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Simple Justice*

Girardeau A. Spann**

The easiest way to deal with unjust discrimination is to ban it. We could 
simply adopt a rule that says “unjust discrimination is prohibited” and use it to 
resolve any discrimination case that happened to arise. Certainly, no one would 
object to the sentiment expressed in such a rule. But some might find the prohi
bition too imprecise to be of much help in resolving particular cases. Such a rule 
would leave judges with no choice but to fall back on their subjective values in 
deciding whether given instances of discrimination were or were not “unjust.” 
Indeed, because resolution of legal disputes based upon nothing more than the 
subjective preferences of judges is inconsistent with our conception of justice, we 
have chosen to rely on more elaborate doctrinal rules in order to facilitate princi
pled resolution of our legal disputes. In theory, conscious recourse to doctrine 
permits judges to decide cases in accordance with neutral principles. The princi
ples, in turn, serve as generally agreed-upon bases for decision, which are suffi
ciently objective to guard against potential judicial bias.1

The theory never works perfectly, of course, and it is now widely recognized 
that even the most neutral-sounding principles both reflect normative prefer
ences and frequently fail to prevent bias from intruding into the decision making 
process.2 In fact, some of the most erudite legal scholarship has traditionally

* Copyright © 1984 by Girardeau A. Spann.
** Associate Professor of Law, Georgetown University Law Center. I would like to thank Chuck Ab

ernathy, Steve Goldberg, Eleanor Holmes Norton, Mitt Regan, Mike Seidman, and Mark Tushnet for 
their help in developing the ideas expressed in this article, and I would like to apologize to Richard 
Kluger for expropriating a title that he made too perfect to pass up. R. Kluger, Simple Justice (1976). 
Research for this article was supported by a grant from the Georgetown University Law Center.

1. The most frequently cited articulation of the neutral-principle theory is in Wechsler, Toward Neutral 
Principles of Constitutional Law, 73 Harv. L. Rev. 1, 15-20 (1959); see also Bork, Neutral Principles and 
Some First Amendment Problems, 47 Ind. L.J. 1, 6-7 (1971) (arguing for what may be an even more 
rigorous form of neutrality in judicial decision making).

2. See Bork, supra note 1, at 12 (“cases cannot be reconciled on any basis other than the Justices’ 
personal beliefs”). Professor Wechsler recognized this, but insisted on neutral application of whatever 
principles judges select as rules of decision. Wechsler, supra note 1, at 14-15. Other commentators, how
ever, have focused on the dubious desirability or feasibility of the neutral-principle mode of decision mak
ing itself. See, e.g., Brest, The Misconceived Quest for the Original Understanding, 60 B.U.L. Rev. 204, 
205-24 (1980) (“we are hopelessly imprisoned in our own world views”); Ely, Constitutional Interpretiv- 
ism: Its Allure and Impossibility, 53 Ind. L.J. 399, 412-48 (1978) (“If a principled approach . . . cannot 
be developed . . . the courts should stay away”); Tushnet, Following the Rules Laid Down: A Critique of 
Interpretivism and Neutral Principles, 96 Harv. L. Rev. 781, 804-24 (1983) (asserting that neutral-princi
ple theory can constrain judicial choices only on basis of presumed shared understandings); Wright, Pro
fessor Bickel, the Scholarly Tradition, and the Supreme Court, 84 Harv. L. Rev. 769, 775-83 (1971) 
(suggesting that requirements of principled decision making fatally unrealistic).

The principle of equality, which tends to be the starting point for much legal analysis of discrimination 
problems, has recently come under heavy attack. See Westen, The Empty Idea of Equality, 95 Harv. L. 
Rev. 537 (1982) (suggesting that concept of equality is devoid of meaning and can acquire meaning only 
through reference to normative theories of substantive rights). For reactions to the Westen thesis, see 
Chemerinsky, In Defense of Equality: A Reply to Professor Westen, 81 Mich. L. Rev. 575, 576 (1983) 
(arguing that concept of equality is morally, analytically, and rhetorically necessary); D’Amato, Is Equal
ity a Totally Empty Idea?, 81 Mich. L. Rev. 600, 603 (1983) (arguing that Westen’s theory presupposes 
concept of equality to provide point of comparison of substantive rights); Greenawalt, How Empty is the 
Idea of Equality, 83 Colum. L. Rev. 1167, 1169 (1983) (suggesting that concept of equality is coherent 
and best conveyed by language of equality). For Professor Westen’s reply, see Westen, The Meaning of 

1041



1042 The Georgetown Law Journal [Vol. 73:1041

been directed at the question of how to reconcile our continuing desire for neu
tral objectivity with the seemingly inevitable influence of subjective values on 
legal analysis.* 3 Generally, the starting assumption appears to be that the system, 
although flawed, is conceptually sound and can be improved through various 
proposed refinements, usually by uniting legal doctrine with one or another 
school of social science or moral philosophy.4 More recent commentary, how
ever, has begun to question the concept of principled decision making itself.5 
Viewed from at least one perspective, the nature of principled decision making is 
such that legal decisions can be made only through recourse to the very subjec
tive values against which legal doctrine is designed to guard. My thesis is that 
no matter how elaborate we make our legal rules, judges are necessarily doing 
the same thing that they would do if we told them nothing more specific than to 
prevent unjust discrimination.

Equality in Law, Science, Math and Morals: A Reply, 81 Mich. L. Rev. 604, 663 (1983) (“language of 
equality adds nothing of substance to the right that underlies it”).

3. The most recent effort I have seen is Bennett, Objectivity in Constitutional Law, 132 U. Pa. L. Rev. 
445 (1984), which discusses many of the more established efforts.

4. Economics currently appears to be the most popular social science. See, e.g., A.M. Polinsky, An 
Introduction to Law and Economics (1983); R. Posner, Economic Analysis of Law (2d ed. 
1977), but rights-based, nonutilitarian theories of moral philosophy also seem to be very appealing. See, 
e.g., R. Dworkin, Taking Rights Seriously (1977); M. Perry, The Constitution, the Courts, 
and Human Rights (1982); J. Rawls, A Theory of Justice (1970). A fascinating recent marriage is 
that between law and literature, which appears to shift emphasis from the substantive content of law to 
the manner in which legal texts acquire meaning. See generally Symposium: Law and Literature, 60 Tex. 
L. Rev. 373 (1982); Dworkin, My Reply to Stanley Fish (and Walter Benn Michaels): Please Don’t Talk 
About Objectivity Any More, in The Politics of Interpretation 287 (W. Mitchell ed. 1983); Fish, 
Wrong Again, 62 Tex. L. Rev. 299 (1983).

5. Distrust of principled decision making is the legacy of the legal realists. See In re J.P. Linahan, Inc., 
138 F.2d 650, 652-53 (2d Cir. 1943) (Frank, J.) (arguing that prejudices and preconceptions shared by 
society, as well as idiosyncratic sympathies of judges, find expression in society’s legal system); J. Frank, 
Law and the Modern Mind xiii, 115 (6th ed. 1963) (arguing that judges’ temperament, training, 
biases, and predilections influence decisions); K. Llewellyn, The Common Law Tradition: Decid
ing Appeals 3-4, 11-18, 393 (1960) (arguing that human psychology, particular circumstances, and in
herent probabilities create nonuniform pattern of decisions); cf. Fuller, American Legal Realism, 82 U. 
Pa. L. Rev. 429, 435-38 (1934) (recognizing that judges often decide cases on policy grounds, then 
“wring” from legal doctrine legally acceptable basis for decision). Some current commentators, however, 
are prepared to carry realist perceptions to their logical extreme and concede total indeterminacy with 
respect to both strict legal doctrine and any underlying policy justifications that might be offered for 
particular applications of legal rules. See generally Note, ’Round and ‘Round the Bramble Bush: From 
Legal Realism to Critical Legal Scholarship, 95 Harv. L. Rev. 1669, 1670-76 (1982). There are many 
examples, but it is probably easiest to get the bittersweet flavor of what is going on from Kelman, Trash
ing, 36 Stan. L. Rev. 293 (1984).

If there is an area in which judicial bias is particularly inappropriate, it is in 
dealing with the problem of discrimination. This article, however, examines a 
recent Supreme Court race discrimination case in order to demonstrate how the 
subjective values that might initially determine one’s view of the case continue to 
control even when one undertakes a rigorous doctrinal analysis. Part One ana
lyzes each of the major legal issues presented by the case and evaluates the de
gree to which the Justices’ opinions appear to stem from subjective preferences, 
rather than any principles that the opinions purport to apply. Part Two then 
considers whether doctrine serves any useful purpose at all, or whether our 
judges would be better advised merely to go forth and dispense simple justice.
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I. Analytical Subjectivity

In Firefighters Local Union No. 1784 v. Stotts,6 a Title VII class action alleging 
race discrimination in municipal employment, the Supreme Court held that an 
employer confronting an economic recession could lay off employees on the basis 
of seniority, notwithstanding the adverse effect that such layoffs would have on 
an affirmative action plan to which the employer had committed itself by signing 
a consent decree. Although the technical holding of the case may be quite nar
row, the case has been read to stand for the proposition that Title VII prohibits 
affirmative action initiatives that interfere with bona fide seniority plans,7 and 
even for the broader proposition that affirmative action itself is now prohibited.8 
In fact, the case has been characterized as “the most important civil rights ruling 
of the decade.”9 Moreover, it is likely that the Court not only foresaw the 
broader significance that would be attached to its ruling, but that the Court even 
intended it.10 The Court’s opinion reads as if it followed logically from the lan
guage of Title VII and from prior Supreme Court decisions construing that stat
ute—as if the Court had been led passively to its conclusion by prevailing 
doctrinal considerations, rather than actively choosing to rule the way it did. 
But the doctrinal guidance that the statute and precedents provide is so impre
cise that, realistically, it is difficult to view the decision as anything other than an 
expression of the subjective values of the Justices.

6. 104 S. Ct. 2576 (1984).
7. See, e.g., A Right Turn on Race, Newsweek, June 25, 1984, at 29-31; Much Ado About a Shift to the 

Right, Time, June 25, 1984, at 63-64; Cohen, Reverse Quotas, Wash. Post, June 17, 1984, at D7, col. 1; 
Kraft, Going Too Far?, Wash. Post, June 17, 1984, at D7, col. 1; Will, It Calls a Bluff, Wash. Post, June 
17, 1984, at D7, col. 1; Jones, They’ve Turned Their Backs on Us, USA Today, June 14, 1984, at 10A, col. 
2; Decision Could Hurt Civil Rights Progress, USA Today, June 14, 1984, at 10A, col. 1; Firemen’s Senior
ity, Wash. Post, June 14, 1984, at A22, col. 1; Quotelines, USA Today, June 14, 1984, at 10A, col. 1; The 
Court Strains to Make Work, N.Y. Times, June 14, 1984, at A22, col. 1; Voices From Across the USA, USA 
Today, June 14, 1984, at 10A, col. 1; Court Trims Back, USA Today, June 13, 1984, at 1A, col. 2; Critics 
Say Integration Hurt by Seniority Ruling, USA Today, June 13, 1984, at 3A, col. 2; High Court Rules for 
Seniority, Not Affirmative Action, Wash. Post, June 13, 1984, at A17, col. 5; Reaction is Mixed on Court 
Decision, N.Y. Times, June 13, 1984, at Bl 2, col. 4; Seniority is Held to Outweigh Race as a Layoff Guide, 
N.Y. Times, June 13, 1984, at Al, col. 6.

8. The Reagan Administration and others have offered broad interpretations of the decision. See, e.g., 
A Right Turn on Race, supra note 7; Much Ado About a Shift to the Right, supra note 7; Abram, Decision 
Helps Restore Civil Rights for Us All, USA Today, June 14, 1984, at 10A, col. 5; Harris, For Minorities to 
Win, a Few Others Must Lose, USA Today, June 14, 1984, at 10A, col. 5; Affirmative Action Ruling 
Pleases Firms, Angers Minorities, Women, Wall St. J., June 14, 1984, at 33, col. 3; CzwZ Rights, Wash. 
Times, June 14, 1984, at 11 A, col. 1; Justice Dept. Declares Win Over Quotas, Wash. Post, June 14, 1984, at 
Al, col. 1; High Court Dumps Quotas in Labor Case, Wash. Times, June 13, 1984, at 1A, col. 2; Justices 
Limit Affirmative Action Plans When Seniority of Other Workers Affected, Wall St. J., June 13, 1984, at 2, 
col. 3; cf. Fair Housing Law Questioned, Wash. Post, July 11, 1984, at Al, col. 2 (Justice Department 
challenges use of quotas to maintain integration in housing project).

9. Will, supra note 7.
10. Justice White, the author of the majority opinion, is hardly naive. In this regard, see Lewin, 

White's Flight, The New Republic, Aug. 27, 1984, at 17-20 (suggesting that Justice White has adopted 
more conservative leadership role).

A. FACTS OF STOTTS

In 1977, Carl Stotts, a black firefighter employed by the municipal fire depart
ment in Memphis, Tennessee, filed a class action against the City alleging that it 
had engaged in a pattern and practice of racial discrimination in the hiring and 
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promotion of firefighters.11 The suit was not the first discrimination case that 
had been filed against the City of Memphis. In fact, three years earlier, in 1974, 
the United States Department of Justice had filed suit against the City alleging 
both race and gender discrimination violative of Title VII of the Civil Rights Act 
of 1964 and the fourteenth amendment to the United States Constitution. The 
Justice Department suit encompassed hiring and promotions in the City’s fire 
department as well as in its other employment divisions.12

11. Firefighters Local Union No. 1784 v. Stotts, 104 S. Ct. 2576, 2581 (1984).
12. Stotts v. Memphis Fire Dep’t, 679 F.2d 541, 546-47 (6th Cir. 1982).
13. Id. at 550 n.5.
14. 104 S. Ct. at 2582.
15. 679 F.2d at\55O n.5.
16. Id.
17. Id. The court of appeals never explains why the statistics that it cites do not cover precisely the 

same time period, but there seems to be no dispute whatsoever concerning the broad scope of the City’s 
racially disparate employment practices prior to initiation of the Justice Department suit.

18. Under the terms of the decree, the City agreed to the long-term goal of hiring enough minorities 
and women in each job classification to reflect the proportional representation of minorities and women in 
the local civilian work force. The City also agreed to engage in affirmative recruitment efforts in order to 
meet those goals. With respect to blacks, the decree required, as an interim hiring goal, that 50% of all 
vacancies be filled by qualified black applicants. The decree also authorized the imposition of more spe
cific numerical ratios and quotas for both hiring and promotion if the City’s voluntary efforts failed to 
provide adequate progress in meeting the long-term goals embodied in the decree. Id. at 547, 570-72 app.

19. By 1980, the percentage of blacks in the Fire Department had grown from 4 to 11%, 104 S. Ct. at 
2582, but it was still less than one-third of the 35% long-term goal that the 1974 consent decree had 
established. But see id. (between 1974 and 1977, 56% of firefighters hired were black).

20. 679 F.2d at 547.

When the Justice Department suit was filed, the statistical discrepancies in the 
City’s hiring and promotion practices were striking. Although in 1974, the City 
of Memphis was approximately 35% black,13 only 4% of its firefighters were 
black.14 Between 1950 and 1976, two years after the Justice Department filed 
suit, the Memphis Fire Department hired 94 black firefighters and 1683 white 
firefighters.15 The statistics relating to promotions were similar. Between 1969 
and 1974, the Memphis Fire Department promoted 371 whites and only 7 
blacks.16 In 1975, the year after the Justice Department suit was filed, the City’s 
promotion practices still had not improved. That year, the City promoted 15 
white firefighters but no blacks.17

The Justice Department suit was never adjudicated. Rather, the Attorney 
General and the City of Memphis settled the case by entering into a consent 
decree later in 1974. In the decree, the City denied having engaged in race or 
gender discrimination but admitted that its past practices could give rise to an 
inference of such discrimination. The stated purposes of the decree were to pro
hibit prospective discrimination on the basis of race or gender and to remedy 
through long-term hiring goals the effects of what the decree referred to as past 
discrimination.18

Over the course of the next several years, black firefighters remained dissatis
fied with the City’s progress19 and eventually began to take additional legal ac
tions. In February 1977, Carl Stotts filed his suit, which, like the prior Justice 
Department suit, alleged both Title VII and constitutional violations arising out 
of the Fire Department’s hiring and promotion practices. In addition, a minor
ity firefighter’s group moved to intervene in the Stotts suit. Although the trial 
court denied that motion, it did certify the Stotts suit as a class action.20 The suit 
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generated extensive press coverage, and discovery proceeded for the next two 
years. Then, in 1979, a second suit was filed against the City by a black 
firefighter, alleging racial discrimination in the denial of his application for a 
promotion. That suit, Jones v. Memphis Fire Department, was consolidated with 
the Stotts case. Discovery continued, and on April 25, 1980, the consolidated 
Stotts cases were also settled with a consent decree.21

21. Id. at 547-48.
22. Id. at 548.
23. The long-term goals of the 1974 decree were once again adopted, as was the 50% interim goal for 

hiring. This time, however, an interim goal was also established with respect to promotions. Until the 
long-term goal of proportional representation of blacks in each job classification had been attained, the 
City agreed that qualified blacks would receive at least 20% of the promotions made at each classification 
level. In addition, the City specifically agreed to promote certain individual firefighters and to provide a 
total of $60,000 in back-pay awards to various class members. Id. at 548, 573-76.

24. Id. at 578. After the parties had agreed to the terms of the consent decree, the decree was posted in
f Memphis fire stations for a 15-day comment period. Neither the firefighters’ union nor any members of

the class objected to the decree. Eleven nonminority firefighters, however, acting independently from the 
union, did object and moved to intervene in the Stotts case for the purpose of suggesting alternative 
remedies that would have a less adverse impact on nonminority firefighters. After a hearing, the court 
denied the motion to intervene, rejected the alternative remedies, and approved the consent decree. Id. at 
548-49.

25. See id. at 549-51.

The explicit purpose of the 1980 Stotts decree was to “parallel and supple
ment” the relief provided by the 1974 Justice Department decree.22 Again, the 
City denied any legal liability, but again the decree stated that its purpose was to 
remedy the effects of the City’s past employment practices.23 The decree also 
prescribed a procedure by which the parties could seek to resolve any ambigui
ties or remedy any unintended consequences produced by the decree, and the 
court specifically retained jurisdiction to settle disputes regarding such matters 
that the parties were not themselves able to resolve.24 Then the problem arose.

In May 1981, the City announced that it was facing a deficit in its projected 
operating budget and, for the first time in its modem history, would lay off mu
nicipal employees in all divisions of the City government, including the Fire De
partment. The layoffs were to be based on citywide union seniority, calculated in 
the manner prescribed by the 1974 Justice Department decree, with the most 
recently hired employees to be laid off first. In addition, senior employees who 
were otherwise to be laid off were given the right to “bump” less senior employ
ees in lower job classifications. As a result, the City’s announced layoffs were to 
produce rank reductions in higher job categories and actual loss of jobs in lower 
categories.25

Because blacks, whom the City hired and promoted primarily under the con
sent decrees, tended to have less seniority than whites, whom the City had his
torically favored in making hiring and promotion decisions, the seniority-based 
layoff program would have adversely affected black firefighters by eroding gains 
that they had made under the consent decrees. Approximately sixty percent of 
the firefighters who would have been affected by the City’s layoff program were 
black. As a result, the plantiffs in Stotts sought to enjoin the City from imple
menting the layoffs in a manner that would adversely affect black firefighters to 
the degree contemplated by the layoff program. The trial court first issued a 
temporary restraining order. Then, after a hearing in which the firefighters’ 
union was permitted to intervene, the trial court issued a preliminary injunction 
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prohibiting the City from conducting layoffs based on seniority, to the extent 
that such layoffs would decrease the percentage of black firefighters in the perti
nent job categories. The court found that the layoffs and demotions resulted 
from an unanticipated change in circumstances that had not been provided for 
by the text of the Stotts decree, that seniority-based layoffs would have a discrim
inatory impact on blacks, and that the seniority system was not bona fide.26

26. Id.
27. 104 S. Ct. at 2582.
28. Id. at 2582 n.2.
29. Id. at 2583.
30. Brief for Respondents at 24, app. D1-D2, Firefighters Local Union No. 1784 v. Stotts, 104 S. Ct. 

2576 (1984). The City’s seniority plan provided that layoff determinations between employees with equal 
seniority and comparable personnel records were to be made in reverse alphabetical order. Id. at 24, 82- 
84. Although demotions were also covered by the City’s seniority plan, Joint Appendix at 85, Firefighters 
Local Union No. 1784 v. Stotts, 104 S. Ct. 2576 (1984), the question with respect to which certiorari was 
granted appears to have been limited to layoffs, Brief for Respondents, supra, at 15 n.15, and the record 
seems not to have contained clear information about the effect that the trial court’s preliminary injunction 
had on demotions. 104 S. Ct. at 2582 n.2.

31. 679 F.2d 541.
32. Id. at 560-61.
33. Id. at 564-67.
34. Firefighters Local Union No. 1784 v. Stotts, 103 S. Ct. 2451 (1983).
35. 104 S. Ct. at 2581.

In response to the injunction, the City developed and implemented a modified 
layoff program that did not reduce the percentages of black firefighters.27 Ulti
mately, the City laid off twenty-four firefighters, three of whom were black. If 
the original seniority-based layoff program had been implemented, a total of six 
blacks would have been laid off and three additional whites would have retained 
their jobs. The record does not indicate how the preliminary injunction affected 
the demotions caused by the City’s layoff program.28 The layoffs turned out to 
be short-lived. All laid-off or demoted firefighters were offered restoration of 
their jobs and ranks within one month after the layoff program commenced.29 
In addition, because the City had hired all of the affected firefighters on the same 
day, the layoffs called for under both the original and modified programs were 
actually determined alphabetically rather than on the basis of seniority.30

The City and the firefighters’ union appealed the district court’s preliminary 
injunction, and the Court of Appeals for the Sixth Circuit affirmed.31 The court 
of appeals held that the consent decree had been properly approved and that the 
district court had properly issued a preliminary injunction to prevent that decree 
from being undermined. The court of appeals further held that the district court 
had the authority under three alternative theories to modify the decree in a way 
that would bar seniority-based layoffs. First, under contract principles, the de
cree itself contemplated any modifications that might be necessary in light of 
changed circumstances. Second, rule 60(b) of the Federal Rules of Civil Proce
dure authorized modification in order to prevent the decree from producing 
harsh consequences. Finally, the court’s traditional equity powers gave the 
court continuing jurisdiction to modify the decree in light of changed circum
stances.32 The court of appeals also held that even though the district court had 
erred in ruling that the City’s seniority plan was not a bona fide plan, the provi
sion of Title VII that specifically protects bona fide seniority plans did not apply 
in a way that prohibited modification of the consent decree.33

The Supreme Court granted certiorari34 and reversed the two lower courts.35 
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Justice White wrote the opinion of the Court for a five-person majority. 
Although Justice O’Connor signed the majority opinion, she wrote a separate 
concurrence explaining her interpretation of the Court’s action. Justice Stevens 
wrote a separate opinion concurring in the judgment but did not sign the major
ity opinion. Justice Blackmun wrote a dissenting opinion, which Justices Bren
nan and Marshall also signed. Thus, the Court ruled 6-3 to set aside the trial 
court’s preliminary injunction.

B. HOLDINGS OF STOTTS

The Stotts case presented two major issues. The first was whether the case was 
moot because the City offered to restore all jobs and rank within one month after 
the City implemented its layoff program—well before the case was presented to 
the Supreme Court for review. The second issue concerned the merits of the case 
and can be broken down into two subissues: whether the consent decree pre
cluded seniority-based layoffs; and, if not, whether Title VII permitted modifica
tion of the decree so that it would preclude such layoffs. The Supreme Court 
resolved these issues in certain ways, but each issue could just as easily have been 
resolved the opposite way without any additional strain on the governing prece
dents or doctrinal rules.

1. Mootness
When the City of Memphis offered to restore the jobs and ranks of all firefight

ers who had been affected by the City’s layoff program within a month after that 
program had taken effect, the Stotts case may well have become moot. In fact, a 
year before the Supreme Court decided Stotts, the Court vacated the judgment in 
a strikingly similar action, when the rehiring of laid-off municipal employees 
suggested that the case had become moot.36 The doctrine of mootness is one of 
the justiciability doctrines rooted in the article III case or controversy provision 
that limits the jurisdiction of federal courts to the resolution of live, ongoing 
legal disputes between the parties. According to conventional wisdom, jus
ticiability restrictions preclude the adjudication of disputes that have expired or 
not yet become sufficiently immediate to warrant judicial resolution. If a federal 
court were to address the legal questions presented in a case that had become 
moot, it would be exceeding the proper scope of the judicial function and issuing 
a constitutionally prohibited advisory opinion. As a strict doctrinal matter, 
therefore, the Supreme Court did not possess article III jurisdiction to resolve 
the Stotts appeal unless a live controversy continued to exist at the time that the 
Supreme Court decided the case.37

The Court’s Analysis. Justice White’s majority opinion holds that,
although the laid-off firefighters had been offered the return of their jobs and

17 Firefighters Union, Local 718 v. Boston Chapter, NAACP, 461 U.S. 477 (1983).
a \ ee T ’ ^96 (Blackmun, J., dissenting) and cases cited therein; see also City of Los

ngees v. Lyons, 461 U.S. 95, 105 (1983) (no case or controversy where individual sought injunction 
against use by police of choke holds because no real and immediate threat of choke hold use on claimant), 
ror a discussion of, inter aha, mootness and its relationship to the article III case or controversy require
ment, see Spann, Expository Justice, 131 U. Pa. L Rev 585 617-32 (1983) 
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ranks, a controversy continued to exist because the trial court’s preliminary in
junction continued to prohibit the City of Memphis from implementing senior
ity-based layoffs if it should wish to do so in the future.38 The most striking 
aspect of this holding is its circularity. The Court holds that the preliminary 
injunction had continuing effects because it had not been reversed or vacated. 
As the Court had previously held in United States v. Munsingwear,39 however:

38. 104 S. Ct. at 2583-84.
39. 340 U.S. 36 (1950).
40. Id. at 39 (footnote citing 32 cases in support of this proposition omitted).
41. See New Orleans Flour Inspectors v. Glover, 161 U.S. 101, 103 (1896) (vacating injunction against 

enforcement of repealed law).
42. 104 S. Ct. at 2596 (Blackmun, J., dissenting).
43. Id. at 2591 (O’Connor, J., concurring).
44. Id. at 2584.
45. Id. at 2597-98 (Blackmun, J., dissenting). With an amusing sleight of hand, the dissent goes on to 

argue that the case not only fails to involve any claim for back pay or lost seniority, but that it could not 
involve such claims. The adversary parties to such a suit would have to be the union, representing its 
members who wished to assert such claims, and the City, seeking to resist those claims. Because the union 
and the City were on the same side of the case in Stotts, they did not possess the adversity necessary to 
permit adjudication of the back-pay and lost seniority issues. Id. at 2598 (Blackmun, J., dissenting). 
Presumably, Justice Blackmun was making oblique reference to those justiciability cases that require ad
versity for the existence of article III jurisdiction. See, e.g., City of Los Angeles v. Lyons, 461 U.S. 95, 
101-05 (1983) and cases cited therein (adversity needed to sharpen presentation of constitutional issues). 
Although clever, the argument adds nothing to Justice Blackmun’s initial observation that the Stotts case 
simply did not involve the issues of back pay or lost seniority. If the parties had wished to include such 
claims, it would have been a simple matter to add a cross-claim on the part of the union against the City. 
Indeed, if such a claim had been filed in a separate action, that action might well have been consolidated 
with Stotts, in light of the similarity of the operative legal issues, just as the Jones case was consolidated 
with Stotts in the present action.

46. 104 S. Ct. at 2597-99 (Blackmun, J., dissenting).

The established practice of the [Supreme] Court in dealing with a civil 
case from a court in the federal system which has become moot while 
on its way here or pending our decision on the merits is to reverse or 
vacate the judgment below and remand with a direction to dismiss.40

Accordingly, if the case had been dismissed as moot, the trial court’s preliminary 
injunction would have been vacated, thereby depriving the case of precisely those 
continuing effects that the majority relied on to avoid a finding of mootness. 
Justice White certainly must have been aware of the cases, dating back to at least 
1896, that call for vacation of the judgment below after a finding of mootness.41 
And even if he was not, those cases are emphatically called to his attention by 
both Justice Blackmun’s dissent42 and Justice O’Connor’s concurrence.43 Ac
cordingly, this portion of the majority’s mootness discussion is mysteriously 
inapposite.

A slightly more serious argument offered by Justice White in support of the 
Court’s mootness holding is that the case continued to present a live controversy 
because laid-off firefighters might possess claims for back pay and lost seniority 
resulting from their layoffs.44 Again, however, the defects in this argument are 
readily apparent. As the dissent points out, the Stotts case simply does not in
volve any claims for back pay or lost seniority,45 and the mere possibility that 
firefighters would raise such claims in the future is normally insufficient to keep 
an otherwise moot action alive. And again, it is unlikely that Justice White over
looked this observation. Not only is it called to his attention by the dissent,46 but 
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Justice White himself cites cases in which the presence or absence of a back-pay 
claim in the case before the court was dispositive of the mootness issue.47

One other aspect of the majority’s resolution of the mootness issue is puzzling. 
Two years before the Supreme Court decided Stotts, the Court granted certiorari 
in Boston Firefighters Union, Local 718 v. Boston Chapter, NAACP.4* That case 
also involved a conflict between the City’s affirmative action obligations under a 
consent decree and its obligations under a seniority-based layoff program imple
mented by the City in response to a fiscal crisis, the precise conflict presented in 
Stotts. The trial court had modified the pertinent consent decrees and issued a 
preliminary injunction prohibiting the City from implementing its seniority
based layoff program in a manner that would reduce the percentages of minority 
workers employed in the police and fire departments.49 The court of appeals had 
affirmed the trial court’s ruling.50 Ultimately, however, the Supreme Court did 
not resolve the merits, but chose rather to vacate the judgment below when re
hiring of the laid-off municipal workers suggested that the case had become 
moot.51 The puzzling thing is that, despite the striking similarity between the 
cases, the Court does not even mention the Boston Firefighters case in discussing 
the mootness issue in Stotts. It is as if the precedent most closely on point did 
not exist.52

Justice Stevens did not sign the majority opinion in Stotts, but he did concur in 
the Court’s conclusion that the case was not moot.53 In a brief discussion, Jus-

47. Justice White cites Powell v. McCormack, 395 U.S. 486 (1969), for the proposition that a back-pay 
claim can preclude a finding of mootness. See 104 S. Ct. at 2584. Powell v. McCormack, however, unlike 
Stotts, involved a claim for back pay. See 395 U.S. at 494. Moreover, the opinion in Powell v. McCor
mack, which Justice White signed, expressly distinguished Alejandrino v. Quezon, 271 U.S. 528, 533-34 
(1926), as a case that had become moot, precisely because it did not contain a back-pay claim, even 
though such a claim could have been asserted. See 395 U.S. at 497-98. Accordingly, it is Alejandrino v. 
Quezon, not Powell v. McCormack, that appears to control the mootness issue in Stotts.

48. 459 U.S. 967 (1982).
49. Castro v. Beecher, 522 F. Supp. 873 (D. Mass. 1981).
50. Boston Chapter, NAACP v. Beecher, 679 F.2d 965 (1st Cir. 1982).
51. 461 U.S. 477 (1983). The Supreme Court did not actually hold that the case was moot. Instead, it 

vacated and remanded to the court of appeals for consideration of mootness in light of the rehirings, and 
the court of appeals then held the case moot. Boston Chapter, NAACP v. Beecher, 716 F.2d 931 (1st Cir. 
1983). Although mootness seemed clear enough at the time that the court of appeals rendered its decision 
on remand, the Supreme Court’s decision in Stotts, of course, made matters much more ambiguous. In 
apparent recognition of this ambiguity, the Supreme Court granted a second petition for certiorari in the 
Boston Firefighters case and once again vacated the judgment below with another remand for reconsidera
tion of mootness, this time in light of its decision in Stotts. See Boston Firefighters Union, Local 718 v. 
Boston Chapter, NAACP, 104 S. Ct. 3576 (1984). Justice Blackmun, joined by Justices Brennan and 
Stevens, wrote an opinion dissenting from the grant of certiorari. Justice Marshall did not participate in 
the decision.

52. Indeed, even the dissent fails to cite the case. Some have suggested that the difference between 
Boston Firefighters and Stotts is that in Boston Firefighters the layoff problem would not recur because the 
state legislature had enacted a statute prohibiting future layoffs of firefighters and police officers for fiscal 
reasons. See, e.g., Petitioners’ Joint Opposition to Respondents’ Suggestion of Mootness at 1-2, 4, 6, 
Firefighters Local Union No. 1784 v. Stotts, 104 S. Ct. 2576 (1984); cf. Boston Firefighters, 104 S. Ct. at 
3576 (Blackmun, J., dissenting from second grant of certiorari) (arguing that portions of Stotts relevant to 
mootness issue in Boston Firefighters demonstrably wrong). This distinction, however, is not adequate. 
When the Supreme Court vacated the judgment in the Boston Firefighters case, the state statute granting 
the layoff protection was to expire in 45 days—a fact of which the Supreme Court was aware. 461 U.S. at 
478. Thus, future layoffs were just as likely to occur in Boston as they were to occur in Memphis, the city 
involved in Stotts. Moreover, even if this were a viable distinction between the two cases with respect to 
mootness, it is certainly a distinction that one would have expected the Court to discuss, rather than 
tacitly assume.

53. 104 S. Ct. at 2594 (Stevens, J., concurring in the judgment). 
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tice Stevens simply asserts that the case was not moot because, in the future, the 
City might again face the need to lay off firefighters, thereby giving it a continu
ing interest in resolution of the issue presented in Stotts.54 Such a generalized 
interest, however, is typically viewed as insufficient to ward off a finding of moot
ness,55 making it difficult to understand why Justice Stevens would offer this 
doctrinally tenuous assertion without any elaboration.

54. Id.
55. See City of Los Angeles v. Lyons, 461 U.S. 95, 101-05 (1983) and cases cited therein (discussing 

need for real and immediate threat of repeated injury in order to escape finding of mootness).
56. 104 S. Ct. at 2594 n.2 (Stevens, J., concurring in the judgment).
57. 461 U.S. 95 (1983). i
58. Id. at 109. The “voluntary cessation” exception is discussed more fully in United States v. W.T. 

Grant Co., 345 U.S. 629, 632-33 (1953).
59. 393 U.S. 175 (1968).
60. Id. at 178-79. The “capable of repetition yet evading review” exception is discussed more fully in 

Southern Pac. Terminal Co. v. ICC, 219 U.S. 498, 514-15 (1911).
61. As if to enhance the mystery surrounding the Court’s actions with respect to mootness, Justice 

Stevens chose to dissent from the Court’s second grant of certiorari in the Boston Firefighters case. See 
supra note 51. If Justice Stevens believed that the Stotts case could withstand a mootness challenge, i 
presumably he thought that the factually indistinguishable Boston Firefighters case could withstand such a 
challenge as well. Nevertheless, his treatment of the two cases is inconsistent. The court of appeals, 
having failed to anticipate the mootness message of Stotts, held Boston Firefighters to be moot. Although 
Justice Stevens presumably disagreed with that result, as evidenced by his opinion in Stotts explicitly , 
stating that the case was not moot, he nevertheless voted to deny certiorari in Boston Firefighters rather
than correct the court of appeals’ “erroneous” finding of mootness.

Justice Stevens’ only justification for his resolution of the mootness issue con
sists of a footnote reference to two cases involving recognized exceptions to the 
rule that federal courts lack jurisdiction to resolve moot cases.56 One of these 
cases, City of Los Angeles v. Lyons,5'' relates to the exception created for situa
tions in which the defendant causes the case to become moot by voluntarily, but 
only temporarily, ceasing to engage in the allegedly illegal activity of which the 
plaintiff complains, thereby frustrating the plaintiff’s efforts to have his or her 
claim adjudicated.58 That exception would appear to be inapplicable in Stotts 
because the City of Memphis appears to have permanently, rather than tempo
rarily, rehired the laid-off workers and the City was certainly not motivated by 
any desire to preclude judicial review. Far from seeking to escape review, the 
City wished to avoid a finding of mootness precisely so that the Supreme Court 
would resolve the merits of its appeal.

The other case cited by Justice Stevens, Carroll v. Princess Anne,59 relates to 
the exception created for issues that are capable of repetition yet evade review, 
that is, issues that tend to be inherently short-lived but, nevertheless, recur with 
enough frequency to warrant review despite their mootness.60 Again, however, 
it is difficult to conclude that the issues surrounding the trial court’s modification 
of the consent decree will evade review, because they can so easily be tested in an 
action to recover back pay or lost seniority.61

Of those who thought that the Court should reach the merits, only Justice 
O’Connor makes any serious effort to deal with the issue of mootness. Unlike 
Justices White and Stevens, Justice O’Connor at least recognizes that Munsing- 
wear exists and would cause the lower court judgment to be vacated if the case 
were found to be moot. She, however, believes that collateral consequences of 
the trial court’s preliminary injunction would continue to exist even if the injunc
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tion were vacated, and that those consequences fit the case into a third mootness 
exception.62 The “collateral consequences” exception to which Justice O’Connor 
refers is not really an “exception” at all. Rather, it merely authorizes review 
when incidental effects of the defendant’s conduct prevent the case from becom
ing moot even though the primary effect of that conduct has terminated.63 The 
collateral consequences that Justice O’Connor cites as sufficient to give the case 
continuing vitality arise from the one-month enhanced seniority that blacks who 
were not laid off or demoted gained over whites who were. That enhanced sen
iority might enable the black firefighters to compete better with the white 
firefighters for promotions, job transfers, and protection from future layoffs64 — 
but then again it might not. And that is the problem with Justice O’Connor’s 
argument.

62. See 104 S. Ct. at 2591-92 (O’Connor, J., concurring).
63. The “collateral consequences” exception is discussed more fully in Sibron v. New York, 392 U.S.

40, 53-58 (1968) (collateral legal consequences of conviction mean case not moot, although full sentence 
served).

64. See 104 S. Ct. at 2591 (O’Connor, J., concurring).
65. See City of Los Angeles v. Lyons, 461 U.S. 95, 101-05 (1983) and cases cited therein (discussing 

ripeness doctrine).
66. See id. and cases discussed therein (arguing that ripeness doctrine demands real and immediate 

threat of harm).

Although Justice O’Connor may well have articulated a continuing conse
quence of the trial court’s preliminary injunction that was sufficient to overcome 
mootness problems, she does so only at the expense of creating ripeness 
problems. Like mootness, ripeness is rooted in the article III case or controversy 
restriction on federal court jurisdiction. It precludes the adjudication of cases in 
which the threatened harm that the court is asked to prevent is too remote or 
speculative to warrant judicial intervention.65

The threatened harm that Justice O’Connor cites seems to fall into this cate
gory of speculative danger because it is so contingent. The harm will be suffered 
only: if the City of Memphis decides to exclude the one-month layoff period from 
the seniority calculations for affected white firefighters under the particular cir
cumstances involved in this case; and if a seniority contest happens to arise that 
involves one of the few firefighters affected by the layoffs; and if the relatively 
short, one-month seniority period at issue happens to determine the outcome of 
that seniority contest; and if the adversely affected firefighter cares enough about 
whatever loss results to undertake the expense and inconvenience of litigation in 
the hope of obtaining a remedy for that harm. Ripeness doctrine is specifically 
designed to prevent the adjudication of such speculative cases until they actually 
arise. Moreover, contingencies less attenuated than the one Justice O’Connor 
describes have been held to preclude adjudication on ripeness grounds.66 There
fore, even if Justice O’Connor were correct that the case is not moot, the Court 
would apparently still lack jurisdiction because the case would not be ripe.

Doctrinal Play. One might conclude from the foregoing discussion that,
far from being ambiguous, mootness doctrine is quite precise and determinate; 
the Stotts majority is simply wrong, and the dissent is correct that the case is 
moot. But that would understate the problem illustrated by the mootness issue 
in Stotts. The problem stems from the fact that the dissent is no more correct 
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than the majority is. There is enough play in the doctrine of mootness to permit 
either result.

It is easy to imagine the mootness issue being resolved in the manner advo
cated by the dissent. Such a resolution would have been consistent with tradi
tional mootness doctrine, and would have corresponded to the way that the 
court of appeals decided the virtually identical issue in Boston Firefighters.61 It is 
also easy, however, to imagine the mootness issue being resolved in the manner 
advocated by the majority—the way that it actually was resolved. Although the 
majority opinion is itself unsatisfactorily glib, doctrinally more tenable justifica
tions for the majority result are readily available.

In order to determine how a doctrine of law properly applies, it is generally 
thought that the doctrinal rules should be construed in the way that best serves 
the functions for which they were fashioned.68 As indicated above,69 mootness is 
part of a complex of justiciability doctrines designed to serve the dual functions 
of limiting courts to the resolution of cases and controversies and preventing 
courts from issuing constitutionally offensive advisory opinions. The case or 
controversy restriction ensures that the pertinent legal issues are presented to the 
courts in an adversary context conducive to proper resolution of those issues, 
while the advisory opinion prohibition ensures that the courts will not abrogate 
constitutionally based separation of powers principles by “making” prospective 
law, a legislative function, rather than applying law retrospectively to the facts of 
a particular case.70

Once the functional objectives of mootness are considered, it becomes much 
easier to understand how the majority could conclude that Stotts was not moot. 
The case arose from a specific factual context in which the parties were suffi
ciently motivated to present the issues with the requisite adversary clash. None 
of that changed simply because the laid-off workers were rehired. The City’s 
continuing desire to clarify matters for potential back-pay claims or future lay
offs provided the City with enough motivation to ensure vigorous advocacy, and 
the plaintiffs’ continuing desire to retain the benefits—both practical and sym
bolic—of the trial court’s ruling ensured vigorous adversary involvement by the 
plaintiff class.71 Indeed, no one—not even the dissent—has ever suggested that 
there was any lack of adversary vigor in the presentation of arguments to the 
Supreme Court.

67. See supra notes 48 to 51 and accompanying text (discussing relationship between Stotts and Boston 
Firefighters).

68. See, e.g., H. Hart & A. Sacks, The Legal Process: Basic Problems in the Making and 
Application of Law 125-28, 162-68 (tent. ed. 1958) (public policy proper basis for application of legal 
rules); Fuller, American Legal Realism, 82 U. Pa. L. Rev. 429, 431-38 (1934) (social concerns relevant to 
application of legal doctrine); Laswell & McDougal, Legal Education and Public Policy: Professional 
Training in the Public Interest, 52 Yale L.J. 203, 203-06 (1943) (legal doctrines should be analyzed in 
terms of policy); Spann, Functional Analysis of the Plain Error Rule, 71 Geo. L.J. 945, 979-82 (1983) 
(legal analysis should identify function of doctrine and determine result best suited to that function).

69. See supra note 37 and accompanying text (discussing purpose of justiciability restrictions).
70. The nature and functions of the various justiciability doctrines are discussed at greater length in 

Spann, supra note 37, at 632-60.
71. The plaintiffs also stood to recover litigation costs and attorneys fees if they prevailed. Such a stake 

in the outcome has been held sufficient to avoid a finding of mootness. See Deposit Guarantee Nat’l Bank 
v Roper, 445 U.S. 326, 336-40 (1980) (class certification issue not moot, despite settlement of underlying 
claim, because named plaintiffs retained interest in recovering litigation costs).
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Likewise, the nature and specificity of the legal issues involved in the case 
precluded any serious danger that the Court would transcend its proper role 
within our system of separated governmental powers. The issues were classic 
judicial issues: ascertainment of the parties’ intent with respect to the meaning of 
the consent decree; and construction of a statute with respect to the court’s au
thority to modify the consent decree. Because such issues do not fall within 
legislative or executive competence, the Court’s retrospective resolution of those 
issues posed very little risk of a separation of powers violation. Accordingly, a 
functional rather than mechanistic, case-oriented approach to mootness suggests 
that no useful purpose would have been served by dismissing the Stotts appeal 
and leaving the merits unresolved.

Notwithstanding the cases cited by the dissent, the Supreme Court precedents 
that have arguably been more sensitive to functional considerations have not let 
technical problems prevent resolution of a seemingly moot case when common 
sense and efficiency dictated a contrary result. The clearest example is provided 
by the so-called “headless class action” cases. A headless class action is a suit, 
pleaded as a class action, that has become moot as to the named plaintiff. In 
several instances, however, the Supreme Court has permitted headless class ac
tions to proceed despite the absence of any party who presented a live, ongoing 
controversy. The Court has used a variety of theories to permit this result. 
Sometimes it has relied on the fiction that the certified class itself constitutes the 
plaintiff for whom a live controversy continues to exist.72 On other occasions, 
when a class has not yet been certified and cannot therefore serve as the fictitious 
plaintiff, the Court has relied on various exceptions to the mootness rule in order 
to obviate the problems caused by the absence of an actual plaintiff.73 By far the 
most revealing headless class action case, however, is United States Parole Com
mission v. Geraghty,74 where the Supreme Court reviewed the denial of a class 
certification motion made by a named plaintiff with respect to whom the case 
had become moot. In Geraghty, there was no “live” plaintiff before the Court, no 
certified class existed, and none of the traditional mootness exceptions applied. 
Nevertheless, the Court found the doctrine of mootness to be “flexible” enough, 
at least in the context of nontraditional forms of litigation such as class actions, 
to permit the Court to resolve the appeal.75

72. See Sosna v. Iowa, 419 U.S. 393, 397-403 (1975) (case challenging Iowa residency requirements for 
divorce not moot when controversy exists between defendant and unnamed members of class, even though 
named plaintiffs claim moot).

