by formal opinion, summary af
firmance or reversal, or denial of review. 
Brings you full text and digests of Su
preme Court opinions on the day they’re 
handed down. Plus, text and digests of sig
nificant federal agency rulings weeks be
fore other sources. Indexed.

■ ANTITRUST & TRADE 
REGULATION REPORT

Weekly reports on FTC and Justice De
partment’s Antitrust Division activities; 
legislative developments; Supreme Court 
arguments, opinions, and orders; decisions 
of other courts; changes in state antitrust 
and trade regulation: private litigation; 
class actions; suits for injunctions; and 
treble damage cases. Full texts of appro
priate material, plus special analyses of 
major developments. Indexed.

■ THE UNITED STATES 
PATENTS QUARTERLY

This is the only accepted and cited source 
of decisions exclusively dealing with pat
ents, trademarks, copyrights, and unfair 
competition. You get advance sheets 
weekly, volumes quarterly. Indexed from 
1929 to date.

■ THE CRIMINAL LAW 
REPORTER

Weekly review and analysis of current 
developments in criminal law administra
tion, interpretation, and enforcement. 
Covers Supreme Court proceedings, argu
ments, actions, filings; decisions of fed
eral courts of appeal and district courts, 
and of principal state courts; Congres

sional and state legislative action; reports 
and recommendations of commissions, as
sociations, the Bar, and law journals. Full 
text and digests of all Supreme Court 
opinions in criminal cases, and text of 
significant federal legislation. Indexed.

■ FEDERAL CONTRACTS 
REPORT

Supplies you with weekly coverage of U.S. 
Government procurement and grant pro
grams, policies, and regulations; decisions 
of Boards of Contract Appeals, Comp
troller General, Renegotiation Board, 
Courts of Claims, Tax Court, and other 
courts and agencies; plus federal legisla
tion affecting the Government and its 
contractors and grantees. Indexed.

■ BNA’s PATENT, 
TRADEMARK & COPYRIGHT 
JOURNAL

Gives you weekly notification, analysis, 
and interpretation of important current 
developments in these fields; plus full or 
partial text of proposed or enacted legis
lation and treaties; congressional reports; 
important court and agency rulings; per
tinent policy statements and speeches; 
Patent and Trademark Office and Copy
right Office opinions, statements, and 
rules. Indexed.

■ THE FAMILY LAW 
REPORTER

Weekly notification and reference service 
on domestic relations; adoption; chil
dren’s rights; abortion; tax aspects; and 
much more. Full text of all current state 
divorce statutes, and pertinent federal 
statutes. Covers latest legislative actions; 
litigation results; Supreme Court argu
ments and filings. You get full text of 
Supreme Court decisions and select lower 
court opinions. Includes case table and 
special monographs on practice-oriented 
subjects. Indexed.

For further information, please write or call:

THE BUREAU OF NATIONAL AFFAIRS, INC.
1231 25th St. N.W. Washington, D.C. 20037
Telephone: 202-452-4200