73. See, e.g., Deposit Guarantee Nat’l Bank v. Roper, 445 U.S. 326, 336-40 (1980) (case not moot when 
named plaintiff continued to suffer collateral consequences, including inability to recover litigation costs); 
Gerstein v. Pugh, 420 U.S. 103, 110 n. 11 (1975) (case not moot when injury to named plaintiff capable of 
repetition and evades review).

74. 445 U.S. 388 (1980).
75. See id. at 402-04 ( The proposed representative retains a ‘personal stake’ in obtaining class certifi

cation sufficient to assure that Art. Ill values are not undermined.”).

The headless class actions demonstrate that technical niceties about mootness 
need not be dispositive. In each of those actions the context and adversary pres
entation concerns underlying the mootness doctrine were adequately accommo
dated, as were the separation of powers concerns that mootness also reflects. 
The Court chose to adjudicate the merits in those cases despite theoretical moot
ness problems. Accordingly, in Stotts—another “nontraditional” class action 
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warranting “flexible” treatment, where mootness concerns would again appear 
to pose only theoretical problems—there is no logical reason to dismiss the ap
peal on mootness grounds.

The fact that a respectable argument can be made in support of the majority 
holding does not, of course, mean that the majority is correct in its resolution of 
the mootness issue. Rather, it demonstrates that proper resolution of the issue is 
uncertain. It is almost always possible to deemphasize particular precedents, as 
the majority does in Stotts, and to redefine the pertinent issue in terms of its 
underlying functional objectives. Functional objectives, however, tend to be ab
stract and general, offering little guidance for resolution of the issue. For exam
ple, I have suggested76 that the rehiring of laid-off workers in Stotts did not 
reduce the motivation of the parties enough to cause adversary presentation 
problems. But it would have been just as easy to reach the opposite conclusion. 
The rehiring, by definition, reduced the motivation of the defendants to some 
degree; the entire law of mootness is premised upon this belief. If one views that 
degree of lost motivation as enough to cause adversary presentation problems, 
one must conclude that the case is moot after all. On a functional level, there
fore, application of mootness doctrine is not much different from application of a 
rule prohibiting unjust discrimination; the doctrinal guidance provided is too 
sparse to be of much help.

76. See supra note 71 and accompanying text (discussing parties’ continuing interest in issues despite 
rehiring of workers).

One could argue that the ambiguity inherent in functional analysis shows why 
it is important to adhere to close case analysis, as the dissent does, rather than be 
distracted by functional considerations. Merely articulating such a proposition, 
however, is enough to demonstrate its inadequacy. The precedents and the rules 
that they contain are simply shorthand statements of our functional concerns. 
Why would we care whether a case was followed or not, except to the extent that 
it advanced our functional objectives? Indeed, given the fact that all cases are 
both alike and different in an infinite number of ways, we cannot know which 
similarities and differences are relevant without first determining whether they 
have any bearing on our functional objectives. Bare case analysis is too artificial 
to be convincing, but the introduction of functional considerations into the anal
ysis makes almost any outcome possible.

How then does a judge resolve the legal issues presented in a case? In Stotts 
the Justices probably resolved the mootness issue in the way they thought best 
under the circumstances. The dissenters apparently viewed resolution of the 
nagging conflict between seniority and affirmative action as too controversial and 
divisive to warrant adjudication in the absence of any actual compulsion to ad
dress the issue—at least if the merits were to be resolved in the way that the 
majority wished to resolve them. The majority, however, appears to have viewed 
the issue as one that had lingered undecided long enough, and accordingly chose 
to provide guidance to lower courts and private parties by resolving it. It is 
difficult to view these positions as anything other than subjective preferences of 
the Justices who espoused them. Not only was mootness doctrine unable to pre
vent those subjective preferences from entering the analysis, but the doctrine 
itself rested upon ambiguities that could be resolved only through recourse to 
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those preferences. The subjective values of the Justices were, therefore, unavoid
ably involved in the decision.77

2. The Merits

Little can be said with confidence about the Supreme Court’s resolution of the 
merits in Stotts, other than that it concerned the conflict between affirmative 
action and seniority. Technically, the case appears to have two holdings. First, it

77. The conflicting preferences of the Justices with respect to addressing the merits in Stotts appear to 
have controlled the outcome of another threshold issue besides mootness. Before the merits could be 
reached, the Court had to determine the proper scope of its review over the lower court decision. The 
dissent argued that the proper scope of review was governed by the abuse-of-discretion standard normally 
applied to the issuance of a preliminary injunction. See 104 S. Ct. at 2596 (Blackmun, J., dissenting). 
Under this standard, the ultimate question of whether an affirmative action decree could take precedence 
over a seniority plan was not before the Court. Rather, the Court was merely presented with the question 
of whether the trial court had abused its discretion in issuing a preliminary injunction to preserve the 
status quo regarding minority employment until the court could undertake a final resolution of the merits, 
after the development of a full factual record. In support of its position, the dissent relied on University of 
Texas v. Camenisch, 451 U.S. 390, 393-98 (1981), which expressly states that the merits are not properly 
before an appellate court reviewing the propriety of issuing a preliminary injunction. See 104 S. Ct. at 
2600-02 (Blackmun, J., dissenting).

The majority did not quarrel with the dissent’s interpretation of Camenisch. Instead, Justice White 
chose to characterize the issue in a different way. He reasoned that the trial court’s issuance of a prelimi
nary injunction in Stotts was based on that court’s analytically prior determination that the 1980 consent 
decree could be modified to supersede the seniority plan, and that the merits of that modification were 
properly before the Court on appeal. See id. at 2585 n.8. Despite its superficial appeal, Justice White’s 
characterization is less than completely convincing. Camenisch holds that the underlying merits are not 
before a court reviewing a mere preliminary injunction, because the haste that typically surrounds the 
issuance of interlocutory injunctions makes the trial court’s factual and legal determinations too tentative 
to warrant review. It is only after the trial court has given the issues plenary consideration and chosen to 
make the injunction permanent that appellate review of the merits is proper. 451 U.S. at 396-98. It 
follows, therefore, that any subsidiary legal conclusions that the trial court made in the process of ruling 
on the plaintiffs’ motion for a preliminary injunction, including its conclusion about the propriety of 
modifying the consent decree, were also interlocutory in nature and not within the scope of appellate 
review under Camenisch.

Again, it is possible to formulate a more realistic argument in favor of reviewing the merits than the 
argument relied on by the majority. The Supreme Court routinely decides some issues on appeal, notwith
standing the fact that they are raised in a preliminary injunction hearing. Suppose, for example, that the 
plaintiffs’ standing had been an issue in Stotts. Few would argue that standing was beyond the scope of 
Supreme Court review, even though the trial court’s factual and legal determinations concerning standing 
would have been subject to the very same dangers of haste as the other determinations made in the 
expedited preliminary injunction proceeding. Accordingly, the Camenisch rule cannot be as cut-and-dry 
as the dissent would have us believe. Rather, it must mean that appellate review is precluded only with 
respect to those issues arising in a preliminary injunction proceeding that require fuller factual or legal 
development by the trial court before the Supreme Court can safely resolve the issues. So stated, 
Camenisch may well permit appellate review of the modification issue, as long as haste does not appear to 
have generated an unreliable or inadequate record below. But again, this argument does little to guard 
against bias. The argument simply shifts the focus to functional concerns, and once again, it becomes a 
simple matter for each Justice to assert that the outcome corresponding to his or her subjective prefer
ences is the proper outcome.

It is, of course, possible to accept the dissent’s statement of the proper scope of review and nevertheless 
reverse the lower court by finding that issuance of a preliminary injunction was an abuse of discretion, as 
Justice Stevens did, see 104 S. Ct. at 2595 (Stevens, J., concurring in the judgment), or that the plaintiffs 
were not sufficiently likely to prevail on the merits to warrant the issuance of a preliminary injunction, as 
Justice O’Connor did. See id. at 2594 (O’Connor, J., concurring). One could also conclude that the bal
ance of the equities did not weigh in favor of issuing a preliminary injunction or that an injunction was not 
in the public interest, as is required by the other preliminary injunction standards. See University of 
Texas v. Camenisch, 451 U.S. 390, 392 (1981) (discussing preliminary injunction standards); Doran v. 
Salem Inn, 422 U.S. 922, 931 (1975) (discussing public interest standard). But those standards are also 
broad ones that do little to control the outcome or deflect a judge’s temptation to succumb to personal 
preferences. 
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holds that because the parties did not intend their consent decree to preclude 
seniority-based layoffs, principles of contract law do not prohibit such layoffs. 
Second, the case holds that Title VII bars modification of the decree in a way 
that would prohibit such layoffs, because the plaintiffs did not make the showing 
of intentional discrimination required for the type of relief being sought. The 
problem is that ambiguities in what the Court views as adequate proof of inten
tional discrimination make it difficult to ascertain the meaning of the decision. 
As was true of mootness, however, the legal doctrines governing resolution of 
the merits are not only too imprecise to provide effective insulation from judicial 
bias, but the doctrines actually depend upon the subjective values of judges in 
order to generate their results.

The Consent Decree. One theory that the court of appeals offered for
affirming the trial court’s preliminary injunction was that the injunction was 
needed to enforce the Stotts consent decree as a matter of contract law. When 
the parties signed the decree, they agreed to settle their ongoing lawsuit in ac
cordance with its terms. In addition to being a court order, therefore, the con
sent decree was also a contract, like any other settlement agreement. As a result, 
when the City announced its intention to lay off workers hired under the decree, 
it committed an anticipatory repudiation of that contract, which made tradi
tional contract remedies available to the plaintiffs. Accordingly, the preliminary 
injunction was simply a court order providing for specific performance of the 
parties’ contract, issued in accordance with customary contract principles.78

78. See 679 F.2d at 561-62.
79. 104 S. Ct. at 2585.
80. The Justice Department decree, however, said nothing about using seniority to make layoff deter

minations. Rather, it contemplated that seniority would be used for “purposes of promotion, transfer and 
assignment.” See 619 F.2d at 572 app.

81. See 104 S. Ct. at 2585-86.

The Supreme Court rejected this contract-enforcement theory after finding 
that the court of appeals had engaged in “improvident constructions” of the 
Stotts consent decree.79 The Court emphasized that the decree nowhere stated an 
intent to supersede seniority-based layoffs, that it expressly precluded any intent 
to conflict with the earlier Justice Department decree, which specified a method 
for calculating seniority,80 and that the City should not be deemed to have relin
quished Title VII seniority protections for municipal employees, especially in an 
action to which neither the union nor white workers were parties. As a result, 
the Supreme Court concluded that the preliminary injunction did more than 
merely enforce the agreement of the parties and could not, therefore, be justified 
solely through recourse to contract principles.81

As a matter of contract law, the question of whether the consent decree pre
cluded seniority-based layoffs ultimately turns on the intent of the parties. If the 
parties were serious enough about their affirmative action objectives that they 
intended to have affirmative action predominate over seniority concerns, the pre
liminary injunction was justifiable. If the parties’ intent was to subordinate af
firmative action to seniority, however, the injunction was not warranted as a 
contract remedy. It is difficult to feel comfortable with either conclusion about 
the parties’ intent because there is ample evidence supporting each.
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The court of appeals’ conclusion, championed by Justice Blackmun in dis
sent,82 has much intuitive appeal. Why would the plaintiffs, who filed suit pre
cisely because the earlier Justice Department decree had been ineffective, ever 
have entered into a second decree if that decree required them to relinquish those 
few jobs that they had secured whenever the economy deteriorated enough to 
produce layoffs? Why would blacks, traditionally thought to be among those 
who suffer most as the economy worsens, agree to give up their jobs at the very 
time when those jobs were most valuable? A construction of the consent decree 
suggesting that this was the plaintiffs’ intent is difficult to accept. A construction 
under which affirmative action was intended to supersede seniority, however, is 
easy to imagine. The plaintiffs would have desired such an agreement; the City, 
which was the defendant, had nothing to lose by making such an agreement; and 
white firefighters, the only group that might be adversely affected, never joined 
the lawsuit and were not paries to the consent decree.83

82. See id. at 2603-04 (Blackmun, J., dissenting).
83. This construction of the parties’ intent assumes that the City had the power voluntarily to enter 

into a consent decree adversely affecting the seniority of white firefighters. For Title VII purposes, the 
Supreme Court seems to have authorized such voluntary action in United Steelworkers v. Weber, at least 
where the decree would not “unnecessarily trammel the interests of the white employees,” or run afoul of 
other potential limitations. 443 U.S. 193, 208-09 (1979). At least five members of the Court appear to 
believe that Weber would have authorized a voluntary departure from the Memphis seniority plan. See 
104 S. Ct. at 2595 (Stevens, J., concurring in the judgment); id. at 2592-95 (O’Connor, J., concurring); id. 
at 2605 n.9 (Blackmun, J., dissenting, with Brennan and Marshall, JJ.). However, the four other Justices, 
who were in the majority, may have reservations. The majority opinion states, “Whether the City, a 
public employer, could have taken this course without violating the law is an issue we need not decide.” 
Id. at 2590. This language may mean that the Justices in the majority are willing to rethink Weber -, it may 
mean that they view the applicable equal protection standard as more protective of the white “victims” of 
affirmative action than is Title VII, but cf. General Elec. Co. v. Gilbert, 429 U.S. 125, 132-40, 145 (1976) 
(suggesting that Title VII and equal protection clause afford same protection against discrimination); or it 
may mean nothing at all.

84. See supra note 23 and accompanying text (discussing specific provisions of consent decree).

The conclusion reached by the majority is also quite supportable. The clearest 
indication of the parties’ intent in entering into a contract is the language that 
they used. Here the language said nothing about supplanting seniority, the tradi
tional method for making layoff determinations. Moreover, that omission takes 
on even more significance when one recalls the degree of specificity that the de
cree used in providing for hiring and promotion quotas, on both a long-term and 
an interim basis.84 Moreover, the customary inclusion of seniority as a subject 
for negotiation in Title VII decrees strongly suggests that the absence of an ex
plicit retroactive seniority provision in the Stotts decree resulted from the plain
tiffs’ inability to secure the City’s agreement to such a provision. When parties 
choose to address and provide for hiring and promotions but make no provision 
for firing—the third item in that natural trilogy— a court can easily conclude 
that the parties chose not to alter normal practices with respect to the unad
dressed item. To conclude otherwise would ignore the best available evidence of 
the parties’ intent and would involve the court in the questionable practice of 
rewriting contracts.

As a formal matter, conclusions about the intent of the parties in Stotts can be 
drawn either way, but the focus on intent is itself difficult to justify. What makes 
contract litigation most interesting is that the parties, almost by definition, never 
have any relevant intent. Either they anticipated the pertinent contingency and 
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provided for it in the terms of their contract, or they did not. If they did, there is 
nothing to litigate; and if they did not, they failed to formulate any collective 
intent to be ascertained.85 In Stotts it is relatively clear that the parties did not 
anticipate and jointly allocate the risk of municipal layoffs; if they had, the con
sent decree would certainly have reflected the terms of their agreement. But 
each of the courts that considered the issue, nevertheless, purported to draw 
inferences about the intent of the parties. Because courts cannot ascertain a non
existent intent, they must have been doing something else.

85. This analysis of intent illustrates a semantic paradox that lies at the core of the distinction between 
the objective and subjective theories of contract. The problem is almost grappled with in Farnsworth, 
“Meaning” in the Law of Contracts, 76 Yale L.J. 939 (1967).

86. Courts have even developed elaborate doctrinal rules relating to mistake, frustration, impracticabil
ity, and impossibility in order to legitimize this practice. See generally E.A. Farnsworth, Contracts 
647-705 (1982). Those doctrines, however, are no more precise than the doctrines the Court discusses in 
Stotts.

87. See 679 F.2d at 578 app.
88. Compare the phenomenon of analytical spin developed in Spann, Deconstructing the Legislative

Veto, 68 Minn. L.R. 473, 516-27 (1984) (“When one of the terms in a formula for applying a principle is 
the very principle to be applied, the formula prescribes no result and the principle does not control the 
outcome.”). ................ . , , ......

89. A thorough and systematic demonstration of the inability of interest balancing to constrain judicial 

Possibly, the courts were trying to determine what the parties would have 
agreed to if the parties had anticipated the layoff problem. It is unclear, how
ever, why such an inquiry would be of any interest. Nominally, at least, courts 
are limited to enforcing contracts that the parties actually make, not contracts 
that the parties might have made. But, of course, courts frequently do intervene 
to impose contract terms to which the parties themselves did not agree.86 In
deed, the Stotts consent decree itself invited such judicial intervention by includ
ing a provision for judicial resolution of unanticipated problems.87

Proper construction of the consent decree thus poses a doctrinally intractable 
problem. The parties formulated no intent with respect to layoffs because they 
did not anticipate them—or if anticipated, because they chose not to reach any 
agreement with respect to layoffs. The parties, however, did formulate an intent 
with respect to unanticipated problems: their intent was to have the court re
solve them. But the way that the court resolves such problems is through re
course to the intent of the parties.88 In construing the consent decree, therefore, 
the Supreme Court was once again called upon to make legal determinations 
with little operative doctrinal guidance. Arguably, the most sensible way to es
cape this dilemma is through proper accommodation of the underlying concerns 
that are at stake.

Stotts is a difficult case, because it forces us to choose between two interests 
that are appealing yet conflicting. We want to remedy the effects of past discrim
ination through affirmative action, but we also want to protect the seniority 
rights earned by white workers. The customary way in which our contemporary 
legal system deals with competing interests is through balancing. The conflicting 
interests are identified, quantified, and compared, and the weightier interest 
prevails. The process of interest balancing, however, entails so many uncon
strained judicial determinations that the subjective values of the judge are neces
sarily called into play on multiple occasions during the balancing process.89

Before competing interests can be balanced they must be identified, and the 
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judge’s subjective perceptions of a case are likely to affect the identification pro
cess. For example, it is not clear whether the consent decree in Stotts should be 
viewed as primarily a contract—the way the majority viewed it—which would 
then trigger our societal interest in preserving the autonomy of contracting par
ties, or whether it should be viewed as primarily a court order—the way the 
lower courts viewed it— which would trigger our societal interest in preserving 
the integrity of judicial orders in light of changed circumstances. The way in 
which the competing interests are identified will necessarily have an important 
effect on the way in which the balance is struck. It is unlikely, however, that the 
issue could be identified in any wholly objective manner. Rather, issue identifi
cation tends to be a function of how the parties brief the case, how the press 
covers it, what issues the judge understands well enough to feel comfortable ad
judicating, and the like.

Once the competing interests are identified, they must be compared, but the 
task can be a difficult one because many interests are noncommensurable. 
Which, for example, is more important: an office building or a human life? The 
two are qualitatively different and, therefore, hard to compare. We do compare 
them, of course, because we build office buildings even though human lives are 
lost in construction accidents. However, it is difficult to argue that any particu
lar comparison is objectively correct. A frequent method of comparison is 
through translation into a common standard of measure. Under this strategy, 
selection of the unit of measure is likely to be very important, if not dispositive. 
If dollars are used and an economic cost-benefit analysis is then conducted in 
order to strike the balance, a large office building will almost certainly outweigh 
a small number of lives lost in construction accidents. If, however, moral worth 
is selected as the standard of measure, a single human life could easily outweigh 
an entire city’s worth of office buildings. Despite its importance, selection of the 
proper standard of measure is hard to view as something that can be correct or 
incorrect in any absolute sense. It is simply something about which reasonable 
people will differ.

Assuming that a proper standard of measure can somehow be selected, each of 
the competing interests must still be quantified in order to permit meaningful 
comparison. The quantification process, however, is obviously riddled with sub
jectivity. For the same reason that some people will pay hundreds of thousands 
of dollars for a painting that other people would never permit to be hung on their 
walls, some judges will give great weight to an interest that other judges will 
consider to be relatively unimportant. Many interests, like our interests in sen
iority and affirmative action, simply do not lend themselves to objective quantifi
cation. The weight to be accorded such interests is likely to be a function of 
things like the race, employment experience, economic status and political per
suasion of the person doing the quantifying. Moreover, the quantification prob
lem is further complicated by the fact that quantification must occur at some 
level of generality, but selecting a level of generality is largely an arbitrary pro
cess. For example, if a judge were to decide that Stotts involved our societal 
interest in protecting seniority, the judge would then have to determine whether 

decision making, from which the following analysis borrows heavily, is contained in Tushnet, Anti-For
malism in Recent Constitutional Theory, 83 Mich. L. Rev. (1985) (forthcoming).
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the importance of all seniority everywhere was to be considered in striking the 
balance, or whether just the interests of the three white firefighters who had been 
laid off for one month were pertinent. Again, it is difficult to view this as a 
question with an objective answer.

Judges cannot balance interests without recourse to their subjective prefer
ences. Even judges with the best intentions will balance competing interests ac
cording to their views about both the relative importance of those interests and 
the degree to which each interest will be advanced or frustrated by particular 
outcomes in the case before the court. Because this activity is essentially uncon
strained, however, it is difficult to see how a judge could possibly engage in it 
without recourse to subjective values. When legal doctrine calls for interest bal
ancing, therefore, it does something that is seemingly counterproductive. Be
cause particular doctrinal applications are utterly dependent upon how the 
balance is struck, the subjective preferences that doctrine is designed to guard 
against necessarily drive application of the doctrinal rules. Once again, asking a 
judge to balance competing interests is a lot like asking a judge to prevent unjust 
discrimination.

Title VII. Even if the parties did not “intend” for their consent decree
to preclude seniority-based layoffs, the trial court’s injunction would, neverthe
less, have been justified if issued to implement a proper modification of the de
cree. Because a consent decree is not just a contract, but is a court order as well, 
a court can modify such a decree by exercising its equity powers to effectuate the 
basic purpose of the original decree in light of changed circumstances.90 Like 
the court of appeals, the dissent believes that the trial court properly modified 
the decree to provide for the changed economic circumstances that produced 
unprecedented municipal layoffs.91 Justice Stevens believes that modification of 
the decree would have been proper under certain sets of facts, but that the actual 
facts of Stotts did not demonstrate a sufficient change in circumstances to war
rant modification.92 The majority, however, held that regardless of whether 
there had been a change in circumstances, Title VII precluded modification— 
perhaps because of the special protections that Title VII accords seniority.93 Jus
tice O’Connor agreed with the majority’s conclusion, thereby providing the fifth 
vote for the majority holding.94 In order to determine whether the majority’s 
holding is correct, therefore, it is necessary to determine whether Title VII per
mits the Stotts consent decree to override the Memphis seniority plan.

90. See Chrysler Corp. v. United States, 316 U.S. 556, 562 (1942) (court extended effective date of 
consent decree when parties intended decree’s duration to depend on result of antitrust action against 
competitor and that action delayed); cf. Pasadena City Bd. of Educ. v. Spangler, 427 U.S. 424, 438-40 
(1976) (court should modify school desegregation injunction to reflect changed demographics); United 
States v. United Shoe Mach. Corp., 391 U.S. 244, 251 (1968) (court should modify antitrust injunction 
where basic purpose unfulfilled); United States v. Swift & Co., 286 U.S. 106, 114-15 (1932) (court should 
not modify antitrust injunction unless conditions significantly changed).

91. See 104 S. Ct. at 2604-05 (Blackmun, J., dissenting).
92. See id. at 2595 (Stevens, J., concurring in judgment).
93. See id. at 2586-90.
94. See id. at 2592-94 (O’Connor, J., concurring).
95. Pub. L. No. 88-352, 78 Stat. 253 (codified as amended at 42 U.S.C. §§ 2000e-l to 2000e-17 (1982)).

Title VII, which was enacted as part of the Civil Rights Act of 1964,95 prohib
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its, inter alia, employment discrimination based on race.96 Section 706(g), the 
remedy provision of the Act, authorizes a court, after finding that an employer 
has intentionally engaged in unlawful employment discrimination, to order ap
propriate injunctive relief and other “affirmative action,” including but not lim
ited to reinstatement, rehiring, and awards of back pay.97 In Griggs v. Duke 
Power,98 the Supreme Court held that the substantive prohibitions of the Act 
could be violated either by intentional discrimination or by facially neutral ac
tions having an unjustifiable discriminatory impact.99

Section 703(h), which first emerged as part of a compromise bill during the 
Title VII enactment process, provides that, notwithstanding the other provisions 
of the Act, employers are permitted to apply different standards, terms, condi
tions or privileges of employment to workers as long as they do so pursuant to a 
bona fide seniority or merit plan in a way that is not intentionally discrimina
tory. 100 Relatively strong statements in the legislative history indicate that Con
gress added section 703(h) in order to minimize interference with seniority 
rights, at least those seniority rights that had already vested on the effective date 
of the Act.101

In 1972, Congress amended section 706(g) to ensure that courts had enough

96. Id. Section 703(a) of the Act provides:
(a) It shall be an unlawful employment practice for an employer—
(1) to fail or refuse to hire or to discharge any individual, or otherwise to discriminate against 

any individual with respect to his compensation, terms, conditions, or privileges of employment, 
because of such individual’s race, color, religion, sex, or national origin; or

(2) to limit, segregate, or classify his employees or applicants for employment in any way 
which would deprive or tend to deprive any individual of employment opportunities or other
wise adversely affect his status as employee, because of such individual’s race, color, religion, 
sex, or national origin.

Id. at § 2000e-2(a).
97. Id. at § 2000e-5(g). Section 706(g) of the Act states:

(g) If the court finds that the respondent has intentionally engaged in or is intentionally engag
ing in an unlawful employment practice charged in the complaint, the court may enjoin the 
respondent from engaging in such unlawful employment practice, and order such affirmative 
action as may be appropriate, which may include, but is not limited to, reinstatement or hiring 
of employees, with or without back pay (payable by the employer, employment agency, or labor 
organization, as the case may be, responsible for the unlawful employment practice), or any 
other equitable relief as the court deems appropriate .... No order of the court shall require 
the admission or reinstatement of an individual as a member of a union, or the hiring, reinstate
ment or promotion of an individual as an employee, or the payment to him of any back pay, if 
such individual was refused admission, suspended, or expelled, or was refused employment or 
advancement or was suspended or discharged for any reason other than discrimination on ac
count of race, color, religion, sex, or national origin or in violation of section 2OOOe-3(a) of this 
title.

Id.
98. 401 U.S. 424 (1971).
99. Id. at 429-31.
100. 42 U.S.C. § 2000e-2(h). Section 703(h) of the Act states:

(h) Notwithstanding any other provision of this subchapter, it shall not be an unlawful em
ployment practice for an employer to apply different standards of compensation, or different 
terms, conditions, or privileges of employment pursuant to a bona fide seniority or merit system, 
. . . provided that such differences are not the result of an intention to discriminate because of 
race, color, religion, sex, or national origin ....

Id.
101. See, e.g., 110 Cong. Rec. 7213 (1964) (interpretive memorandum by two Title VII sponsors stat

ing no intent to affect seniority rights); id. at 7207 (Justice Department statement that Title VII would not 
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discretion in fashioning remedies for Title VII violations to provide “the most 
complete relief possible,” so that victims of employment discrimination could be 
“so far as possible, restored to a position where they would have been were it not 
for the unlawful discrimination.”* 102 Congress authorized this make-whole relief 
by adding to the forms of relief already specified in section 706(g) the phrase “or 
any other equitable relief as the court deems appropriate.”103 The legislative 
history of the 1972 amendment also specifically approved of the case law that 
had developed concerning Title VII remedies, much of which had interfered 
with preexisting seniority systems by granting retroactive seniority to victims of 
discrimination.104

undermine existing seniority rights); see also Franks v. Bowman Transp., 424 U.S. 747, 758-60 (1976) 
(describing legislative intent to protect existing seniority rights).

102. 118 Cong. Rec. 7166, 7168 (1972) (interpretive memorandum by Senators Williams and Javits to 
accompany Conference Committee’s amendments to Title VII enforcement provisions); see also H.R. 
Rep. No. 238, 92d Cong., 1st Sess. 4 (1971), reprinted in 1972 U.S. Code Cong. & Ad. News 2137, 2137 
(House Conference Committee Report).

103. 42 U.S.C. § 2OOOe-5(g) (1982); see H.R. Rep. No. 238, 92d Cong., 1st Sess. 4 (1971), reprinted in 
1972 U.S. Code Cong. & Ad. News 2137, 2137 (describing purpose of 1972 amendments); see also 
Franks, 424 U.S. at 763 (describing Congressional intent).

104. See, e.g., S. Rep. No. 415, 92d Cong., 1st Sess. 5 n.l (1971) (citing with approval federal court 
decisions granting retroactive seniority relief); 118 Cong. Rec. 7166 (1972) (citing intent that existing 
case law continues to govern construction and application of Title VII); see also Franks, 424 U.S. at 762- 
67 (describing legislative intent to allow continued use of retroactive seniority remedy).

105. 424 U.S. 747 (1976).
106. Id. at 762-70.
107. Id. at 757-62.
108. Id. at 770-79.
109. Id. at 780-81 (Burger, C.J., concurring in part and dissenting in part).

The Supreme Court first considered the interaction between the broad reme
dial policies of section 706(g) and the seniority-protection policy of section 
703(h) in Franks v. Bowman Transportation Co.105 In an opinion written by 
Justice Brennan, Franks held that: (1) section 706(g) authorized awards of ret
roactive seniority to those who could prove that they were the victims of dis
criminatory hiring;106 (2) although section 703(h) provided some measure of 
protection to accrued seniority, it did not preclude the award of retroactive sen
iority to victims of past discrimination, even though such awards would dilute 
the seniority rights of white workers hired pursuant to the employer’s discrimi
natory policies;107 and, (3) although retroactive seniority should be ordered only 
when the equities of a case so dictated, it was the preferred remedy in hiring
discrimination cases, despite its potentially adverse effect on innocent white em
ployees.108 Chief Justice Burger wrote a separate opinion concurring in part and 
dissenting in part, which argued that although there was no absolute bar to 
awarding retroactive seniority, it was generally more equitable to provide mone
tary compensation to victims of hiring discrimination in the form of “front pay” 
than it was to award retroactive seniority, which generally penalized innocent 
white employees.109 Justice Powell also concurred in part and dissented in part, 
in an opinion signed by Justice Rehnquist. He agreed that section 703(h) did not 
insulate even bona fide seniority systems from retroactive seniority awards where 
adherence to the seniority systems would perpetuate the effects of past discrimi
nation, but argued that retroactive seniority should not be viewed as the pre
ferred remedy in typical cases. Rather, district courts should be encouraged to 
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formulate equitable decrees that better protected the interests of innocent white 
employees.110 Justice Stevens took no part in the decision, but every Justice who 
did participate agreed that Title VII could, in some instances, authorize interfer
ence with bona fide seniority plans through the award of retroactive seniority.

110. Id. at 781-82 (Powell, J., concurring in part and dissenting in part).
111. 431 U.S. 324 (1977).
112. Id. at 348-55. The Court also held that, without more, the fact that a seniority plan perpetuated 

the effects of pre-Act discrimination could not preclude the plan from being “bona fide” or render it “the 
result of an intention to discriminate,” which would make § 703(h) protections inapplicable. Id.

113. W. at 356-71.
114. Id. at 357-62. If the employer rebuts this presumption, the plaintiff must offer further proof of 

individual discrimination in order to secure a § 706(g) remedy. Id.
115. See id. at 334-40 and cases cited therein; cf. Arlington Heights v. Metropolitan Hous. Dev. Corp., 

429 U.S. 252, 264-68 (1977) (discussing use of statistical and other circumstantial evidence to prove inten
tional discrimination necessary for establishment of fourteenth amendment equal protection violation); 
Washington v. Davis, 426 U.S. 229, 240-42 (1976) (same). Prior to Stotts, the federal circuits all agreed 
that class-wide, race-conscious relief could be appropriate in the absence of individualized proof of pur
poseful discrimination. See Stotts, 104 S. Ct. at 2606 & n. 10 (Blackmun, J., dissenting). Compare the 
discussion of the Court’s treatment of impact and intent in American Tobacco Co. v. Patterson, 456 U.S. 
63 (1982), infra note 125 and accompanying text.

116. Teamsters at 377-80 (Marshall, J., concurring in part and dissenting in part).
117. 456 U.S. 63 (1982). When the Court decided American Tobacco, Justice O’Connor had replaced 

Justice Stewart on the Supreme Court.

The Franks holding was refined in International Brotherhood of Teamsters v. 
United States.111 The Teamsters majority opinion, written by Justice Stewart 
and signed by seven members of the Court, balanced the competing make-whole 
and seniority policies of Title VII by construing section 703(h) to permit retroac
tive seniority awards designed to remedy the effects of discrimination that oc
curred after the effective date of Title VII, but not of discrimination that 
occurred before that date.112 In addition, the Court emphasized that awards of 
retroactive seniority were limited to those individuals who could prove that they 
were actual victims of the employer’s discriminatory policies and were not avail
able to individuals merely because of their membership in the racial minority 
group that had been discriminated against.113 The Court did, however, read 
Franks to permit the threshold showing of discriminatory intent required for 
access to section 706(g) remedies, including retroactive seniority, to be presump
tively satisfied through demonstration of a class-wide pattern and practice of 
discrimination, rather than insisting on an individualized showing of intentional 
discrimination against each class member.114 Significantly, the major element in 
proof of a class-wide pattern and practice of intentional discrimination is typi
cally statistical evidence establishing an unexplained discriminatory impact on 
the minority group seeking relief.115 Justices Brennan and Marshall agreed with 
the majority as far as it went, but would also have permitted retroactive seniority 
awards to remedy the effects of some pre-Act discrimination.116 117

The final pre-Stoito gloss to the contest between affirmative action and senior
ity was added by American Tobacco Company v. Patterson,11'' a 5-4 decision in 
which the majority opinion was written by Justice White, the author of theStotzx 
majority opinion. In American Tobacco, the Court held that section 703(h) im
munized bona fide seniority systems from legal challenge even if they were 
adopted after the effective date of Title VII, and even if they perpetuated the 
effects of post-Act discrimination. The Court found congressional desire to pro
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tect seniority to be such that section 703(h) applied regardless of when the plan 
was adopted and regardless of its discriminatory impact.118 In order to be be
yond the scope of section 703(h) protection, a seniority plan had to be the prod
uct of a discriminatory purpose.119 In so holding, the Court expressly rejected 
the Teamsters interpretation that section 703(h) protected only seniority rights 
that existed on the effective date of Title VII. The Court instead held that all 
bona fide seniority rights were encompassed by the provision, regardless of when 
they accrued.120 In the American Tobacco context at least, this shifted the oper
ative balance between the remedial and seniority policies of Title VII. Under 
Teamsters, the balance had been struck between pre- and post-Act accrual of 
seniority.121 American Tobacco reformulated that balance by rejuvenating the 
distinction between intentional discrimination and mere disparate impact which 
the Court had rejected in Griggs.122 Only proof of intentional discrimination 
permitted seniority to be overridden.

118. Id. at 68-75.
119. Id. at 69-70.
120. Id. at 71-75. Justice White did not reach the question of whether the plan at issue was a bona fide 

seniority plan, concluding that further factual development was required for proper resolution of that 
question.

121. See supra note 112 and accompanying text (discussing Teamsters construction of § 703(h) as per
mitting remedial retroactive seniority awards as long as discriminatory practice occurred after effective 
date of Title VII).

122. See supra text accompanying note 99 (discussing Griggs holding).
123. 456 U.S. at 80-84 (Brennan, J., dissenting).
124. Id. at 86-90 (Stevens, J., dissenting).

Justice Brennan dissented in an opinion signed by Justices Marshall and 
Blackmun, arguing that section 703(h) could not properly be applied to the 
adoption of seniority plans after the effective date of the Act. He reasoned that 
the purpose of section 703(h) was to protect legitimate employee expectations 
based upon seniority, but no such expectations could arise with respect to senior
ity plans that violated other provisions of Title VII if those plans were adopted 
after the effective date of the Act. As long as those plans were challenged for 
perpetuating the effects of post-Act discrimination within 180 days after their 
adoption, as is required under the Act, there would be no time for legitimate 
seniority expectations to arise.123

Justice Stevens wrote a separate dissent, which fortified Justice Brennan’s po
sition, arguing that section 703(h) by its terms was inapplicable because a senior
ity system knowingly adopted despite its perpetuation of post-Act discrimination 
could not be bona fide within the meaning of section 703(h). The adoption of 
such a seniority system, in the absence of adequate business justification, itself 
would constitute an act of racial discrimination that violated Title VII. Justice 
Stevens, therefore, concluded that section 703(h) could apply to seniority plans 
adopted after the effective date of the Act, but only to bona fide plans that did 
not have an unlawfully discriminatory impact.124

It is not clear that there is any difference between the positions of Justice Ste
vens and the other dissenters. None would insulate a seniority plan from Title 
VII scrutiny simply because it was a seniority plan. All would invalidate the 
adoption of any seniority plan whose disparate impact, discounted by any busi
ness purpose that the plan served, was sufficient without reference to section
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703(h) to amount to a Title VII violation. Thus, for the dissenters, section 
703(h) added nothing to the law governing the adoption of seniority plans.

The position of the majority, however, appears to be that seniority plans, by 
virtue of section 703(h), are judged under a more lenient substantive standard 
than other employer actions for the purpose of determining whether a Title VII 
violation exists. The showing of disparate impact that is otherwise sufficient to 
establish a prima facie case of intentional discrimination under Title VII seems 
insufficient to establish that the adoption of a seniority plan perpetuating the 
effects of post-Act discrimination violates Title VII; a stronger showing of dis
criminatory purpose appears to be required.125

125. Compare text accompanying notes 118 to 122 (discussing American Tobacco majority view that 
discriminatory impact, without intent, insufficient to invalidate seniority plan) with text accompanying 
notes 123 to 124 (discussing American Tobacco dissenters’ view that unexplained discriminatory impact 
invalidates seniority plan). Generally, a showing of discriminatory impact is sufficient to establish a prima 
facie Title VII violation, see Griggs v. Duke Power Co., 401 U.S. 424, 429-31 (1971), and even to secure a 
§ 706(g) remedy, such as retroactive seniority, which is available only after a showing of intentional dis
crimination. See Teamsters, 431 U.S. at 334-40, 357-62. Section 703(h), however, protects the operation 
of bona fide seniority plans from challenges based on the disparate impact that they cause, unless the 
disparate impact results from “an intention to discriminate.” 42 U.S.C. § 2000e-2(h); see supra note 100 
(quoting § 703(h)). Section 706(g) also contains an intent requirement, as a prerequisite to obtaining a 
remedy. 42 U.S.C. § 2000e-5(g); see supra note 97 (quoting § 706(g)). Presumably, it is the intent require
ment in § 703(h)—as opposed to the weaker language in § 706(g)—that caused the majority to focus on 
discriminatory purpose, rather than effect, in electing to tolerate the disparate impact of the American 
Tobacco seniority plan. See 456 U.S. at 70 (“Such an injunction [against future application of a discrimi
natory seniority system], however, would lie only if the requirement of § 703(h)—that such application be 
intentionally discriminatory—were satisfied.”). As the dissenters point out, however, nothing in the lan
guage or apparent purpose of § 703(h) requires the adoption of a seniority system to be judged under a 
discriminatory-purpose standard. Although § 703(h) protects the operation of seniority plans, it says 
nothing about the showing that must be made to bring them into existence consistent with Title VII. 
Rather, the adoption of a seniority plan would appear to be just another employment practice covered by 
Title VII and governed by the discriminatory-effect standard of § 703(a)(2), 42 U.S.C. § 2000e-2(a)(2), 
consistent with Griggs. Compare the discussion of the Court’s treatment of impact and intent in Team
sters, supra note 115 and accompanying text.

In sum, Title VII, as construed in Griggs, prohibits discrminatory employment 
practices whether they result from intentional discrimination or merely have a 
discriminatory impact. Nominally, section 706(g) authorizes the issuance of ap
propriate equitable relief only after a showing of intentional discrimination. As a 
practical matter, however, Griggs, Franks, and Teamsters permit the requisite 
showing of intentional discrimination to be made through unrebutted statistical 
evidence of discriminatory impact. Moreover, section 703(h) does not itself bar 
injunctive relief under section 706(g), even if such relief interferes with post-Act 
seniority accumulated by innocent whites; the interests of innocent whites are to 
be considered in determining whether a particular form of relief is or is not equi
table under the particular circumstances presented. Nevertheless, where senior
ity is involved, two additional factors may limit the availability of a section 
706(g) remedy. First, Teamsters requires individuals seeking awards of retroac
tive seniority to prove that they are themselves victims of intentional discrimina
tion, rather than merely members of the minority group alleged to have been 
discriminated against. Second, in order to overcome section 703(h) seniority 
protections, American Tobacco may require a showing of intentional discrimina
tion that is more particularized than the statistical showing otherwise adequate 
to obtain a section 706(g) remedy under Griggs, Franks and Teamsters.
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Against the backdrop of this case law, the question of whether the Stotts con
sent decree was properly modified is easy to resolve—either way. Assuming that 
the trial court exercised sound equitable discretion in light of the changed eco
nomic circumstances in Memphis, the decree was properly modified unless one 
of the restrictions on Title VII relief applied and prevented modification.126 The 
Stotts majority holds that, because the consent decree affected seniority rights, 
the plaintiffs were precluded from obtaining relief in light of their failure to 
prove that they were themselves victims of discrimination.127 Moreover, even 
though seniority-based layoffs would have a racially disparate impact, the City’s 
seniority plan was nevertheless entitled to section 703(h) protection because the 
plaintiffs failed to prove that adherence to the plan was an act of intentional 
discrimination.128 There are problems, however, with the majority’s reasoning 
in Stotts.

126. Even if Title VII did not preclude modification, the trial court would still have been precluded 
from modifying the consent decree if the equities did not warrant modification, and its attendant interfer
ence with seniority rights, in the particular circumstances before the court. See 104 S. Ct. at 2588 (even 
after showing of discriminatory impact, courts must balance equities before ordering layoff to restore 
discriminatee’s job); see also id. at 2593 (O’Connor, J., concurring) (courts can award preferential treat
ment only after balancing competing interests of discriminatees, innocent workers, and employer). As is 
apparent, however, a standard as broad as “doing what the equities require” provides no more guidance 
or constraint than a standard requiring the court to prohibit unjust discrimination.

127. See id. at 2588.
128. See id. at 2587.
129. See id. at 2605-07 (Blackmun, J., dissenting) (race-conscious relief without proof of individual 

discrimination appropriate in class action suits to remedy class-wide discrimination).
130. The consent decree did provide for certain back-pay awards, see supra note 23, but those awards

are not relevant to the modification issue. J
131. It is difficult to know precisely what the Court’s position is with respect to this issue. At times the 

majority appears to be troubled by deficiencies in the plaintiffs’ proof resulting from the plaintiffs’ election 
of settlement over trial, see 104 S. Ct. at 2587, 2590 n.16, something that was particularly important to 
Justice O’Connor. See id. at 2593-94 (O’Connor, J., concurring). At other times, however, the Court 
appears to assert that modification of the consent decree would be precluded even if the case had gone to 
trial and the plaintiffs had proven a pattern and practice of discrimination. See id. at 2588.

The Teamsters requirement that individual plaintiffs prove that they are vic
tims of discrimination was articulated in the context of a suit seeking awards of 
retroactive seniority, and the requirement appears to be limited to that context. 
As the Stotts dissent points out, the individualized, as opposed to class-wide, 
proof that Teamsters requires makes sense only in the context of a request for 
individualized, as opposed to class-wide relief.129 Indeed, if this were not the 
case, the prospective injunctive relief awarded in Griggs, Franks, and Teamsters 
itself would have been improper. In Stotts, however, no one sought retroactive 
seniority or any other type of individualized relief. Rather, the plaintiffs sought 
prospective class-wide relief in the form of an injunction prohibiting future use of 
the Memphis seniority plan in making layoff determinations. Because individu
alized relief was not at issue in Stotts, the Teamsters proof requirement was not 
applicable.130

It may be that the Court considered even prospective injunctive relief to be 
unavailable because the plaintiffs had chosen to settle their case rather than 
prove the existence of a pattern and practice of discrimination after a trial on the 
merits.131 However, the technical absence of a finding that the defendants had 
engaged in a pattern and practice of discrimination hardly seems significant. 
The consent decree was not entered into until extensive discovery had been com
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pleted, and the record was replete with statistical evidence creating a strong in
ference of intentional discrimination.132 Moreover, while the City did not admit 
to having engaged in unlawful discrimination, the Justice Department decree 
that was incorporated into the Stotts decree both admitted that an inference of 
discrimination could be drawn from the City’s past hiring practices and charac
terized the decree as designed to remedy what it referred to as “past discrimina
tion.”133 In addition, as the dissent points out, because the trial court merely 
issued a preliminary injunction, there was never any occasion for a trial to estab
lish whether the City had engaged in a pattern and practice of discrimination.134 
This is particularly important because the plaintiffs alleged not only that the City 
had engaged in hiring discrimination generally, but that even the layoffs them
selves were the product of intentional discrimination.135 Because the City’s ap
peal of the trial court’s preliminary injunction postponed the need to prove those 
allegations, it would seem that the most the Supreme Court properly could have 
done was remand for continuation of the district court proceedings, including a 
trial at which the plaintiffs would have to prove a pattern and practice of dis
crimination if they wanted their preliminary injunction to be made perma
nent.136 Given the opportunity, the plaintiffs could certainly have made such a 
showing. This is real life, after all, and no one seriously doubts that the City of 
Memphis engaged in a pattern and practice of hiring discrimination.137 138

132. See 679 F.2d at 551; see also supra notes 15 to 17 and accompanying text (discussing unexplained 
racial disparities in City’s hiring and promotion practices).

133. 679 F.2d at 570-71 app.; see supra note 18 and accompanying text (discussing Justice Department 
suit against City).

134. 104 S. Ct. at 2606-08 (Blackmun, J., dissenting).
135. Id. at 2603-04 (Blackmun, J., dissenting).
136. See id. at 2603 (Blackmun, J., dissenting) (arguing that majority improperly treated injunction as 

permanent, foreclosing plaintiffs’ opportunity to substantiate allegations of discrimination).
137. Justice White’s refusal to remand the case for a permanent injunction hearing is ironic in light of 

his insistence on a remand for further factual development in American Tobacco before ruling on the bona 
fides of the seniority plan there at issue, even though permanent injunctive relief had already been granted. 
See 456 U.S. at 66-67, 77 n.18; see also supra note 120 (discussing American Tobacco remand to determine 
if seniority system bona fide).

The consequence of insisting on an actual judicial “finding” of discrimination prior to modification of a 
consent decree is likely to be a reduction in the number of Title VII cases that are voluntarily settled. 
Defendants will, of course, be reluctant to admit explicitly that they have engaged in a pattern and prac
tice of racial discrimination, and after Stotts plaintiffs will be reluctant to enter into consent decrees unless 
defendants first make the necessary admissions. Such a requirement would undermine one of the recog
nized objectives of Title VII, which is to encourage voluntary settlement of discrimination cases. See 104 
S. Ct. at 2605 n.20 (Blackmun, J., dissenting) (discussing congressional policy to encourage voluntary 
settlement of Title VII suits).

138. See 104 S. Ct. at 2587.

Assuming that the absence of technical findings is not fatal, the trial court’s 
Title VII authority to issue a preliminary injunction modifying the consent de
cree would appear to follow directly from the Supreme Court’s approval of pro
spective injunctive relief in Griggs and in the class-wide portions of both Franks 
and Teamsters. It is possible, however, that there is something special about the 
seniority rights implicated in Stotts that distinguishes Stotts from the pattern- 
and-practice aspects of those other cases. Interference with seniority is what dis
tinguished the class-wide from the individualized aspects of Franks and Team
sters, and the Court’s heavy reliance on section 703(h) in Stotts13* suggests that 
seniority considerations may have been dispositive in that case as well.
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Although the majority did not specifically so hold, American Tobacco may 
well stand for the proposition that even in class-wide pattern-and-practice cases, 
if the issuance of prospective injunctive relief would interfere with seniority 
rights, such relief is precluded unless the plaintiff first proves intentional discrim
ination and does so with a high degree of particularity.139 Because American 
Tobacco can be read to impose a higher substantive standard for Title VII viola
tions involving seniority than for other Title VII violations, the Griggs-type proof 
of disparate impact that is sufficient to establish “intentional discrimination” for 
the purposes of section 706(g) may not be sufficient to establish the type of “in
tentional discrimination” required to overcome seniority protections under sec
tion 703(h). It may be that whenever seniority is involved, Title VII is simply 
not violated unless the defendant is shown to have engaged in the type of pur
poseful discrimination that the Court had in mind when it decided American 
Tobacco.140

139. The Court in American Tobacco never elaborated on the type of purposeful discrimination that is 
necessary to overcome the seniority protections of § 703(h), but it is clear that mere unjustified disparate 
impact is not sufficient. See 456 U.S. at 69-71; see also supra note 118 (discussing American Tobacco’s 
interpretation of § 703(h)).

140. See Stotts, 104 S. Ct. at 2592 (O’Connor, J., concurring) (arguing that Title VII protects bona fide 
seniority systems with discriminatory effects as long as no intentional discrimination); id. at 2587 
(§ 703(h) allows use of bona fide seniority system employment practices that have disparate impact as 
long as no intentional discrimination).

141. See 104 S. Ct. at 2602 (Blackmun, J., dissenting) (noting that preliminary injunction limited City’s 
ability to lay off blacks, but did not affect other fiscal options).

142. See supra note 30 and accompanying text (discussing provision in City’s seniority plan that layoffs 
between employees with equal seniority were to be made in reverse alphabetical order).

143. Even if the facts in Stotts were read to implicate seniority rights, it may well be that the plaintiffs 
proved the type of intentional discrimination that is required to overcome § 703(h) seniority protections 
under American Tobacco. The trial court found that Memphis did not adopt its seniority plan with an 
intent to discriminate, but the court did find that application of the plan for the purpose of making layoff 
determinations was not bona fide. See 104 S. Ct. at 2587. The court of appeals overruled this finding but 
held the injunction proper in the apparent belief that evidence sufficient to satisfy the lenient “intentional 

The problem with this explanation of the Stotts decision is that, while section 
703(h) and American Tobacco may provide special protections for seniority, 
modification of the Stotts decree had nothing to do with seniority. First, the 
district court never directly ordered the City to depart from its seniority system. 
The court merely ordered the City to maintain current percentages of blacks in 
the Memphis Fire Department. The City, not the court, chose to deal with its 
fiscal problems by making layoffs in the Fire Department, rather than making 
them in other employment divisions that were not subject to a consent decree, or 
rather than avoiding them altogether by borrowing money or raising additional 
revenues in some other way. The City, not the court, chose to bring its seniority 
policy into conflict with its affirmative action obligations.141 Second, and even 
more important, the preliminary injunction issued in Stotts did not interfere with 
anyone’s seniority rights. All of the affected employees were hired on the same 
day and thus had equal seniority.142 Under the facts of Stotts, the seniority that 
section 703(h) is designed to protect was simply never implicated. In light of all 
this, it is difficult to conclude that section 703(h) bars modification of the consent 
decree. The Stotts record seems to establish a pattern and practice of intentional 
discrimination that was adequate for the type of prospective, class-wide injunc
tive relief that the plaintiffs had requested.143
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There is a substantial counterargument, however. The suggestion that Team
sters is inapplicable and that the Stotts plaintiffs were not required to prove that 
they were victims of discrimination because they were seeking class-wide rather 
than individualized relief ignores the reality of what the Stotts plaintiffs were 
trying to accomplish. The plaintiffs wished to have more-senior whites laid off 
instead of less-senior blacks.144 Any such relief would necessarily constitute the 
functional equivalent of a retroactive seniority award to any black firefighter who 
was not laid off but who would have been, absent judicial modification of the 
consent decree. For such black firefighters, individualized relief is precisely what 
was at stake. The beneficiaries of the requested injunction were particular indi
viduals with particular names and particular employment histories. Because the 
preliminary injunction effectively granted retroactive seniority to those firefight
ers without first requiring them to make the individualized evidentiary showing 
demanded by Teamsters, issuance of the preliminary injunction was not author
ized under Title VII.

discrimination” standard of § 706(g) was also sufficient to overcome § 703(h) protections. See 679 F.2d 
551 n.6 (discussing lack of discriminatory intent). It may be that the lower courts would have made the 
findings required by American Tobacco if they had better understood what significance the Supreme Court 
would attach to the presence or absence of those findings, especially in light of the plaintiffs’ allegations 
that the layoffs had been conducted in an intentionally discriminatory manner. See id. at 2603 (Black- 
mun, J., dissenting) (discussing plaintiffs’ allegations).

144. The whites that the plaintiffs wished to have laid off were ‘‘more senior” as defined by the City’s 
plan, which included laying off employees hired on the same day in reverse alphabetical order. See supra 
note 30 (discussing City’s seniority plan).

145. Id. at 2588; see also id. at 2593 (O’Connor, J., concurring) (plaintiffs waived right to further relief 
by entering into consent decree).

146. See id. at 2588. The importance of an actual finding is also suggested by the Court’s denial of 
certiorari, a mere 13 days after Stotts was decided, in another case involving municipal layoffs. In that 
case, the lower court had circumvented seniority protections in order to maintain current levels of minor

Even if one were to reject this retroactive seniority argument and view the case 
as a pattern-and-practice case, the injunction would still be unauthorized be
cause the plaintiffs failed to prove the existence of a pattern and practice of dis
crimination. The fact that the record might have supported a finding of 
discrimination means nothing if that finding was not actually made. As the ma
jority points out, the plaintiffs in Stotts chose not to pursue an ultimate adjudica
tion on the merits.145 As a result, they never obtained the finding of class-wide 
discrimination required for the issuance of class-wide injunctive relief. This is no 
mere technical defect. When parties choose to settle a suit rather than obtain an 
adjudication of the merits, they avoid the expense and uncertainty of litigation, 
but in exchange, they forgo rights they might have secured by prevailing after 
trial. That is precisely what happened here.

By settling their case, the Stotts plaintiffs secured the City’s voluntary commit
ment to hiring and promotion quotas, something to which they may or may not 
have been entitled after trial. In exchange, however, they gave up the right to 
any further relief that might have been available after a favorable adjudication of 
the merits. If the plaintiffs were now permitted to obtain a court order modify
ing the consent decree, they would be breaching their agreement with the City, 
simply because their bargain did not turn out to be as favorable as they might 
have wished. Moreover, they would be doing so to the detriment of the innocent 
white firefighters on whose behalf the City agreed to the settlement.146
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This argument against granting the injunction is bolstered by the special pro
tection that section 703(h) gives to seniority plans. Even if one assumes that 
unmade findings of fact properly can be inferred from the statistical evidence 
contained in the Stotts record notwithstanding the parties’ settlement agreement, 
the special protections accorded seniority by section 703(h) still preclude modifi
cation of the consent decree. American Tobacco indicates that, as a matter of 
substantive Title VII law, judicial interference with seniority must be based upon 
more than mere statistical evidence of disparate impact. Section 703(h) permits 
interference with seniority only after a showing of discriminatory intent that is 
rooted in hard evidence rather than statistical inference. However much the 
Stotts record may have supported a statistically based finding of a pattern and 
practice of discrimination, that record did not contain the kind of direct evidence 
of intentional discrimination required by American Tobacco where seniority is 
involved. Moreover, the fact .that the layoffs in Stotts, under both the original 
and modified plans, were to be made on an alphabetical basis does not under
mine this seniority based argument. The Memphis plan provided for breaking 
ties in seniority through layoffs in reverse alphabetical order.147 Accordingly, 
interference with the alphabetical provision, which was an integral part of the 
seniority plan itself, constituted interference with the principle of seniority and 
thereby triggered section 703(h) protections. Viewed in this light, the absence of 
adequate proof of discrimination in Stotts can be seen to have deprived the trial 
court of any Title VII authority it might otherwise have had to modify the con
sent decree.

ity employment—the precise action that appears to have been prohibited in Stotts—but only after making 
a formal finding that the defendant had engaged in a pattern and practice of intentional discrimination—a 
finding never made in Stotts. See Arthur v. Nyquist, 415 F. Supp. 904, 944-48 (W.D.N.Y. 1976) (finding 
of intentional discrimination) and 520 F. Supp. 961 (1981) (issuance of injunction), affd, 712 F.2d 816, 
822-24 (2d Cir. 1983), cert, denied, 104 S. Ct. 3555 (1984).

147. See supra note 30 and accompanying text (discussing City’s seniority plan).
148. See, e.g., Will, supra note 7 (declaring Stotts to be “the most important civil rights ruling of the 

decade”).
149. See, e.g., Kraft, supra note 7 (Stotts “left a cloud over the constitutionality of any affirmative 

Which view of the case is correct? Logically, the view of the case that better 
corresponds to the actual nature of the problem presented in Stotts should pre
vail. The fundamental difference between the majority and the dissenting posi
tions relates to the individual as opposed to the group nature of rights conferred 
by Title VII. The majority viewed Title VII as protecting individual rights. Ac
cordingly, the majority denied the black plaintiffs retrospective relief because 
they were seeking what amounted to reparations for past injuries inflicted on an 
entire group, but were doing so under a statute that, as the retroactive-seniority 
portion of Teamsters indicates, was designed to provide retrospective relief only 
to demonstrated individual victims of discrimination. The dissenters, however 
viewed Title VII as protecting group rights. Accordingly, they would have 
granted the black plaintiffs prospective injunctive relief because they believed 
that section 706(g), in authorizing broad and flexible remedies for Title VII vio
lations, was designed to improve the social and economic condition of blacks as a 
group.

The broad readings of Stotts as a pathbreaking race discrimination case148 or 
as a case that prohibits quotas and even affirmative action itself149 focus on the 
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majority’s apparent rejection of the group nature of discrimination and discrimi
nation remedies. Moreover, the precise meaning of the legislative history on 
which the Stotts majority relies depends upon prior specification of discrimina
tion as an individual or group problem.150

action program”); Justice Department Declares Win over Quotas, supra note 8 (Justice Department states 
court-ordered or court-enforced quotas illegal under federal civil rights law); High Court Rules for Senior
ity, Not Affirmative Action, supra note 7 (suggesting that Stotts’ language expands holding beyond seniority 
context). The question of whether the Stotts holding—whatever it may eventually come to mean—is 
limited to the context of seniority or applies to all affirmative action probably turns on whether the Court 
was construing the intentional discrimination requirement of § 703(h), which governs interference with 
seniority, or whether it was construing the intentional discrimination requirements of § 706(g), which 
governs all Title VII remedies. One can speculate, cf. supra note 125 (arguing that Court focused on 
§ 703(h)), but Reagan Administration rhetoric notwithstanding, one cannot make this determination on 
the basis of the Stotts opinion alone. It is unlikely that the Justices themselves have yet decided which 
provision Stotts will ultimately be deemed to have construed.

150. The majority relies heavily on a statement made by Senator Humphrey during the legislative 
debates on Title VII, which can be read to support either the majority or the dissent, depending upon the 
view that one takes of the group or individual nature of discrimination:

No court order can require hiring, reinstatement, admission to membership, or payment of 
back pay for anyone who was not fired, refused employment or advancement or admission to a 
union by an act of discrimination forbidden by this title. This is stated expressly in the last 
sentence of Section 707(e) [enacted without relevant change as § 706(g)] .... Contrary to the 
allegations of some opponents of this title, there is nothing in it that will give any power to the 
Commission or to any court to require [hiring,] firing[, or promotion] of employees in order to 
meet a racial ‘quota’ or to achieve a certain racial balance. That bugaboo has been brought up a 
dozen times; but is nonexistent.

104 S. Ct. at 2589 (citing 110 Cong. Rec. 6549 (1964) (remarks of Sen. Humphrey)). If, like the major
ity, one believes discrimination to be essentially an individual problem, the quoted language can be read to 
prohibit affirmative action injunctions in which individuals are hired, insulated from layoffs or promoted 
because of their membership in a particular racial minority group. If, however, one believes discrimina
tion to be a group problem for which group-wide affirmative action constitutes an appropriate remedy, the 
quoted language can be interpreted to prohibit only preferential treatment for identifiable workers, whose 
names are known, unless they are able to show that they were discriminated against personally. Under 
this reading, the quoted statement simply does not concern the circumstances under which group-wide 
affirmative action might or might not be available. To the extent that this latter reading might be viewed 
as a strained reading of Senator Humphrey’s statement, such a reading does comport with the pre-Stotts 
practice of every circuit in approving race-conscious affirmative action, see 104 S. Ct. at 2606 n.10, (Black- 
mun, J., dissenting) (citing cases from each circuit approving of such action), and it could even prove to be 
a reading necessary to ensure that Title VII remedies are constitutionally sufficient in light of the school 
desegregation cases. See infra note 156 (noting that school desegregation cases establish that remedies for 
lingering effects sometimes must take form of benign racial classifications).

151. Compare Brest, Foreword: In Defense of the Antidiscrimination Principle, 90 Harv. L. Rev. 1, 48- 
52 (1976) (arguing that discrimination, and consequently discrimination remedies, should be viewed as 
individual phenomena) and Perry, The Principle of Equal Protection, 32 Hastings L.J. 1133, 1145-48 
(1981) (same) with Fiss, Groups and the Equal Protection Clause, 5 J. Phil. & Pub. Aff. 107, 147-77 
(1976) (arguing that discrimination, and consequently discriminatory remedies, should be viewed as group 
phenomena).

152. See, e.g., Freeman, Antidiscrimination Law: A Critical Review, in The Politics OF Law 96 (D. 
Kairys ed. 1982) (arguing that improper focus on individual rather than group nature of discrimination 
not only produces bad results but also legitimates counterproductive ways of thinking about race 
discrimination).

The suggestion that proper resolution of our discrimination problems turns on 
proper appreciation of the group or individual nature of those problems has 
gained considerable currency.151 Moreover, the underlying premise of much of 
the critical literature that now occupies the cutting edge of legal scholarship 
would suggest that proper characterization of discrimination problems is cru
cial.152 Indeed, the more philosophical strands of this literature seek to account 
for the present inadequacy of many of our legal doctrines by demonstrating the 
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ways in which those doctrines emanate from an ill-conceived, liberal philosophi
cal tradition that is designed to protect individual interests from evisceration by 
the state, rather than from a better-conceived, communitarian tradition in which 
shared group understandings make such legal constraints unnecessary.153

153. See, e.g., Tushnet, supra note 2, at 782-86, 824-27 (arguing that constitutional dogmas of interpre- 
tivism and neutral principles developed as solution to Hobbesian problem of restraining sovereign's power 
by establishing standard for evaluating judicial performance).

154. See Edley, Justice: In the Eye of the Beholder, 35 Harv. L. Sch. Bull. 6, 7-8 (Spring 1984) 
(discussing how different dichotomies affect view about affirmative action and how dichotomies involve 
moral judgments).

155. It is only for the sake of argument that I am willing to concede that rational analysis could ever be 
detached from factors that determine subjective preferences.

156. Although the plaintiffs in Stotts alleged constitutional as well as statutory violations, see 104 S. Ct. 
at 2581, the Supreme Court barely discusses those constitutional claims, addressing them only in a single 
footnote. See id. at 2590 n.16. The majority holds that Title VII precluded interference with seniority 
rights under the facts presented in Stotts, but that holding would have been inconsequential if the Consti-

Assuming that proper characterization of the nature of discrimination 
problems is a prerequisite to satisfactory resolution of those problems, it is diffi
cult to see how a judge could characterize discrimination without recourse to his 
or her own subjective reactions to the nature of the problem. The question of 
whether discrimination is really an individual or a group phenomenon appears to 
be nothing more than a question of perspective. Indeed, even the choice of the 
appropriate dichotomy seems to be nothing more than a matter of personal per
spective. Several other dichotomies could serve as the basis for classification— 
such as the innocence/fault dichotomy, the eamed/uneamed dichotomy, or the 
public/private dichotomy—and it is hard to conclude that one dichotomy is ob
jectively more appropriate than another.154 Even if the genuinely appropriate 
dichotomy could be selected in a satisfactory objective manner, however, the 
judge would still have to determine which half of the dichotomy genuinely em
braced his or her legal problem.

Judges seeking proper characterization of the nature of discrimination would 
seem to have only three available options. First, they could characterize the 
problem on the basis of whatever functional concerns they perceived to be at 
stake, but this would make their characterizations subject to the subjectivity of 
all functional analysis. Second, they could balance the individual against the 
group aspects of discrimination in order to determine the true nature of discrimi
nation, but the outcome would merely embody the subjectivity inherent in any 
balancing process. Finally, the judges could simply proclaim the true nature of 
discrimination to be whatever it struck them as being, without regard to the 
reason that it happened to strike them that way. That would, however, consti
tute a blatant submission to subjectivity. Such a proclamation, if not based on 
some sort of rational analysis, would necessarily be the product of the judges’ 
psychological makeup or socialization or some similar determining factor, 
which, of course, is precisely what it means to say that something is subjec
tive.155 Because the “true” nature of a problem is simply a statement about 
perspective, and because subjective elements seem to be essential in the establish
ment of perspective, the “true” nature of legal problems can only be ascertained 
through recourse to subjective values.156
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II. The Role of Doctrine

I have suggested that each of the legal issues presented in Stotts could just as

tution itself provided relief that entailed interference with seniority. In that event, Title VII would simply 
have been unconstitutional as applied to the facts of Stotts.

The school desegregation cases have now established that equal protection violations cannot be reme
died simply through adherence to prospective racial neutrality. Rather, the fourteenth amendment also 
requires some remedy for the lingering effects of past discrimination. See Swann v. Charlotte-Mecklen
burg Bd. of Educ., 402 U.S. 1, 15-16 (1971) and cases cited therein (court has broad equitable power to 
remedy past wrongs of segregation). Moreover, the remedy can, and sometimes must, take the form of 
benign racial classifications, and those remedial classifications do not themselves offend the equal protec
tion provision. See id. at 18-20 (plan for faculty assignment based on race constitutional as part of overall 
effort to desegregate); see also North Carolina State Bd. of Educ. v. Swann, 402 U.S. 43, 45-46 (1971) (flat 
prohibition of race-based student assignments unconstitutional; duty to desegregate requires consideration 
of race in formulating remedy); McDaniel v. Barresi, 402 U.S. 39, 41 (1971) (school board properly took 
students’ race into account in drawing attendance lines to achieve greater racial balance). Why then does 
the fourteenth amendment not preclude the City from insisting on seniority-based layoffs that would 
undermine the remedial objectives of the Stotts decree? Indeed, a federal district court has held that 
seniority-based layoffs of police officers, which undermined the hiring gains made by minority police of
ficers under an affirmative action decree, violated the equal protection clause, notwithstanding any Title 
VII protections that the seniority plan might have had. See NAACP v. Detroit Police Officers Ass’n, 53 
U.S.L.W. 2065 (E.D. Mich. 1984).

The equal protection guarantee of the fourteenth amendment is violated only by intentional discrimina
tion. See Washington v. Davis, 426 U.S. 229, 238-41 (1976) (holding that intentional discrimination must 
be shown for finding of equal protection violation). Accordingly, it is possible to argue that the fourteenth 
amendment permits adherence to the Memphis seniority plan because there was no finding of past inten
tional discrimination. Indeed, the Court seems to have accepted this argument in its footnote reference to 
the constitutional claims. See 104 S. Ct. at 2590 n.16. This argument, however, is only as persuasive here 
as it was in the Title VII context. Cf. supra notes 132 to 145 and accompanying text (arguing that only 
reason for no finding of past discrimination was parties’ decision to settle).

What makes more sense is that the Court tacitly assumed Title VII remedies to be coterminous with, or 
more liberal than, whatever remedies the Constitution requires. If so, the Court’s holding that no Title 
VII violation had occurred would have precluded the need to consider potential constitutional violations, 
which could not exist in the absence of a Title VII violation. General Elec. Co. v. Gilbert, 429 U.S. 125, 
132-40, 145 (1976), suggests that the meaning of “discrimination” in Title VII is similar to its meaning for 
equal protection purposes. Moreover, there is language in Washington v. Davis suggesting that courts 
scrutinize allegedly discriminatory actions less closely for fourteenth amendment purposes than they do 
for Title VII purposes, although there is no discussion of why this should be the case. See 426 U.S. at 247.

There is, however, a serious problem with assuming that the scope of the constitutional prohibition 
merely mirrors the scope of Title VII. Such a view would eliminate the possibility of ever holding a 
congressionally prescribed remedy unconstitutional because it provided insufficient relief. If, for example, 
§ 703(h) simply precluded all awards of retroactive seniority, the school desegregation cases suggest that 
the provision would be unconstitutional for the same reason that state prohibitions on benign racial classi
fications have been held unconstitutional—it would improperly interfere with compensatory relief for the 
victims of discrimination. True, Congress has been given a special role in the enforcement of the four
teenth amendment, see Katzenbach v. Morgan, 384 U.S. 641, 648-50 (1966), but that special role is gener
ally thought to be limited to prohibiting actions that might not otherwise constitute fourteenth 
amendment violations. Congress is not typically viewed as able to authorize an action that would other
wise violate the fourteenth amendment. Moreover, such deference to a politically accountable legislature, 
reflecting the transitory biases and prejudices of the electorate, would seem seriously to frustrate the 
protection of politically underrepresented minorities. This, in turn, would seem to undermine the whole 
point of judicial review, at least under one theory. See generally J. Ely, Democracy and Distrust: A 
Theory of Judicial Review (1980). There is no apparent reason, therefore, why the plaintiffs might 
not have been entitled to constitutional relief from the operation of the Memphis seniority plan even if 
they were precluded from obtaining statutory relief. And even if there is a reason, certainly it is not so 
obvious that it fails to merit discussion.

Because the Court is aware of the plaintiffs’ constitutional claim, see 104 S. Ct. at 2581, the Court 
necessarily rejects that claim, even though it does not meaningfully discuss it. If this were not the case, 
the suit would have been resolved in the plaintiffs’ favor. It goes without saying that tacit resolution of 
legal issues provides no insulation whatsoever from judicial bias. When a court does not even specify a 
legal standard that could potentially generate a result, recourse to subjective values appears to be the only 
way that the pertinent issue could have been resolved. 
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easily have been resolved one way as the other, because the governing doctrinal 
rules are too imprecise to generate only one result. Indeed, I have suggested that 
the doctrinal rules are such that they cannot be applied at all except through 
recourse to the subjective values of the decision makers. If the doctrinal indeter
minacy that characterized analysis of the legal issues in Stotts can be generalized 
to all legal issues, it raises the question of why we bother with doctrine at all. 
Wouldn’t it be more honest and efficient to concede the inevitable presence of 
bias and simply have our judges decide cases in the way that they deemed best 
under the circumstances?

A. GENERALIZATION

There is every reason to believe that the inability of doctrine to control resolu
tion of the legal issues in Stotts can be generalized to all legal issues. The reason 
that the doctrinal formulations were indeterminate in Stotts is that it was always 
possible to identify an ambiguity in the applicable legal rule. Sometimes the 
ambiguity was created by doctrinal language that was too imprecise to be of 
much guidance. For example, doctrinal language describes a justiciable case or 
controversy as an action in which the plaintiff is threatened by a “direct injury” 
that is “real and immediate” enough to give the plaintiff a “personal stake” in 
the outcome of the case, sufficient to ensure the “concrete adverseness” neces
sary to prevent a case from being dismissed on mootness or ripeness grounds.157 
On other occasions, the ambiguity was more latent, resulting from judicial in
quiry into an inherently indeterminate theoretical construct, such as the Court’s 
nominal inquiry into the parties’ intent in entering into the Stotts consent decree. 
On still other occasions, the ambiguity resulted from uncertainty about proper 
legal categorization, such as whether the trial court’s preliminary injunction con
stituted the issuance of an individualized or a class-based remedy. It is virtually 
certain that one or another of these types of ambiguities can be found lurking 
beneath the surface of any legal issue in any case.

157. See City of Los Angeles v. Lyons, 461 U.S. 95, 101 (1983) and cases quoted therein (reciting 
threshold requirements plaintiffs must satisfy to invoke federal court jurisdiction).

Meaningful resolution of the ambiguities inherent in doctrinal formulations 
can be accomplished only through recourse to some more fundamental principle 
that the doctrinal rules are designed to implement—such as a principle prohibit
ing unjust discrimination. Once direct reliance is sought on the imprecise under
lying principle, however, the subjective preferences of the judge necessarily enter 
the analysis, just as they would if the judge were told merely to prevent unjust 
discrimination. In fact, they necessarily control the analysis. Resolution of the 
doctrinal ambiguity depends upon the meaning of the underlying principle, but 
the meaning of the underlying principle itself depends upon the judge’s subjec
tive interpretation of that principle.

In analyzing the Court’s analysis of the legal issues in Stotts, I have tried to 
illustrate the ways in which three of the most common judicial techniques for 
resolving doctrinal ambiguity can work only through invocation of the judge’s 
personal values. The first such technique is functional or policy analysis. In 
discussing the Court’s resolution of the mootness issue, I suggested that mean
ingful resolution of that issue could be achieved only through a functional analy



1985] Simple Justice 1075

sis that emphasized fidelity to the policy objectives of the legal rules. Because 
policy objectives must be phrased in broad, general, and imprecise terms to be 
generally acceptable, however, functional analysis appears to accomplish nothing 
more than direct resort to the broad policy objectives themselves would accom
plish in the way of insulating decisions from judicial bias.

A second common technique for resolving doctrinal ambiguities is interest 
balancing. Indeed, some legal doctrines, such as those requiring courts to bal
ance the equities, explicitly make interest balancing the dispositive doctrinal con
sideration. In discussing the Court’s construction of the terms of the consent 
decree, I suggested that, logically, the most sensible way to get a grasp on the 
chimerical intent of the parties was by balancing the competing interests that 
were at stake. Once again, however, it turned out that the technique of interest 
balancing could only work through recourse to the subjective values of the judge 
asked to strike the balance, thereby making it too an unsatisfactory safeguard 
against judicial bias. The doctrinal rules became nothing more than a medium 
for the judge’s discretion, and it was that discretion, rather than the doctrinal 
rules, that generated the result.

The third technique for confronting doctrinal ambiguity can best be described 
as figuring out what is really going on. In discussing the Court’s resolution of 
the Title VII issue, I suggested that the essence of the issue related to the individ
ual, as opposed to the group, nature of discrimination and discrimination reme
dies. Implicit in reliance on this technique is the belief that legal issues have an 
essential nature that can be ascertained if the issues are stared at long enough. 
The nature of an issue, however, appears to be nothing more than a function of 
the perspective from which it is viewed by the judge, and perspective in turn 
appears to be nothing more than a shorthand term for subjectivity. Therefore, 
no matter how intensely we stare at legal issues, they are unlikely ever to be 
transformed from what they appear to be into what they really are.

In discussing these three particular techniques for confronting doctrinal ambi
guity, I did not intend to suggest that they were exhaustive.158 They are the 
techniques that I perceive courts to use most often, but other techniques might 
be identified. Moreover, I did not intend to suggest that any particular technique 
was the proper technique to use for resolution of any particular issue. Each of 
the techniques can easily be used to resolve virtually any legal issue. Finally, I 
did not intend to suggest that the techniques are mutually exclusive. In fact, 
they seem to be quite interrelated. Specification of the interests to be considered 
in connection with the interest-balancing technique probably depends upon a 
judge’s functional analysis of the case, which in turn, is likely to depend upon 
how the judge perceives what is really at stake in the litigation, and so on. As a 
result, it seems that there is simply no nonsubjective way in which legal doctrine 
can be applied, thereby making doctrine an utter failure at the task of guarding 
against judicial bias.159

158. It is, however, my intent to suggest that any other technique would be equally dependent upon 
subjective values.

159. I have offered more elaborate explanations for the necessary presence of bias in judicial decisions 
and have suggested that bias must exist no matter how seemingly precise the controlling language formu- 
ation might be. See Spann, supra note 88, at 528-36 (arguing that doctrinal indeterminacy pervades all 

cases).
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B. ALTERNATE FUNCTIONS

If I am correct that legal doctrine is inherently incapable of guarding against 
the subjective values of judges and in fact depends upon subjective values in 
order to have meaning, it makes sense to wonder whether legal doctrine serves 
any useful purpose at all, or whether we should simply abandon doctrinal rules 
and rely instead on direct judicial application of our policy objectives. I have 
been able to think of three alternative functions that doctrine might serve, which 
could potentially justify its continued presence in the process of legal decision 
making. First, doctrine might illuminate the proper factors for judicial consider
ation, even if it is unable to guard against subjectivity in a judge’s consideration 
of those factors. Second, doctrine might promote uniformity and consistency in 
judicial decisions by channeling whatever subjective values are involved into pre
dictable and manageable directions. Finally, although doctrine cannot preclude 
the presence of subjective values in judicial decisions, it might serve to reduce the 
amount of judicial bias that would otherwise be present, thereby holding the 
influence of the judge’s personal preferences to acceptably low levels. Ulti
mately, however, none of these alternative justifications proves to be very 
satisfying.

Whatever their shortcomings in eliminating subjectivity, doctrinal rules might 
nevertheless serve to illuminate the factors that should be considered in resolving 
Jegal issues by distinguishing between what is material and what is legally irrele
vant. Accordingly, a well-meaning judge tempted to give consideration to an 
extraneous factor is instructed by the governing doctrinal rules not to do so. 
Assume, for example, that proper resolution of the modification issue in Stotts 
turned on proper construction of the consent decree. In determining whether 
the Stotts consent decree, by its own terms, prohibited seniority-based layoffs, the 
governing contract rules indicated that the intent of the parties in entering into 
the decree was to be dispositive.160 Other factors, such as weather conditions on 
the day that the complaint was filed or the judge’s assessment of what might best 
promote harmonious race relations in Memphis, properly had no bearing on the 
decision. Closer examination, however, reveals that doctrine actually does very 
little to distinguish between factors that should and should not receive judicial 
attention, and whatever it does might well be counterproductive.

160. See supra text following note 81 (describing contract law’s treatment of parties’ intent).

Most people would agree that weather conditions on the day that the com
plaint was filed should have no bearing on proper construction of the consent 
decree. But we do not need doctrinal rules to tell us that; it just would not make 
any sense to treat weather conditions as a factor. Therefore, if doctrine is to be 
useful in illuminating factors, it must be capable of satisfactorily distinguishing 
among legitimate contenders for judicial consideration. The judge’s assessment 
of what construction of the consent decree would best promote harmonious race 
relations in Memphis does appear to be a legitimate contender. Doctrine, how
ever, does not conclusively resolve whether this factor should be considered, and 
the resolution suggested on a superficial level may not be satisfactory.

Superficially, a doctrinal instruction to inquire into the intent of the parties 
would seem to preclude judicial consideration of what would best promote har
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monious race relations. But, as indicated above,161 ascertainment of the parties’ 
intent, if not totally meaningless, is at least a tricky business. Certainly, each 
party can be said to have intended the outcome that would maximize that party’s 
own interests, but those intents conflict and cannot, therefore, constitute the 
shared intent of the parties that is relevant under contract law. If one asks the 
largely ficticious question of what intent the parties are likely to have shared, 
promotion of harmonious race relations becomes a likely candidate. After all, 
this was a class action filed against a municipality. Neither side, therefore, was 
primarily concerned with advancing any personal interest that might have been 
at stake, and the lowest common denominator between their interests may well 
have been the parties’ joint concern with improving race relations.

161. See supra note 88 and accompanying text (describing circularity in resolving unanticipated 
problems by resorting to determination of parties’ intent).

162. See generally Farnsworth, supra note 86, at 302-23, 347-58 (discussing public policy reasons for 
not enforcing unconscionable or illegal contracts).

163. See generally 53 C.J.S. (2d) Limitations of Actions § 1, at 901-04 (1948) (statutes of limitations 
designed to prevent surprise and suppress stale claims after certain period of time). Technically, a statute 
of limitations is a statute rather than a judicially developed doctrine. Construction of such statutes, how
ever, involves judicially developed doctrinal rules, as does application of the related equitable doctrine of 
laches.

Even if the parties can be shown to have possessed a different intent, not in
volving race relations at all, it still is not clear that we would wish to preclude a 
judge from considering race relations as a factor in construing the consent de
cree. Courts exist to do more than merely enforce private contracts. They are 
social institutions that exist to promote the welfare of society. Thus our courts 
will not enforce contracts that are unconscionable or illegal, even though the 
intent of the parties to have such contracts enforced is beyond question.162 Be
cause promotion of harmonious race relations is a high social priority, a doctri
nal instruction to ignore that factor in construing the decree could easily be 
rejected as unacceptable. In the same way, therefore, that doctrine is unable to 
preclude the presence of judicial bias, doctrine may also be unable to illuminate 
reliably the factors that are entitled to judicial consideration.

There is one additional category of factors that doctrine might properly illu
minate. That category consists of factors whose relevance to a proper decision 
would be generally conceded, but that the judge might simply overlook or under
value in the absence of doctrinal illumination. For example, statutes of limita
tions remind a judge that societal interests in finality and repose must be 
considered when cases are decided.163 Because those long-term considerations 
are rarely sufficient to override the more immediate substantive concerns 
presented in a case where the equities cry out for judicial intervention, their 
inclusion in the governing doctrine reminds judges that they must nevertheless 
give adequate consideration to those factors. Although the importance of such 
factors in isolated cases might seem minimal, doctrine reminds us that their cu
mulative importance cannot be ignored.

As appealing as this argument might initially appear to be, it once again has 
little to do with the existence or content of doctrine. The argument that long
term as well as short-term consequences should enter into a judge’s deliberations 
simply suggests that all good arguments should be considered before a case is 
decided. When a new factor is persuasively addressed for the first time, it merits 
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consideration even though, by definition, applicable doctrinal rules have not 
made it a material factor. Conversely, when doctrine directs a court to give 
consideration to a factor that the judge would like to underplay in light of the 
more compelling equities of a particular case, the judge can and probably should 
be expected to evade the doctrinal prominence accorded that factor, as did the 
first judge who decided to toll the statute of limitations because the defendant’s 
fraud prevented the plaintiff from filing a timely action. Standing alone, there
fore, doctrine would seem to do little to illuminate factors that properly should 
be considered in resolving legal issues.

A second potential justification for doctrine relates to its ability to facilitate 
uniformity and consistency in judicial decision making. By providing judges 
with guidance in deciding particular cases, doctrinal rules could be said to help 
ensure both that individual judges will, over time, decide similar cases in similar 
ways and that different judges will resolve similar cases in similar ways. This, of 
course, promotes desirable predictability and stability in the legal system. The 
argument that doctrine does much to advance these objectives, however, is un
convincing. In order for doctrine to serve this function, it would have to gener
ate results, or at least illuminate factors. But, as has been shown, doctrine is not 
particularly good at doing either. It is not clear, for example, whether a judge 
called upon to construe the Stotts consent decree will consider the effect that 
particular constructions may have on future race relations. Some judges will, 
and some will not. Therefore, inasmuch as this factor determines the outcome, 
governing contract doctrine fails to promote either uniformity or consistency.

To the extent that there is any uniformity or consistency in judicial decisions, 
it is just as likely to exist in spite of the doctrinal rules as because of them. A 
clear example is provided by the events that followed the Supreme Court’s inval
idation of the legislative veto in INS v. Chadha.164 Strong arguments can be 
made that the decision rendered many criminal laws in the District of Columbia 
unconstitutional because those laws were enacted pursuant to a statute contain
ing a nonseverable, unconstitutional veto provision. As a doctrinal result, many 
convicted criminals in the District of Columbia might be entitled to have their 
convictions overturned, and those who are incarcerated might be entitled to their 
release.165 It is relatively easy, however, to predict that judges in the District of 
Columbia simply will not let a large number of criminals go free. The judges will 
display a remarkable degree of uniformity and consistency, but they will do so in 
spite of—not because of—the seeming demands of doctrine. Accordingly, 
whatever is responsible for uniformity and consistency in judicial decisions ap
pears to operate independent of doctrine.166

164. 462 U.S. 919 (1983).
165. Three consolidated cases presenting particular variants of this argument are presently pending in 

the Disrict of Columbia Court of Appeals under the name of Gary v. United States, No. 83-796 (D.C. 
argued Oct. 22, 1984).

166. Arguably, there is a principle permitting criminal convictions to be upheld despite the invalidity of 
the laws under which the defendants were charged. In Linkletter v. Walker, 381 U.S. 618 (1965), the 
Supreme Court, in announcing what was essentially a cost-benefit balancing test, held that the degree of 
retroactivity to be given changes in applicable law depended upon the particular circumstances involved. 
Id. at 627-29. The test was further refined in Stovall v. Denno, 388 U.S. 293 (1967), where the Court 
identified three factors to be considered in determining the appropriate degree of retroactivity: the purpose 
of the new rule; the extent of reliance on the old rule; and the effect of retroactivity on the administration 
of justice. Id. at 297. In addition, the pre- or post-conviction stage of proceedings at which the defendant 
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Even though doctrine appears to be incapable of tightly controlling judicial 
decision making, it might be justifiable as a means of reducing the degree to 
which judges are free to give vent to their biases. Perhaps doctrine limits the 
scope of judicial discretion even though it is not able to eliminate such discretion 
completely. Perhaps judges frequently are tempted to decide cases the way that 
they want to, but actually do so only to the extent that they can get away with it 
under the governing doctrinal rules.

The theoretical question of whether doctrine imposes any constraint whatso
ever on judicial discretion is interesting, but unimportant to the present discus
sion.167 Whatever theoretical limitations may or may not be present, the 
practical, day-to-day freedom that doctrinal rules give judges in deciding cases is 
quite broad. Stotts illustrates this graphically. Stotts was an important case that 
was sure to send out signals about the future course of race relations in the 
United States. Nevertheless, few would argue that the justices operated under 
any perceptible constraint in resolving the legal issues. The case could easily 
have been decided either way.

seeks recourse to the new rule of law can have significant bearing on the outcome, as can the nature of the 
underlying right at issue. Cf. Shea v. Louisiana, 53 U.S.L.W. 4173, 4174-75 (U.S., Feb. 20, 1985) and 
cases cited therein (discussing factors that affect retroactivity of changes in law). Assuming that retroac
tivity rules fashioned in a criminal law context also apply in the legislative veto context, the number of 
prisoners likely to be released as a result of Chadha would presumably be a factor affecting the degree to 
which Chadha should be given retroactive affect. In reality, however, the broad retroactivity tests articu
lated in Linkletter and its progeny cannot fairly be said to constitute a principle capable of constraining 
judicial discretion. Rather, the judge making a retroactivity determination seems to be told little more 
than to do what seems appropriate under all of the circumstances.

167. I believe that doctrine is completely incapable of imposing any such constraints. See Spann, supra 
note 88, at 528-36 (arguing that bias exists in every judicial decision, no matter how seemingly precise the 
controlling language formulation).

168. See supra text accompanying notes 38 to 52 (discussing majority’s resolution of mootness issue). I 
do not, of course, intend to imply that Justice White could not have distinguished the mootness cases that 
stood in his way if he had been so inclined. See supra text accompanying notes 68 to 75 (discussing 
various judicial techniques to distinguish precedents and avoid finding of mootness).

169. See 104 S. Ct. at 2590 n. 16; see also supra note 156 (discussing Justice White’s footnote resolution 
of constitutional claims).

As a practical matter, judges have near-complete discretion in resolving legal 
issues for at least two reasons. First, there are virtually always outcome-determi
native doctrinal ambiguities that judges can manipulate in accordance with their 
subjective values, as consideration of the various legal issues in Stotts reveals. 
Second, even if this were not the case, judges could always “cheat” if they de
sired to reach a particular result badly enough. Despite the fact that there might 
be a consensus resolution of a particular legal issue, the judge is by no means 
bound to resolve the issue in accordance with that consensus. Even if the judge 
lacks the analytical skills to argue convincingly in favor of the result he or she 
desires, the judge can, on a limited number of occasions at least, simply assert 
the desired result. Arguably, this is precisely what Justice White did in resolving 
the mootness issue in Stotts.168 Moreover, judges can use a variety of techniques 
to reduce the likelihood that others will recognize that they have “cheated.” 
Judges can, for example, resolve the issue in summary fashion with very little 
discussion, as Justice White did with respect to the plaintiffs’ constitutional 
claims in Stotts.169 They can also frame the legal issues in terms of esoteric 
technical doctrines relating to things like justiciability and thereby reduce the 
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number of observers who will appreciate the problems in their analyses. In addi
tion, judges can increase the scope of their operative discretion through obfusca
tion and reliance on legal assertions of questionable relevance, as Justice White 
arguably did in his footnote resolution of the scope of review issue.170 As long as 
judges do not “cheat” too often, they probably have the latitude to “cheat” 
whenever their subjective values tell them that they should. Although limita
tions in intelligence, creativity, or legal sophistication may limit the scope of a 
judge’s discretion, doctrine itself does very little to impose meaningful 
constraints.

170. See 104 S. Ct. at 2585 n.8; see also supra note 77 (discussing Justice White’s characterization and 
resolution of scope of review issue).

C. SIMPLE JUSTICE

Doctrine is inherently incapable of serving its central functions—constraining 
judicial discretion and guarding against the subjective values of judges who re
solve our legal disputes—because doctrinal rules necessarily depend upon those 
subjective values in order to have any meaning. For the same reason, doctrine 
also fails to serve any useful alternative function. It is, therefore, tempting to 
conclude that we should recognize our doctrinal charade for what it is, and sim
ply abandon doctrine in favor of direct judicial application of our policy objec
tives. If judges purport to do nothing more than prevent unjust discrimination, 
we can read their decisions free from the mystique of neutral principles and re
spond accordingly. Indeed, we could even supersede the intermediate formula
tions of our policy objectives, formulations such as the prevention of unjust 
discrimination, and have our judges apply directly our one overriding objective. 
We could simply instruct our judges to go forth and do justice.

But there is an air of unreality about all of this. Intuitively, some resolutions of 
legal issues are better than others. Intuitively, some functions are better served 
by one case outcome than another; some balances are properly struck one way 
but not another; and some ways of looking at the essential nature of legal 
problems are simply better than others. Moreover, to the extent that judges per
ceive these things to be true, their actions are very likely to be constrained. Obvi
ously, something is wrong. Doctrine cannot both depend upon subjective values 
for its meaning and yet guard against subjectivity in legal analysis. What is 
wrong is that we have it all exactly backwards.

Legal doctrine does not constrain judicial decision making. Rather, it is judi
cial decision making that constrains doctrine. Legal doctrine can be best under
stood as an attempt by a collection of individual jurists to ascertain and 
articulate the prevailing values of their society. For example, the reason that the 
equal protection clause means something different in 1985 than it meant in 1885 
is not because the language of the clause changed but because the social values 
that the clause is intended to implement have changed. The way we know that 
the underlying values have changed is because our judges have told us so. But 
how do the judges know? The only way that the judges can know is by interpret
ing what they perceive to be going on in the society around them. Their inter
pretations may be based on a wealth of data derived from oral arguments, 
political polls, or urban riots, but they are interpretations nevertheless. Like ju
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dicial interpretations of doctrine, judicial interpretations of prevailing social 
norms necessarily depend upon the subjective values of the judges in order to 
have any meaning. Therefore, to the extent that doctrine is simply an outgrowth 
of individual decisions either of numerous common law courts or numerous 
Supreme Court Justices, it takes its shape from whatever forces constrain judicial 
decisions. And judicial decisions are constrained only by the subjective prefer
ences of the judges who issue them. The presence or absence of doctrine hardly 
seems to matter. Like it or not, it appears that our judges are indeed dispensing 
simple justice.

III. Conclusion

My theory is that there is not much difference between subjective values and 
neutral principles—simple justice is not much different from the complicated 
kind. If that is so, the quest for constraints on judicial bias is probably mis
guided; in any event it is certainly futile. Recently, legal scholars have begun to 
abandon the quest and to reconceive the nature of the legal system in a way that 
is not dependent upon principled constraint of our legal decision makers.171 It is 
not clear what such a reconceived legal system would look like, but transcending 
the artifical distinction between principle and bias is almost certain to be an 
advance.

171. See Tushnet, supra note 89, and commentators discussed therein.
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federal securities law concerning nonpublic information.
Chiarella involved a printer or “markup man” who handled, among other 

documents, five announcements of corporate takeover bids. Although the identi
ties of the acquiring and target corporations initially were left blank or disguised, 
Chiarella deduced the names of target companies and purchased stock in them 
before the takeover attempts were made public. Writing for the majority, Justice 
Powell held that “[o]ne who fails to disclose material information prior to the 
consummation of a transaction commits fraud only when . . . one party has 
information ‘that the other [party] is entitled to know because of a fiduciary or 
other similar relation of trust and confidence between them.’”* 3 Justice Powell 
acknowledged that the duty to disclose would run between “the shareholder of a 
corporation and those insiders who have obtained confidential information by 
reason of their position with that corporation.”4 But, Justice Powell concluded, 
the trial court failed to specify in its jury instruction what duty the printer 
Chiarella had violated. Clearly he was not a corporate insider, nor had he re
ceived confidential information from the target corporation. Furthermore, the 
Supreme Court majority was not persuaded by the Court of Appeals rule that 
“[ajnyone—corporate insider or not—who regularly receives material nonpublic 
information may not use that information to trade in securities without incurring 
an affirmative duty to disclose.”5 As Justice Powell explained:

45 U. Pm. L. Rev. 923 (1984); Comment, Dirks v. Securities Exchange Commission, 23 Duq. L. Rev. 
443 (1985); Comment, Rule 10b-5 and the Fiduciary Doctrine : Dirks v. SEC, 4 J.L. & Com. 127 (1984); 
Comment, Dirks v. SEC: Increased Exposure to Rule 10b-5 Liability for Broker-Dealers, 51 U. ClN. L. 
Rev. 849 (1982); Comment, Securities Regulation: Rule 10b-5 of SEC Act—Tippees Are Not Liable for 
Insider Trading, Absent a Breach of the Insider’s Fiduciary Duty, 23 Washburn L.J. 729 (1984); Com
ment, Tippee Liability Under Rule 10b-5 Predicated on Whether Tipper Tips to Secure Personal Benefit, 62 
Wash. U.L.Q. 165 (1984).

3. 445 U.S. at 228. Justice Powell principally relied on Cady, Roberts & Co., 40 S.E.C. 907 (1961) for 
this proposition. Id. at 227-28. He also cited Daum & Phillips, The Implications of Cady, Roberts, 17 
Bus. Law. 939 (1962). 445 U.S. at 228 n.10.

4. 445 U.S. at 228-29.
5. Id. at 231 (quoting United States v. Chiarella, 588 F.2d 1358, 1365 (2d Cir. 1978)).
6. Id. at 232-33.
7. Id. at 235. Since Chiarella, employees have been found to violate rule 10b-5 under this theory. See 

SEC v. Materia, 745 F.2d 197 (2d Cir. 1984) (upholding SEC injunction against employee of financial 
printing company), cert denied, 53 U.S.L.W. 3757 (U.S. April 23, 1985); United States v. Newman, 664 
F.2d 12 (2d Cir. 1981) (reinstating indictment of securities trader and employees of investment bank who 
allegedly misappropriated confidential information). See also Note, Securities—Rule 10b-5—Corporate 
Outsider May Be Liable For Failure to Disclose or Abstain Under Rule I0b-5 Based on Employer-Employee

The element required to make silence fraudulent—a duty to dis
close—is absent in this case. No duty could arise from petitioner’s re
lationship with the sellers of the target company’s securities, for 
petitioner had no prior dealings with them. He was not their agent, he 
was not a fiduciary, he was not a person in whom the sellers had placed 
their trust and confidence. He was, in fact, a complete stranger who 
dealt with the sellers only through impersonal market transactions.6

The Supreme Court majority did leave open the possibility that Chiarella 
“breached a duty to the acquiring corporation when he acted upon information 
that he obtained by virtue of his position as an employee of a printer employed 
by the corporation.”7 However, the Court did not decide whether that theory
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had merit because it had not been submitted to the jury.8 The Court majority 
also did not address the “misappropriation theory” outlined in Chief Justice 
Burger’s dissent because it too had not been included in the jury instructions.9 
According to Chief Justice Burger, any person who misappropriates nonpublic 
information has an absolute duty to disclose that information or refrain from 
trading.10

Three years later, in Dirks, the Supreme Court extended the teaching of 
Chiarella. Dirks, an investment analyst specializing in insurance company se
curities, was informed by Secrist, a former officer of Equity Funding of America, 
that the assets of Equity Funding were vastly overstated as a result of fraudulent 
practices. In the course of investigating Secrist’s allegations, Dirks told at least 
five investment advisers about the information he had obtained. In turn, these 
advisers liquidated more than $16 million of Equity Funding stock before the 
Equity Funding scandal became public knowledge.11

The SEC brought an administrative action against Dirks based on the theory 
that “when ‘tippees’—regardless of their motivation or occupation—come into 
possession of material information ‘that they know is confidential and know or 
should know came from a corporate insider,’ they must either publicly disclose 
that information or refrain from trading.”12

The Supreme Court disagreed. Justice Powell, again writing for the majority, 
accepted the SEC’s characterization of Dirks as a “tippee” (that is, the recipient 
of a tip). But Justice Powell argued that “unlike insiders who have independent 
fiduciary duties to both the corporation and its shareholders, the typical tippee 
has no such relationships.”13 Nonetheless, he acknowledged the clear need for a 
ban on some tippee trading: “Not only are insiders forbidden by their fiduciary 
relationship from personally using undisclosed corporate information to their 
advantage, but they may not give such information to an outsider for the same 
improper purposes of exploiting the information for their personal gain.”14

Accordingly, the Court concluded that “[sjome tippees must assume an in
sider’s duty to the shareholders not because they receive inside information, but 
rather because it has been made available to them improperly."15 The key to the 
test “is whether the insider personally will benefit, directly or indirectly, from his 
disclosure. Absent some personal gain, there has been no breach of duty to 
stockholders. And absent a breach by the insider, there is no derivative 

U breach.”16 The Court recognized the difficulty in applying the test:
.1

-- ------------------------------------------------------------------------------------------------------------------------------------- 
Fiduciary Relationship—United States v. Newman, 664 F.2d 12 (2d Cir. 1981), 13 Seton Hall L.J. 178 

;i (1982) (criticizing Newman results as inconsistent with Chiarella logic).
8. 445 U.S. at 236. Justice Stevens, in a concurring opinion, agreed that the Court “wisely leaves the 

|!i resolution of this issue for another day.” Id. at 238.
,J 9. Id. at 236-37 & n.21.

10. Id. at 240 (Burger, C.J., dissenting). Justice Brennan agreed. Id. at 239. Justices Blackmun and 
Marshall, in a separate dissenting opinion, appeared to agree with Chief Justice Burger but stated that it 
was unnecessary to rest conviction on a misappropriation theory. Id. at 245.

11. 463 U.S. at 649. As is customary in the securities business, at least one of the advisers promised to 
direct brokerage business to Dirks’ firm in return for Dirks’ “research.” Id. at 649 n.2.

12. Id. at 651 (quoting Chiarella, 445 U.S. at 230 n.12).
13. Id. at 655.
14. Id. at 659.
15. Id. at 660 (emphasis in original).
16. Id. at 662.
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This requires courts to focus on objective criteria, i.e., whether the 
insider receives a direct or indirect personal benefit from the disclosure, 
such as a pecuniary gain or a reputational benefit that will translate 
into future earnings. . . . There are objective facts and circumstances 
that often justify such an inference. For example, there may be a rela
tionship between the insider and the recipient that suggests a quid pro 
quo from the latter, or an intention to benefit the particular recipient. 
The elements of fiduciary duty and exploitation of nonpublic informa
tion also exist when an insider makes a gift of confidential information 
to a trading relative or friend. The tip and trade resemble trading by 
the insider himself followed by a gift of the profits to the recipient.17

17. Id. at 663-64.
18. Id. at 666-67.
19. 623 F.2d 796 (2d Cir. 1980).
20. 463 U.S. at 662 n.22.

The Court further amplified this theory in its discussion of three separate fac
tual situations. First, the Court exonerated Dirks:

It is clear that neither Secrist nor the other Equity Funding employ
ees violated their . . . duty to the corporation’s shareholders by pro
viding information to Dirks. The tippers received no monetary or 
personal benefit for revealing Equity Funding’s secrets, nor was their 
purpose to make a gift of valuable information to Dirks. As the facts 
of this case clearly indicate, the tippers were motivated by a desire to 
expose the fraud. ... In the absence of a breach of duty to sharehold
ers by the insiders, there was no derivative breach by Dirks. Dirks 
therefore could not have been “a participant after the fact in [an] in
sider’s breach of fiduciary duty.”18

Second, the Court discussed Walton v. Morgan Stanley & Co.,19 where an in
vestment bank, representing a corporate client, investigated another firm as a 
possible takeover target. The investment bank was given unpublished material 
information by the potential target. When the client of the investment bank 
decided not to pursue the takeover, the investment bank traded in the stock of 
the target firm. Since the information had been supplied to the investment bank 
in arm’s length negotiations, the Court appeared to agree with the conclusion of 
the Court of Appeals for the Second Circuit that “in the absence of any fiduciary 
relationship, [there was] no basis for imposing tippee liability on the investment 
firm.”20

Third, cutting the other way, the Court noted in its often cited footnote 
fourteen:

Under certain circumstances, such as where corporate information is 
revealed legitimately to an underwriter, accountant, lawyer, or consult
ant working for the corporation, these outsiders may become fiducia
ries of the shareholders. The basis for recognizing this fiduciary duty is 
not simply that such persons acquired nonpublic corporate informa
tion, but rather that they have entered into a special confidential rela
tionship in the conduct of the business of the enterprise and are given 
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access to information solely for corporate purposes. . . . When such a 
person breaches his fiduciary relationship, he may be treated more 
properly as a tipper than a tippee. . . . For such a duty to be imposed, 
however, the corporation must expect the outsider to keep the dis
closed nonpublic information confidential, and the relationship at least 
must imply such a duty.21

The most sweeping implication of Chiarella and Dirks is easily recognized. 
The cases foreclose further invocation of the parity of information theory or 
similar theories which had held that case law precluded anyone who possessed 
material nonpublic information from trading before the information was effec
tively disseminated to the public.22

As the lower courts have attempted to apply Chiarella and Dirks, it also has 
become clear that these decisions have had a confusing and unsettling impact on 
rule 10b-523 and related case law.24 Rule 10b-5 cases typically are analyzed in

21. Id. at 655 n. 14. The majority decision in Dirks also noted that federal court of appeals Judge 
Wright “found that Dirks acquires a fiduciary duty by virtue of his position as an employee of a broker
dealer.” Id. at 665 n.26. The SEC did not argue that theory to the Supreme Court, leading the court 
majority to conclude that “[t]he merits of such a duty are therefore not before the Court.” Id.

22. The most significant articulation of this view appeared in SEC v. Texas Gulf Sulphur, 401 F.2d 833 
(2d Cir. 1968), cert, denied, 394 U.S. 976 (1969):

The essence of the Rule is that anyone who, trading for his own account in the securities of a 
corporation has “access, directly or indirectly, to information intended to be available only for a 
corporate purpose and not for the personal benefit of anyone” may not take “advantage of such 
information knowing it is unavailable to those with whom he is dealing,” i.e., the investing 
public. Matter of Cady, Roberts & Co., 40 SEC 907, 912 (1961). Insiders, as directors or man
agement officers are, of course, by this Rule, precluded from so unfairly dealing, but the Rule is 
also applicable to one possessing the information who may not be strictly termed an “insider” 
within the meaning of Sec. 16(b) of the Act. Cady, Roberts, supra. Thus, anyone in possession 
of material inside information must either disclose it to the investing public, or, if he is disabled 
from disclosing it in order to protect a corporate confidence, or he chooses not to do so, must 
abstain from trading in or recommending the securities concerned while such inside information 
remains undisclosed.

401 F.2d at 848.
Similarly, the Court of Appeals for the Second Circuit in United States v. Chiarella had held that 

“(ajnyone—corporate insider or not—who regularly receives material non-public information may not 
use that information to trade in securities without incurring an affirmative duty to disclose.” 588 F.2d 
1358, 1365 (2d Cir. 1978). Brudney also has argued that “the essential . . . element which makes an 
informational advantage unusable by those who possess it in dealing with those who do not is the inability 
of the latter to overcome it lawfully, no matter how great may be their diligence or large their resources.” 
Brudney, supra note 1, at 354.

23. 17 C.F.R. § 240.10b-5 (1984). It is generally believed that the amount of trading on nonpublic 
information has been increasing. The House Report accompanying the 1984 Insider Trading Sanctions 
Act attributed this increase to the growth in the number of mergers and tender offers and the growth in 
the option markets “where a small investment in options can yield enormous profits if the underlying 
stock increases in value as a result of a tender offer announcement or other news.” H.R. Rep. No. 355, 
98th Cong., 1st Sess. 5 (1983). For different reasons, the Commodity Futures Trading Commission also 
made a major study of trading while in possession of material nonpublic information. See Commodity 
Future Trading Commission, A Study of the Nature, Extent and Effects of Futures Trad
ing By Persons Possessing Material, Nonpublic Information (1984). Canadian interest in in
sider trading regulation also recently has increased. See generally Beck, Of Secretaries, Analysts and 
Printers: Some Reflections on Insider Trading, 8 Can. Bus. L.J. 385 (1984); Rosenbaum, Simmonds, 
Simpson & Vaidila, Corporate and Investment Attitudes Towards Insider Trading in Canada, 8 Can Bus 
L.J. 485 (1984).

24. See, e.g., 17 C.F.R. § 240.14e-3 (1984) (regulating securities transactions on basis of material, non
public information in context of tender offers). Rule 14e-3 was one SEC response to the Supreme Court’s 
decision in Chiarella. 1933 Securities Act Release No. 6239 (Sept. 4, 1980). 
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three categories: “insiders” dealing with “inside” information, “outsiders,” usu
ally tippees, dealing with “inside” information, and “outsiders” dealing with 
“outside” or “market” information. Within each category, Chiarella and Dirks 
significantly altered the scope of securities fraud law liability.

The Supreme Court in Chiarella went to some lengths to stress that “applica
tion of a duty to disclose prior to trading guarantees that corporate insiders . . . 
will not benefit personally through fraudulent use of material, nonpublic infor
mation.”25 This language seemed to suggest a general prohibition at least on 
insider trading while in possession of material “inside” information. Chiarella, 
however, also emphasized that the insider’s fiduciary duty ran to corporate 
stockholders.26 Several courts interpreted the duty to stockholders as permitting 
corporate insiders to trade stock options while in possession of “inside informa
tion.”27 To allow insiders to trade at will on the basis of inside information as 
long as they trade in stock options rather than stock would make a mockery of 
rule 10b-5. While it is true that options on only about 400 stocks are traded on 
the organized options exchanges,28 options on other stocks may be purchased on 
a custom-made basis in the over-the-counter market.29 Congress, however, 
plugged this loophole in 1984 by amending section 20 of the Securities Exchange

25. Chiarella, 445 U.S. at 230. This prohibition on “insider” misuse of material, nonpublic information 
has frequently been stated in earlier case law. See, e.g., SEC v. Texas Gulf Sulphur, 401 F.2d 833, 848-49 
(2d Cir. 1968) (insider “may not ‘take advantage of such information knowing it is unavailable to those 
with whom he is dealing,’ i.e., the investing public”) (quoting Cady, Roberts & Co., 40 S.E.C. 907, 912 
(1961), cert, denied, 394 U.S. 976 (1969)); Speed v. Transamerica Corp., 99 F. Supp. 808, 828-29 (D. Del. 
1951) (majority shareholder takes unfair advantage of minority shareholder when he or she offers to 
purchase minority’s stock without disclosing substantial appreciation of corporation’s inventory); Kardon 
v. National Gypsum, 73 F. Supp. 798, 800 (E.D. Pa. 1947) (such use by insider constitutes “fraud or 
deceit” under rule 10b-5).

26. Chiarella, 445 U.S. at 230. Cf. Superintendent of Insurance of State of New York v. Bankers Life 
and Casualty, 404 U.S. 6, 13 (1971) (“The controlling stockholder owes the corporation a fiduciary 
duty—one ‘designed for the protection of the entire community of interests in the corporation—creditors 
as well as stockholders.’”) (quoting Pepper v. Litton, 308 U.S. 295, 307 (1939)).

27. See Laventhall v. General Dynamics Corp., 704 F.2d 407, 410-13 (8th Cir.) (options holder lacks 
standing to sue corporation trading solely in common stock), cert, denied, 104 S. Ct. 150 (1983); In re 
McDonnell Douglas Corp. Sec. Litig., 567 F. Supp. 126, 126-27 (E.D. Mo. 1983) (options holder lacks 
standing when insider sells stock; no special relationship between parties); see also Pittsburgh Terminal 
Corp. v. Baltimore & O.R.R. Co., 680 F.2d 933, 941 (3d Cir.) (“Although no Maryland case has been 
called to our attention presenting the precise issue of fiduciary obligations to holders of securities contain
ing stock options, we would be very much surprised if Maryland or any other state would today hold that 
such obligations were owed by an issuer of such securities and its directors.”), cert, denied, 459 U.S. 1056 
(1982); O’Connor & Assoc, v. Dean Witter Reynolds, Inc., 529 F. Supp. 1179, 1185 (S.D.N.Y. 1981) 
(insiders do not owe fiduciary duty as options traders, but an options trader has standing to bring suit on 
theory that fiduciary duty violated by defendants to their respective corporations). It is unlikely after 
Moss v. Morgan Stanley, 719 F.2d 5 (2d Cir. 1983), cert, denied, 104 S. Ct. 1280 (1984), that standing 
would now be granted in the Second Circuit in such a case.

28. See Seligman, The Structure of the Options Markets, 10 J. Corp. L. 141, 144 (1984) (options on 378 
listed stocks traded during Nov. 1983 on four options exchanges).

29. Staff of House Comm. On Interstate and Foreign Commerce, 96th Cong., 1st Sess., 
Report of the Special Study of the Options Market to the SEC 73-76 (Comm. Print 1978). 
Indeed, over-the-counter options were employed in Texas Gulf Sulphur, 401 F.2d at 852, 856. For an 
analysis of the issues in Texas Gulf Sulphur, see generally, W. Painter, The Federal Securities 
Code and Corporate Disclosure 152-250 (1979); Fleischer, Securities Trading and Corporate Infor
mation Practices: The Implications of the Texas Gulf Sulphur Proceeding, 51 Va. L. Rev. 1271 (1965); 
Mundheim, The Texas Gulf Sulphur Complaint, 1966 J. Bus. L. 284; Painter, Inside Information: Grow
ing Pains for the Development of Federal Corporation Law under Rule 10b-5, 65 Colum. L. Rev. 1361 
(1965); Ruder, Texas Gulf Sulphur—The Second Round: Privity and State of Mind in Rule 10b-5 
Purchase and Sale Cases, 63 Nw. U.L. Rev. 423 (1968).
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Act of 1934 to clarify that tipping or trading in stock options is unlawful to the 
same extent as tipping or trading in the underlying stock.30 Other aspects of 
“insider” trading on the basis of “inside” information were not addressed. For 
example, section 20 did not address the duty, if any, owed by insiders to holders 
of debt securities.31

30. Securities Exchange Act of 1934, § 20(d), 15 U.S.C. § 78t(d) (West Supp. 1984).
31. Id. Several decisions have suggested that no duty runs from insiders to debt security holders. See, 

e.g., Lowry v. Baltimore & O.R.R., 707 F.2d 721, 723 (3d Cir.) (purchasers of convertible debentures lack 
standing to assert claims arising from dividend declaration), cert, denied, 104 S. Ct. 238 (1983); Cole v. 
Ford Motor Co., 566 F. Supp. 558, 565-66 (W.D. Pa. 1983) (credit corporation not party to stock transac
tion has no duty to disclose); Kirshner v. Goldberg, 506 F. Supp. 454, 457-58 (S.D.N.Y. 1981) (complaint 
dismissed for failure to plead existence of trust relationship). But see Pittsburgh Terminal Corp. v. Balti
more & O.R.R. Co., 680 F.2d 933, 941 (3d Cir.) (issuers of convertible debentures owe fiduciary duty to 
holders), cert, denied, 459 U.S. 1056 (1982)

32. Texas Gulf Sulphur, 401 F.2d at 853.
33. See infra note 225 (discussing leading pte-Dirks cases concerning tippee liability).
34. Walton v. Morgan Stanley, 623 F.2d 796 (2nd Cir. 1980).
35. One federal district court, troubled by the implications of such a standard, extended liability to a 

“temporary insider” when it was unable to find liability of a tippee. SEC v. Lund, 570 F. Supp. 1397, 
1402-03 (C.D. Cal. 1983). See infra text accompanying notes 241 to 243 (further discussion of Lund).

36. 17 C.F.R. § 240.14e-3 (1984).
37. Id. See infra text accompanying notes 151 to 155 (further discussion of Rule 14e-3).
38. Walton v. Morgan Stanley, 623 F.2d 796, 799 (2d Cir. 1980). See also Schick v. Steiger, 583 F. 

Supp. 841, 847 (E.D. Mich. 1984) (no violation of 10b-5 by tippee one step removed from insider where 
insider had no intention that original tippee would pass on information).
■ lr/EDe^EC L' Rep_(CCH) r 99,497 (W.D. Okla. 1983). All defendants ultimately were exonerated 
in SEC v. Switzer, 590 F. Supp. 756 (W.D. Okla. 1984).

Congress also has not addressed the problems of “tipper and tippee” liability. 
Case law before Chiarella and Dirks had characterized the conduct of tippees as 
“equally reprehensible” as that of inside tippers;32 tippees usually were subject to 
a “disclose or abstain from trading” duty when they traded on the basis of non
public information that they knew was communicated directly or indirectly by 
an insider.33 The Dirks requirement that the inside tipper personally will benefit 
from the tip has altered the scope of tippee liability. At the least, in instances 
such as Walton v. Morgan Stanley,34 when an insider provides information to an 
outsider at “arm’s length” without violating a fiduciary duty, the tippee is given 
carte blanche to trade on the basis of that information as far as rule 10b-5 is 
concerned.35 This creates an anomalous situation. On the one hand, under rule 
14e-3,36 it usually will be illegal for any person to purchase or sell securities 
while in possession of material nonpublic information relating to a tender offer 
acquired from the offeror, the target corporation, or officers, directors, partners 
or employees of either firm.37 On the other hand, an investment bank hired to 
investigate a potential tender offer target apparently may trade securities based 
on material nonpublic information supplied to it by the potential target if a sub
sequent tender offer is not made.38 Indeed, it now appears possible for an insider 
in one corporation to receive inside information about a second corporation and 
trade on the basis of the information, so long as the insider can demonstrate that 
the information initially was provided for a legitimate corporate purpose such as 
consideration of a joint venture or loan arrangement.

The Dirks analysis of tippee liability also has complicated proof of a rule 10b-5 
violation. SEC v. Platt39 illustrates the increased complexity of rule 10b-5 litiga
tion. In Platt, the football coach of the University of Oklahoma, while sitting in 
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the stands at a track meet, overheard a business executive tell his wife material 
nonpublic information concerning a firm for which he served as a director. To 
prove a violation of rule 10b-5 today, a plaintiff must show that the tip was 
intentional and knowing, and that the insider, here the executive, will benefit 
from the tip. If the plaintiff is unable to prove these elements, the tippee, in this 
case the coach, will not be liable either for trading profits or for tips he made to 
more remote tippees. In contrast, before Chiarella and Dirks, proof that the tip
per would benefit from the tip was unnecessary.

Finally, Chiarella and Dirks may exonerate outsiders who trade on the basis of 
“outside” information. It now is unclear whether a government official would 
violate federal securities law by purchasing or selling a particular stock while in 
possession of material nonpublic information about that stock.40 To date, the 
Supreme Court has not adopted a misappropriation theory that would hold such 
conduct to be in violation of rule 10b-5.41 It remains certain that a registered 
investment adviser may not recommend securities without disclosing that he or 
she owns the recommended securities.42 But after Chiarella and Dirks, a news
paper columnist, not required to be registered as an investment adviser, may be 
entitled to recommend securities without disclosing that he or she owns the re
commended securities.43

40. A pre-Chiarella case held the tippee of an official of the Federal Reserve Board in violation of Rule 
10b-5 for trading while in possession of nonpublic information about impending interest rate changes. 
Blyth & Co., 43 S.E.C. 1037, 1038-40 (1969). Other cases have held government officials or their tippees 
liable for violation of a federal criminal statute proscribing conspiracies to defraud the United States, or 
any agency thereof, United States v. Peltz, 433 F.2d 48, 51-52 (2d Cir. 1970), cert, denied, 401 U.S. 955 
(1971), or for violation of the mail fraud statute, United States v. Keane, 522 F.2d 534, 551 (7th Cir. 
1975), cert, denied, 424 U.S. 976 (1976). For further discussion of government employees and insider 
trading, see generally Barry, supra note 1, at 1374-76; Fleischer, Mundheim & Murphy, An Initial Inquiry 
into the Responsibility to Disclose Market Information, 121 U. Pa. L. Rev. 798, 821-24 (1973); 
Langevoort, supra note 1, at 34-35; Note, The Government Insider and Rule 10b-5: A New Application for 
an Expanding Doctrine, 47 S. Cal. L. Rev. 1491 (1974).

41. See supra text accompanying notes 9 to 10 (discussion of misappropriation theory).
42. See SEC v. Capital Gains Research Bureau, 375 U.S. 180, 201 (1963) (Investment Advisers Act of 

1940 compels adviser to disclose purchases made before buy recommendation).
43. This was the basic issue in U.S. v. Winans, [Current] Fed. Sec. L. Rep. (CCH) (| 92,085 (June 24, 

1985), the criminal indictment filed against Wall Street Journal reporter Foster Winans. One pre- 
Chiarella case found a newspaper columnist in violation of rule 10b-5 when he “scalped” or bought stock 
in companies he expected to discuss favorably. See Zweig v. Hearst Corp., 594 F.2d 1261 (9th Cir. 1979).

Congress should end this confusion and reimpose the “parity of information” 
approach to fraud liability under federal securities law. This standard was a 
clearer statement of law, a more effective deterrent on trading while in posses
sion of nonpublic information, and easier to enforce than the duty standard es
tablished in Chiarella and Dirks. The parity of information approach made 
securities fraud law predictable. It gave traders clear notice of what types of 
trading were illegal and reduced the need for litigation to establish the scope of 
the applicability of securities fraud law.

The reimposition of a parity of information approach would not represent a 
novel approach to federal securities law liability. Part I of this article illustrates 
that in several instances the federal securities laws have supplanted common law 
liability theories based on fiduciary or similar duties with statutory standards 
based on the parity of information approach. Part II then examines the policy 
arguments in favor of defining the scope of securities law liability in terms of the 
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parity of information approach. Initially, Part II analyzes the “integrity of the 
market” theory underlying the parity of information approach. Part II then 
contrasts the parity of information approach with the Chiarella and Dirks duty 
approach in a series of leading test cases. The article concludes with a legislative 
proposal to reform the securities laws concerning trading while in possession of 
nonpublic information.

I. Background

The insistence in Chiarella and Dirks that liability for trading on the basis of 
material nonpublic information attaches only when the trader is subject to a 
fiduciary or similar duty echoes common law standards applicable to securities 
traders.44 It is useful therefore, to begin this analysis by understanding the com
mon law standard and why the federal securities laws have generally supplanted 
it.

44. Indeed, Justice Powell’s adumbration of the duty to disclose was directly derived from Restate
ment (Second) of Torts § 55 l(2)(a) (1976). See Chiarella, 445 U.S. at 228. It is worth emphasizing 
that the Supreme Court in Chiarella and Dirks and this article are solely concerned with instances of 
trading while in possession of material nonpublic information, so-called “material omission” or “silence” 
cases. A different common law analysis is applicable in cases of material misrepresentations. See 5 Ja
cobs, Litigation and Practice Under Rule 10b-5 § 2.01(a) (2d ed. 1981) (no special common law 
remedy for misrepresentation; limited to deceit or rescission remedy); Comment, The Prospects for Rule 
X-10B-5: An Emerging Remedy for Defrauded Investors, 59 Yale L.J. 1120, 1123-24 (1950) (equity suit 
for rescission and tort action for deceit sole common law misrepresentation remedies); see also Equitable 
Life Insurance Co. of Iowa v. Halsey, Stuart & Co., 312 U.S. 410, 425 (1941) (to tell less than whole truth 
may constitute fraudulent misrepresentation); Buckley v. Buckley, 230 Mich. 504, 509, 202 N.W. 955, 956 
(1925) (jury could find that silence defrauded plaintiff); 3 L. Loss, Securities Regulation 1433-34 (2d 
ed. 1961) (discussion of half-truths at common law). For a recent note concerning common law stan
dards, see Note, Insider Trading at Common Law, 51 U. Chi. L. Rev. 838 (1984).

45. 2 T. Cooley, Law of Torts § 351, at 566 (4th ed. 1932). See also, 1 F. Harper & F. James, The 
Law of Torts § 7.14 (1956) (where parties deal at arm’s length, neither can complain of other’s mere 
silence); James & Gray, Misrepresentation—Part II, 37 Md. L. Rev. 488, 523-27 (1978) (harshness of rule 
has been mitigated by limitations and exceptions); Keeton, Fraud—Concealment and Non-Disclosure, 15 
Tex. L. Rev. 1, 31-39 (1936) (discussion of limits on doctrine of caveat emptor since its origin).

46. 15 U.S. (2 Wheat) 178 (1817). Accord Peek v. Gurney, 6 L.R. Ch. 377, 403 (1873) (“Mere nondis
closure of material facts, however morally censurable . . . would in my opinion form no ground for an 
action in the nature of an action for misrepresentation.”); Restatement, supra Note 44, § 551 (restating 
Laidlaw and other cases).

A. THE COMMON LAW

Underlying the common law standard applicable to trading while in posses
sion of nonpublic material information was the notion of caveat emptor. 
“[E]very person,” Cooley wrote, “is expected to look after his own interest, and 
is not at liberty to rely upon the other party to protect him against the conse
quences of his own blunders or heedlessness.”45 Perhaps the most often cited 
explanations of why the common law enforced the standard, “Let the buyer be
ware,” are those associated with the 1817 United States Supreme Court opinion 
Laidlaw v. Organ.46 In Laidlaw, the court held that a vendor of tobacco had no 
duty to inform his vendee of his nonpublic knowledge that a treaty of peace had 
been signed at Ghent by the American and British commissioners, an extrinsic 
circumstance likely to affect the price of tobacco. Chief Justice Marshall stated 
in the key sentence of his six sentence opinion that “[i]t would be difficult to 
circumscribe the contrary doctrine within proper limits, where the means of in-
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telligence are equally accessible to both parties.”47

47. Laidlaw v. Organ, 15 U.S. at 195.
48. Kronman, supra note 1, at 11-12. Other commentators have offered noneconomic bases for the rule 

in Laidlaw. See Barry, supra note 1, at 1360 n.198 (‘“The common law affords to everyone reasonable 
protection against fraud in dealing; but it does not go to the romantic length of giving indemnity against 
the consequences of indolence and folly, or a careless indifference to the ordinary and accessible means of 
information.’”) (quoting 2 J. Kent, Commentaries on American Law 484-85 (1826); Restate
ment, supra note 44, at 123-24 (“To a considerable extent, sanctioned by the customs and mores of the 
community, superior information and better business acumen are legitimate advantages, which lead to no 
liability.”); see also 2 T. Cooley, supra note 45, at 556 (caveat emptor is the motto of commercial law); 
Keeton, supra note 45, at 20-27 (discussion of seller’s and buyer’s duty to disclose).

49. The common law recognized important exceptions to the Laidlaw doctrine. The Laidlaw opinion 
itself made clear that it would not tolerate deliberate concealment of material nonpublic information: 
“(EJach party must take care not to say or do anything tending to impose upon the other.” 15 U.S. at 195. 
Subsequent Supreme Court decisions emphasized that “[mjere silence is quite different from concealment

. . [Ijf, with intent to deceive, either party to a contract of sale conceals or suppresses a material fact, 
which he is in good faith bound to disclose, this is evidence of and equivalent to a false representa
tion. . . .” Stewart v. Wyoming Ranch Co., 128 U.S. 383, 388 (1888). Similar language today appears in 
Restatement (Second) of Torts § 550 (1976). Concealment of material information was cited in 
Strong v. Repide as one of the “special facts” requiring disclosure. 213 U.S. 419, 430-31 (1909). See also 
James & Gray, supra note 45, at 523-24 (half-truths or ambiguous statements constitute fraud if intended 
to create false impression); Keeton, supra note 45, at 2-5, 26 (same). A second exception, early recognized 
at common law, prohibited trading on the basis of wrongfully acquired nonpublic information. Restate
ment of Torts, § 759 comment c (1939); 1 F. Harper and F. James, supra note 45, at 590 (1956); 
Keeton, supra note 45, at 25-26. This exception is consistent with contemporary economic theory. If 
traders could exploit material nonpublic information by improperly obtaining it, rather than searching for 
it, they will reduce their investment in information production. Ultimately, less information will be pro
duced and a less desirable allocation of resources will occur than if traders only had an incentive to search 
legitimately for new information about material changes in market conditions. This second exception 
formed the basis of Chief Justice Burger’s dissent in Chiarella, 445 U.S. at 239-40.

Contemporary commentators have focused on the premise of Chief Justice 
Marshall’s opinion, that “the means of intelligence are equally accessible to both 
parties,” and analyzed it in terms of economic theory. Information concerning 
future material changes in the supply and demand of goods will affect the alloca
tion of resources. The Treaty of Ghent, for example, could be expected to lead to 
an increase in the demand for American tobacco. This, in turn, initially would 
increase the price of tobacco, and ultimately because of higher price, likely 
would lead to increased production. More of the limited total of resources would 
be devoted to the production of tobacco.48 Thus, society has an interest in the 
accurate reception of market signals regarding future levels of supply and de
mand at the earliest possible moment. If signals are delayed or not accurately 
received, tobacco might be priced too low relative to other goods and services, 
leading to its underproduction and a lower total value received for the produc
tion of all goods and services.

Consistent with the economic theory of allocational efficiency, Laidlaw en
couraged traders to seek out new information about future supply and demand 
levels. By rewarding those who first learn of information concerning future sup
ply and demand levels, Laidlaw created a financial incentive for traders to speed 
information concerning future supply and demand level to the marketplace. The 
opposite legal result, imposing liability on those who trade while in possession of 
material nonpublic information concerning market conditions, would discourage 
traders and analysts from expending resources on search costs, slow the acquisi
tion of material information concerning changed market conditions, and lead to 
an inferior allocation of resources.49
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Modern economic theory thus provides an intriguing rationalization of the 
result in Laidlaw. But this rationalization does not support the most important 
application of the Laidlaw doctrine in corporate and securities law, that is, appli
cation to corporate officers and directors who possess material “inside” informa
tion.50 In this instance, the corporate officers or directors possess information 
that is not “equally accessible to both parties.” The information, typically about 
such matters as mineral discoveries, new products or product research, or pay
ment of dividends, concerns decisions that would be produced inside the corpo
ration in any event. The common law hardly needed to create an incentive for 
insiders to undergo search costs to inspire the insiders to learn such data.

50. Shulman complained that “[t]he common-law liability was not consciously and especially molded 
for the flotation of securities. Instead, general tort and contract law, developed largely in connection with 
other transactions, was applied piecemeal to securities cases as they came before the courts.” Shulman, 
CzwZ Liability and the Securities Acts, 43 Yale L.J. 227, 227 (1933).

51. Hooker v. Midland Steel Co., 215 Ill. 444, 451, 74 N.E. 445, 447 (1905); Board of Comm’rs v. 
Reynolds, 44 Ind. 509, 513 (1873); Walsh v. Goulden, 130 Mich. 531, 539, 90 N.W. 406, 410 (1902); 
Carpenter v. Danforth, 52 Barb. Ch. 581, 584 (N.Y. 1868); Shaw v. Cole Mfg., 132 Tenn. 210, 212, 177 
S.W. 479, 480 (1915); O’Neile v. Temes, 32 Wash. 528, 541, 73 P. 692, 696-97 (1903); see also Dunnett v. 
Am, 71 F.2d 912, 917 (10th Cir. 1934) (federal court stating majority rule). For a discussion of the right 
of a corporate officer or director to trade securities without disclosing material nonpublic information, see 
generally 3A Fletcher, Cyclopedia of Corporations § 1168.1 (1975); Comment, Duties of Disclo
sure of Corporate Insiders Who Purchase Shares, 46 Cornell L.Q. 53, 54-58 (1960); Comment, Wherefore 
Art Thou Fiduciary? The Securities and Exchange Act of 1934 and the Common Law Fiduciary Duty of 
the Director, 35 U. Colo. L. Rev. 410, 410-13 (1963). Several annotations of cases have been produced 
concerning a corporate officer’s or director’s right to trade securities without disclosing material non
public information. See generally Annot., 84 A.L.R. 615 (1933); Annot., 7 A.L.R. 3d 500 (1966).

The majority rule, according to H. Ballantine, Corporations 213 (rev. ed. 1946), “has been 
condemned by almost all text writers and commentators ... as a rule of unconscionable laxity. ...” 
Nonetheless, it has continued to be affirmed in the post-1934 period. See, e.g., Treadway Companies v. 
Care Corp., 638 F.2d 357, 376 (2d Cir. 1980) (corporate director has no duty to promote shareholders’ 
interests in dealings with third parties); Clayton v. James B. Clow & Sons, 212 F. Supp. 482, 579-83 
(N.D. Ill. 1962) (officer or director generally not fiduciary), ajfd, 327 F.2d 382 (7th Cir. 1964); Fischer v. 
Guaranty Trust, 259 A.D. 176, 181-83, 18 N.Y.S.2d 328, 333-34 (1940) (director liable only for active 
fraud).

52. 283 Mass. 358, 186 N.E. 659 (1933). The Goodwin court observed, “[fiduciary obligations of direc
tors ought not to be made so onerous that men of experience and ability will be deterred from accepting 
such office.” 283 Mass, at 362-63, 186 N.E. at 661. Goodwin perhaps is best known for the next sentence 
in its analysis: “Law in its sanctions is not coextensive with morality.” The case seemingly contradicts that 
sentiment at the conclusion of the same paragraph when it states that “(t]he applicable legal principles 

The “majority” common law rule concerning insider trading ignored eco
nomic effects. Instead, it held that a corporate executive or director could trade 
securities without informing the shareholder with whom he traded of material 
nonpublic information obtained while inside the corporation because the corpo
rate insider was not a “fiduciary” or “trustee” of the shareholder.51 The com
mon law focus on whether a fiduciary or similar relationship existed, as a 
practical matter, ended thoughtful judicial consideration of the purpose of the 
rule. The invocation of the term “fiduciary duty” was an outcome determinative 
label. Once invoked, few judges felt compelled to explain why it was desirable 
that corporate officers and directors not be held liable. Most courts simply indi
cated that the directors’ or officers’ conduct was in a zone that did not impose 
liability.

To the extent that courts or subsequent commentators have defended the ma
jority rule, three types of justifications have been advanced. First, partially draw
ing on dicta in cases such as Goodwin v. Agassiz,52 a few commentators, notably 
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Manne,53 and more recently Carlton and Fischel,54 have argued that profits from 
insider trading are appropriate compensation for corporate insiders. The initial 
difficulty with this argument is understanding why so unpredictable a form of 
compensation is necessary in wage markets that operate on competitive princi
ples.55 In response, Manne has contended that insider trading profits should be 
limited to corporate entrepreneurs, that is those whose function “is to make new 
combinations of productive factors ... a functional condition relating to in- 
novational activities.”56 According to Manne, the wage market cannot ade
quately compensate these invididuals. Only insider trading “readily allows 
corporate entrepreneurs to market their innovations.”57

have almost always been the fundamental ethical rules of right and wrong.” 283 Mass, at 363, 186 N.E. at 
661. For an analysis of Goodwin, see generally Comment, Corporations—Duty of Director to Stockholder 
on Stock Exchange Sales, 32 Mich. L. Rev. 678 (1934); Recent Cases, Corporations—Liability of Direc
tors- Duty to Disclose Information When Buying Shares, 47 Harv. L. Rev. 353 (1933).

53. H. Manne, Insider Trading and the Stock Markets (1966); Manne, Insider Trading and 
the Law Professors, 23 Vand. L. Rev. 547 (1970).

54. Carlton & Fischel, The Regulation of Insider Trading, 35 Stan. L. Rev. 857 (1983).
55. Easterbrook aptly has observed, “insider trading is an inefficient compensation scheme. It amounts 

to paying managers in lottery tickets. The ticket costs the shareholders the actuarial value of the payoff, 
but risk-average managers value the tickets at less than that. The managers receive less than the firm gives 
up. Both shareholders and managers could gain by abolition of insider trading.” Easterbrook, supra note 
1, at 332. A similar point is made in Ross, The Economics of Information and the Disclosure Regulation 
Debate, in Issues In Financial Regulation 177, 184 (F. Edwards ed. 1979).

56. H. Manne, supra note 53, at 116. Throughout his analysis, Manne insists that profits from insider 
trading are appropriate for corporate “entrepreneurs” rather than corporate managers (who perform no 
“innovating function”) or corporate capitalists. Id. at 111-21. Sowewhat paradoxically, Manne then states 
that “[djirectors, large shareholders, executives, lawyers, investment bankers, or many other individuals 
may, at one time or another perform an entrepreneurial function.” Id. at 156-57. While Manne acknowl
edges that these individuals usually will not be “innovating,” he apparently would permit them to retain 
insider trading profits: “The contribution of an individual may be so subtle—so much a result simply of 
his being there—and yet so critical that we must be very cautious in concluding no reward is deserved.” 
Id. at 157.

57. Id. at 131-45.
58. See Mendelson, The Economics of Insider Trading Reconsidered 117 U. Pa. L. Rev. 470, 489 

(1969) (“It is wholly unrealistic to assume that if insider trading were completely prohibited, the corpo
rate world would find no way to compensate the entrepreneur. If the entrepreneur’s contribution to the 
corporation is truly valuable and the corporation is shortsighted enough to fail to recognize and reward 
the innovation, there will be a competitor interested in attracting the entrepeneur.”).

59. H. Manne, supra note 53, at 112-23.
60. See generally W. Cary & M. Eisenberg, Corporations 647-68 (5th ed. 1980).

This argument is a non sequitur. True, the contributions of an entrepreneur 
may be unique or highly valuable. The wage market, however, is fully capable of 
responding to unique or valuable contributions. If the corporation for which an 
entrepreneur works is unwilling to pay him his worth in the wage market, he 
may sell his services to a competitive firm and receive greater compensation.58

Manne argued that defining the value of an entrepreneur involves uncer
tainty.59 Modern business practice, however, has designed several types of con
tingent remuneration including stock options, “phantom” stock or so-called 
stock appreciation rights, bonuses based on a percentage of the firm’s (or some 
part of the firm’s) profits, or the ultimate opportunity to own all or a controlling 
block of the firm’s stock.60 These types of contingent remuneration are 
equivalent to insider trading profits in their ability to capture all or some portion 
of the appreciation in a firm’s profits or stock market price. The difference be
tween these forms of contingent remuneration and profits on insider trading is 
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that each of these forms of remuneration is negotiated before the value of the 
entrepreneur’s contribution is known. These forms of remuneration take into 
account the uncertainty of the entreprenuer’s contribution. In contrast, profits 
on insider trading need not. The insider trading may occur after the outcome of 
the relevant contingencies is known within the firm. In that sense, rewarding an 
entrepreneur with insider trading profits may involve a mismatch. The value of 
the entrepreneur’s contribution is contingent upon future events in a product or 
service market. It is possible that his contribution may have no market value. 
The entrepreneur, however, always will be rewarded with the opportunity to 
profit from insider trading in Manne’s scheme. In some instances, therefore, 
Manne’s position would result in an entrepreneur with a valueless contribution 
receiving the opportunity to profit from his inside knowledge of events within the 
firm.

This point may be developed further. A major problem with legitimizing in
sider trading to compensate corporate insiders (however defined) is that of moral 
hazard. Corporate insiders would be able to profit just as much from adverse 
corporate events as from good news.61 Their personal interests would radically 
depart from the interest of the shareholders whom, in theory, they serve. Where 
shareholders seek higher stock prices, the insider’s interest would be in a volatile 
stock price. Insiders would have a personal incentive to delay the publication of 
news, whether good or bad.62 Managers might also seek to manipulate corpo
rate press releases or oral communications with the press in order to accentuate 
stock price volatility. Alternatively, managers might adopt riskier new business 
ventures than they otherwise would have, thinking that whether the new project 
succeeds or fails is irrelevant as long as they can trade stock before the news of 
the outcome of the venture is made public.63

61. The moral hazard problem is not a purely theoretical one. Professor Scott conducted a study of the 
183 court and SEC decisions concerning nondisclosure by defendants published through 1979. The 183 
opinions involved 106 trading episodes and a total of 115 categories of defendants. Scott organized de
fendants by such categories as “company,” “employee,” etc. He found that the nondisclosed information 
was negative for 42 of the 115 defendants (37 percent), and further noted that “[ijnsider trading does seem 
. . . to be more a function of good news than bad—in part, no doubt, because of section 16(c) of the 1934 
Act, which forbids all short selling by officers, directors or substantial shareholders.” Scott, Insider Trad
ing: Rule 10b-5, Disclosure and Corporate Privacy, 9 J. Legal Stud. 801, 815-16 (1980). Without section 
16(c) insider trading on “bad news” probably would be an even more widespread event.

62. See Barry, supra note 1, at 1329 (arguing Manne failed to account for advantage insiders could gain 
by delaying disclosure); Easterbrook, supra note 1, at 333 (prospect of insider gains may delay disclosure); 
Schotland, Unsafe at Any Price: A Reply to Manne, Insider Trading and the Stock Market, 53 Va L. Rev. 
1425, 1448-50 (1967) (insider trading on nonpublic information increases likelihood of delayed 
disclosure).

63. Easterbrook, supra note 1, at 332. See also Wolf v. Weinstein, 372 U.S. 633, 642 (1962) (access to 
inside information may tempt insider to influence corporate policies for his own benefit). See generally 
Haft, The Effect of Insider Trading Rules on the Internal Efficiency of the Large Corporation, 80 Mich. L. 
Rev. 1051 (1982).

64. See Schotland, supra note 62, at 1454-55 (difficult to isolate and evaluate “entrepreneurial act”).
65. See id. at 1456-57 (inefficient to combat insider trading on event beyond insider’s control); Barry, 

supra note 1, at 1329 (criticizing Manne’s failure to restrict insider trading gains to insider’s contribution).

Finally, putting to one side the difficulty of defining “entrepreneurial” effort,64 
it is clear that either insider trading would have to be legitimated for a large 
number of persons who do not perform an entrepreneurial function—for exam
ple, messengers, secretaries, bookkeepers, executives not performing en
trepreneurial functions, and outside directors65 —or the corporation itself would 
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have to take on substantial investigatory and enforcement costs to limit insider 
trading to appropriate entrepreneurs.66

See generally Insider Trading Sanctions and SEC Enforcement Legislation: Hearings on H.R. 559 Before 
the Subcomm, on Telecommunications, Consumer Protection and Finance of the House Comm, on Energy 
and Commerce, 98th Cong., 1st Sess. 267-68 (1983) (statement of Ted J. Fiflis) [hereinafter cited as Hear
ings]-, Commodity Futures Trading Commission, A Study of the Nature, Extent and Effects 
of Futures Trading By Persons Possessing Material Nonpublic Information at IV-A, 6-8 
(1984) [hereinafter cited as Commodity Futures Trading Commission],

66. See Easterbrook, supra note 1, at 333-35 (firms lack sufficient enforcement devices to prohibit in
sider trading).

67. These price changes are suggested by Diamond v. Oreamuno, 24 N.Y.2d 494, 301 N.Y.S.2d 78, 248 
N.E.2d 910 (1969).

68. H. Manne, supra note 53, at 77-110.
69. See Schotland, supra note 62, at 1443-46 (discussing empirical studies). But see Freeman v. Decio, 

584 F.2d 186, 190 (7th Cir. 1978) (insider trading helps assure that prices reflect best investment 
opportunities).

70. See Gilson & Kraakman, The Mechanisms of Market Efficiency, 70 Va. L. Rev. 549, 629-34 (1984) 
(insider trading does not produce accurate long-term securities prices).

71. See Carlton & Fischel, supra note 54, at 868 (insider trading allows firms to control amount of 
information contained in share prices).

72. Securities and Exchange Act of 1934, § 16(a), 15 U.S.C. § 78p(a) (1982), requires a filing with the 
SEC within ten days after any month in which an insider has engaged in a trade. Thus, filings may occur 
up to 40 days after the trade.

A second justification for insider trading, again most elaborately developed by 
Manne, is that insider trading will smooth the price changes that occur after the 
nonpublic information is disclosed to the public. To illustrate, one can hypothe
size a stock trading at $28 when managers first learn that a key supplier will 
charge a higher rate, causing a dramatic decline in corporate earnings. The re
duction in earnings will eventually cause a new stock price of $11.67 If insider 
trading is forbidden, it may be assumed (all other things being equal) that the 
stock’s price would continue to trade at approximately $28 from the time the 
managers learned the adverse news until it was publicly announced. Then the 
price abruptly would plummet to $ 11. In contrast, if insiders are allowed to sell 
their stock when they first learn of the adverse news, Manne conjectured that the 
stock’s price would begin falling before the news is announced to the public. 
New purchasers who buy shares between the time that the adverse news is 
learned by the firm’s managers and the public announcement of that news will 
suffer a smaller loss than if they had purchased at the higher price that would 
have occurred if insider trading were strictly prohibited.68

The simple answer to this assertion is that available empirical evidence has 
consistently documented that insider trading does not have a significant impact 
on market prices.69 While temporary disparities in supply and demand for a 
security may briefly affect its price, without new information about the value of 
the security, any price changes caused by insider trades are likely to be short
lived.70

It can be argued, however, that the market will react to large purchases or 
sales by insiders as if the purchases or sales communicated new information 
about the firm.71 The market, however, will learn of the identity of the inside 
traders only when the SEC publishes insider trading reports required by section 
16(a) of the Securities Exchange Act of 1934. These disclosures will often occur 
after the firm itself has publicly disclosed the new information.72 Moreover, the 
general awareness that an insider may trade for reasons having nothing to do
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with new information usually will impair the ability of the market to infer new 
information from insider trades.73

73. Commodity Futures Trading Commission, supra note 65, at 44-54; Schotland, supra note 62, 
at 1447 n.75.

74. See, e.g., Goodwin v. Agassiz, 283 Mass, at 364, 186 N.E. at 661 (discussion of no-harm principle). 
In the post-1934 period, a number of shareholder derivative claims challenging trading on the basis of 
nonpublic information have failed because of the plaintiff's inability to allege actual damage to the corpo
ration. See Freeman v. Decio, 584 F.2d 186, 193 (7th Cir. 1978) (Indiana law); Frigitemp Corp. v. Finan
cial Dynamics Fund, 524 F.2d 275, 278-79 (2d Cir. 1975) (New York law); Schein v. Chasen, 313 So. 2d 
739, 746 (Fla. 1975) (Florida law). But see Diamond v. Oreamuno, 24 N.Y.2d 494, 496, 301 N.Y.S.2d 78, 
81, 248 N.E.2d 910, 912 (1969) (unnecessary for plaintiff to allege harm to corporation).

Haft has noted that the rule in Diamond has not been followed in any other state. Haft, supra note 63, 
at 1070 n.50. A federal court applying Delaware law, however, did adopt the rule in Diamond. Cam
bridge Fund, Inc. v. Abella, 501 F. Supp. 598, 631 (S.D.N.Y. 1980). See also Walton v. Morgan Stanley 
& Co., 623 F.2d 796, 799 (2d Cir. 1980) (refusing to extend Diamond when investment banker trades on 
information obtained from takeover target).

75. Carpenter v. Danforth, 52 Barb. 581, 584 (N.Y. Sup. Ct. 1868).
76. Shaw v. Cole Mfg. Co., 132 Tenn. 210, 212, 177 S.W. 479, 480 (1915). Accord Dupont v. Dupont, 

242 F. 98, 136-37 (D. Del. 1917); Hooker v. Midland Steel Co., 215 Ill. 444, 451, 74 N.E. 445, 447 (1905); 
Board of Comm’rs v. Reynolds, 44 Ind. 509, 513 (1873). As the quotation implies, if, however, an officer 
or director affirmatively misrepresented a fact, an action could be brought in the “majority” rule states. 
See, e.g., Hooker v. Midland Steel Co., 215 Ill. at 415, 74 N.E. at 447-48 (existence of actual fraud may 
prompt court to set aside insider trading transaction); Walsh v. Goulden, 130 Mich. 531, 539, 90 N.W. 
406, 410 (1902) (misrepresentation constitutes fraud); Carpenter v. Danforth, 52 Barb, at 586 (same).

The third justification for the “majority” common law rule permitting corpo
rate insiders to trade without disclosing material nonpublic information appears 
to have been the most important to common law judges in the pre-1934 period. 
Plaintiffs were incapable of identifying any harm to the corporation in which 
they had bought or sold shares caused by the insiders’ nondisclosure of material 
information.74 This difficulty did not exist in other fiduciary duty claims which 
the plaintiff might have brought such as duty of care or duty of loyalty lawsuits. 
In these instances, the corporate insider harmed the corporation through negli
gence or self-dealing with corporate property. The shareholder’s remedy was a 
“derivative” lawsuit; that is, the shareholder’s right to commence the suit de
rived from the “rights” of the corporation against the officer or director. If the 
corporate officers or directors were regarded as fiduciaries of the shareholders 
because of their direct control over the corporate assets, it logically followed that 
officers or directors ceased to be fiduciaries of the shareholders when they were 
not handling the corporation’s property. An early New York opinion stated: 
“the directors are not trustees for the sale of the stock of the corporation. They 
have no power, as directors, to sell stock; they have no power to sell any stock 
but their own.”75 Similarly, a Tennessee case explained:

While directors occupy a trust relation to the corporation which 
they direct, their duty does not apply to the stockholder in the sale and 
purchase of stock. Dealing with its own stock is not a corporate func
tion. In buying or selling stock, directors may trade like an outsider 
provided they do not affirmatively act or speak wrongfully, or inten
tionally conceal facts with reference to it.76

There are several reasons to be skeptical about this line of reasoning. Inside 
information, particularly about such matters as a new corporate product or a 
mineral discovery, can be viewed as corporate business property. The firm has 
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devoted resources to develop the property. Just as a corporate insider is ex
pected to be compensated under a contract and may not “take” corporate prop
erty or corporate opportunities, it can be argued by analogy that the insider is 
not entitled to “take” the benefits of inside information. Otherwise, the insider is 
violating an agent’s duty not to profit secretly in the use of the principal’s prop
erty and is receiving “unjust enrichment.”77

77. One case, Brophy v. Cities Serv. Co., 31 Del. Ch. 241, 70 A.2d 5 (1949), seemed to echo this 
argument. See infra text accompanying notes 90 to 92 (discussion of case). See also Langevoort, supra 
note 1, at 19-22 (insider’s duty to disclose); Scott, supra note 61, at 814-15 (same).

78. This argument concerns only the compensatory aspect of insider trading damages. Stockholder A 
should be entitled to bring suit if the purpose of the rule against trading while in possession of nonpublic 
information is deterrent, particularly if standing rules are enforced like those in Blue Chip Stamps v. 
Manor Drug Stores, 421 U.S. 723 (1975) (only actual purchasers or sellers of securities have standing to 
sue).

79. The most elaborate articulation of this argument appears in Wang, supra note 1. See also Hearings, 
supra note 65, at 265-66.

80. For leading “minority rule” cases, see generally, Westwood v. Continental Can, 80 F.2d 494 (5th 
Cir. 1935); Dacovich v. Canizas, 44 S. 473 (Ala. 1907); Oliver v. Oliver, 118 Ga. 362, 45 S.E. 232 (1903); 
Dawson v. National Life Ins., 176 Iowa 362, 157 N.W. 929 (1916); Hotchkiss v. Fischer, 136 Kan. 530, 
16 P.2d 531 (1932); Stewart v. Harris, 69 Kan. 498, 77 P. 277 (1904).

The minority rule often has been affirmed in the post-1934 period. See, e.g., Commercial Nat’l Bank in 
Shreveport v. Parsons, 144 F.2d 231, 238-39 (5th Cir. 1944) (transaction void where directors of failing 
bank formed new bank and took assets of old bank because directors had relationship of trust and confi
dence with shareholders of old bank); Childs v. RIC Group, Inc., 331 F.Supp. 1078, 1081-82 (N.D. Ga. 
1970) (directors’ acquisition of stock from shareholders without disclosing that negotiations for resale to 
third party were in progress breached fiduciary duty); Johnson v. Mansfield Hardwood Lumber Co., 159 
F. Supp. 104, 118-19 (W.D. La. 1958) (officers’ failure to fully advise shareholders of material facts 
breached fiduciary duty), ajfd, 263 F.2d 748, 754-56 (5th Cir. 1959); Blakesley v. Johnson, 227 Kan. 495, 
502-04, 608 P.2d 908, 914-15 (1980) (president’s failure to disclose material information affecting value of 
stock before sale of shareholder’s shares to corporation breached fiduciary duty); Sampson v. Hunt, 222 
Kan. 268, 271-73, 564 P.2d 489, 491-92 (1977) (same); Jacobson v. Yaschik, 249 S.C. 577, 582-86, 155 
S.E.2d 601, 604-06 (1967) (president’s failure to disclose price at which he was selling all of stock in 
corporation breached fiduciary duty). More comprehensive annotations of citations may be found in 
Annot., 84 A.L.R. 615, 622-23 (1933); 3A Fletcher, supra note 51, at § 1168.2.

In addition, it can be argued that insider trading deprives a blameless share
holder or potential shareholder of the profits he or she otherwise would have 
enjoyed. For example, suppose an insider is aware of a mineral discovery that 
will double the firm’s stock price from $10 per share to $20 per share. If the 
insider buys stock at $10 per share from the existing stockholder A, the insider 
has not harmed stockholder A. Stockholder A was willing to sell at $10 per 
share in any event.78 But potential stockholder B, who would have bought 
stockholder A’s shares at $10 per share, has been harmed. The insider’s 
purchase temporarily pushed the price of the stock above $10 per share. At the 
least, potential stockholder B must pay a higher price for other shares than the 
shares otherwise would have commanded. At the most, potential stockholder B 
may find the new price too high and may not purchase at all, thereby losing the 
profit he or she otherwise would have enjoyed as the stock rose from $10 to $20 
per share.79

The justifications of the “majority” rule did not persuade a significant number 
of state courts in the pre-1934 period. A small number of jurisdictions instead 
adopted the “minority” rule which obligated directors or officers to make full 
disclosure of material nonpublic information before trading with uninformed 
shareholders or potential shareholders.80 The reasoning of the “minority” rule 
cases was no more sophisticated than the reasoning of the “majority” rule cases. 
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Often, the court simply asserted that the director or officer was a “fiduciary,” 
“trustee,” or “quasi-trustee” of a shareholder when negotiating with sharehold
ers for the purchase or sale of shares.81 A few cases went further and based this 
fiduciary relationship on the notion that inside information either was a “quasi
asset of the company”82 or was information not equally accessible to both the 
insiders and the outside shareholders.83

There also was an intermediate rule, popularly known as the “special facts” 
doctrine, which originated in the 1909 United States Supreme Court decision, 
Strong v. Repide.M Strong emphasized as a special fact the concealment of iden
tity by the defendant who purchased shares from plaintiff employing an agent 
and a third person’s check.85 The Court in Strong also seemed troubled by the 
fact that the defendant, who was a director, three-fourths owner and chief nego
tiator for the Phillipines Sugar Estates Development Company, had unique con
trol over information concerning whether or not a sale of lands would be made 
to the Government.86 While the opinion in Strong discussed at some length the 
“special facts” of that case, it did not clearly articulate a theory. For example, if 
a dispositive “special fact” in Strong was the defendant’s possession of material 
inside information about the land negotiations, then virtually all common law 
cases concerning insider trading could identify analagous informational advan
tages possessed by the insiders. But Strong apparently did not intend so broad a 
rule. As the Court explained:

If it were conceded, for the purpose of the argument, that the ordi
nary relations between directors and shareholders in a business corpo
ration are not of such a fiduciary nature as to make it a duty of director

81. See Hotchkiss v. Fischer, 136 Kan. at 538, 16 P.2d at 535 (director negotiating with shareholder 
must act in relation of trust and confidence).

82. Oliver v. Oliver, 118 Ga. at 367-68, 45 S.E. at 234.
83. Commercial Nat’l Bank in Shreveport v. Parsons, 144 F.2d at 239 (“The directors had the advan

tage of an intimate knowledge of the old bank’s condition, which the ordinary stockholders did not 
have.”). Dunnett v. Am, 71 F.2d 912 (10th Cir. 1934), added an interesting gloss, noting:

Persuasive reasons may be given for applying the minority rale to officers and directors of a 
large corporate organization, where its stock is widely distributed and held in comparatively 
small units. The officers and directors of such a corporation, because of their official connection 
therewith, have a knowledge of its assets and liabilities, the condition of its business, its pros
pects for the future, and the value of the stock which would be difficult if not practically impossi
ble for the ordinary stockholder to obtain. In such a case it seems reasonable to require such 
officers or directors to make full disclosure of all pertinent facts when selling to, or purchasing 
individual stock from, a shareholder in the corporation.

71 F.2d at 918. But see Saville v. Sweet, 234 A.D. 236, 238, 254 N.Y.S. 768, 770 (1932) (duty to disclose 
imposed because “[djefendants were the directors and officers of a very small corporation, whose stock 
was not listed or traded in anywhere, whose business was small and known only themselves . . . .”), 
o#y, 262 N.Y. 567, 188 N.E. 67 (1933); see also 1 F. Harper & F. James, supra note 45, § 7.14, at 588 
(describing “salutary rale” requiring disclosure of facts peculiarly and exclusively within knowledge of 
one party to transaction).

84. 213 U.S 419 (1909).
85. Id. at 432-33.
86. As the court stated in Strong:

By reason of such ownership and agency, and his participation as such owner and agent in the 
negotiations then going on, no one knew as well as he the exact condition of such negotiations. 
No one knew as well as he the probability of the sale of the lands to the government. No one 
knew as well as he the probable price that might be obtained on such sale.

Id. at 432.
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to disclose to a shareholder the general knowledge which he may pos
sess regarding the value of the shares of the company before he 
purchases any from a shareholder, yet there are cases where, by reason 
of the special facts, such duty exists.87

87. Id. at 431.
88. Id. This error in Strong was noted in Dawson v. National Life Ins., 176 Iowa 362, 384-85, 157 

N.W. 929, 936 (1916).
89. Ballantine cited case law finding special facts peculiarly known by directors in such instances as 

“important transactions, prospective mergers, probable sales of the entire assets or business, agreements 
with third parties to buy large blocks of stock at a high price and impending declarations of unusual 
dividends.” Ballantine, supra note 51, at 213. Similarly, the Michigan Supreme Court termed a “spe
cial fact” to include any “fact or condition enhancing the value of the stock, known by the officer or 
officers, not known by the stockholder, and not to be ascertained by an inspection of the books.” Buckley 
v. Buckley, 230 Mich. 504, 508, 202 N.W. 955, 956 (1925). For additional “special facts” cases, see 
generally Arlinghaus v. Ritenour, 622 F.2d 629 (7th Cir. 1980); Hobart v. Hobart Estate Co., 26 Cal.2d 
412, 430-32, 159 P.2d 958, 969-70 (1945); Fox v. Cosgriff, 66 Idaho 371, 380-82, 159 P.2d 224, 228 (1945); 
Lazenby v. Godwin, 40 N.C. App. 487, 492-94, 253 S.E.2d 489, 492 (1979); Shermer v. Baker, 2 Wash. 
App. 845, 851-53, 472 P.2d 589, 594-95 (1970).

Other “special facts” cases required the plaintiff to have made a specific inquiry of the defendant in 
order for liability to attach. See, e.g., Waller v. Hodge, 214 Ky. 705, 713-15, 283 S.W. 1047, 1050 (1926) 
(officer must disclose only if stockholder makes inquiry); Poole v. Camden, 74 W. Va. 310, 317-19, 92 S.E. 
454, 456 (1916) (director must disclose and may not mislead stockholder seeking information); Schroeder 
v. Carroll, 192 Wis. 460, 463, 212 N.W. 299, 300 (1927) (officer must truthfully disclose when stockholder 
makes inquiry). See generally Annot., 84 A.L.R. 623 (1933); 3A Fletcher, supra note 51, at § 1171.

90. 31 Del. Ch. 241, 70 A.2d 5 (1949). See also Thomas v. Roblin Indus., 520 F.2d 1393, 1397 (3d Cir. 
1975) (relying on Brophy)-, Davidge v. White, 377 F. Supp. 1084, 1088 (S.D.N.Y. 1974) (same).

91. 31 Del. Ch. at 243-45, 70 A.2d at 7. But see Equity Corp. v. Milton, 42 Del. Ch. 425, 432-33, 213 
A.2d 439, 443 (1965) (no violation of fiduciary duty where no tie between officer’s acquisition of shares 
and nature of corporate business).

Compounding the confusion wrought by so imprecise a standard was the 
Court’s assertion in Strong that it relied on two earlier state cases, Stewart v. 
Harris and Oliver v. Oliver, as authority for its standard.88 But Stewart and Oli
ver were the leading “minority rule” cases of the day. Contrary to the Supreme 
Court’s citation of them, both held that corporate directors in firms incorporated 
in their states always were subject to a duty to disclose before trading with 
outside shareholders. No special facts had to be proven.

Many courts treated Strong as authority for holding a director or officer liable 
for trading while in possession of nonpublic information as long as the informa
tion was sufficiently significant.89 There were two implications to this reasoning. 
First, the courts generally ceased to focus on the fiduciary status of the defend
ants. Instead, the courts analyzed the nature of the nondisclosed information. 
Second, the courts attempted to distinguish “special facts” from inside knowl
edge that was not “special.” To use modem nomenclature, the “special facts” 
doctrine, in one respect, involved nothing more than a demonstration that the 
insider’s nonpublic information was “material.”

Few “special facts” cases explained why liability should be imposed on direc
tors or officers who traded securities while in possession of nonpublic informa
tion. Brophy v. Cities Service Co.,90 a much cited post-1934 decision, stated that 
when “an employee in the course of his employment acquires secret information 
relating to his employer’s business, he occupies a position of trust and confidence 
toward it, analogous in most respects to that of a fiduciary, and must govern his 
actions accordingly.”91 Brophy seemed to view corporate information as a form 
of corporate property. Alternatively, the use of the adjective “secret” might be 
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read to mirror the minority rule’s concern about information not being equally 
accessible to both corporate insiders and outside shareholders. Unfortunately, 
the discussion in Brophy was neither detailed nor particularly clear.92

92. Loss observed that Brophy long was "relegated ... to the indignity of a sport.” L. Loss, Funda
mentals of Securities Regulation 664 (1983).

93. See Hotchkiss v. Fischer, 136 Kan. at 538, 16 P.2d at 535 (liability imposed where face-to-face 
negotiations between plaintiff and defendant); Goodwin v. Agassiz, 283 Mass, at 361- 64, 186 N.E. at 660- 
61 (discussion of privity). See generally Shulman, supra note 50, at 231-32, 238-40.

94. Goodwin v. Agassiz, 283 Mass, at 361-64, 186 N.E. at 660-61. See H. Ballantine, supra note 51,
i at 215-16 (discussing Goodwin). Fleischer stated that the Texas Gulf Sulphur proceeding in 1965 was

believed to be the first judicial proceeding holding directors or officers liable for trades executed in an
i organized stock market. Fleisher, supra note 29, at 1278. In Cady, Roberts & Co., 40 S.E.C. 907, 914
} (1961), the SEC applied rule 10b-5 to a transaction executed over a stock market.

95. Shulman, supra note 50, at 233-35; Comment, supra note 44, at 1124 & n. 30.
ji 96. Shulman, supra note 50, at 235-38.

97. Id. at 239-41; 5 A. Jacobs, supra note 44, at 1-13.
jj 98. 5 A. Jacobs, supra note 44, at 1-14.
i> J. Seligman, The Transformation of Wall Street 44-46 (1982); Seligman, The Historical

Need for a Mandatory Corporate Disclosure System, 9 J. Corp. L. 1, 20 (1983). On blue sky laws, see 
generally F. Ashby, The Economic Effect of Blue Sky Laws (1926); V. Carosso, Investment 
Banking in America 156-64, 181-90 (1970); H. Cherrington, The Investor and the Securities 
Act 51-57 (1942); L. Loss, Securities Regulation 23-107 (2d ed. 1961); L. Loss & E. Cowett, 

¡j Blue Sky Law (1958); M. Parrish, Securities Regulation and the New Deal 5-41 (1970).
£ 100. Federal Securities Act: Hearings on H.R. 4314 Before the House Comm, on Interstrate and Foreign
$ Commerce, 73rd Cong., 1st Sess. 87, 95 (1933) (discussing Dept, of Commerce study of the economic and

legal aspects of the proposed Act) [hereinafter cited as Federal Securities Act Hearings]-, F. Ashby, supra 
c note 99, at 7-16.

101. Federal Securities Act Hearings, supra note 100, at 97.
102. Ashby collected data from 10 states (Georgia, Idaho, Indiana, Michigan, Mississippi, New Hamp- 

shire, Pennsylvania, Vermont, Virginia, and Wyoming) which between 1919 and 1925 brought a total of 
483 prosecutions. F. Ashby, supra note 99, at 38. During 1932 alone New York State’s Bureau of Securi

The emergence of the “minority rule” and “special facts” doctrines loomed 
larger in the law review literature and the casebooks than it did in the real world. 
Neither doctrine could be successfully pleaded in the pre-1934 period unless the 
plaintiff was in privity with the defendant.93 There was no cause of action for 
transactions effected through “impersonal” stock markets.94 Plaintiffs asserting 
common law claims also had to establish that the defendant acted with scien
ter;95 that the omitted statement was a “fact” and not an “opinion,”96 and that 
the defendant personally was responsible for the omission. The common law did 
not recognize “vicarious liability” for these types of claims.97 One contemporary 
commentator generalized: “As a result of these rules, few plaintiffs successfully 
sued on the basis of a common-law action for nondisclosure. Even in minority 
or special fact jurisdictions, procedural problems plagued the plaintiff.”98

There was a final reason why plaintiffs brought few state common law suits 
based on trading while in possession of nonpublic information. Between 1911 
and 1933, 47 states and the territory of Hawaii enacted securities regulation stat
utes, popularly known as blue sky laws after the complaint of one state legislator 
that some securities swindlers were so barefaced that they “would sell building 
lots in the blue sky.”99 Most blue sky legislation required a detailed statement 
about the issuing corporation to be filed with a state agency.100 Violators of a 
blue sky law were subject either to civil or criminal law suits.101 During the 
period from 1920 until the enactment of the federal securities laws in 1933 and 
1934, the number of securities frauds prosecuted under the blue sky laws 
dwarfed the number of state common law suits.102 Nonetheless, it was apparent 
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by 1933 that state blue sky enforcement alone could have only limited success in 
stopping securities fraud, primarily because no state law could reach by direct 
action or extradition a seller of fraudulent securities located in a second state. 
Sellers of fraudulent securities or sellers who operated through the mails effec
tively were immune from blue sky actions. Asa 1933 Department of Commerce 
study stated, “The most effective and widely used method of evading the provi
sion of state blue sky laws consists in operating across state lines.”103 During the 
hearings that resulted in enactment of the Federal Securities Law of 1933, it was 
estimated by a Pennsylvania blue sky official “that at least 90 percent of the blue 
sky securities sold in Pennsylvania at the present time were sold through the 
mails.” For this reason, as early as 1918 the responsible officials in 37 of the 38 
states that then had a blue sky law favored a federal securities law.104

ties obtained injunctions against 1522 persons and firms, obtained the appointment of 144 receivers, and 
instituted 146 criminal prosecutions. Federal Securities Act Hearings, supra note 100, at 166. At approxi
mately the same time, United States Attorney General Daugherty issued a release stating that there were 
pending in the federal courts mail fraud cases involving over $140 million in claims growing out of fraudu
lent securities transactions. Regulating Sales of Securities: Hearings on H.R. 10,598 Before the Subcomm, 
on H.R. 10,598 of the Senate Comm, on Interstate Commerce, 67th Cong., 4th Sess. 63 (1923). This was a 
high point in enforcement of the federal postal laws against securities fraud. F. Ashby, supra note 99, at 
50-53. See generally Ashby, Federal Regulation of Securities Sales, 22 III. L. Rev. 635 (1928).

103. Federal Securities Act Hearings, supra note 100, at 100. This point was fully understood by the 
Investment Bankers Association, then the trade association for the major investment bankers, whose 
counsel in 1920 declared state regulation inadequate because it could not reach crooked salesmen “who 
wander at will and fly by night from one state to another.” Reed, “Blue Sky” Laws, 88 Annals 167, 173 
(1920).

Commentators have noted three other deficiencies of blue sky enforcement during the 1911 to 1933 
period. First, the statutes were riddled with exemptions. F. Ashby, supra note 99, at 45-47; L. Loss, 
supra note 99, at 32-33, 64-65. Second, blue sky administrators often were inexperienced and, on occa
sion, corrupt.’ F. Ashby, supra note 99, at 40-45; H. Cherrington, supra note 99, at 55-56. Third, 
defrauded investors often entered into “compounding” agreements, under which the seller of fraudulent 
securities returned part or all of the money in return for immunity from criminal prosecution. Federal 
Secrities Act Hearings, supra note 100, at 100; F. Ashby, supra note 99, at 47-49; H. Cherrington, 
supra note 99, at 55.

104. Federal Securities Act Hearings, supra note 100, at 228 (testimony of Robert Healy). Similar esti
mates were reported from officials in California and Montana. Id. at 229. See generally Seligman, supra 
note 99, at 22-24.

105. 445 U.S. at 228.

In sum, the Supreme Court’s assertion in Chiarella that a person can only be 
liable for trading on the basis of material nonpublic information when he or she 
is subject to a fiduciary or similar duty is an unpredictable standard, to the ex
tent that the Court meant to refer to state corporate law judicial standards. The 
“majority” state law rule denied liability even when corporate insiders traded on 
the basis of corporate nonpublic information. The “minority” and “special 
facts” doctrines, at least in some instances, imposed liability on corporate insid
ers. Neither doctrine, however, extended liability to the panoply of people who 
can be liable according to footnote fourteen of the Dirks decision. The Court did 
not specify which state corporate law judicial doctrine it intended. Instead, in the 
Chiarella opinion, the Court relied on section 551 of the Restatement Second of 
Torts for the statement that a duty of disclosure is required when there exists “a 
fiduciary or other similar relation of trust and confidence. . . . ”105

This was an odd choice of authority. The comment to section 551 explicitly 
states that “it is not within the scope of this restatement to state the rules that 
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determine the duty of disclosure under the law of business associations. . . .”106 
Obviously, the Court is entitled to reason by analogy. But merely to cite an 
explicitly inapplicable section without defining what the Court meant by such 
terms as “fiduciary” or “similar relation of trust and confidence” left the scope 
of federal securities fraud law unnecessarily unsettled. Indeed, one of the ironies 
of Chiarella’^ emphasis on fiduciary duty is that it occurred simultaneously with 
the reluctance of the American Bar Association Committee on Corporation 
Laws and the American Law Institute’s Principles of Corporate Governance 
Project refusal to use the term “fiduciary” because of its ambiguities and 
uncertainties.107

106. Restatement, supra note 44, at 120.
107. See Kaplan, Fiduciary Responsibility in the Management of the Corporation, 31 Bus. Law. 883, 

886-88 (1976) (need for precise terminology for different duties and responsibilities of separate corporate 
capacities).

108. 445 U.S. at 233. In support of the assertion that duty arises from a specific relationship between 
two parties, the Court referred to three authorities: the Restatement (Second) of Torts § 551(2)(a) 
(1976); James & Gray, Misrepresentation—Part II, 37 Md. L. Rev. 488, 523-27 (1978); and Federal 
Securities Code § 262(b) (Proposed Official Draft 1978) (subsequently adopted by Institute May 19, 
1978, Federal Securities Code (1980)). 445 U.S. at 233 n.9.

109. There can be little doubt, as the Court earlier stated, that “when we deal with private actions (or, 
in this context, all actions) under Rule 10b-5, we deal with a judicial oak which has grown from little 
more than a legislative acorn.” Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 737 (1975). 
Focusing narrowly on the legislative history of section 10(b), the initial House Report on the Securities 
Exchange Act of 1934 pointedly criticized “[ejxploitation of. . . ignorance by self-perpetuating manage
ments in possession of inside information . . .”, H.R. Rep. No. 1383, 73d Cong., 2d Sess. 5-6 (1934), and 
stated that “men charged with the administration of other people’s money must not use inside information 
for their own advantage.” Id. at 13 (specifically referring to §16(b)). Otherwise the House report offers 
little of relevance to the definition of persons who shall be liable under section 10(b). The Senate Report 
on the Federal Securities Exchange Act of 1934 was somewhat more enigmatic, criticizing “those possess
ing inside information regarding corporate affairs,” S. Rep. No. 792, 73d Cong., 2d Sess. 3 (1934), and 
explaining that subsection (b) authorizes the Commission by rules and regulations to prohibit or regulate

B. FEDERAL SECURITIES LAW

In Chiarella, the Supreme Court stated that legislative history provided lim
ited guidance in defining who may be liable for violating rule 10b-5:

We cannot affirm petitioner’s conviction without recognizing a general 
duty between all participants in market transactions to forgo actions 
based on material, nonpublic information. Formulation of such a 
broad duty, which departs radically from the established doctrine that 
duty arises from a specific relationship between two parties . . . should 
not be undertaken absent some explicit evidence of congressional 
intent.108

A basic purpose of the 1933 and 1934 securities acts, and relevant amend
ments, was to prevent corporate insiders, market professionals, and persons par
ticipating in takeover transactions from trading while in possession of material 
nonpublic information. Congress has consistently prohibited trading while in 
possession of material nonpublic information regardless of whether the prohib
ited conduct would have been actionable under state common law. In this sense, 
a limitation of liability under section 10(b) to persons in violation of a fiduciary 
or similar duty is an exception to the general pattern of the federal securities 
laws.109
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The enactment of the corporate disclosure and insider trading provisions of 
the 1933 and 1934 securities acts occurred after three different congressional

the use of any other manipulative or deceptive practices which it finds detrimental to the interests of the 
investor.” Id. at 18. See also id. at 9 (discussing insider trading problem addressed by §16). The discus
sion of §10(b) in the Conference Reports, H.R. Rep. No. 1838, 73d Cong., 2d Sess. 32-33 (1934) and S. 
Doc. No. 185, 73d Cong., 2d Sess. 11 (1934), did not address the issue of who could be found in violation 
of the Act. Floor discussion of section 10(b) similarly was sparse and unilluminating. See, e.g., 78 Cong. 
Rec. 7866, 7869 (1934) (statement of Rep. Maloney) (“This bill does no more than insist upon the truth, 
and it denies an opportunity to one class of investors that has heretofore been denied to others—or rather 
it gives the man on the outside a knowledge up to now reserved to himself by the man on the inside.”). 
For further discussion of the legislative history of § 10(b), see generally 1 A. Bromberg & L. Lowen- 
fels, Securities Fraud & Commodities Fraud § 2.2 (1984); 5 A. Jacobs, supra note 44, § 5.01; 
Barry, supra note 1, at 1365-66; Dooley, Enforcement of Insider Trading Restrictions, 66 Va. L. Rev 1, 
56-59 (1980); Easterbrook, supra note 1, at 317-20; Schneider, supra note 1, at 85-87.

Rule 10b-5 was adopted in the Securities Exchange Act of 1934 Release No. 3230 (May 21, 1942) with 
a brief explanation of the new rule’s purpose:

The Securities and Exchange Commission today announced the adoption of a rule prohibiting 
fraud by any person in connection with the purchase of securities. The previously existing rules 
against fraud in the purchase of securities applied only to brokers and dealers. The new rule 
closes a loophole in the protections against fraud administered by the Commission by prohibit
ing individuals or companies from buying securities if they engage in fraud in their purchase.

See also Conference on Codification of Federal Securities Laws, 22 Bus. Law 921 (1967) (anecetodal 
version of the rule’s adoption). For a discussion of the rule’s adoption, see generally 1 A. Bromberg & L. 
Lowenfels § 2.2; 5 A. Jacobs § 5.02; 3 L. Loss, supra note 99, at 1426-27; and Barry, supra note 1, at 
1366-69.

In the period from the rule’s adoption until the early 1970s, many courts often analyzed the legislative 
history of § 10(b) in a different fashion than did the Court in Chiarella. Rather than focusing narrowly on 
the legislative history of one statutory section, these courts interpreted each statutory section in light of 
the general purposes of the securities laws. See SEC v. C.M. Joiner Corp., 320 U.S. 344, 350-51 (1943) 
(“courts will construe the details of an act in conformity with its dominating general purpose, will read 
text in the light of context and will interpret the text so far as the meaning of the words fairly permits so as 
to carry out in particular cases the generally expressed legislative policy”); see also Landis, Statutes and 
the Sources of Law, 2 Harv. J. on Legis. 7, 25-26 (1965) (scholarly articulation of this theory of interpre
tation). These courts consistently held that a general purpose of the Securities Exchange Act was to 
provide relief in instances in which a plaintiff could not successfully assert a state common law claim. See, 
e.g., Kohler v. Kohler Co., 319 F.2d 634, 642 (7th Cir. 1963) (state common law does not restrict federal 
standard); McClure v. Borne Chem. Co., 292 F.2d 824, 834 (3d Cir. 1961) (federal statute not subject to 
state limitations); Norris & Hirshberg v. SEC, 177 F.2d 228, 233 (D.C. Cir. 1949) (unnecessary to prove 
every element of common law fraud); Charles Hughes & Co. v. SEC, 139 F.2d 434, 437 (2d Cir. 1943) 
(unnecessary to consider whether common law fraud proved); Baumel v. Rosen, 283 F. Supp. 128, 140 
(D. Md. 1968) (common law fraud unnecessary to establish rule 10b-5 cause of action); Speed v. Trans- 
america, 99 F. Supp. 808, 831 (D. Del. 1951) (rule 10b-5 not limited by common law standards of fraud 
and deceit; rule must be construed to effectuate statutory purpose of protecting investors and redressing 
wrongs); Cady, Roberts & Co., 40 S.E.C. 907, 910-15 (1961) (rule 10b-5 prohibits misleading or deceptive 
activities regardless of common law fraud); see also Anderson, supra note 1, at 348-49, 351-53 (tracing 
development of modem common law); Comment, The Prospects for Rule X-10B5: An Emerging Remedy 
for Defrauded Investors, 59 Yale L.J. 1120, 1122 n. 18 (1950) (citing cases).

Several SEC opinions and court decisions went further and reasoned that the general purposes of the 
1934 Securities and Exchange Act could only be achieved by a parity of information rule. A leading 
illustration of this type of analysis appeared in Faberge, Inc., 45 S.E.C. 249 (1973), where the SEC stated:

The Exchange Act was enacted by Congress in order to regulate the relationship of the invest
ing public to corporations which invite public investment. Its preamble announces that the 
purpose of the Act is “to prevent inequitable and unfair practices” in securities transactions 
generally. One of its primary objectives was to restore and maintain investor confidence in the 
capital markets of the United States. The impairment of investor confidence caused by the mis
use of information available to only a privileged few was recognized by Congress in enacting the 
Exchange Act. Congresssional committees have stressed the importance of providing full infor
mation for both the buyer and seller. As stated by the Senate Committee on Banking and Cur
rency:

“The concept of a free and open market for securities necessarily implies that the buyer and 
seller are acting in the exercise of enlightened judgment as to what constitutes a fair price. 
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hearings had demonstrated that material information often was omitted when 
new or already issued securities were traded.110 The primary response of Con-

Insofar as the judgment is warped by false, inaccurate, or incomplete information regarding the 
corporation, the market price fails to reflect the normal operation of supply and demand.” 

The objective of a fair market cannot be achieved when one of the parties to the transaction 
has inside information unavailable to the other. Few practices, short of manipulation, have as 
deleterious an effect on the investing public’s confidence in corporate institutions and the securi
ties markets as the selective disclosure of and misuse of so-called inside information, i.e. mate
rial, non-public information.

45 S.E.C. at 254 (footnotes ommitted). See also Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 
495 F.2d 228, 236 (2d Cir. 1974) (‘“The Rule is based in policy on the justifiable expectation of the 
securities marketplace that all investors trading on impersonal exchanges have relatively equal access to 
material information. . . .’”) (quoting SEC v. Texas Gulf Sulphur, 401 F.2d 833, 848 (2d Cir. 1968)); 
Investors Management Co., 44 S.E.C. 633, 643-44 (1971) (rejecting SEC requirement that recipient occu
pied special relationship with issuer or insider corporate source or actually knew information was dis
closed in breach of fiduciary duty; one who obtains possession of material, nonpublic corporate 
information which he has reason to know emanates from corporate source may be in violation of antifraud 
provisions).

110. In the period immediately preceding enactment of the 1933 and 1934 Securities Acts, the most 
controversial securities sold in this country were foreign government bonds, particularly Latin American 
bonds. Between 1923 and 1930 American investors purchased close to $6.3 billion of foreign bonds, S. 
Rep. No. 1455, 73d Cong., 2d Sess. 89 (1934), an amount equal to approximately 10 percent of new 
securities sales in the United States during those years. U.S. Bureau of the Census, Historical 
Statistics of the United States: Colonial Times to 1970, at 1006 (1975). The collapse of the 
world economy in the late 1920s and early 1930s led to a substantial depreciation in most foreign bonds 
that had been sold in the United States. For example, in March of 1932, Senator Hiram Johnson calcu
lated that the bonds of 16 European nations were selling at 57 percent of their par value. 75 Cong. Rec. 
6055 (1932). The losses in Latin American bonds were far more severe. As of December 31, 1931, the 
aggregate market value of 14 Latin American nations’ bonds was 26 percent of their par value. Peruvian 
bonds were selling at approximately 7 percent of their par value. Id. at 6057.

Beginning in December, 1931, the Senate Finance Committee held hearings on the sale of foreign bonds 
or securities in the United States. Sale of Foreign Securities in the United States: Hearings on S. Res. 19 
Before the Senate Comm, on Finance, 72d Cong., 1st Sess. (1931-1932) [hereinafter cited as Foreign Secur
ities Hearings}. These hearings in part addressed disclosure issues. At the request of the Committee, nine 
leading investment banks supplied for the hearing record prospectuses or offering circulars employed in 
selling over 100 foreign government bond issues during the 1920s. See Seligman, supra note 99, at 25 
n.98. Generally, the foreign bond prospectuses were extremely brief, many occupying less than a page in 
the printed hearings. Typically they emphasized selling points of the bonds rather than investment risks. 
See, e.g., Foreign Securities Hearings at 226 (statement in prospectus of 1923 Argentine bond issue spon
sored by Kuhn, Loeb & Co. stating that “in regard to climate and soil, the country presents the most 
nearly perfect area the world contains for the production of cereals and for cattle raising”). Consistently, 
the foreign bond prospectuses omitted information that obviously would have been material to calculation 
of investment risk. Of the 37 Latin American government bond prospectuses in the Senate Finance Com
mittee record, for example, none indicated the investment bankers’ gross spread, only four indicated or 
implied the due date of other loans, only six indicated or implied the annual interest or debt service on 
other debt, only four indicated whether the government issuing the bond had ever defaulted on a loan, 
only 15 of the prospectuses disclosed both the issuing government’s total receipts and expenditures for any 

& recent year, and in no case were receipt and expenditure figures broken down into specific items as they
i would be in a corporate income statement. Seligman, supra note 99, at 25 n. 100.

The failure of prospectuses and offering circulars to disclose the material investment risks of Latin 
American government bonds was further investigated during the Senate Banking Committee’s 1932-1934 
Stock Exchange Practices Hearings, popularly known as the “Pecora Hearings” after the committee’s 
counsel, Ferdinand Pecora. See J. Seligman, supra note 99, at 13-38 (summary of hearings); Seligman, 
supra note 99, at 26-27 (same). These hearings documented, among several examples, that in 1927 and 

, 1928, the National City Company floated three issues of Peruvian bonds without disclosing Peru’s history
of difficulties in collecting taxes, paying government salary arrearages, honoring contractual obligations, 
balancing its budget or weak economic conditions in real estate, the cotton industry, and the securities 
market. On several occassions between 1921 and 1928, National City Company representatives in Peru 
had warned their own firm that “no further national loan can be safely made” to Peru. In no instance did 
the National City Company communicate in public prospectuses or offering circulars why its own execu- 
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gress was the enactment of a mandatory disclosure system.111 Both in the issu
ance of new securities to the public and in periodic reporting, Congress specified 
in great detail the type of data that must be disclosed.112 Case law consistently 
has held that any person who aids in the distribution of a new security to the 
public without a registration statement in effect violates the Securities Act of 
1933, regardless of whether the person was a fiduciary of the issuer.113

tives considered Peruvian bonds an “unsatisfactory moral risk.” S. Rep. No 1455, 73d Cong., 2d Sess., 
126-50 (1934).

The Pecora Hearings also received testimony about Albert Wiggin, chairman of the board of the Chase 
National Bank. Wiggin organized three corporations to trade stock in the Chase National Bank employ
ing inside information about the bank’s operations. From 1927 to 1932, these three corporations earned 
profits of $10,425,657, including over $4 million as a result of fall 1929 short sales in the Chase National 
Bank when Wiggin concluded the bank’s stock price was “ridiculously high.” The Chase National Bank 
during Wiggin’s tenure also was shown to have consistently “obfuscated the true condition of the banks’ 
affairs.” For example, in income statements published between 1930 and 1932, the bank repeatedly based 
part of its income on transfers from capital and surplus accounts without disclosing this unorthodox 
source of its income. Id. at 211-19. In addition, the Pecora Hearings documented that J.P. Morgan & 
Company, among other investment banks, often distributed stock to the public by initially selling shares at 
a discount price to a “preferred list” of business and political figures. Seligman, supra note 99, at 29-30 
(citing S. Rep. No. 1455, 73rd Cong., 2d. Sess. 103-04, 115, 117-19 (1934)).

The third set of hearings to focus on disclosure issues was the brief House and Senate Hearings preced
ing enactment of the 1933 Securities Act. Both the House and Senate reports asserted that investors had 
lost $25 billion during the previous decade because of what the Senate Report termed “incomplete, care
less or false representations.” S. Rep. No. 47, 73d Cong., 1st Sess. 2 (1933). Robert Healy, Chief Counsel 
of the Federal Trade Commission, testified before both the House and Senate hearings on the securities 
bill about specific accounting frauds the Commission had documented during the first six years of its on
going study of utility corporations. Healy provided several illustrations of how utility assets had been 
written up without disclosing their original cost or the basis for the write-up. Healy estimated that 
through 1933, the FTC investigation had found more than $1 billion of such write-ups and that asset 
write-ups had been employed by approximately 75 percent of the public utility firms studied by the Com
mission. While some of these reappraisals of utility property may have been fairly based on then-current 
market or reproduction values, others clearly were not. For example, Electric Bond and Share, then the 
nation’s largest public utility holding company, on several occasions bought local operating companies, 
created a local holding company and recorded the value of the operating companies at a figure substan
tially above cost, without having taken any steps that possibly could have increased the value of the local 
operating companies. Federal Securities Act Hearings, supra note 100, at 230-32. Healy also offered sev
eral examples of utility firm fraud in preparing income statements. One illustration involved Insull Utili
ties Investments, which claimed $12 million income on the sale of certain stock subscription rights which 
it sold for that amount. The rights, however, had initially cost $16 million and Insull Investments had 
never recognized the $16 million cost as an expense, “so that,” Healy testified, “instead of a profit of 
$12,000,000 there was a loss of $4,000,000.” Id. at 220-21. Healy’s testimony was considerably amplified 
by the FTC Summary Report on Utility Corporations, S. Doc. No. 92, 70th Cong., 1st Sess. 282- 
304, 845-48 (1935).

Two major post-1934 SEC reports also documented evidence of omissions of material investment infor
mation in the period before 1934. See generally SEC Report on the Study and Investigation of the Work, 
Activities, Personnel and Functions of Protective and Reorganization Committees (1936-1940), pt. 1, 507-08, 
571-76 (1937); pt. 3, 63-80 (1936); pt. 7, 135-36 (1938); 3 SEC Investment Trusts and Investment 
Companies Report 70-71, 195-205, 645-47, 1507-23, 1942-2406 (1940); Seligman, supra note 99, at 10- 
45.

111. See Securities Act of 1933, 15 U.S.C. § 77 (1982); Securities Exchange Act of 1934, 15 U.S.C. § 78 
(1982).

112. See generally Schedules A & B to the Securities Act of 1933, 15 U.S.C. § 77a (1981) and §§ 12-14 
of the Securities Exchange Act of 1934, 15 U.S.C. § 78 1-n (1982).

113. Failure to file registration statement required by § 5 of the 1933 Securities Act, 15 U.S.C. § 77c 
(1982), formally violates § 12(1) of that Act. Securities Act of 1933, § 12(1), 15 U.S.C. § 771 (1982). 
SEC v. Chinese Consol. Benevolent Ass’n., 120 F.2d 738 (2d Cir. 1941) is a leading case holding that a 
person will be deemed an underwriter under § 2(11) of the Act, 15 U.S.C. § 77b (11) (1982), if the person 
attempts to sell a security for an issuer, even if the person is neither under contract to the issuer nor 
receives any compensation. 120 F.2d at 740-41. See also L. Loss, supra note 2, at 281-82 (discussing SEC 
v. Chinese Consol. Benevolent Ass’n).

Section 11 of the 1933 Securities Act, 15 U.S.C. § 77k (1982), relieves the plaintiff of the burden of
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This type of generic rule is consistent with the legislative history of the 1933 
act. In submitting the 1933 securities bill, President Roosevelt clearly wanted 
issuing corporations and their underwriters to have the burden of disclosing all 
material data before a securities sale was consummated, regardless of traditional 
state law fiduciary duties.* 114 Congress, appalled by the extent to which state law 
had proven unable to prevent the sale of billions of dollars of fraudulently mar
keted securities,115 specified that the issuing corporation, its principal executive 
officer or officers, its financial officer, its comptroller or principal accounting of- 

proving the common law fraud elements of scienter, privity of contract, reliance and causation. See, e.g., 
Kusner v. First Pa. Corp., 531 F.2d 1234, 1240 (3d Cir. 1976) (proof of reliance and causation unneces
sary under § 11) (concurring opinion); Barnes v. Osofsky, 373 F.2d 269, 271-73 (2d Cir. 1967) (plaintiff 
required to trace shares’ lineage to defective prospectus; common law privity not required); Fischman v. 
Raytheon Mfg. Co., 188 F.2d 783, 786 (2d Cir. 1951) (proof of fraud or deceit unnecessary under § 11); 
Emmi v. First Mfrs. Nat’l Bank, 336 F. Supp. 629, 631-34 (D. Me. 1971) (plaintiff need not establish 
causation in § 11 cause of action); 3 L. Loss, supra note 99, at 1724-25, 1729-30 (reasonable care replaces 
scienter, unnecessary to prove reliance or establish privity); L. Loss, supra note 2, at 1036-38 (plaintiff 
need not prove causation).

Similarly, § 12(1) of the 1933 Securities Act, 15 U.S.C. § 771(1) (1982), eliminates the need of establish
ing the elements of common law fraud. See generally L. Loss, supra note 2, at 1017-21.

In recent years, several courts have construed § 12(2), 15 U.S.C. § 771(2) (1982), to pierce the privity 
requirement. See id. at 1025; Harris, Erosion of the Privity Requirement in Section 12(2) of the Securities 
Act of 1933: The Expanded Meaning of Seller, 31 UCLA L. Rev. 921 (1984).

114. President Roosevelt’s message to Congress on March 29, 1933 stated:
This proposal adds to the ancient rule of caveat emptor the further doctrine, “Let the seller 

also beware.” It puts the burden of telling the whole truth on the seller .... What we seek is a 
return to a clearer understanding of the ancient truth that those who manage banks, corpora
tions, and other agencies handling or using other people’s money are trustees acting for others.

77 Cong. Rec. 937 (1933). Both the House Report and the Senate Report included the President’s 
message. H.R. Rep. No. 85, 73d Cong., 1st Sess. 1-2 (1933); S. Rep. No. 47, 73d Cong., 1st Sess., 6-7 
(1933). For a history of the enactment of the 1933 Securities Act, see generally J. Seligman, supra note 
99, at 39-77.

115. The Senate Report stated:
The necessity for the bill arises out of the fact that billions of dollars have been invested in 

practically worthless securities, both foreign and domestic, including those of foreign govern
ments, by the American public through incomplete, careless, or false representations. The result 
is dire national distress. In the protection of the public in its purchase of securities, the United 
States lags far behind other nations. This is true in spite of the fact that 47 of our States have 
blue-sky laws. Most of these regulatory laws give the State commissions power to forbid the sale 
of securities in their respective States which do not comply with their requirements.

Despite the State laws, the losses of investors have been appalling. Those who have consid
ered the matter place such losses in this country at $1,700,000 annually even before the depres
sion, and at more than $500,000,000 annually in the State of New York alone. Other statistics 
indicate that such losses have amounted to the colossal sum of $25,000,000,000 during the past 
10 years.

S. Rep. No. 47, 73d Cong., 1st Sess. 2 (1933). Similarly, the House Report stated:
During the post-war decade some 50 billions of new securities were floated in the United 

States. Fully half or $25,000,000,000 worth of securities floated during this period have been 
proved to be worthless. These cold figures spell tragedy in the lives of thousands of individuals 
who invested their life savings, accumulated after years of effort, in these worthless securities. 
The flotation of such a mass of essentially fraudulent securities was made possible because of the 
complete abandonment by many underwriters and dealers in securities of those standards of fair, 
honest, and prudent dealing that should be basic to the encouragement of investment in any 
enterprise. Alluring promises of easy wealth were freely made with little or no attempt to bring 
to the investor’s attention those facts essential to estimating the worth of any security. High 
pressure salesmanship rather than careful counsel was the rule in this most dangerous of 
enterprises.

The report added: “The fact that security dealers who wish to evade state laws have so frequently resorted 
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fleer, its board of directors, every person who consented to being named in the 
registration statement as about to become a director, every underwriter and 
every accountant, engineer, appraiser or other “expert” who prepared or certi
fied part of the registration statement could be liable for omissions of material 
fact in a registration statement of a new security.116 This list of persons was 
selected not because they were traditional fiduciaries, but rather, as the Senate 
Report explained:

to methods of selling securities without entering the state and thus never subjecting themselves to State 
control makes the elimination of this evil imperative.” H.R. Rep. No. 85, 73d Cong., 1st Sess. 2 (1933).

Similar sentiments were articulated in the floor debate preceding enactment. See, e.g., 77 Cong. Rec. 
2918 (1933) (statement of Rep. Reybum) (“The conditions under which these stocks and bonds are issued 
have been those of the greatest freedom .... Millions of citizens have been swindled into exchanging 
their savings for worthless stocks”); 77 Cong. Rec. 2931 (1933) (statement of Rep. Wolverton) (“The 
failure to prevent such losses is not due to any lack of stringency in the statutes already enacted by the 
several states, but, in a large measure, because of the inability of state laws to reach interstate transactions 
in such secunties.”); 77 Cong. Rec. 2983 (1933) (statement of Sen. Fletcher) (“We are trying to cover 
instances where there seem to be loopholes and means of escape . . . .”).

116. Securities Act of 1933, § 11(a), 15 U.S.C. § 77k(a) (1982). See also In Re Gap Stores Securities 
Litigation, 79 F.R.D. 283, 299-302 (N.D. Cal. 1978) (§ 11 applied to underwriters); Feit v. Leasco Data 
Processing Equipment Corp., 332 F. Supp. 544, 575-79 (E.D.N.Y. 1971) (§ 11 applied to directors); Es- 
cott v. BarChris Constr. Corp., 283 F. Supp. 643, 697-703 (S.D.N.Y. 1968) (discussing expert’s due dili
gence defense).

117. S. Rep. No. 47, 73d Cong., 1st Sess. 5 (1933). In addition to this “last clear chance” theory, the 
Senate Report also emphasized that a general imposition of liability was necessary “to restore confidence.” 
Id. Similar sentiments were frequently articulated in the floor debate. See, e.g., 77 Cong. Rec. 2914 
(1933) (statement of Rep. Greenwood) (necessary to restore confidence in banking system); see also infra 
notes 159 to 165 and accompanying text (purpose of 1934 Act to restore investor confidence).

118. The House Report provides:
The character of civil liabilities imposed by this bill are described in detail elsewhere. Their 

essential characteristic consists of a requirement that all those responsible for statements upon 
the face of which the public is solicited to invest its money shall be held to standards like those 
imposed by law upon a fiduciary. Honesty, care, and competence are the demands of trusteeship. 
These demands are made by the bill on the directors of the issues, its experts, and the underwrit
ers who sponsor the issue. If it be said that the imposition of such responsibilities upon these 
persons will be to alter corporate organization and corporate practice in this country, such a 
result is only what your committee expects.

H.R. Rep. No. 85, 73d Cong., 1st Sess. 5 (1933).
119. Id. at 9.

If one of two presumably innocent persons must bear a loss, it is 
familiar legal principle that he should bear it who has the opportunity 
to learn the truth and has allowed untruths to be published and relied 
upon. Moreover he should suffer the loss who occupies a position of 
trust in the issuing corporation toward the stockholders, rather than 
the buyer of stock who must rely upon what he is told.117

Congress recognized that this list was broader than that at common law and 
would “alter corporate organization and practice in this country.”118 Instead of 
citing state fiduciary law as a precedent for its list of persons who could be held 
liable, the House Report emphasized that everyone who sells securities contain
ing material omissions could be held liable because, “for those whose moral re
sponsibility to the public is particularly heavy, there is a correspondingly heavier 
legal liability.”119

The Securities Exchange Act of 1934 and relevant amendments contain sev
eral provisions requiring a parity of information approach, regardless of tradi
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tional state law fiduciary duties.120 The law itself begins with a somewhat 
ambiguous statement of purpose: “To insure the maintenance of fair and honest 
markets in such [securities] transactions. . . . “121 The legislative history of the 
Act clarifies the ambiguity in the statement of purpose. The House Report 
stressed the need for “constant extension of the legal conception of a fiduciary 
relationship”122 and noted that “the lesson of 1921-29 is that without changes 
[stock exchanges and corporations] cannot endure.”123 The general purpose of 
the act is then amplified in the House Report:

120. A history of the enactment of the Securities Exchange Act of 1934 appears in J. Seligman, supra 
note 99, at 73-100.

121. Securities Exchange Act of 1934, § 2, 15 U.S.C. § 78b (1982).
122. HR. Rep. No. 1383, 73d Cong., 2d Sess. 3, 5 (1934)
123. Id.
124. Id. at 5-6.
125. Id.
126. Securities Exchange Act of 1934, §§ 12, 13, 15 U.S.C. § 781-m (1982).
127. S. Rep. No. 1455, 73d Cong., 2d Sess. 68 (1934). See also S. Rep. No. 792, 73d Cong., 2d Sess. 10- 

11, 19-20 (1934) (discussing need for honest, complete and correct information).

The causes of dangerous speculation in the securities markets go far 
deeper than defects and abuses in stock-exchange machinery alone. 
They include inadequate central control of a national credit system 
that too easily provides for speculation funds which the national wel
fare much more requires in local commerce, industry, and agriculture. 
They include inadequate corporate reporting which keeps in ignorance 
of necessary factors for intelligent judgment of the values of securities a 
public continually solicited to buy such securities by the sheer advertis
ing value of listing. They include managements in possession of inside 
information. Speculation, manipulation, faulty credit control, inves
tors’ ignorance, and disregard of trust relationships by those whom the 
law should regard as fiduciaries, are all a single seamless web. No one 
of these evils can be isolated for cure of itself alone. A stockmarket 
pool, for instance, is only an effect and not a cause; the manipulator, a 
shell-game artist who can live only by following the county fair of too 
easy credit and ignorance.124

Two aspects of this passage from the House Report are noteworthy. First, the 
Report explicitly recognizes that traditional state fiduciary law was deficient; it 
makes reference to those “whom the law should regard as fiduciaries. . . .”125 
Second, the Report insisted in its reference to a seamless web, that the sections of 
the 1934 Act should not be analyzed separately, but rather should be studied as 
complementary parts of a comprehensive effort to reform stock trading.

As in the Securities Act of 1933, the primary technique employed in the Se
curities Act of 1934 to prevent trading while in possession of material nonpublic 
information was a mandatory disclosure system. The assumption underlying the 
periodic reporting requirements of the 1934 Act126 was that without “honest, 
complete and correct information,”127 “[n]o investor, no speculator can safely 
buy and sell securities. . . The idea of a free and open public market is built 
upon the theory that competing judgments of buyers and sellers as to the fair 
price of a security brings about a situation where the market price reflects as 



1110 The Georgetown Law Journal [Vol. 73:1083

nearly as possible a just price.”128 This rationale for full disclosure of material 
corporate information is consistent with an obligation of all traders to disclose 
material nonpublic information before trading. Without public availability of 
such “complete” information, no investor “can safely buy and sell securi
ties. . . ,”129 The House Report recognized that “delayed, inaccurate, and mis
leading reports are the tools of the unconscionable market operator and the 
recreant corporate official who speculate on inside information.”130 This implies 
that Congress was aware that not only corporate insiders but also outsiders, nor
mally not subject to state law fiduciary duties, also had traded on the basis of 
material nonpublic information. However, as the reference to “inside in
formaton” in the above quotation suggests, Congress apparently assumed that 
outsiders who traded on the basis of nonpublic information either: (1) would 
receive “inside information” from corporate officials; or (2) would violate other 
provisions of the act concerning either stock price manipulation 131or specialists 
and floor traders.132 Congress did not explicitly consider a mandatory disclosure 
requirement for all outsiders who traded on the basis of material outside infor
mation about a specific security. This is hardly surprising. Unannounced tender 
offers, the most commonly litigated form of such outside information today, did 
not become a matter of public concern until at least thirty years later. It was not 
until 1973 that the first serious law review article concerning “market informa
tion,” as outside information often now is called, would be published.133

128. H.R. Rep. No. 1383, 73d Cong., 2d Sess. 11 (1934). The corporate proxy election provision of the 
statute, Securities Exchange Act of 1934, § 14, 15 U.S.C. § 78n (1982) also emphasized the need for 
disclosure of material information. A Senate Report explained:

In order that the stockholder may have adequate knowledge as to the manner in which his 
interests are being served, it is essential that he be enlightened not only as to the financial condi
tion of the corporation, but also as to the major questions of policy, which are decided at stock
holders’ meetings. Too often proxies are solicited without explanation to the stockholder of the 
real nature of the matters for which authority to cast his vote is sought.

S. Rep. No. 1455, 73d Cong., 2d Sess. 74 (1934). See also S. Rep. No. 792, 73d Cong., 2d Sess. 12 (1934) 
(similar language); H.R. Rep. No. 1383, 73d Cong., 2d Sess. 13-14 (1934) (same).

129. H.R. Rep. No. 1383, 73d Cong., 2d Sess. 11 (1934).
130. Id. (emphasis added).
131. See Securities Exchange Act of 1934, §§ 9,10, 15 U.S.C. § 78i-j (1982) (liability for creating decep

tive market activity, price manipulations, broker-dealer deceptions or violations of rules prescribed by 
Commission); see also infra text accompanying notes 136 to 139 (discussion of § 9), text accompanying 
notes 140 to 148 (discussion of § 11).

132. Securities Exchange Act of 1934, §11,15 U.S.C. § 78(k) (1982). See also infra text accompanying 
notes 140 to 148.

133. Fleischer, Mundheim & Murphy, supra note 40.
134. Securities Act of 1934, § 16(b), 15 U.S.C. § 78p(b) (1982). On § 16(b), see generally 2 L. Loss, 

supra note 99, at 1040; 5 L. Loss, supra note 2, at 604-57; W. Painter, supra note 29, at §§ 4.01-4.10; 5 
A. Jacobs, supra note 44, at § 3.02(g); Cook & Feldman, Insider Trading Under the Securities Exchange 
Act, 66 Harv. L. Rev. 385 (1953).

In addition to the mandatory periodic disclosure system, several other provi
sions of the 1934 Act prohibited trading while in possession of material nonpub
lic information. First, section 16(b) explicitly prohibited any director, officer or 
beneficial owner of more than ten percent of any class of any equity security 
from realizing any profit from any purchase and sale or sale and purchase of any 
equity security of an issuer within a period of less than six months.134 Section 
16(b) was a striking extension of federal securities law beyond state common 
law. Holders of more than ten percent of any class of any equity security, for 
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example, could be held liable even if they did not have a state law fiduciary duty, 
did not possess material nonpublic information, and did not act with scienter. 
The legislative history emphasized the need to renew investors confidence in the 
exchange markets by deterring profitable short swing trading by insiders or large 
stockholders presumed to have access to inside information.135

Second, section 9, among other things, specifically forbade any person:
[t]o effect, alone or with one or more other persons, a series of transac
tions in any security registered on a national securities exchange creat
ing actual or apparent active trading in such security or raising or 
depressing the price of such security, for the purpose of inducing the 
purchase or sale of such security by others.136

The general purpose of this and other subsections of section 9 was to prevent 
exchange floor professionals and others from engaging in pool operations 
designed to manipulate stock prices.137 While the typical pool operation in
volved the dissemination of favorable information to encourage the purchase of a 
security,138 section 9 also proscribed trading by any person creating actual or 
apparent active trading for the purpose of inducing the purchase or sale of a 
security by others.139 In other words, section 9 forbids any person from trading 
in a security while in possession of nonpublic information about a market pool 
operation then in effect in that security.

Third, section 11(b) of the 1934 Act empowered the SEC to limit dealings by 
an exchange specialist “so far as practicable to those reasonably necessary to

135. H.R. Rep. No. 1383, 73d Cong., 2d Sess. 13 (1934). The House Report further stated: “[T]he 
most potent weapon against the abuse of inside information is full and prompt publicity.” Id. See also S. 
Rep. No. 792, 73d Cong., 2d Sess. 9, 20-21 (section 16 designed to prevent unfair use of inside informa
tion not available to others). Section 16 was enacted after the Pecora Hearings had received detailed 
testimony about corporate officers, directors and large stockholders participating in stock pool operations. 
See S. Rep. No. 1455, 73d Cong. 2d Sess. 55-68 (1934) (Pecora Hearings on stock pool operations).

136. Securities Act of 1934, § 9, 15 U.S.C. § 78 i(a)(2) (1982). Traders in the over-the-counter market 
are subject to a similar prohibition. L. Loss, supra note 2, at 995-98.

137. In the period preceeding enactment of the 1934 Securities Exchange Act, pool operations were 
common on the leading exchanges. According to a Senate Report, the following numbers of stock issues 
were subject to one or more syndicate, pool and/or joint accounts which NYSE member firms or their 
partners managed during the 1929-33 period:

YEAR
ON THE NEW YORK 
STOCK EXCHANGE

ON THE NEW YORK 
CURB EXCHANGE

1929 107 27
1930 35 3
1931 6
1932 2
1933 23 1

S. Rep. No. 1455, 73d Cong., 2d Sess. 30-35 (1934).
138. S. Rep. No. 1455, 73d Cong., 2d Sess. 36, 41-45 (1934).
139. A House Report emphasized, “the most subtle manipulating device employed in the security mar

kets is not simply the crude form of a wash sale or a matched order. It is the conscious marking up of 
prices to make investors believe that there is a constantly increasing demand for stocks at higher prices, or 
the conscious marking down of stocks to make investors believe that an increasing number of investors are 
selling as prices recede.” H.R. Rep. No. 1383, 73d Cong., 2d Sess. 10 (1934). A Senate Report stated,
this provision should perform the wholesome service of outlawing pool operations, as well as every other 

device used to persuade the public that activity in a security is the reflection of a genuine demand instead 
of a mirage. S. Rep. No. 1455, 73d Cong., 2d Sess. 54 (1934). For an analysis of post-1934 case law 
under § 9, see generally 1 A. Bromberg & L. Lowenfels, supra note 109, at § 2.4 (430); 5 A. Jacobs, 
supra note 44, at § 3.02(c); L. Loss, supra note 2, at 990-95. 
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permit him to maintain a fair and orderly market. . . ,”140 The specialist is a 
securities exchange member who makes a market in an assigned list of securities. 
Inevitably he has access to two types of material nonpublic information. His 
physical presence on the exchange floor and knowledge of the broker-dealer firm 
affiliations of floor brokers often will permit him to predict short-term price 
trends. He also has sole possession of the “specialist’s book” in which are re
corded limit orders, or orders to be executed, usually at prices somewhat above 
or somewhat below the current market price. Since the specialist may trade for 
his own account, these informational advantages periodically have made special
ist “dealing” controversial.141 Rather than prohibit specialists from dealing 
while they possess material nonpublic information, Congress in 1934 empowered 
the SEC to limit specialist dealing to those trades necessary to maintain fair and 
orderly markets.142 Under the current regime, specialists should only trade to 
maintain the “orderliness” (that is, without wide or abrupt price swings), “con
tinuity” (with minimum price variations between successive trades), or “liquidity

140. Securities Exchange Act of 1934, Pub. L. No. 291, § 11(b), 73d Cong., 2d Sess., 48 Stat. 881, 891- 
92 (1934) (codified as amended at 15 U.S.C. § 78k(b) (1982)). The current § 11(b) deleted language in the 
original statute restricting a specialist’s dealings to those transactions “reasonably necessary to permit him 
to maintain a fair and orderly market.” Id. The legislative history indicates that Congress did not contem
plate that this amendment would signify an intention that the SEC change its preexisting regulation of 
specialists. See S. Rep. No. 75, 94th Cong., 1st Sess. 100 (1975) (“This change does not reflect a belief on 
the Committees’ part that this present limitation of specialist dealing is inappropriate. The change is 
merely intended to provide the SEC with greater flexibility in prescribing a specialist’s obligations in a 
national market system. . . . Under § 11(b), as amended, the SEC would retain plenary control over all 
aspects of specialists’ activities.”).

Justice Powell, selectively focusing on another amendment to § 11(a) of the 1934 Act, 15 U.S.C. 
§ 78k(a)(l), stated in Chiarella v. United States:

Section 11 of the 1934 Act generally forbids a member of a national securities exchange from 
effecting any transaction on the exchange for its own account. . . . But Congress has specifi
cally exempted specialists from this prohibition. . . . The exception is based upon Congress’ 
recognition that specialists contribute to a fair and orderly market at the same time they exploit 
the informational advantage that comes from their possession of buy and sell orders.

445 U.S. at 233-34 n.16.
This assertion thoroughly misconceives congressional intent. In 1975, under rule 1 lb-1, exchanges were 

permitted to register members as specialists as long as the exchange had in effect a provision restricting 
dealings by a specialist “so far as practicable to those reasonably necessary to permit him to maintain a 
fair and orderly market. . . .” 17 C.F.R. § 240.1 lb-1 (1984). The purpose of this rule was to prevent 
specialists from exploiting informational advantages and to limit their trading solely to that amount neces
sary to ensure fair and orderly markers. A history of the specialist trading problems which led to the 
adoption of rule 1 lb-1 appears in J. Seligman, supra note 99, at 335-44. See generally Wolfson & Russo, 
The Stock Exchange Specialist: An Economic and Legal Analysis, 1970 Duke L.J. 707 (role of specialist); 
Note, The Downstairs Insider: The Specialist and Rule I0b-5, 42 N.Y.U. L. Rev. 695 (1967) (application 
of rule 10b-5 to specialist).

141. After evidence of trading abuses by specialists was heard at the Senate Stock Exchange Practices 
hearings, S. Rep. No. 1455, 73d Cong., 2d Sess. 47-50 (1934), Congress briefly considered prohibiting the 
specialist system in favor of a system of exchange officials who would perform the functions of specialists 
but would not trade for their own personal accounts. See J. Seligman, supra note 99, at 86 (discussing 
proposals to transform specialist’s functions). Forty years later this type of system was established on the 
Chicago Board Options Exchange. Seligman, supra note 28, at 171-73.

142. See H.R. Rep. No. 1383, 73d Cong., 2d Sess. 14-15, 22 (1934) (detailing segregation and limita
tion of functions of specialists); S. Rep. No. 792, 73d Cong., 2d Sess. 12, 18 (1934) (detailing restrictions 
on floor trading by specialists). The SEC has employed its power under § 11(b), among other things, to 
persuade the NYSE to adopt a “negative” trading rule prohibiting dealing in excess of the amount neces
sary to ensure a fair and orderly market. NYSE, Constitution and Rules, Rule 104 (1980). See J. 
Seligman, supra note 99, at 342-44 (discussing negotiations between SEC and NYSE to regulate special
ists); Barry, supra note 1, at 1381-84 (discussing § 11(b) and NYSE restrictions on specialists); Fleischer, 
Mundheim & Murphy, supra note 40, at 847-51 (same). 



1985] Reforming Insider Trading Laws 1113

and depth” (ability to immediately handle large orders without significant price 
variations) of a market in a stock. While trades for these purposes are required 
of a specialist and do coincide with their possession of material nonpublic infor
mation, trades made purely to exploit material nonpublic information are not 
permissible.143

143. In addition, the 1975 Securities Acts amendments prohibit a specialist from sharing information 
about orders he holds with any person other than an exchange official unless the SEC adopts a rule 
requiring such disclosure. 15 U.S.C. § 78k(b) (1982).

For many years the SEC also prevented “side-by-side” trading of stocks and options by a single market
maker to prevent the market-maker from exploiting advance knowledge of impending stock trades by 
dealing in options. Seligman, supra note 28, at 173-78. But see Securities Exchange Act of 1934 Release 
No. 22,026 (May 8, 1985) (soliciting comment on granting unlisted trading privileges to exchanges for 
purpose of allowing integrated market-making).

144. Securities Exchange Act of 1934, Pub. L. No. 291, § 11(a), 48 Stat. 881, 891 (1934) (codified as 
amended at 15 U.S.C. § 78 (1982) (“The Commission shall prescribe such rules and regulations as it 
deems necessary or appropriate in the public interest or for the protection of investors, (1) to regulate or 
prevent floor trading by members of national securities exchanges, directly or indirectly for their own 
account or for discretionary accounts . . . .”).

145. See, e.g., Stock Exchange Regulation: Hearings on H.R. 7852 and H.R. 8720 Before the House 
Interstate and Foreign Commerce Comm., 73d Cong., 2d Sess. 124 (1934) (testimony of Thomas G. Cor
coran) (“They take no chances. They take no position against the market. They simply follow the market 
the way birds follow a ship, following the trend and picking up what they can on the way. . . .”). The 
Senate Report accompanying the Securities Exchange Act of 1934 also reflected a fear of the floor traders’ 
ability to exploit material nonpublic information: “Subsection (a) directs the Commission to regulate or 
prevent floor trading on the part of members. By such regulations those who are actively on the scene of 
speculation may be restricted from taking undue advantage of this privilege.” S. Rep. No. 792, 73d Cong., 
2d Sess. 18 (1934).

146. J. Seligman, supra note 99, at 329-35.
147. See S. Rep. No. 75, 94th Cong., 1st Sess. 99-100 (1975) (discussing 1975 proposals to prohibit 

floor trading).
148. SEC rule lla-1 prohibits floor trading except in compliance “with a plan designed to eliminate 

floor trading activities which are not beneficial to the market and which plan has been adopted by an 
Exchange and declared effective by the Commission.” 17 C.F.R. § 240.1 la-1(b)(7) (1984).

The current NYSE rule prohibits a registered trader from trading for his own account within two 
minutes following the print on the last sale tape of any order of 5000 shares or more, NYSE, Constitu
tion and Rules, Rule 112.10, and requires 75 percent of the trades of a registered trader to satisfy the 
tick test, a measure of price stabilization. Id. See J. Seligman, supra note 99, at 334 (criticizing tick 

test).

Fourth, Congress empowered the SEC to regulate, and if necessary prohibit, 
trading for their own account by floor traders.144 Floor traders are exchange 
members physically located on the floor of the exchange who trade for their own 
accounts. Unlike floor brokers who act as messengers delivering the orders of 
public customers to the specialist, floor traders could take advantage of their 
physical location to exploit their knowledge of material nonpublic information 
about future short-term price trends. It was for precisely for this reason that 
Congress gave the SEC the power to abolish or regulate floor trading.145 The 
SEC made serious attempts to prohibit floor trading altogether in 1964146 and 
again in 197 5.147 If the New York Stock Exchange had not been able to per
suade the SEC that floor traders can perform a role that helps the specialist 
ensure the orderliness of market prices, floor trading would not be permitted 
today. Current SEC and New York Stock Exchange regulations attempt to re
move floor traders’ ability to exploit nonpublic information while limiting floor 
traders (now called registered traders) to a role that contributes to the orderli
ness and continuity of stock market prices.148

Fifth, the 1936 amendments to the 1934 Act empowered the SEC to require 
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that all securities brokers and dealers disclose in writing to a customer any inter
est they have in a security before completing a transaction in that security for the 
customer.149

Sixth, the 1970 amendments to the 1934 Act concerning section 14(e)150 em
powered the SEC to adopt rules proscribing the use of material nonpublic infor
mation in connection with a tender offer.151 In 1980, the SEC adopted rule 14e- 
3152 which proscribes securities purchases or sales by any person in possession of 
material information relating to a tender offer that has commenced or toward 
which a substantial step or steps have been taken. The rule is intended to impose 
an abstain or disclose obligation where no preexisting fiduciary duty existed be
tween the person possessing the information and those buying from or selling 
securities to him or her.153 Rule 14e-3 is limited to the tender offer context and 
does require proof that the person in possession of the nonpublic information 
know or have reason to know that the information was acquired “from (1) the 
offering person, (2) the issuer of the securities sought or to be sought by such 
tender offer, or (3) any officer, director, partner or employee or any other person 
acting on behalf of the offering person or such issuer. . . ,”154 Within that con
text, however, rule 14e-3 generally proscribes trading while in possession of ma-

149. The SEC’s authority derives from § 15(c) of the Securities Exchange Act of 1934, 15 U.S.C. 
§78o(c) (1982). Pursuant to this section, the SEC has issued rule 15cl-6, 17 C.F.R. § 240.15cl-6 (1984) 
which requires disclosure of the broker’s or dealer’s interest in a security. See 3 L. Loss, supra note 99 at 
1425, 1478-79 (discussing rule 15c 1-6). Similarly, the case law has found broker-dealers to be in violation 
of other SEC rules. See Affiliated Ute Citizens v. United States, 406 U.S. 128, 152 (1972) (failure of 
market maker to disclose or execute trades at current market price violates rule 10b-5); Chasins v. Smith, 
Barney & Co., 438 F.2d 1167, 1169-73 (2d Cir. 1970) (failure of brokerage firm to disclose that making a 
market in over-the-counter securities it sold violates rule 10b-5); Hughes v. SEC, 174 F.2d 969, 975-76 
(D.C. Cir. 1949) (dealer’s failure to disclose to customers best market price of security or dealer’s cost 
violates rule 15c 1-2); Charles Hughes & Co. v. SEC, 139 F.2d 434, 435-37 (2d Cir. 1943) (excessive mark
up of dealer prices without disclosure of market value violates rule 15cl-2). See generally Note, Non- 
Disclosure of Market-Maker Status by Dealer Held a Violation of Rule 10b-5, 71 Colum. L. Rev. 495 
(1971); Note, Broker Dealers, Market Makers and Fiduciary Duties, 9 Loyola L. Rev. 746 (1978).

150. Pub. L. No. 91-567, 84 Stat. 1497, 1497-98 (1970) (codified at 15 U.S.C. § 78n(d)(l) (1982)) 
(amending Williams Act, Pub. L. No. 90-439, 90th Cong., 2d Sess., 82 Stat. 454 (1968)).

151. H.R. Rep. No. 1655, 91st Cong. 2d Sess. 4 (1970); S. Rep. No. 1125, 91st Cong., 2d Sess. 4 
(1970). See also Block & Barton, Securities Litigation: Insider Trading—The Need For Legislation, 10 
Sec. Reg. L.J. 350, 365-67 (1983) (rule 14e-3 broadens liability in context of tender offers); Fleischer, 
Mundheim & Murphy, supra note 40, at 809-24 (effect of rule 14e-3 on ability to make pre-tender offers, 
market purchases); Langevoort, supra note 1, at 44-52 (discussing application of common law after rule 
14e-3); Poser, Misuse of Confidential Information Concerning A Tender Offer As A Securities Fraud, 49 
Brooklyn L. Rev. 1265, 1283-86 (1983) (discussing impact of United States v. Newman on rule 14e-3); 
Note, Private Causes of Action Under Rule 14e-3, 51 Geo. Wash. L. Rev. 290, 302-08 (1983) (arguing 
that courts should recognize private causes of action under rule 14e-3) [hereinafter cited as Note, Private 
Causes of Action]: Note, Trading on Material Nonpublic Information Under Rule 14e-3, 49 Geo. Wash. 
L. Rev. 539, 550-58 (1981) (noting judicial attempts to curtail scope of rules 14e-3 and 10b-5).

152. 17 C.F.R. § 240.14e-3 (1984). Rule 14e-3 has been the authority for SEC enforcement actions. 
See, e.g., SEC v. Materia 745 F.2d 197, 199 (2d Cir. 1984) (discussing SEC allegations that defendant’s 
trading in securities of target corporation on basis of material nonpublic information constitutes misap
propriation from employer and clients in violation of rule 14e-3), cert, denied, 53 U.S.L.W. 3757 (U.S. 
April 23, 1985); SEC v. Musella, 578 F. Supp. 425, 443-44 (S.D.N.Y. 1984) (rule 14e-3 violated when 
defendant bought stock of tender offer target during proscribed period). The rule has also been employed 
in civil litigation. See O’Connor & Assoc, v. Dean Witter Reynolds, Inc., 529 F. Supp. 1179, 1188-93 
(S.D.N.Y. 1981) (application of rule 14e-3 to private complaints).

153. See SEC v. Musella, 578 F. Supp. at 443 (section 14(e) and rule 14e-3 do not require Chiarella 
element of fiduciary duty); Note, Private Causes of Action, supra note 151, at 293 (Chiarella duty require
ment inapplicable to rule 14e-3).

154. Pub. L. No. 91-567, 84 Stat. 1497, 1497-98 (1970) (codified at 15 U.S.C. § 78n(d)(l) (1982)) 
(amending Williams Act, Pub. L. No. 90-439, 90th Cong., 2d Sess., 82 Stat. 454 (1968)). 
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terial nonpublic information, consistent with a congressional intent to prevent 
disparities in market information and market disruptions.155

155. 17 C.F.R. § 240.14e-3 (1984).
156. As the Commodity Future Trading Commission (CFTC) recently stated:

The cases decided under Section 10(b) and Rule 10b-5 illustrate some of the problems with 
using general fraud prohibitions to combat insider trading in the securities markets. A broad 
provision such as Rule 10b-5 provides little guidance concerning the specific conduct that it is 
meant to prohibit. Thus, such a provision invites litigation and, to a large extent, leaves it up to 
the judiciary to determine what types of insider trading are prohibited. Moreover, as cases such 
as Chiarella make clear, not all insider trading that the government seeks to prohibit necessarily 
falls within the common law definition of fraud.

CFTC, supra note 23, at app. IA, 6.
157. Fleischer, Mundheim & Murphy, supra note 40, at 816. A relatively recent SEC articulation of 

the theory appears in the release concerning the Commission’s “Going Private” rule. Securities Exchange 
Act of 1934 Release No. 17,719 (Apr. 13, 1981).

158. One commentator, for example, has observed:
the most telling argument that can be made against insider trading on allocational grounds: 
investors cannot before the fact distinguish those companies whose insiders trade on confidential 
information from those whose insiders do not. This distinction is impossible not only because 
insider trading is difficult to detect but also because the opportunities for insider trading are 
dependent on the fortuitous occurrence of significant events and are therefore distributed ran
domly throughout the market. Accordingly, the rational outside investor must assume that 
every investment of comparable risk presents the same risk of insider trading. If one assumes 
that outside investors prefer but cannot identify the securities of those companies that forbid 
insider trading, the practice can be perceived as involving a significant loss of welfare, and the 
“loss of market confidence” rationale becomes meaningful.

Dooley, supra note 109, at 41 (footnotes ommitted).
159. 77 Cong. Rec. 937 (1933). The integrity of the market theory also was reflected in the original 

§ 2 of the Securities Exchange Act of 1934, ch. 404, 48 Stat. 881, 881-82 (1934), which characterized as 
facts creating a “necessity for regulation,” “unreasonable fluctuations in the prices of securities” and 

In contrast, section 10(b) of the Securities Exchange Act was a residual provi
sion, meant to address forms of fraud not elsewhere specifically covered in the 
1933 or 1934 Acts, with little legislative history to guide courts. Now, five de
cades after the enactment of section 10(b), it is appropriate to ask: Should the 
federal securities fraud laws be amended to clarify that Congress wants them to 
have a broader scope of application than the Supreme Court currently is willing 
to permit under section 10(b)?156

II. The Integrity of the Market Theory

The primary policy reason for proscribing trading while in possession of mate
rial nonpublic information is to make investors confident that they can trade 
securities without being subject to informational disadvantages.157 The goal is to 
guarantee the integrity of the market. This integrity of the market theory is the 
key analytical distinction between state and federal securities fraud laws. Where 
state law focuses on the direct relationship between specific buyers and sellers of 
securities, federal law also addresses the general impact an individual securities 
fraud may have on overall investor confidence.158

The basis of the integrity of the market policy is both historical and theoreti
cal. In recommending passage of the 1933 securities bill, Roosevelt emphasized 
that by putting “the burden of telling the whole truth on the seller” the proposed 
act “should give impetus to honest dealing in securities and thereby bring back 
public confidence.”159 At the time President Roosevelt wrote these words, the 
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idea of increasing public confidence had a clear significance. New corporate se
curities which had equalled $6.5 billion in 1927, $6.9 billion in 1928, and $9.4 
billion in 1929, had fallen to $644 million in 1932 (and would equal $380 million 
in 19 3 3).160 President Roosevelt anticipated that full disclosure of material in
vestment information about new issues would reduce investors’ concerns that 
they could be defrauded or treated unfairly and would help increase sales of 
corporate securities.161

“unreasonable contraction in the volume of credit available for trade, transportation and industry in inter
state commerce.”

Congressman Raybum, introducing the final Securities Exchange bill to the House for floor discussion, 
similarly emphasized: “The real purpose of this regulatory measure is to protect the investors of the 
United States against fraud and imprudent investments, and to give integrity to the securities by the sale 
of which American business must be financed.” 78 Cong. Rec. 7861 (1934). The House Report also 
underlined the integrity of the market theory by stating:

The idea of a free and open public market is built upon the theory that competing judgments 
of buyers and sellers as to the fair price of a security brings about a situation where the market 
price reflects as nearly as possible a just price.

H.R. Rep. No. 1383, 73d Cong., 2d Sess. 11 (1934).
Nearly 50 years later, this basis for securities antifraud legislation was reiterated in the congressional 

report accompanying the Insider Trading Sanctions Act, which stated: “Insider trading threatens these 
markets by undermining the public’s expectations of honest and fair securities markets where all partici
pants play by the same rules.” H.R. Rep. No. 355, 98th Cong., 1st Sess. 3 (1983).

Courts have frequently recognized that a major purpose of the antifraud provisions of the Securities 
Exchange Act was to protect the integrity of the market place in which securities are traded. See, e.g„ 
United States v. Chiarella, 588 F.2d 1358, 1365 (2d Cir. 1978) (Congress was intent on protecting integ
rity of securities marketplace), rev’d, 445 U.S. 222 (1980); United States v. Brown, 555 F.2d 336, 339 (2d 
Cir. 1977) (same); SEC v. Texas Gulf Sulphur, 401 F.2d 833, 848 (2d Cir. 1968) (rule 10b-5 based on 
justifiable expectation of securities market place that all investors trading on impersonal exchanges have 
relatively equal access to material information), cert, denied, 394 U.S. 976 (1969).

160. U.S. Bureau of the Census, Historical Statistics of the United States, Colonial 
Times to 1970, at 1006 (1975).

161. New corporate securities issues did increase to over S2.3 billion in 1935 and over $4.6 billion in 
1936. Id. at 1005.

The belief that insider trading would reduce public confidence in the securities markets also was held by 
a committee of the American Bar Association, which in 1941 recommended the retention of § 16(b) of the 
1934 Act because, “[a] persistent cause of lack of public confidence in the exchanges has been the popular 
impression that they can be traded in profitably only by persons specially informed.” Schotland, supra 
note 62, at 1441 (quoting Report of the Special Committee on Securities Law and Regulations, 66 A.B.A. 
Rep. 340, 357 (1941)).

162. SEC Legislation, 1963: Hearings on S. 1642 Before the Subcomm, on Securities of the Senate 
Comm, on Banking and Currency, 88th Cong., 1st Sess. 52 (1963) [hereinafter cited as 1963 Hearings], At 
that time, belief that increased periodic disclosure would increase confidence in the over-the-counter mar
ket was widely held. During the June, 1963 Senate hearings, representatives of the New York Stock 

The SEC articulated a similar view in 1963 and 1964 as part of the successful 
campaign to persuade Congress to extend the periodic disclosure provisions of 
the 1934 Act to over-the-counter firms above a minimum size. SEC Chairman 
Cary testified in June 1963 Senate hearings:

Because of the crucial disparity between the exchanges and the over- 
the-counter market that market undoubtedly fails to receive the mea
sure of confidence which it might otherwise enjoy. Thus, the public 
may draw a fairly sharp line in its investments, as it appears to have 
done after the market break of a year ago. It is well known that the 
over-the-counter market has not shown the same resiliency since the 
sharp decline as the exchange markets, both in terms of price and of 
volume.162
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SEC spokesmen suggested that there was lessened investor confidence in securi
ties of over-the-counter firms because the overwhelming number of securities 
fraud cases in past years had involved over-the-counter securities;163 investors 
and market professionals were unable to find adequate or reliable data on over- 
the-counter firms,164 and some over-the-counter securities had far more erratic 
price swings than did listed securities.165

Exchange, the American Stock Exchange, the National Association of Securities Dealers, the Association 
of Stock Exchange Firms, and the Investment Bankers Association endorsed proposals to extend the 
coverage of mandatory disclosure requirements to over-the-counter firms above a minimum size. See 
generally J. Seligman, supra note 99, at 311-12 (SEC compromises resulted in near unanimous support 
of securities industry).

163. 1963 hearings, supra note 162, at 52.
164. Id.
165. Hearings on H.R. 6789, HR. 6793, S. 1642, Before a Subcomm, of the House Interstate & Foreign 

Commerce Comm., 88th Cong., 1st Sess. 90-95 (1963). Later, former Chairman Cary made the same 
points in more anecdotal fashion:

We sometimes forget that integrity in the capital markets is essential for mass capitalism. I 
think I can best illustrate this by a discussion in Washington two years ago with the Ambassador 
from a South American country. He came to ask my advice because he wanted to see more 
outside capital injected into private firms in his country, and wondered how it could be achieved. 
I started with the first question, “Are you interested in developing a stock exchange? Are your 
stock exchange facilities inadequate?” And he said, “No, that really isn’t the question. We have 
to get back to fundamentals.” He continued with this crucial statement: “My first concern is 
whether the public investor there can trust anyone. The trouble with management in my coun
try is that their only loyalty is to their relatives.” This is not uncommon, and it struck me 
forcefully; it emphasized the importance of confidence, and a high standard of conduct by direc
tors, as an essential ingredient before one can expect the private investor to begin putting his 
funds into public companies.

Insider Trading in Stocks, 21 Bus. Law. 1009, 1010 (1966).
166. For analysis of the decline in trading by individual investors, see generally J. Seligman, supra 

note 99, at 466.
167. See id. at 450-66 (history, explanations, and ramifications of back-office crisis). A June, 1973 New 

York Stock Exchange Survey of 1234 small investors and potential investors agreed with the statement 
that “[a] relatively small group of large investors are making money consistently on the basis of inside 
information.” New York Stock Exchange, Marketing Securities to the Small Investor 47 
(1973). Similarly, 79 percent of potential investors surveyed believed that large investors have access to 
tips, inside information, and other special services in the stock market that are not available to small 
investors. Id. at 56.

Several commentators believe that this circumstantial evidence does not prove that investors lost confi
dence in the stock market because of insider trading. See, e.g., Manne, supra note 53, at 577 (no sign of 
public losing confidence in market despite wide publicity of insider trading). Other commentators have 
observed that it is impossible to measure the extent of the loss of investor confidence in the market that 
occurs when public investors believe insider trading occurs. See, e.g., Kaijala, Statutory Regulation of 
Insider Trading in Impersonal Markets, 1982 Duke L.J. 627, 629 (no existing formula can measure loss of 

More recently, the total number of individual owners of corporate stock and 
mutual funds declined from 30.85 million investors in 1970 to 25.77 million in
vestors in 1975, the only period between 1952 and 1983 in which there was a 
reduction in the number of investors. Individual investor aggregate trading vol
ume also declined. In 1975, individual investors engaged in twenty percent 
fewer transactions in New York Stock Exchange-listed securities than they had 
in 1968.166 There were several causes of the small investors’ flight including dis
couragement after losses in the 1969-1970 market break, high debt security inter
est rates, and the “back-office” crisis that led to the bankruptcy or merger of 
several brokerage houses. However, the widely held belief that institutional in
vestors frequently received “inside information” that small investors did not was 
a prominent reason given by investors for their departure from the market.167
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The assumption that investors will be more willing to purchase securities 
when compulsory disclosure of material information reduces the incidence of 
fraud, increases the reliability of estimates of firm value, or reduces the volatility 
of securities price swings embodies the familiar financial theory of risk aversion. 
Other things being equal, investors will choose investments with the least risk. 
To persuade investors to select investments with greater risk, investment sellers 
must offer a higher expected rate of return.168 In this sense, increasing investor 
confidence in the securities markets may have several important economic conse
quences. By reducing the perceived risk of corporate securities, compulsory dis
closure would tend to reduce the risk premiums that issuers selling new 
securities would have to pay, thus increasing the funds available for economic 
growth. Reduction of investors’ concerns that securities fraud waves periodi
cally may drive down securities price levels will tend to increase propensities to 
save. And reduction in the volatility of market price swings (caused by investor 
ignorance of material data) will tend to increase allocative efficiency.169

investor confidence). There can be little doubt, however, that Congress in the early 1930s found that a 
mandatory disclosure system, buttressed by rules limiting trading while in possession of material nonpub
lic information, was necessary to restore investor confidence. See Brudney, supra note 1, at 334-35 (dis
closure necessary to quell investors’ fear of fraud). This congressional belief is consistent with the 
subsequent historical evidence described in the text. The burden should be on those opposed to a “dis
close or abstain” rule to demonstrate that investor belief in widespread insider trading does not lead to a 
reduction in the aggregate level of stock investment.

This is not an easy burden to carry. For example, between mid-1981 and mid-1983, the number of 
individual Americans who directly owned shares of corporate stock or stock mutual funds increased from 
32.26 million to 42.36 million. New York Stock Exchange, Share Ownership 1983 (1983). During 
that period, the SEC significantly increased the number of insider trading cases it brought. Does this 
demonstrate that investors no longer would be dissuaded from stock purchasing because of the existence 
of insider trading? It does not. The issue is what number of investors (or level of aggregate investment) 
would have obtained in a market absent any legal restrictions on insider trading compared to the current 
market with imperfect restrictions. Nor do the total number of investors increase or decrease purely 
because of insider trading restrictions. It can be argued, for example, that the number of investors rose in 
the 1981-1983 period primarily because of a rising stock market and changes in the tax laws that en
courage the formation of Individual Retirement Accounts. The increases in SEC enforcement actions 
probably sent contradictory messages to the marketplace. On the one hand they signified a likely increase 
in the incidence of insider trading; on the other, they signified an increase in SEC enforcement efforts 
(which might in the future reduce the incidence of insider trading).

168. See, e.g., V. Brudney & M. Chirelstein, Corporate Finance 56-70 (2d ed. 1979) (citing W. 
Lewellen, The Cost of Capital 8-18 (1969) (investment risk expressed in terms of greater expected 
return) and J.F. Weston & E. Brigham, Managerial Finance 223-27 (4th ed. 1972) (describing 
process of choosing among risky assets by using higher discount rate for more risky projects)).

Elsewhere, Brudney has explained:
A rational buyer (or seller) in a market, who knows that the person with whom he is dealing 

has material information about the value of the product being exchanged which he could not 
lawfully acquire, will either refrain from dealing with that transactor or demand a risk premium. 
If the market is thought to be systematically populated with such transactors some investors will 
refrain from dealing altogether, and others will incur costs to avoid dealing with such transac
tors or corruptly to overcome their unerodable informational advantages. None of those re
sponses is socially useful. All raise the cost of capital.

Brudney, supra note 1, at 356. See also Gilson & Kraakman, supra note 70, at 634 n.224 (investor reluc
tance to make risky trades without receiving premium will increase cost of capital).

169. Friend, The SEC and the Economic Performance of Securities Markets, in Economic Policy and 
the Regulation of Corporate Securities 186-92 (H. Manne ed. 1969).

Ironically, two critics of the SEC mandatory disclosure requirements have 
provided evidentiary support for the theory that compulsory corporate disclo
sure of material investment information increases public confidence in the securi
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ties markets. Stigler reported that the variance of price ratios was “much 
higher” in the 1923-1928 period than in the years 1949-19 5 5. 170 Similarly, Jar
rell found that post-SEC new issues had lower variances in return relative to the 
variance of market returns than pre-SEC new issues.171 Jarrell also conducted a 
study of corporate bond default rates and found that default risks and default 
risk premiums (measured by the yield difference between AAA corporate bonds 
and risk-free government bonds) declined after the SEC began enforcement of its 
compulsory disclosure requirements.172

170. Stigler, Public Regulation of the Securities Markets, 37 J. Bus. 117, 122 (1964).
171. Jarrell, The Economic Effects of Federal Regulation of the Market for New Securities Issues, 24 J.L. 

& Econ. 613, 627-50 (1981).
172. Id. at 650-60.
173. Id. at 667-69; Stigler, supra note 170, at 122.
174. See Friend & Herman, The S.E.C. Through a Glass Darkly, 37 J. Bus. 382, 390-91 (1964)(reduc- 

tion in price ratio variance to be expected if disclosure requirements effective).
175. But see Dooley, supra note 109, at 33-34 (“In fact, the reported cases illustrate, with one possible 

exception, that insider trading had no effect on the timing of publication.’’). Dooley’s assertion is mislead
ing because it does not focus on those who abstained from trading while in possession of material nonpub
lic information in order to avoid violating the law. Dooley fails to respond to the possibility that more of 
these individuals would have delayed disclosure but for the deterrent of laws against insider trading. Even 
Manne agrees that the propensity of insiders to delay publication cannot be denied. Manne, supra note 53, 
at 553.

Both Stigler and Jarrell argued that post-SEC new issues were less risky than 
pre-SEC new issues because the Commission’s administration of the mandatory 
disclosure system tended to exclude risky firms.173 A more plausible explanation 
of the reduced price variances was that investors were better able to predict firm 
earnings because the SEC mandatory disclosure system increased the accuracy 
and completeness of available investment data.174 Logically, compulsory full dis
closure of material investment information should reduce price variances by 
making it more difficult for issuers to create misleading impressions about their 
expected earnings. Similarly, a prohibition on trading while in possession of ma
terial nonpublic information should encourage full disclosure of material infor
mation and maintain investor confidence.

The advantages of encouraging full disclosure to maintain investor confidence 
are most obvious when one focuses on insider possession of material information. 
If insiders are forbidden to trade until disclosure occurs there will be no financial 
incentive to delay disclosure of material information.175 The insiders will realize, 
if the law is effectively enforced, that either buying or selling shares while in 
possession of material nonpublic information about their firms will be punished.

Faster dissemination of material information should improve the market’s al
locative efficiency. Information on firms with promising probable future earn
ings will cause the prices of these securities to rise; the market price of securities 
of firms whose earnings prospects are less promising will decline. In this fashion, 
society allocates its resources towards investments promising the greatest return 
and away from less promising firms. Ideally, resource allocation will achieve 
“Pareto optimality” in which no reallocation of resources could be achieved that 
would make a single individual better off without harming another individual. 
Assuming this optimal state is not realizable, it still is preferable to allocate re
sources to achieve the highest possible level of productivity. By helping to allo
cate resources to the most productive uses, prompt disclosure of material
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information contributes to this economic objective.176

176. See Barry, supra note 1, at 1315-19 (continual incorporation of all available information into stock 
prices essential to efficient capital allocation); Mendelson, supra note 58, at 473-77 (insider trading in
troduces bias in allocative mechanisms). I do not question the notion that there are justifiable reasons for 
the failure of some insiders, at least temporarily, to disclose material information. See SEC v. Texas Gulf 
Sulphur, 401 F.2d 833, 848 (2d Cir. 1968) (insider permitted to refrain from disclosing to protect corpo
rate confidence if he abstains from trading), cert, denied, 394 U.S. 976 (1969); Kaijala, supra note 167, at 
633-37 (corporation may have legitimate business purpose for not disclosing inside information). See 
generally Bauman, Rule 10b-5 and the Corporation’s Affirmative Duty to Disclose. 67 Geo. L.J. 935 (1979).

177. See, e.g„ Brudney, supra note 1, at 335-36 (disclosure system prevents breaches of insiders’ fiduci
ary duties); Schotland, supra note 62, at 1448-52 (same); Seligman, supra note 99, at 45-51 (applying 
disclosure system to underwriters’ compensation and reaching same conclusion).

178. See Dooley, supra note 109, at 64-69 (absence of transaction costs enhances efficiency); Fama & 
Laffer, Information and Capital Markets, 44 J. Bus. 289, 290 (1971) (disclosure saves stockholders money 
by neutralizing risk); Levmore, Securities and Secrets: Insider Trading and the Law of Contracts, 68 Va. 
L. Rev. 117, 132-44 (1982) (contract law analysis of disclosure). Haft has argued that prohibiting insider 
trading will enhance business decision-making in large corporations. In essence, he urges that a rule 
permitting insider trading would stall the transmission of material information within the firm, thereby 
impairing decision making at all levels. Haft, supra note 68, at 1053-57.

179. Seligman, supra note 99, at 46-57.

At the same time, prompt disclosure of material information may discourage 
insiders from violating state law duties of loyalty. For example, knowledge that 
insider conflicts of interest, self-dealing, waste, and “unfair” transactions would 
have to be disclosed may discourage their occurrence. Disclosure of this type of 
material information was a much emphasized purpose of the mandatory disclo
sure systems of the 1933 and 1934 securities laws.177

The requirement implicit in rule 10b-5 that insiders must disclose material 
information including information about their own conflicts of interest before 
engaging in securities trading also should reduce transaction costs. That is, se
curities traders will not need to negotiate contracts with insiders to ensure ade
quate disclosure of material information. Instead, federal securities law provides 
a standardized contract that in theory might have been negotiated, at greater 
expense, on a transaction-by-transaction basis.178 One feature of this standard
ized contract will be the disclosure of all material insider conflicts of interest 
(such as loans, large perquisites, a purchase or sale transaction with the firm) 
including insider conflicts that would not have to be disclosed through the 
mandatory disclosure system at least for some time. It is unrealistic to assume 
that in the absence of rule 10b-5, many investors would attempt to negotiate 
such contracts. Few, if any, investors engaging in securities trades through stock 
markets would know when they are trading with insiders. Nonetheless, this theo
retical transaction cost would be saved by increasing investors’ confidence that 
they could trade in securities whose managements’ ability to take perquisites was 
limited to fully disclosed perquisites. There is some empirical evidence that in
siders will take fewer perquisites when subject to a rule of full disclosure.179 
Thus, a rule prohibiting insiders from trading without disclosing perquisites 
should increase earnings somewhat. It is further reasonable to assume stock 
prices would be somewhat higher.

A. SECURITIES ANALYSTS

The most serious criticism of the integrity of the market theory has been made 
on allocative efficiency grounds. The sooner information concerning the relative 
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value of assets (or expected profits of a firm) is brought to the attention of the 
market, the sooner the market will be able to efficiently allocate resources. Pro
fessor Brudney has urged:

for those who are not connected with a corporation to pursue or ac
quire such information requires expenditure of effort, time and money 
in research, and talent and training in analysis. To meet the costs of 
thus pursuing and analyzing information, a return must be offered. 
One such return is the opportunity to capitalize on the value of being 
the discoverer of the information—the advantage obtained for having 
the first vision. Hence, market efficiency will be enhanced if persons 
are encouraged (by receiving the rewards of the bargain resulting from 
informational advantages thus obtained) to seek such advantages, for 
purposes of either buying and selling particular securities.180

180. Brudney, supra note 1, at 341. See Kronman, supra note 1, at 12 (societal benefits result when 
information affecting value of commodities reaches market immediately); see also Heller, supra note 1, at 
538-39. But see Wang, supra note 1, at 1225-26 (market does not receive information directly or indirectly 
because result of “disclose or abstain” rule likely to be no disclosure).

181. See supra, text accompanying notes 175 to 176 (disclose or abstain rule promotes prompt disclo
sure and improves efficiency).

182. Raymond L. Dirks, Securities Exchange Act Release No. 17,480, 1981 Fed. Sec. L. Rep. (CCH) 
ij 82,812, at 83,945 (Jan. 21, 1981). The Supreme Court relied on this language in Dirks. 463 U.S. at 658.

183. See Fleischer, Mundheim & Murphy, supra note 40, at 816-17 (discussing “fairness” approach). 
But see Dooley, supra note 109, at 63 (disclosure requirement not always desirable).

This argument must be limited to those who are not connected with a corpora
tion. Insiders will receive information without cost and would, to the extent 
time considerations are relevant, have an incentive to delay publication of mate
rial information, if they were not subject to a disclose or abstain rule.181

The obvious “outsider” to contemplate when considering this argument is the 
securities analyst. As the SEC itself explained:

Such individuals are in the business of formulating opinions and in
sights—not obvious to the general investing public—concerning the at
tractiveness of particular securities. In the course of their work, 
analysts actively seek out bits and pieces of corporate information not 
generally known to the market for the express purpose of analyzing 
that information and informing their clients who, in turn, can be ex
pected to trade on the basis of the information conveyed. The value to 
the entire market of these efforts cannot be gainsaid; market efficiency 
in pricing is significantly enhanced by such initiatives to ferret out and 
analyze information, and thus the analyst’s work redounds to the bene
fit of all investors.182

But it does not follow that securities analysts should be given a blanket excep
tion from the “disclose or abstain” rule. Arguably, the conflict between the “in
tegrity of the market” theory and the frustration of the securities analyst that 
might occur if he or she is not allowed to trade on the basis of nonpublic infor
mation is more apparent than real.

The simplest method of eliminating the conflict is to require prompt disclosure 
of all material information.183 The mandatory disclosure system goes far towards 
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achieving this aim by placing the burden on the corporation to disclose all items 
enumerated in SEC periodic disclosure requirements and to promptly correct 
any previous disclosure “necessary in order to make the statements made, in the 
light of the circumstances under which they were made, not misleading,”184 and 
by removing the incentives for insiders to withhold material data. One by
product of the mandatory disclosure system is the prompt dissemination by busi
ness corporations of material data to enable analysts to form opinions rapidly. 
To be sure, there may be nondisclosure of certain types of material data for brief 
periods. For example, the mineral discovery in Texas Gulf Sulphur could be 
kept secret. But it is inconsistent to assert on the one hand that mandatory 
corporate disclosure system generally requires disclosure of material nonpublic 
information except when a corporation has a business justification for temporary 
nondisclosure, and on the other hand, that analysts should be encouraged to 
discover such nonpublic data. Quite plainly, if Congress tolerates brief periods 
of nondisclosure for business purposes, it should not simultaneously create in
centives for the discovery of such data by analysts.

184. 17 C.F.R. § 240 10b-5(2)( 1984). There is, however, a major omission in the current SEC disclo
sure requirements. Earnings projections are encouraged, but not required. See J. Seligman, supra note 
99, at 557-61. Under the 1979 “safe harbor” rule, the “integrity of the market” theory is emphasized in 
the prohibition on selective disclosure of earnings projections. 43 Fed. Reg. 53,246 (1978). But see Ke
own & Pinkerton, Merger Announcements and Insider Trading Activity: An Empirical Investigation, 36 J. 
Fin. 855, 860-66 (1981) (finding empirical evidence that market reacts to intended mergers before public 
announcement); Penman, Insider Trading and the Discrimination of Firms-Forecast Information, 55 J. 
Bus. 479, 488 (1982) (finding evidence that timing of insiders’ trades coincides with announcements of 
firms’ earnings prospects). The result in both of these papers is not surprising. Several studies have found 
that insiders do, in fact, earn above average profits trading in their own firm’s stocks. See, e.g., Carlton & 
Fischel, supra note 54, at 859 n.12 (listing empirical studies supporting this view). For an analysis of 
insiders’ ability to outperform the market, see generally Finnerty, Insiders and Market Efficiency, 31 J. 
Fin. 1141 (1976). The foremost issue from the point of view of integrity of the market theorists is whether 
the magnitude of insider trading profits can be reduced by a system of full disclosure. If so, investor 
confidence in stock market investment should be enhanced.

185. TSC Indus, v. Northway, 426 U.S. 438, 449 (1976).
186. Indeed, the American Law Institute emphasized in its Federal Securities Code that only a fact of 

special significance will give rise to liability in an omission case. Federal Securities Code, supra note 
108, 68 202(56), 1603(a).

187. 401 F.2d at 848. See also SEC v. Bausch & Lomb, 565 F.2d 8, 14-15 (2d Cir. 1977) (quoting Texas 
Gulf Sulphur standard).

Nor do current prohibitions on trading while in possession of material non
public information frustrate analysts’ incentives to search for new information. 
The key word in this standard is “material.” Under current federal securities 
law, “an omitted fact is material if there is a substantial likelihood that a reason
able shareholder would consider it important. . . ,”185 Employing this stan
dard, most information that a securities analyst will obtain would not be 
material and would not subject the analyst to the “disclose or abstain” rule.186 
The only information that an analyst could not secure and use in recommenda
tions would be facts which, as the Second Circuit stated in Texas Gulf Sulphur, 
concern “those situations which are essentially extraordinary in nature and 
which are reasonably certain to have a substantial effect on the market price of 
the security if disclosed.”187

In theory, of course, it can be argued that the limitation on discovery of mate
rial nonpublic information by the securities analysts may frustrate some search 
activities by analysts. But the amount of analyst search activity likely to be dis
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couraged is probably slight. Hirshleifer has observed that the value of nonpublic 
information concerning an invention is both “technological” and “pecuniary.” 
By technological effects, Hirshleifer refers to improvement in production func
tions made possible by a new idea. By pecuniary effects, Hirshleifer means 
“wealth shifts due to the price réévaluations that take place upon release and/or 
utilization of the information.”188 A securities analyst primarily is concerned 
with pecuniary effects. His interest is in capitalizing on new investment possibili
ties created by a new product, rather than investing in the new product. Since 
substantial pecuniary effects may occur from modest technological changes, the 
analyst will have a powerful incentive to seek immaterial nonpublic information 
because his income is derived from both learning new information about specific 
firms and from recognizing how new information about one specific firm also 
will affect the value of other firms. New information both has firm-specific and 
more general effects. The law does not need to provide incentives to inspire 
analyst search activity purely on the assumption that the only relevant effects are 
firm-specific. Indeed, analysts will often realize far greater value in recommen
dations concerning firms A, B or C from information received about firm D.lS9

The problem of securities analysts’ incentives can be viewed another way. 
Analysts operate in a competitive market. In May of 1977, the Financial Ana
lysts Federation reported there were over 14,000 securities analysts.190 With so

188. Hirshleifer, The Private and Social Value of Information and the Reward to Inventive Activity, 61 
Am. Econ. Rev. 561, 570-72 (1971). But see Dye, Insider Trading and Incentives, 57 J. Bus. 295, 303 
(1984) (criticism of Hirshleifer analysis). Dye cites an unpublished study by Leffwich and Verrecchia that 
involves “a model in which, since insiders profit by trading whenever there is a deviation between the 
insider’s and the market’s forecasts of a firm’s earnings, insiders have an incentive to undertake projects 
which have a high probability of producing such deviations in forecasts.” Id. at 303 n.6. This point, an 
argument in favor of insider trading regulation, is consistent with this article. See supra text accompany
ing note 63 (discussing relationship between nondisclosure of material information and risky business 
ventures); see also Ronen, The Effect of Insider Trading Rules on Information Generation and Disclosure 
by Corporations, 52 Acct. Rev. 438, 446 (1977) (more extensive regulation of information production and 
disclosure may be needed).

189. Hirshleifer, supra note 188, at 572. Fama & Laffer, supra note 178, go further and suggest that the 
potential profits available from speculation in a particular firm’s stock can lead resources to be wasted in 
the pursuit of information about that firm.

190. House Comm, on Interstate and Foreign Commerce, 95th Cong., 1st Sess., Report of 
the Advisory Committee on Corporate Disclosure to the Securities and Exchange Com-

Total

mission (Comm. Print 1977).

Institution

Specifically, the Federation reported:

Number Percentage
Broker-Investment 4,152 28.4

Banker
Commercial Bank- 3,094 21.1

Trust and Pension 
Investment Counselor 3,279 22.4

and Mutual Fund 
Insurance 1,255 8.6
Endowment, Pension 250 1.7

and Foundation
All other (those employed 2,616 17.8

by Financial Research 
Firms,
Industrial Corporations, 
Universities, and Govern
ment)

14,646
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large a number of analysts competing in a market that has only modest barriers 
to entry, the incentive to be the first analyst to discover even new immaterial 
information presumably will be powerful. For analysts generally, a reputation 
based on earlier access to corporate information would enhance market position. 
For analysts associated with a broker-dealer or other firm that trades securities, 
superior information also would have immediate value in assembling the securi
ties portfolio of the firm. Thus, it seems most unlikely that rules prohibiting 
securities analysts from trading while in possession of nonpublic material infor
mation will discourage search activity. The incentives to discover immaterial 
new information are sufficiently powerful to guarantee that research analysts will 
remain committed to search activity.

B. “SCALPING”

The recent conviction of Wall Street Journal reporter R. Foster Winans and 
others for allegedly buying or short-selling stocks in anticipation of publication 
of favorable or unfavorable stories in the Journal’s “Heard on the Street” col
umn again has focused attention on the practice of “scalping.”191 Scalping—or 
purchasing or selling securities before publishing a buy or sell recommenda
tion—is a fraud when undertaken by an investment adviser registered under the 
Investment Advisers Act of 1940.192

By its terms, the Investment Advisers Act does not apply to “the publisher of 
any bona fide newspaper, news magazine or business or financial publication of 
general and regular circulation.”193 This creates a paradox. Scalping is a prob
lem only if the market reacts to the recommendation of a security. This some
times happens with recommendations made by registered investment advisers.194 
It also sometimes happens, as was alleged in the case of Winans, when recom
mendations appear in publications like the Wall Street Journal, which are ex
empt from the Act.195 The only viable means to hold a journalist in an exempt

191. United States v. Winans, [Current] Fed. Sec. L. Rep. (] 92,085 (June 24, 1985). For a discussion 
of scalping, see generally Barry, supra note 1, at 1376-81; Brudney, supra note 1, at 368-71; and Fleischer, 
Mundheim & Murphy, supra note 40, at 824-35; Kotler, Reporter Charged with Insider Trading, 5 Cal. 
Law. 44 (1985).

192. SEC v. Capital Gains Research Bureau, 375 U.S. 181 (1963). For a general discussion of the 
Investment Advisers Act, see Schotland, supra note 62, at 1458-74 and Peskind, Regulation of the Finan
cial Press: A New Dimension to Section 10(b) and Rule 10b-5, 14 St. Louis U.L.J. 80, 85-88 (1969). In 
1909, a New York court held that a financial adviser committed a fraud on its customers when he secretly 
accepted a fee to encourage subscribers of his newsletter to buy shares in a particular stock. Ridgely v. 
Keene, 131 A.D. 647, 119 N.Y.S. 451 (1909). Since the adviser at least gave the impression of providing 
disinterested advice, the fraud was more comparable to a material misrepresentation than scalping, which 
is a form of material omission. Stock brokers who accepted a fee to recommend a stock early were held to 
violate § 17(a) of the 1933 Securities Act, 15 U.S.C. § 77q(a) (1982), and § 9(a) of the 1934 Securities Act, 
15 U.S.C. §78i(a) (1982). SEC v. Torr, 15 F. Supp. 315 (S.D.N.Y. 1936), rev’d on other grounds, 87 F.2d 
446 (2d Cir. 1937). Courtland v. Walston & Co., 340 F. Supp 1076, (S.D.N.Y. 1972), a first cousin to 
Capital Gains, held that it also was fraudulent to give a brokerage house customer advance knowledge of 
recommendations that would be printed in a weekly market letter. 340 F. Supp. at 1082. See also Kidder, 
Peabody & Co., [1967-1969 Transfer Binder] Fed. Sec. L. Rep. (CCH) H 77,617 (1968) (failure of officer 
to disclose conflict of interests in securities transactions executed for client is breach of fiduciary duty).

193. Investment Advisers Act of 1940, § 202(a)(l 1)(D), 15 U.S.C. § 80b-2(a)(l 1)(1982). See Harroch, 
The Applicability of the Investment Advisers Act of 1940 to Financial and Investment Related Publications, 
5 J. Corp. L. 55, 69-73 (1979).

194. See sources cited in Fleischer, Mundheim & Murphy, supra note 40, at 824 n.94; and Schotland,
supra note 62, at 1466-67 n. 106. .... ,

195. See United States v. Winans, No. 84 CR.6O5 at V 6 (“Among stocks featured in Heard on the 
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publication liable for scalping is to allege and prove a violation of rule 10b-5. 
Violation of rule 10b-5, in turn, after Chiarella and Dirks, will require proof that 
the journalist violated a fiduciary duty. It is uncertain whether this can be 
demonstrated to the Supreme Court’s satisfaction.

The leading case in point before Chiarella was Zweig v. Hearst.* 196 The Zweig 
case involved a newspaper columnist who published a highly favorable descrip
tion of a business corporation. Allegedly, the newspaper description contained 
material misrepresentations made to the columnist by firm insiders. The column 
was published after the columnist purchased 5000 shares of the firm’s stock at a 
substantial discount from the market price. After the column appeared, the 
price of the firm’s stock rose swiftly.197

Street,’ those mentioned favorably tend to rise in price and those mentioned unfavorably tend to decline in 
price on the day of publication.”). See also Zweig v. Hearst, 594 F.2d 1261, 1264 & n.4 (9th Cir. 1979) 
(Herald-Examiner financial column had impact on price of stock favorably discussed); Oppenheimer & 
Co., [1975-76 Transfer Binder] Fed. Sec. L. Rep. (CCH) fl 80,551, at 86,419-20 (1976) (Wall Street 
Journal column had short-term impact on stock price).

196. 594 F.2d 1261 (9th Cir. 1979). See also Oppenheimer & Co., [1975-1976 Transfer Binder] Fed. 
Sec L. Rep. (CCH) 51 80,551 (1976) (discussing fiduciary duty of journalists). Regarding Zweig, see gener
ally Note, A Financial Columnist’s Duty to the Market Under Rule 10b-5: Civil Damages For Trading On 
a Misleading Investment Recommendation, 26 Wayne L. Rev. 1021 (1980).

197. The newspaper columnist, Campbell, bought 5000 shares at $2 per share on a day the bid price of 
the firm was $3.62. During the week after the column was published, the price of the firm averaged $4.35 
per share. 594 F.2d at 1264-65. The newspaper column also was republished as an advertisement in an 
investment periodical in which the columnist held a substantial ownership interest. Id. at 1263.

198. Id. at 1269.
199. Id. at 1267 n.9.
200. The Ninth Circuit opinion accurately cited Affiliated Ute Citizens v. United States, 406 U.S. 128 

(1972) and Chasins v. Smith, Barney & Co., 438 F.2d 1167 (2d Cir. 1970) as authority for this proposi
tion. In addition, the opinion urged that its holding conformed to the “flexible duty” standard enunciated 
by the Ninth Circuit in White v. Abrams, 495 F.2d 724 (9th Cir. 1974).

201. The Federal Securities Code conceded that “it is hard to find justification today for imposing 
a fiduciary’s duty on affirmative disclosure on an outsider who is not a ‘tippee.’” Federal Securities 
Code, supra note 108, § 1603 comment 3(d). For a discussion of § 1603, see generally Wang, supra note 
1, at 1304-06.

202. See Chiarella, 445 U.S. at 229-30 (discussing this duty)
203. 445 U.S. at 228.

Focusing on the columnist’s alleged omissions of material nonpublic informa
tion, the decision considered whether rule 10b-5 required the columnist to in
form readers of his existing stock interest in the firm when the column was 
printed. The Ninth Circuit held that the columnist’s “relationship to the public 
was not a fiduciary one under common law, but that is not dispositive of the rule 
10b-5 claim.”198 To justify this result, the court analogized the columnist to a 
“quasi-insider,” a concept defined by the ALI Federal Securities Code to include 
persons such as judges’ clerks who trade on information in unpublished opin
ions.199 The Ninth Circuit also analogized the columnist to securities market
makers who are obligated to disclose conflicting interests.200 Neither analogy 
can be persuasively made after Chiarella. By definition, “quasi-insiders” in the 
ALI formulation are not subject to a fiduciary duty but rather represent a “new 
category” of people who, on policy grounds, the ALI believes should be liable.201 
In contrast, disclosure of securities market-makers’ conflicting interests does in
volve the equivalent to a broker’s fiduciary duty to his customers.202 Because 
Chiarella requires specification of a “fiduciary or other similar relation of 
trust,”203 the analogy of a case that did not identify a fiduciary duty to one that
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did presumably would be unpersuasive.
It is uncertain whether a fiduciary duty could have been asserted in the Zweig 

case. United States v. Newman,204 a ^ost-Chiarella Second Circuit decision, held 
that securities brokers who traded in the shares of target corporations breached 
duties to their employers and the employer’s clients.205 Similarly, SEC v. 
Materia,206 a subsequent Second Circuit opinion, on facts reminiscent of 
Chiarella, held that a financial printer breached a duty to his employer and its 
clients when he “misappropriated” from his employer and its clients information 
in the early drafts of tender offer documents.207 Both Newman and Materia re
lied on theories discussed in the Chiarella concurring and dissenting opinions, 
but not addressed by the majority decision.

207. Id. at 201-02.
208 See eg., Kaplan, supra note 107, at 886 (definitions of fiduciary and fiduciary responsibility are 

nebulous and uncertain). Kaplan, however, does note that the term “fiduciary is applied to employee and 
agent.” Id. at 887. „

209. 445 U.S. at 228. See supra text accompanying note 107 (Chiarella adopted term “fiduciary 
although ABA rejected it because of ambiguities).

210. See supra text accompanying notes 75 and 76 (illustrative statements concerning fiduciary duty in 
corporate law).

Earlier case law and commentaries are imprecise in defining who is a fiduciary 
or who stands in a relationship of trust and confidence.208 As noted previously, 
the Chiarella opinion relied on section 551 of the Restatement Second of Torts 
for the statement that a duty of disclosure is required “because of a fiduciary or 
other similar relation of trust and confidence. . . .”209

If Chiarella instead had relied on the concept of fiduciary duty as it has been 
developed in corporate law, it would have limited the duty to instances where 
corporate directors and employees performed the equivalent to a trustee’s func
tion with corporate property.210 The essence of the fiduciary concept would 
have been the management of property for the benefit of stockholders. Employ
ing this approach, a columnist clearly would not have a fiduciary duty to his 
newspaper-employer or its readers. While he would be an agent of the newspa
per subject to an agent’s duties, he would not have the responsibility of property 
management typical of a fiduciary in corporate law.

On the other hand, Justice Powell in Chiarella may have chosen the reference 
to section 551 of the Restatement Second of Torts to signify that he meant the 
term fiduciary to have a broader meaning than that usually employed in corpo
rate law. Certainly, the extension of the Chiarella duty in the Dirks case to some 
underwriters, accountants, lawyers or consultants working for the corporation 
goes far beyond the concept of fiduciary duty recognized in state corporate law. 
In this broader view of fiduciary or similar duties, the Supreme Court may in-

204. 664 F.2d 12 (2d Cir. 1981).
205. The Newman court stated:

By sullying the reputation of Courtois’ and Antoniu’s [the stock brokers] employers as safe 
repositories of client confidences, appellee and his cohorts defrauded those employers as surely 
as if they took their money. . . . Appellee and his cohorts also wronged Morgan Stanley’s and 
Kuhn Loeb’s [the employers] clients, whose takeover plans were keyed to target company stock 
prices fixed by market forces, not artificially inflated through purchases by purloiners of confi
dential information.

664 F.2d at 17. ,„>cs
206. SEC v. Materia, 745 F.2d 197 (1984), cert, denied, 53 U.S.L.W. 3757 (U.S. April 23, 1985). 
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tend, at least, to include employees or agents. This may lead to Supreme Court 
approval of decisions such as United States v. Newman and SEC v. Materia.

But this also would be an odd doctrine. Normally, the corporate employer 
would lack standing to sue the employee for the securities law breach of duty. 
Rule 10b-5 limits standing to actual purchasers or sellers of stock during a 
fraud.211 Thus persons who were reciprocal buyers or sellers of employees who 
breached a duty to their employer would lack standing because no duty was 
breached to them.212 And the employer to whom a duty was breached normally 
would lack standing because it purchased no stock. The SEC and the Depart
ment of Justice could continue to prosecute suits whenever these agencies could 
identify any breach of duty. But the lack of private plaintiffs would reduce the 
deterrent force of rule 10b-5.

211. The rule 10b-5 standing rules are described in Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 
723, 731-55 (1975). See also Langevoort, supra note 1, at 35-39 (discussing those to whom trading insider 
owes duty).

212. Consistent with the standing rules, a shareholder who sold stock in a target corporation at the 
same time the defendants in United States v. Newman were buying would have lacked standing, on the 
logic that the breach of duty was to the Newman defendants’ employers and not the shareholders of the 
target firm. See Moss v. Morgan Stanley, Inc., 719 F.2d 5, 13 (2d Cir. 1983) (investment banking firm 
owes no duty to possible takeover target of its client)

213. 375 U.S. 181 (1963).
214. Id. at 196.
215. See supra note 40 (citing pte-Chiarella case law).

Analysis of scalping transactions is simplified by employing the integrity of the 
market theory. Underlying the Supreme Court decision in SEC v. Capital 
Gains213 was the recognition that scalping involves a conflict of interest. As the 
Court stated, an investment adviser “may be motivated—consciously or uncon
sciously—to recommend a given security not because of its potential for long-run 
price increase (which would profit the client), but because of its potential for 
short-run price increase in response to anticipated activity from the recommen
dation (which would profit the adviser).”214 This conflict equally operates with 
registered investment advisers and nonregistered journalists. More importantly, 
to encourage either registered advisers or nonregistered journalists to make rec
ommendations for personal profit will detract from allocative efficiency. The 
market will receive inaccurate signals which will lead to some misallocation of 
capital and tend to subvert investor confidence. This can be avoided by a parity 
of information requirement. If a journalist must disclose his interest in a security 
he analyzes, the investor is less likely to be misled. Almost as important, if the 
journalist fails to disclose his interest in a security, the investor (if an actual 
purchaser or seller) would have standing to sue if the elements necessary for 
proving a violation of the securities fraud law did not require proof of a violation 
of a fiduciary or similar duty.

C. GOVERNMENT OFFICIALS AND THE MISAPPROPRIATION THEORY

Conceptually related to “scalping” by journalists is trading stocks on the basis 
of nonpublished government information by government officials or their tip- 
pees.215 A hypothetical case might involve a law clerk assigned to write a deci
sion likely to have a material impact (when published) on the stock price of a 
particular firm. Both “scalping” by a journalist and trading by this hypothetical 
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government official involve “outsiders” (persons outside a corporation) trading 
on the basis of information developed outside the firm. Neither case involves a 
violation of fiduciary or other duty by a corporate insider. There are, however, 
also conceptual differences between these cases. The taking of confidential gov
ernment information by a government official is a crime.216 Scalping by a jour
nalist, outside of the rule 10b-5 context, may involve a civil wrong,217 but 
normally would not be criminal. Moreover, at common law, persons who “mis
appropriated” material information committed a tort.218 This misappropriation

216. The publication of confidential government information by any United States government official 
or employees generally is proscribed by 18 U.S.C. § 1905 (1982). 18 U.S.C. § 371 (1982) prohibits con
spiracies to defraud the United States. See United States v. Peltz, 433 F.2d 48 (2d Cir. 1970) (applying § 
371). 18 U.S.C. § 1341 (1982) prohibits mail fraud by a government official. See United States v Keane, 
522 F.2d 534 (7th Cir. 1975) (applying § 1341). The Code of Ethics for Government Service, 15 U.S.C. 
§ 7301 (1982), provides: “Any person in Government service should . . . [njever use any information 
gained confidentiality in the performance of governmental duties as a means of making a private profit.”

In addition, the Office of Personnel Management has promulgated regulations requiring each agency to 
establish standards of ethical conduct equal to those provided in § 201(c) of Executive Order 11,222. See 
15 C.F.R. § 735.201a (1984). For example, the SEC prohibits its employees from disclosing or using 
confidential information, specifically stating:

It shall be unlawful for any member, officer, or employee of the Commission to disclose to any 
person other than a member, officer, or employee of the Commission, or to use for personal 
benefit, any information contained in any application, statement, report, contract, correspon
dence, notice or other document filed with or otherwise obtained by the Commission (1) in 
contravention of the rules and regulations of the Commission under section 552 of title 5, or (2) 
in circumstances where the Commission has determined pursuant to such rules to accord confi
dential treatment to such information.

217. See, e.g., Restatment (Second) of Agency § 395 (1958) (proscribing conversion to personal 
use of confidential information entrusted to an agent in course of employment); see also id. § 388 (1958) 
(agent who makes profit from transactions conducted by him on behalf of principal must give such profits 
to principal).

218. In his Chiarella dissent, the Chief Justice relied on Keeton’s assertion that “any time information 
is acquired by an illegal act, it would seem that there should be a duty to disclose the information.” 445 
U.S. at 239-40. See Keeton, supra note 45, at 25-26. Neither Chief Justice Burger nor Keeton cited 
common law cases as support for this point. Other commentators have noted that “there is a paucity of 
case law on the subject.” Langevoort, supra note 1, at 51. See also Heller, supra note 1, at 535 (“No 
historical precedent in the Supreme Court or elsewhere was cited by Justice Burger for his proposition of 
law.”). Chief Justice Burger did, however, cite In re Blyth & Co., 43 S.E.C. 1037 (1969), where the 
Commission found a violation of rule 10b-5 when a broker-dealer traded in government securities on the 
basis of confidential government information received from a Federal Reserve Bank employee. 445 U.S. 
at 242. Moreover, post-Chiarella cases have also relied on the misappropriation theory. See SEC v. 
Materia, 745 F.2d 197, 202-03 (2d Cir. 1984) (printer who misappropriated material nonpublic informa
tion breached fiduciary duty to firm and clients in violation of rule 10b-5), cert, denied, 53 U.S.L.W. 3757 
(U.S. Apr. 23, 1985); United States v. Newman, 664 F.2d 12, 17-19 (2d Cir. 1981) (broker who misappro
priated confidential information “in connection with” sale or purchase of security violated rule 10b-5); 
SEC v. Musella, 578 F. Supp. 425, 438-39 (S.D.N.Y. 1984) (manager of office services department of law 
firm who owed fiduciary duty to firm and clients not to trade on basis of misappropriated market informa
tion violated rule 10b-5); O’Connor & Assoc, v. Dean Witter, 529 F. Supp. 1179, 1187-88 (S.D.N.Y. 1981) 
(misappropriation breaching fiduciary duties consituted fraud in violation of rule 10b-5). But see Moss v. 
Morgan Stanley, 719 F.2d 5, 15-16 (rejecting misappropriation theory) (2d Cir. 1983).

Furthermore, there are common law cases in analogous fields that do support the misappropriation 
theory. See, e.g., Perrin v United States, 444 U.S. 37, 41-50 (1979) (criminal violation of Travel Act 
established when corporate employee committed bribery to discover confidential geological data); Ohio 
Oil Co. v. Sharp, 135 F.2d 303, 308-09 (10th Cir. 1943) (oil company employee could not disclose confi
dential data to third party); USM Corp. v. Marson Fastener Corp., 379 Mass. 90, 91-105, 393 N.E.2d 895, 
897-903 (1979) (misappropriation of trade secret and confidential information); Vigitron, Inc. v. Fergu
son, 120 N.H. 626, 628-33, 419 A.2d 1115, 1117-19 (1980) (wrongful use of confidential corporate infor
mation); Fairchild Engine & Airplane Corp. v. Cox., 50 N.Y.S.2d 643, 665-66 (1944) (former employee 
enjoined from disclosing plaintiff’s secret process for bonding aluminum to steel); Phillips v. Homfray, 6 
L.R. Ch. 770 (1871) (purchaser who secretly trespassed in mine has duty to disclose to seller information
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theory arguably is applicable to government officials. It is unlikely it would be 
applicable to a journalist engaged in scalping.

Whether a majority of the current Supreme Court would apply the misappro
priation theory to government officials or others is uncertain. The Chiarella ma
jority did not reject the theory but said that a misappropriation theory was not 
included in the jury instructions.* 219 Moss v. Morgan Stanley,220 a subsequent 
Second Circuit opinion, found that a misappropriation theory “clearly contra
dicts the Supreme Court holding in both Chiarella and Dirks” because of the 
emphasis in Chiarella that “duty arises from a specific relationship between two 
parties. . . .”221 On the other hand, at least when the misappropriation theory 
is applied to a government official, the defendant would have committed a sepa
rate criminal offense. This presumably would increase the likelihood of also 
finding a federal securities law violation. SEC investigation and enforcement 
would increase the deterrents against this type of crime. Nor could anyone seri
ously suggest there was a societal advantage to wrongful use by a government 
official of confidential information, in contrast to Justice Powell’s suggestion in 
Dirks that there were societal advantages to securities analysts discovering 
nonpublished information.222

so secured). For analyses of the misappropriation theory, see generally Anderson, supra note 1, at 351-53; 
Barry supra note 1, at 1364-66; Easterbrook, supra note 1, at 331; Morgan, supra note 1, at 1432-38.

219. 445 U.S. at 237 n.21.
220. 719 F.2d 5 (2d Cir. 1983)
221. Id. at 16.
222. 463 U.S. at 658-59.
223. Barry also has observed that permitting the misappropriation of material information “would 

reduce the incentive to invest in legitimate information production by exacerbating free rider problems 
and by placing on producers the risk of misappropriation. Less information would be produced, because 
at least some producers would shift resources from additional production to theft of what others had 
produced.” Barry, supra note 1, at 1346.

224. See J. Seligman, supra note 99, at 34-35 (discussing Morgan’s “preferred list”).

Application of the integrity of the market theory would remove any doubts 
that stock trading by government officials or their tippees based on confidential 
government information violated the securities laws. From the point of view of 
the integrity of the market theory, the harm to uninformed investors in trading 
with either corporate or government officials who possess material nonpublic 
information is equal. In both instances, the market has been bifurcated into one 
class of investors with a material information advantage and a second, larger 
class of uninformed public investors. In both instances, some public investors 
will prove risk-averse and retire from the market. To avoid that result, the integ
rity of the market theory usually would impose on investors possessing material 
information advantages a “disclose or abstain” duty.223 Nor is it a satisfactory 
response to this concern to argue that few public investors would know that they 
were trading with a person possessing an information advantage. Public inves
tors ultimately would be aware that under certain circumstances some traders 
may possess information advantages. Knowledge of this bifurcation of the mar
ket is just as likely to dissuade stock investment today as it was in 1933 when 
information that J.P. Morgan & Co. was selling stock to “preferred lists” of 
investors at lower than market price became public knowledge.224
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D. “tippers” and “tippees”

Before Dirks, case law held that a tippee could be liable for trading on the 
basis of nonpublic corporate information that the tippee knew was communi
cated to him directly or indirectly by an insider, assuming the tipped information 
was material and the tipper acted with scienter.225 A tipper could be held liable 
for tipping even if the tipper himself did not actually trade.226

225. See State Teachers Retirement Bd. v. Fluor Corp., 654 F.2d 843, 855 (2d Cir. 1981) (tippee not 
liable absent scienter); SEC v. Monarch Fund, 608 F.2d 938, 942 (2d Cir. 1979) (rule 10b-5 violation 
where tippee knows or should know trade based on material nonpublic information); Shapiro v. Merrill 
Lynch, Pierce, Fenner & Smith, Inc., 495 F.2d 228, 237-38 (2d Cir. 1974) (tippee who knows or should 
know information derives from confidential source must disclose or abstain); Ross v. Licht, 263 F. Supp. 
395, 410 (S.D.N.Y. 1967) (tippee who obtains information from insider breach of fiduciary duty has same 
duty as insider); Investors Management Co., 44 S.E.C. 633, 641 (1971) (rule 10b-5 violation when tippee 
knows material information nonpublic and obtained improperly and information factor in tippee decision 
to trade); Merill Lynch, Pierce, Fenner & Smith, Inc., 43 S.E.C. 933, 937 (1968) (rule 10b-5 violation 
when underwriter receives inside information in course of business and tells it to customers before publi
cally disclosed); Cady, Roberts & Co., 40 S.E.C. 907, 912 (1961) (broker-dealer who effects securities 
transaction for insider and knows insider possesses material nonpublic information must disclose or ab
stain from trading). See generally discussion and citations in 3 A. Bromberg and L. Lowenfels, supra 
note 109, § 7.5; 5A & 5B A. Jacobs, supra note 44, §§ 92 and 162-67; 6 L. Loss, supra note 99, at 3561- 
69; Federal Securities Code, supra note 108, § 1603 and comment (3)(e). Professor Loss, long recog
nized in the securities field as the originator of the term “tippee,” will receive recognition in the forthcom
ing 4 Oxford English Dictionary Supplement under the term “tippee.”

226. See SEC v. Texas Gulf Sulphur, Co., 401 F.2d at 852 (leading pre-Virks case involving tipper 
liability); L. Loss, supra note 2, at 842 (discussing tipper liability); supra note 225 (sources cited also 
discuss tipper liability).

227. Chiarella provides only a brief and inconclusive reference to tippees of corporate insiders. 445 
U.S. at 230 n.12.

228. 463 U.S. at 655 n.14.
229. Id.
230. Id.
231. L. LOSS, supra note 2, at 95 (Supp. 1984).
232. L. Loss, supra note 2, at 95 n. 10.

Dirks in some respects simplified and in other respects complicated enforce
ment of rule 10b-5 against tippers and tippees.227 The major simplification was 
wrought by footnote fourteen, which stated: “Under certain circumstances, such 
as where corporate information is revealed legitimately to an underwriter, ac
countant, lawyer, or consultant working for the corporation, the outsiders may 
become fiduciaries of the shareholders.”228 This type of outsider “may be treated 
more properly as a tipper than a tippee” not because “such persons acquired 
nonpublic corporate information,” but rather because “they have entered into a 
special confidential relationship in the conduct of the business of the enterprise 
and are given access to information solely for corporate purposes.”229 Footnote 
fourteen would seem to embrace all persons entering contractual relationships to 
work for the firm when there is an expectation that the outsider will “keep the 
disclosed nonpublic information confidential. . . .”230 The full implications of 
footnote fourteen liability seem considerably broader than the list of underwriter, 
accountant, lawyer or consultant. As Loss has suggested, any employee, such as 
the personal secretary of one of these footnote fourteen “insiders,” should also be 
liable.231 Loss analogized to the attorney-client privilege, “which binds the attor
ney’s secretary to the same degree as the attorney.”232 On similar logic, the Re
statement Second of Agency generally permits an agent to appoint subagents and 
makes both the agent and the subagent liable to the principal for violations of 
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fiduciary duties.233 Moreover, other parties besides underwriters, accountants, 
lawyers, and consultants enter contractual relationships with corporations under 
circumstances where there will be an expectation of confidentiality. An obvious 
illustration would be a financial printer hired by a corporation filing a registra
tion statement with the SEC or preparing a tender offer. Footnote fourteen 
seems to require that the printer, as much as an underwriter or accountant, has a 
fiduciary duty to the stockholders of the firm contracting with the printer, and 
that the employees of the printers are as bound by the fiduciary duty as are the 
officers or principals of the printer.234

233. See Restatement (Second) of Agency § 5 (1958).
234. See SEC v. Materia, 745 F.2d 197 (2d Cir. 1984), cert, denied, 53 U.S.L.W. 3757 (U.S. Apr. 23, 

1985) (violation of rule 10b-5 when employee of printing company traded on material nonpublic informa
tion to which he was privy in his work).

235. Comment, supra note 44, at 1144. A similar statement appears in 3 L. Loss, supra note 99, at 
1451.

236. 463 U.S. at 662.
237. Id.
238. See supra text accompanying note 17.
239. 463 U.S. at 662 & n.22.
240. 623 F.2d 796 (2d Cir. 1980).

At the same time, Dirks has complicated enforcement against tippers and tip- 
pees when there is not a contractual relationship and an expectaton of confidenti
ality. Before Dirks, at least some commentators believed “any persons who pick 
up private information in the course of business negotiations with a corporation 
must be considered insiders as long as that information remains private.”235

Dirks, in contrast, requires proof that the corporate insider (or tipper) “will 
benefit, directly or indirectly, from his disclosure.”236 Absent personal gains by 
the tipper, there is no derivative breach by the tippee.237 The Dirks case defined 
the concept of personal gain to include not only pecuniary gains (presumably 
including the sharing of trading profits, a flat cash payment or a “present” of 
some type), as well as reputational benefits that will translate into future earn
ings and gifts of confidential information made to a relative or friend.238 But, the 
Dirks case also highlighted that information supplied at “arm’s length” in a ne
gotiation normally would not involve a violation of fiduciary duty by the tipper 
(that is, the tipper would receive no personal gain) and, therefore, the tippee 
normally could use such information for trading purposes.239 Thus in Walton v. 
Morgan Stanley,240 an investment bank negotiated on behalf of a corporate client 
with a potential takeover target. The target firm provided confidential informa
tion to the investment bank. Because the information was forwarded in “arm’s 
length negotiations” and not as a result of a violation of fiduciary duty, the in
vestment bank was free to use it for trading purposes when its client decided not 
to make a tender offer. The Dirks analysis, which appeared to approve the Wal
ton result, suggests that most information provided by executives in one firm to 
executives in a second firm in the course of an arm’s length negotiation may be 
used for trading purposes by the executives in the second firm. This broad area 
of nonliability not only would include tender offer negotiations, but also corpo
rate loans, joint ventures, insurance contracts, perhaps even supplier or distribu
tion relationships.

Dirks, however, failed to address the question of how to analyze “arm’s 
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length negotiations that might occur between friends or business associates ca
pable of bestowing pecuniary or “reputational benefits.” For example, in SEC v. 
Lund,24' Horowitz, the chief executive of P & F Industries, informed Lund, the 
chief executive of Verit Industries, that P & F was negotiating a new joint ven
ture involving a gambling casino. The executives were friends and had a long
standing business relationship. Horowitz had been a member of Verit’s board of 
directors for at least seven years. If the facts went no further, it is possible that 
Lund’s subsequent trades in P & F Industries would be impermissible under 
Dirks either because the information was provided to Lund as a “friend” or with 
the expectation that Lund later would provide Horowitz with equally valuable 
tips. Horowitz, however, not only informed Lund of the gambling casino joint 
venture, but also inquired whether Verit, Lund’s firm, would be interested in 
making an investment in the venture. This additional conversation may have 
transformed the relationship between Lund and Horowitz from a friendship or 
association of the “you scratch my back I’ll scratch yours” variety into an arm’s 
length negotiation. Even though no investment ultimately was made, the district 
court concluded that Lund could not be held liable as a tippee because 
“Horowitz did not breach his fiduciary duty to P & F or its shareholders by 
disclosing information concerning the . . . joint venture to Lund. His disclosure 
of this information was within the scope of his authority as an officer and direc
tor of the corporation.”241 242 This logic suggests that tips often could be swapped 
by business executives as long as there was at least a pro forma effort to camou
flage them with a business negotiation. Troubled by this type of possibility, the 
court held Lund liable as a “temporary insider” of P & F. There was little expla
nation of what this new legal status meant other than the observation that a 
temporary insider will be liable “under 10(b) for trading on the basis of nonpub
lic material information received in the context of [a] special relationship.”243 
While Lund represents an imaginative attempt to plug one of the loopholes in 
securities fraud liability created by Dirks, the current Supreme Court probably 
would not adopt it. Dirks emphasized there can be no tippee liability unless the 
tipper breaches a fiduciary duty. Under Dirks, the holding that the information 
was provided to Lund, the tippee, without Horowitz breaching a fiduciary duty 
would be decisive. As in Walton, the fact that there was an expectation of confi
dentiality would not change this result.244

241. 570 F. Supp. 1397 (C.D. Cal. 1983).
242. Id. at 1402.
243. Id. at 1403.
244. See Walton, 623 F.2d at 799 (no fiduciary duty merely because information confidential); Schick 

v. Steiger, 583 F. Supp. 841, 846 (E.D. Mich. 1984) (same).

The distinction created by Dirks between tipping in a footnote fourteen con
text and tipping outside of contractual relationships could not be sustained 
under the integrity of the market theory. In neither case can the creation of a 
category of traders possessing material nonpublic information usually be justi
fied. Tipping runs the risk that corporate insiders will pursue projects not be
cause of their business logic, but instead to generate profits from trading (in 
other firms) for themselves or their friends or relatives. The loyalty of financial 
intermediaries, such as investment banks to their employers, also may be weak
ened. Rather than an investment bank in the Walton-type case attempting to 
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negotiate the best takeover deal for a client, it might instead discourage the client 
from a takeover in favor of its own trading on the basis of nonpublic informa
tion. Perhaps the most serious implication of the Dirks tipping analysis is the 
apparent legitimation of executives swapping inside information whenever the 
information swaps can be camouflaged by “business negotiations.” This type of 
practice ultimately will tend to persuade public investors that there are two stock 
markets: one for those with access to nonpublic information and a second for 
those without access. Over time, this type of bifurcation of the market may dis
courage stock market investment by some of those who prefer playing in a game 
in which all, at least formally, play by the same rules.

E. TENDER OFFERS

Congress already has legislated one exception to the parity of information ap
proach. Under the Williams Act, any person who acquires five percent or less of 
the beneficial ownership of any equity security as part of a plan to ultimately 
control the firm need not publicly disclose the interest or the ultimate plan.245 
However, the Williams Act does require disclosure of a more than five percent 
stock interest or a tender offer for more than five percent of the beneficial owner
ship of any equity security.246 The Act’s limited exemption to the parity of infor
mation approach reflects Congress’ belief that takeover bids provide “a check on 
entrenched but inefficient management.”247 By giving bidders an opportunity to 
purchase shares before complying with the Act’s disclosure requirements, it can 
be argued that Congress slightly reduced the time period and cost of a takeover 
attempt, with a concomitant slight increase in allocative efficiency; for example, 
better managers obtain control of a firm and increase its rate of returns at a 
slightly lower initial cost.248

245. Securities Exchange Act of 1934, §§ 13(d), 14(d), 15 U.S.C. §§ 78m(d), 78n(d) (1982).
246. Id. Disclosure must be made regardless of the means by which more than five percent of an equity 

security will be held. See Camelot Indus, v. Vista Resources, Inc., 535 F. Supp. 1174, 1180-81 (S.D.N.Y. 
1982) (agreement to vote against management proposals by parties owning 10 percent violated § 13(d) of 
Securities Exchange Act of 1934).

247. H R. Rep. No. 1711, 90th Cong., 2d Sess. 4, reprinted in 1968 U.S. Code Cong. & Ad. News 
2811, 2813; S. Rep. No. 550, 90th Cong., 1st Sess. 3 (1967). Controversy exists as to whether this “disci
plinarian” hypothesis accurately describes the motivations of takeover bidders. See Coffee, Regulating the 
Market for Corporate Control: A Critical Assessment of the Tender Offer’s Role in Corporate Governance, 
84 Colum. L. Rev. 1145, 1199-1221 (1984). Jensen & Ruback, The Market For Corporate Control, 11 J. 
Fin. Econ. 5 (1983) is a nearly up-to-date summary of the relevant empirical evidence.

248. See, e.g., Easterbrook & Fischel, Corporate Control Transactions, 91 Yale L.J. 698, 705 (1982) 
(block purchases before tender offers reduce cost); Fischel, Efficient Capital Market Theory, the Market 
for Corporate Control, and the Regulation ofCash Tender Offers, 57 Tex. L. Rev. 1, 5-7 (1978) (disclo
sure requirement reduces cost of takeover attempt).

249. H.R. Rep. No. 1711, 90th Cong., 2d Sess. 2-4, reprinted in 1968 U.S. Code Cong. & Ad. News 
2811, 2811-13; S. Rep. No. 550, 90th Cong., 1st Sess. 1-3 (1967). During the 1967 Hearings on the 
Williams Act, the SEC chairman noted the “rather large gap” in the securities statutes. Full Disclosure of 
Corporate Equity Ownership and in Corporate Takeover Bids: Hearings on S. 510 Before the Senate Comm, 
on Banking and Currency, 90th Cong., 1st Sess. 15 (1967). Before the Williams Act, a stock purchaser 
without fiduciary obligation to a prospective seller was not required to disclose. General Time Corp. v. 
Tally Indus., 403 F.2d 159, 164-65 (2d Cir. 1968), cert, denied, 393 U.S. 1026 (1969). General Time was 
cited in Chiarella v. United States, 445 U.S. 222, 229, 231-32 n.14 (1980). See also Polinsky v. MCA Inc., 

However, Congress emphasized in enacting the Williams Act that its primary 
purpose was to provide “adequate disclosure to investors” in an area where the 
disclosure requirements of securities law in 1968 were deemed “inadequate.”249 
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Underlining the significance Congress attached to disclosure of a bidder’s stock 
interest and plans was the enactment in 1970 of amendments to the Williams Act 
reducing the threshold for public disclosure of impending tender offers from ten 
to five percent, in order to provide disclosure “at a more meaningful level.”250

680 F.2d 1286, 1289-90 (9th Cir. 1982) (no duty to disclose where purchaser has no fiduciary duty to 
disclose and owns less than five percent of target company stock); Feldman v. Simkins Indus., 492 F. 
Supp. 839, 844-45 (N.D. Cal. 1980) (same), ajfd, 679 F.2d 1299 (9th Cir. 1982). Paralleling the exemp
tion from the disclosure requirements for bidders who have purchased or initiated a tender offer for less 
than five percent of the target is a similar exemption for target and other firms engaged in “preliminary” 
merger negotiations. See Staffin v. Greenberg, 672 F.2d 1196, 1205-07 (3d Cir. 1982) (citing cases).

250. S. Rep. No. 1125, 91st Cong., 2d Sess. 3 (1970); H.R. Rep. No. 1655, 91st Cong., 2d Sess. 3, 
reprinted in 1970 U.S. Code Cong. & Ad. News 5025, 5027.

251. See generally 5 Institutional Investor Study Report of the Securities and Exchange 
Commission, H.R. Doc. No. 64, 92d Cong., 1st. Sess. 2773, 2827-49 (1971) [hereinafter cited as Insti
tutional Investment Study Report]; Fleischer, Mundheim & Murphy, supra note 40, at 811-15. 
One pre-Williams Act case held warehousing could not be challenged in a private rule 10b-5 action be
cause of the standing requirement. Cohen v. Colvin, 266 F. Supp. 677 (S.D.N.Y. 1967).

252. 8 Institutional Investor Study Report, supra note 251, at xxxi.
253. 17 C.F.R. § 240.14e-3 (1984); Barry, supra note 1, at 1372-73. See supra note 151 (sources dis

cussing purpose of 14e-3).
254. O’Connor & Assocs. v. Dean Witter Reynolds, Inc., 529 F. Supp. 1179, 1189-93 (S.D.N.Y. 1981).
255. 623 F.2d 796 (2d Cir. 1980).

The 1970 amendments to the Williams Act also gave the SEC specific author
ity to deal with the practice of “warehousing,” by which a potential bidder gave 
advance notice to institutional investors of the impending tender offer. To the 
bidder, “warehousing” may “lock up” the target’s shares in friendly hands; to 
the institution, warehousing offers the opportunity for a swift premium when the 
shares are resold in the tender offer.251 But, as the SEC pointedly noted, ware
housing could be criticized on parity of information grounds. The Commission 
believed that regulatory action was necessary to prevent powerful institutions 
from being treated more favorably than individual investors.252 Acting pursuant 
to the 1970 amendments to the Williams Act, the SEC in 1980 adopted rule 14e- 
3 specifically to prevent warehousing.253

The takeover statute and rules now embody a compromise. A potential bidder 
need not disclose its own ownership interest or plans to seek control of a target 
until it owns more than five percent of a class of stock. But the bidder may not 
tip institutions or other separate persons about an impending offer after it has 
taken substantial steps to commence a tender offer. The prohibition on tipping 
institutions (warehousing) or individuals will operate before a five percent own
ership interest is achieved, as long as a substantial step is taken toward the com
mencement of a tender offer. Rule 14e-3 does not define what a “substantial step 
... to commence ... a tender offer” means. One case analyzing the term held 
that public announcement that a tender offer would be made if approved by the 
target’s board would constitute a “substantial step” even if the target board re
jected the proposal and no tender offer subsequently was made.254 Unresolved is 
whether more preliminary steps, such as the hiring of an investment bank to 
investigate potential targets as in Walton v. Morgan Stanley,255 also would con
stitute a substantial step to commence a tender offer.

If it is assumed that purchase of less than a five percent stock interest in a 
target corporation would not be material, then the current structure of law in the 
tender offer area generally can be harmonized with the parity of information 
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approach. Neither rule 14e-3 nor the parity of information approach would re
quire proof of a violation of a fiduciary or similar duty.256 Each makes illegal 
trading while in possession of nonpublic material information acquired directly 
or indirectly from the bidder or target’s insiders or persons acting on behalf of 
either the bidder or target. The only significant difference between rule 14e-3 
and the parity of information approach concerns the scope of application. It is 
possible that rule 14e-3’s “substantial steps ... to commence ... a tender of
fer” will be interpreted not to reach preliminary discussions or investigations 
that result in material information being communicated to the bidder or persons 
employed by the bidder (or, for that matter, material information received by the 
target or persons employed by the target concerning the bidder). In contrast, the 
parity of information approach would proscribe trading on the basis of such ma
terial nonpublic information without proof of violation of a fiduciary duty.

256. See supra note 151 (sources discussing rule 14e-3).
257. 17 C.F.R. § 240.13d-2 (1984).
258. See, e.g., A.B.A. Committee on Corporate Laws, Guidelines on Going Private, 37 Bus. Law. 313, 

319 n. 19 (1981) (W.T. Grimm survey found average premium in 1979 to equal 49.9 percent above market 
price in publicly traded companies).

259. TSC Indus, v. Northway, Inc., 426 U.S. 438, 449 (1976).
260. See supra note 39 and accompanying text (discussion of Platt).

It is, however, unrealistic to assume that a person acquiring less than five per
cent of a target while planning an attempt to control the target does not possess 
“material” information. Case law does not provide numerically precise defini
tions of materiality, but the SEC, by rule in at least one instance, has denomi
nated the acquisition or sale of one percent of a class of stock to be 
“material.”257 With premiums in tender offers averaging as much as fifty percent 
above market price in some recent surveys,258 there seems little question that a 
plan to make a tender offer also would be deemed material under the Supreme 
Court’s test: “An omitted fact is material if there is a substantial likelihood that 
a reasonable shareholder would consider it important. . . .”259 Accordingly, ex
cluding bidders from the disclose or abstain rule when their purchases are less 
than five percent of the target should be viewed as an exception to the parity of 
information approach, established by Congress in light of its findings concerning 
the economics of takeover and control transactions.

F. “innocents”
Besides purchases by large investors of less than five percent of a firm prelimi

nary to a tender offer, a second major area of concern involving the parity of 
information approach involves individuals who euphemistically might by termed 
“innocents.” Innocents are outsiders who blamelessly obtain material informa
tion concerning a specific corporation. There are several different fact paradigms 
involving innocents trading on the basis of nonpublic information.

One type of fact pattern concerns the eavesdropper; for example, the outsider 
who just happens to be riding in the same elevator with the corporate chief exec
utive officer and overhears him mention material information to an associate. In 
SEC v. Platt,260 a football coach sitting in the stands at a track meet claimed to 
have overheard a business executive tell his wife of certain material nonpublic 
information. Under current law, the football coach may only be successfully 
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sued if a plaintiff can show that the corporate insider “receives a direct or indi
rect personal benefit from the disclosure, such as a pecuniary gain or a reputa
tional benefit that will translate into future earnings,”261 or if the plaintiff can 
show “a gift of confidential information to a trading relative or friend.”262 With 
a true “innocent,” neither type of proof would be possible because the innocent 
would have no relationship to the insider and would provide no benefit to him or 
her.

261. Dirks, 463 U.S. at 663.
262. Id. at 664.
263. See Holmes, The Path of the Law, 10 Harv. L. Rev. 457 (1896).
264. See Barry, supra note 1, at 1314 (giving illustrations).
265. Chiarella, 445 U.S. at 230.
266. Dirks, 463 U.S. at 662 n.22 (discussing Walton v. Morgan Stanley Co., 623 F.2d 796, 798 (2d Cir. 

180)).
267. See Texas Gulf Sulphur, 401 F.2d at 848-49 (discussion of the fact-opinion distinction).

Strict adherence to a parity of information approach would not tolerate this 
type of windfall. In a market in which investor confidence is a preferred value, 
normally no person should be allowed to trade on the basis of a material infor
mation advantage. The integrity of the market theory seems particularly appro
priate when applied to prevent eavesdroppers from retaining profits generated by 
trading on the basis of nonpublic information. Few rules are so likely to en
courage perjury as one that allows an “innocent” eavesdropper to retain profits. 
Sharp dealers would be emboldened to share profits with insiders through covert 
means such as offshore accounts or “dummy” or “front” persons or institutions. 
If questioned about an apparent tip, they would be tempted to perjure them
selves and invent an “innocent” story to justify the communication of informa
tion. It is true that determined detective work occasionally succeeds in 
demonstrating the falsity of such stories. It equally is true that current law will 
encourage the Holmesian “bad men”263 of the securities world to fabricate ex
cuses and reduce the number of cases that the SEC or the Department of Justice 
successfully can prosecute.

Another type of “innocent” is more likely to inspire sympathy. An inventor 
might buy stock in a specific firm before agreeing to sell or license a new product 
to that same firm. Alternatively the inventor might short-sell rival firms’ stock 
before negotiating a sales or licensing agreement.264 If the stock purchases or 
short-sales are made before negotiations commence with a specific firm, no plain
tiff could prove a violation of “a duty to disclose arising from a relationship of 
trust and confidence between parties to a transaction.”265 If the stock purchases 
or short-sales are made during the negotiations, but before execution of an agree
ment, presumably there also would not be a duty creating liability but rather 
“arm’s length negotiations.”266 Assuming that knowledge of the invention was 
material and concerned a fact, not an opinion,267 exoneration in either scenario 
involving an inventor is troublesome. In both fact patterns, the inventor is free 
to negotiate for the fair value of the new product in a competitive market. The 
inventor also may be rewarded with the equivalent to a monopolist’s profits by 
securing a patent, and, in any event, has the opportunity to start his own firm 
and directly capture the potential profits associated with the new product. With 
all of these incentives, it cannot seriously be argued that the inventor also needs 
the incentive of stock trading profits to stimulate inventive activity. On the other 
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hand, permitting inventors or research scientists to trade stocks on the basis of 
nonpublic information runs some risk of discouraging uninformed public inves
tors from stock trading. Short of persuasive evidence that stock trading profits 
are necessary to inspire a desired level of inventive activity, the parity of infor
mation approach should be applied in these fact patterns to require inventors 
possessing material information about their own inventions to observe the dis
close or abstain rule.

A third type of “innocent” also deserves comment. A few economists or for
mer public officials may make speeches that move the overall market or some 
segment by a material amount. May these individuals buy or short-sell stock 
immediately before a speech is delivered? These individuals can be distinguished 
from journalists engaged in scalping. Unlike scalpers who make recommenda
tions concerning a particular stock, these speeches typically refer to market-wide 
events such as future interest rate levels or national defense needs. In addition, 
while scalpers often base their recommendation on “facts” about a specific firm, 
these speakers typically stress that they are communicating opinions. Thus, one 
basis for not prosecuting this type of case is to characterize the celebrity speaker 
as rendering an “opinion,” not stating “facts.” This distinction is not persuasive. 
A scalper can also assert that a news column merely contains opinions. What 
makes the scalper’s conduct actionable is the high probability that a column will 
cause a market reaction. With a very small number of speakers, an equal 
probability of a market reaction exists. The “fact” that the opinion was commu
nicated in a column or by a speaker who normally produces a market reaction 
should make the communication actionable.

There is, however, a second basis for exonerating the celebrity that almost 
always would be persuasive. Even the most celebrated economists speaking 
about a probable future change in interest rate levels rarely, if ever, can be identi
fied as the “cause” of a material change in market levels. It is true that influen
tial speakers may be associated with a rapid one or even two percent movement 
in market indices. But that level of change normally is too small to be consid
ered material and is dwarfed by the considerably larger stock price movements 
found in SEC “scalping” litigation against investment advisers or journalists.268

268. See supra note 197 and accompanying text (approximately 20 percent price movement found in 
Zweig v. Hearst).

III. A Legislative Proposal

The case law that has developed in the period after the Supreme Court’s 1980 
Chiarella decision is confused. It does not clearly warn securities traders what 
conduct violates current law. It cannot be justified by reference to traditional 
common law standards, by analogy to other sections of the securities laws, or by 
consideration of the economics of the securities markets.

In contrast, amendment of the federal securities laws to prohibit any person 
from trading while in possession of material nonpublic information has clear 
advantages. Unlike current law, which has left the scope of rule 10b-5 applica
bility highly unsettled, a parity of information approach would constitute a 
bright-line rule. It should deter violations and reduce litigation. In addition, a 
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parity of information approach should reassure investors that the securities mar
kets generally prohibit information advantages. This should increase levels of 
investments, reducing capital costs of issuing firms. Nor would a parity of infor
mation approach be a novel one. Many commentators believed that Texas Gulf 
Sulphur adopted this approach.

Nonetheless, in order to harmonize the new standard with other parts of the 
securities law, there would have to be several exceptions to a prohibition on 
trading while in possession of material nonpublic information. First, the new 
statute would need to parallel the Williams Act and exempt potential takeover 
bidders who possess less than five percent of a target from the disclose or abstain 
rule.269 Second, the new statutory section should legitimate the “Chinese Wall” 
defense, by which securities broker-dealer firms that receive nonpublic informa
tion from firms for underwriting or other purposes will not be held liable if their 
brokers simultaneously make recommendations concerning the firms, as long as 
the broker-dealer firms have implemented procedures to prevent the brokers 
from knowing the information provided to their underwriting or other depart
ments. The “Chinese Wall” defense has been recognized in both rule 14e-3270 
and rule 10b-5 case law.271 Third, the new statutory provision, either in its text 
or in the accompanying legislative report, should affirm that securitites analysts 
may discover immaterial nonpublic information and may form opinions or make 
recommendations based on such data without risk of liability. Fourth, the new 
provision should permit stock or options exchange specialists, market-makers or 
floor traders to trade while in possession of material nonpublic information 
about trading activity on the floor of an exchange to the extent that such trading 
is permitted by section 11 of the Securities Exchange Act or Stock Exchange 
rules (which are adopted after SEC approval).

269. See supra text accompanying notes 245 to 259 (discussion of Williams Act).
270. 17 C.F.R. § 24O.14e-3(b)(2)(1984).
271. See Slade v. Shearson, Hammill & Co., 517 F.2d 398, 401 (2d Cir. 1974) (Shearson failed to 

disclose material information either to general public or to customers or to its own retail sales force by 
virtue of “Chinese Wall”). See generally Lipton & Mazur, The Chinese Wall Solution to the Conflict 
Problems of Securities Firms, 50 N.Y.U. L. Rev. 459 (1975).

Congress, no doubt, would also consider other exceptions to the general prohi
bition on trading while in possession of material nonpublic information. The key 
to this statutory proposal, however, is that all trading while in possession of 
nonpublic information would be illegal unless permitted by an exception. The 
new provision explicitly should state that there will be no burden on a plaintiff to 
prove a violation of a fiduciary or similar duty. The essence of the plaintiff’s 
burden will be in proving that defendants traded while in possession of material 
nonpublic information. The legislative reports accompanying the new statutory 
section should emphasize that Congress finds trading while in possession of ma
terial nonpublic information illegal regardless of whether the information was 
“inside” or “outside” information. At the least, the legislative reports should 
make it clear that trading while in possession of material nonpublic information 
by securities analysts, journalists engaged in scalping, government officials or 
employees, insiders (directors, officers, employees, agents or outside consultants 
or a corporation), misappropriators of information, eavesdroppers, other outsid
ers and tippees of any of the above types of persons is illegal. The standard 
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should apply to trading in securities—including debt securities and stock op
tions—and should not be limited to trading in stock. While this is a comprehen
sive list, it should be emphasized that the new statutory provision should retain 
the materiality and scienter requirements of current rule 10b-5 law. A defendant 
will be liable (or guilty) only if the information is material under TSC Industries 
v. Northway 272 and the misconduct was deliberate or at least “reckless.”273 
Within those limits, however, a prohibition on trading while in possession of 
material nonpublic information would be consistent with the “integrity of the 
market” theory generally employed in the federal securities laws.

272. 426 U.S. 438, 449 (1976).
273. The Supreme Court’s views on the scienter issue are set forth in Ernst & Ernst v. Hochfelder, 425 

U.S. 185, 201-15 (1976). See also Aaron v. SEC, 446 U.S. 680, 690-91 (1980) (scienter required to prove 
violation of § 10(b) and rule 10b-5 even when government is plaintiff). The Supreme Court has not 
resovled whether recklessness will satisfy the scienter requirement. See 425 U.S. at 193 n.12.

274. See Report of the Task Force on Regulation of Insider Trading, 1984 A.B.A. Sec. Corp. Bank. & 
Bus. L. 69-76 (discussion draft) [copy on file at Georgetown Law Journal].

275. See id. at 76-79.
276. Id. at 97. The cases stated in the Report were: Shapiro v. Merrill Lynch, Pierce, Fenner & Smith, 

495 F.2d 228 (2d Cir. 1974); SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968); Investors 
Management Co., 44 S.E.C. 633 (1971); and Cady, Roberts & Co., 40 S.E.C. 907 (1961).

277. See, e.g., L. Sullivan, Antitrust 165-74 (1977).

A general prohibition on trading while in possession of material nonpublic 
information is superior to other alternative approaches recommended for the re
vision of the federal securities fraud laws. One current proposal involves explic
itly naming the types of persons who can violate the law (i.e., insiders, 
fiduciaries, misappropriators of information, tippees and tippers).274 The diffi
culty with this approach is the risk that it will prove underinclusive. New cate
gories of traders may emerge who are not covered by the list. Alternatively, 
courts might interpret terms such as “fiduciaries” to limit the scope of the pro
posed section. At the least, the proposal would require considerable litigation to 
establish its scope. In contrast, the general prohibition proposed in this article 
has the advantage of greater certainty of application.

A second current alternative would declare illegal the “unfair use of material 
nonpublic information.”275 The legislative report accompanying this proposal 
apparently would cite several yre.-Chiarella cases and include language alluding 
to an existing body of law preceding Chiarella and Dirks that suggests that 
nearly any trading on the basis of material nonpublic information is an “unfair 
use.”276 Nonetheless, there is considerable risk in employing the term “unfair 
use.” An unsympathetic judiciary might interpret the term in an unpredictable 
way. The initial judicial constructions of the Sherman Act typify the risk in 
employment of such a term.277 If the proponents of this alternative intend to 
prohibit “nearly any trading on the basis of material nonpublic information,” 
then their purpose can be achieved without the risk of employing a term such as 
“unfair use” by supporting the general prohibition proposed in this article.

A final legislative concern should be noted. Other elements of the securitites 
fraud laws also could be addressed by legislation. Would it be wiser to offer a 
comprehensive package of proposals concerning the federal securities laws or 
merely proceed with a single isolated reform? While a reasonable case can be 
made for either approach, the recent success enjoyed by the SEC in securing 
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enactment of the Insider’s Trading Sanctions Act of 19 8 4 278 suggests the wis
dom of a narrowly focused legislative proposal.

278. P.L. No. 98-376, 98 Stat. 1264 (1985).



The Article 2 Merchant Rules: Karl Llewellyn’s 
Attempt to Achieve The Good, The True,
The Beautiful in Commercial Law*

Ingrid Michelsen Hillinger**

It is well for our younger men to know our law. It is well for our older 
men and our younger men to agree about our law. It is not good to wait 
until trouble comes up before our law becomes clear to all. This is our 
law ....

—Llewellyn, Draft Preamble for a 
Code for the Pueblo of Zia1

In 1949, Karl Llewellyn and his all-star drafting crew2 publicly unveiled the 
Uniform Commercial Code.3 Article 2 of the Code, the sales article, did some
thing that prior sales law had not: it sometimes stated two rules regarding a 
legal issue, one for merchants, another for nonmerchants.4 Section 2-509(2), for

♦ The title comes from a series of lectures given by Llewellyn. Lleyellyn, On the Good, The True, The 
Beautiful, In Law, 9 U. Chi. L. Rev. 224 (1942).

*♦ Associate Professor of Law, Marshall-Wythe School of Law, College of William and Mary. I dedi
cate this article to my husband, Mike, who shared every peak, valley and treeless plain along the way. I 
thank Professor Timothy J. Sullivan, whose patience and steadfast support were matched only by the 
number of revisions he read and commented upon. I also thank Professors Glenn E. Coven, Jr., Charles 
H. Koch, Jr., Margit Livingston and Frederick F. Schauer, whose gentle critiques twenty drafts ago vastly 
improved the final one. Finally, special thanks to my research assistants, Alison Bradner, Colin Buckley 
and Hugo Blankenship, for service above and beyond the call of duty, and my typist, Helen Adkins, who 
along with me, lived through innumerable drafts, but who, unlike me, did so with a smile on her face.

1. W. Twining, Karl Llewellyn and the Realist Movement 547 app. (1973). According to 
Twining, Llewellyn was invited to draft codes for three Pueblos: Zia, Santa Domingo, and Santana. 
Apparently, only Santana accepted his draft. Id. at 546.

2. According to William Schnader “[t]herexwas no difficulty in finding a chief reporter. The outstand
ing man in the United States to undertake this task was Professor Karl N. Llewellyn of the Columbia 
University Law School.” Schnader, A Short History of the Preparation and Enactment of the Uniform 
Commercial Code, 22 U. Miami L. Rev. 1, 4 (1967). Along with Llewellyn, the Code drafting luminaries 
included Soia Mentschikoff (Karl Llewellyn’s wife), Grant Gilmore, Allison Dunham, William Prosser, 
Fredrich Kessler, Fairfax Leary, Homer Kripke and Peter Coogan. Arthur Corbin served as Code advi
sor. Uniform Commercial Code § 2-101 comment (Draft May 1949) [hereinafter cited as May 1949 
Draft].

3. The May 1949 Draft was submitted at the 26th annual meeting of the American Law Institute, a 
joint session with the National Conference of Commissioners on Uniform State Laws, on May 18-21, 
1949. In this article, unless otherwise indicated, all references to the Uniform Commercial Code are to 
the 1978 Official Text and Comments.

4. See Rabel, The Sales Law in the Proposed Commercial Code, 17 U. Chi. L.R. 427, 433 (1950) (“only 
in the doctrine of warranty for merchantability does the text of the present Uniform Sales Act contain 
special provisions for ‘a seller who deals in goods of that description’”); Waite, The Proposed New Uniform 
Sales Act, 48 Mich. L.R. 603, 607 (1950) (merchant/nonmerchant distinction a “definite change”); Wil
liston, The Law of Sales in the Proposed Uniform Comercial Code, 63 Harv. L.R. 561, 572 (1950) 
(merchant concept “introduces a novel provision in the common law”). Llewellyn, however, would have 
taken issue with the statement that the sales article had done something that prior law had not. Section 
15(2) of the Uniform Sales Act, the predecessor to the Code, had limited the implied warranty of 
merchantibility to a “seller who deals in goods of that description (whether he be the grower or the 
manufacturer or not).” Unif. Sales Act § 15(2) (1906). Llewellyn argued that “in regard to ‘dealers,’ 
the special treatment of the merchant could hardly be more explicit than in the present Uniform Sales

1141
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instance, provided that a merchant-seller bore the risk of loss until the buyer 
actually received the goods, while a nonmerchant seller assumed the risk only 
until he tendered delivery.* 5 Article 2 defined the term “merchant” to establish 
who was subject to the special merchant rules.6

Act, Section 15(2) and ‘usage of trade’ . . . (which is so important throughout the existing Act) is simply 
unthinkable except as a . . . rule applying specially and separately to ‘merchants.’” Llewellyn, Memoran
dum Replying to the Report and Memorandum of Task Group 1 of the Special Committee of the Com
merce and Industry Association of New York, Inc. on the Uniform Commercial Code (August 16, 1954), 
reprinted in 1 State of New York Law Revision Committee Report, Hearings on the Uni
form Commercial Code 108 (1954) [hereinafter cited as N.Y. Law Revision Report 1954]. Llewel
lyn maintained that the Article 2 merchant concept was

not something new in the law. What this is, instead, is a bringing into clarity and explicit focus 
of a thing which is really there and which has been in the law of sales for something more than a 
hundred years. . . . The merchant appears in the present law without raising his head and 
letting it be known that he is there.

Id. at 165. Even if the concept had been there, its manner of expression in the Code was new. The 
Uniform Sales Act had never used the term “merchant” and only contained one rule predicated on status, 
§ 15(2). Unif. Sales Act § 15(2).

Although prior American sales law had not drawn its legal rules along lines of merchant status, other 
legal systems had. For example, Germany had a separate commercial code for merchants, the Handel- 
sgesetzbuch, which was approved as uniform legislation in 1861. J. Dawson, Gifts and Promises 130 
(1980). This code defined “merchant” as “a person who carries on a commercial enterprise.” S. Goren 
& I. Forrester, The German Commercial Code § 1 (1979) [hereinafter cited as German Commer
cial Code], The German Commercial Code governs “all transactions of a merchant which pertain to the 
carrying on of his trade.” Id. § 343. A merchant’s private life is exempt. N. Horn, H. Kotz & H. 
Leser, German Private and Commercial Law: An Introduction 215 (1982). For a genera! 
discussion of the scope of the German Commercial Code, see id. at 211-18. France had a separate com
mercial code, but business transactions rather than merchant status determined its applicability. Id. at 
212. The Swiss did not have a separate commercial code, but one part of the Swiss Code of Obligations 
regulated “commercial law including company law, law of negotiable instruments, and commercial regis
tration.” I. Williams, The Sources of Law in the Swiss Civil Code 16 (1976). When the Uniform 
Commercial Code was proposed, Professor Rabel remarked that Article 2 followed the Swiss and Italian 
approach which “establish[ed] a unified law of obligations with exceptions for transactions between 
merchants or for merchants.” Rabel, supra, at 431.

5. May 1949 Draft, supra note 2, § 2-509(2).
6. The 1949 Draft defined the term “merchant” as

a person who by his occupation holds himself out as having knowledge or skill peculiar to the 
practices of [sic] goods involved in the transaction or in any particular phase of it, or to whom 
such knowledge or skill may be attributed by his employment of an agent or broker or other 
intermediary having such knowledge or skill. With respect to transactions of financing, payment 
collection, and the like, a financing agency is a “merchant.”

May 1949 Draft, supra note 2, § 2-104(1).
7. The Code was officially introduced in 1949. Pennsylvania adopted it in 1954, Massachusetts in 1958. 

The rest of the states did not adopt it until the 1960s. Gilmore argued that
the legal establishment which controlled the bar associations (and had great influence with the 
bankers’ associations) opposed the Code and was successful in preventing its enactment. In the 
1960’s the same people who had fought the Code ten years earlier had reversed their field and 
were counted among its most vigorous supporters. A plausible reason for this reversal is that 
during the 1950’s the courts, in a surge of activism, had themselves been rewriting much of the 
law. The Code, which in the 194O’s had seemed much too “liberal” to its conservative critics, 
had by the 196O’s become an almost nostalgic throwback to an earlier period.

G. Gilmore, The Ages of American Law 86 (1977).
8. In his report on the activities of the American Bar Association Section on Corporations, Banking

The Article 2 merchant definition and special merchant rules were not greeted 
with open arms. During the protracted period of Code debate,7 critics voiced 
two major objections: there was no need to distinguish merchants from 
nonmerchants,8 and even if there were such a need, the merchant definition was 
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difficult to understand, and promised confusion, uncertainty, and litigation.* 4 * * * * 9 
Despite the inhospitable welcome, however, the merchant concept and special 
merchant rules managed to survive.10 When enacted, Article 2 contained four
teen special merchant provisions11 and a merchant definition very similar to the 
one proposed by Llewellyn in 1949.12

and Business Law, Malcolm recorded the decision by the Editorial Board in its executive session to ask 
the Reporters to reconsider the entire merchant concept, and in particular, when it would be applicable 
and when the special rule was really necessary. Malcolm, The Proposed Commercial Code, 6 Bus. Law. 
113, 183 (1951). In a written memorandum to the New York Law Revision Commission, the Commerce 
and Industry Association of New York questioned “whether there should be any variation in legal rules 
dependent on the business or character of the parties involved.” Memorandum of Task Group of the 
Special Committee of the Commerce and Industry Association of New York, Inc. on the Uniform Com
mercial Code on Article 2, Sales and Article 6, Bulk Transfers, reprinted in N.Y. Law Revision Report 
1954, supra note 4, at 94. Among scholars, Professor Samuel Williston led the antimerchant charge, 
arguing that a bifurcation of sales rules would cause difficulties and that rights and duties should not 
depend upon a party’s status. Williston, supra note 4, at 572-73. See also Hall, Article 2—Sales—“From 
Status to Contract”?, 1952 Wis. L. Rev. 209, 212 (arguing against merchant/nonmerchant distinction); 
Rabel, supra note 4, at 431-32 (criticizing distinction as “scarcely a workable formula”); Waite, supra note
4, at 618-19 (foreseeing troublesome litigation over term “merchant”).

9. Professor Beutel included the merchant definition in his criticism of the Code’s “wonderland of
exotic words which may be a delight to the lovers of intricate semantics, but which will rise to plague any
lawyer, businessman or judge who attempts to apply such a statute to the regulation of everyday transac
tions.” Beutel, The Proposed Uniform Commercial Code as a Problem in Codification, 16 Law & Con-
temp. Probs. 141, 148 (1951). He particularly criticized the merchant definition because it changed the 
ordinary meaning of the word “merchant.” Id. at 145-46. Professor Rabel talked about “the elasticity of 
this phraseology,” and noted that too many questions would be left to the imagination. Rabel, supra note 
4, at 431-32. Professor Waite found the definition “odd.” Waite, supra note 4, at 618. Professor Willis
ton believed that many troublesome factual questions would have to be litigated in order to determine who 
is a merchant in a given transaction. Williston, supra note 4, at 571. The New York Law Revision 
Commission hearings frequently returned to the issue of the meaning of the merchant definition. See N.Y. 
Law Revision Report 1954, supra note 4, at 108, 116.

10. The text of the merchant definition was modified to include someone “who deals in goods of the 
kind,” U.C.C. § 2-104(1) (Final Text Edition November 1951), probably because Professor Waite did not 
believe that the definition encompassed retailers. Waite, supra note 4, at 619. For a more complete discus
sion of the historical evolution of the merchant definition, see Hillinger, The Merchant of Section 2-314: 
Who Needs Him?, 34 Hastings L.J. 747, 782-87 (1983). The drafters modified the comments to the 
merchant definition to clarify the apparent ambiguity as to who would qualify as a merchant under each 
individual code provision. N.Y. Law Revision Report 1954, supra note 4, at 168 (remarks by K. 
Llewellyn). Professor Kripke’s observations appear to have prompted this clarification. Malcolm, supra 
note 8, at 183 (remarks by Professor Kripke before the Enlarged Editorial Board January 27-29, 1951). 
See also Hillinger, supra, at 779 n. 148 (attributing the clarification concerning status to Professor Kripke).

11. Article 2 of the U.C.C. contains the following merchant provisions: § 2- 103(l)(b) (good faith); § 2- 
201(2) (statute of frauds—“between merchants”); § 2-205 (firm offer); § 2-207(2) (additional terms in 
acceptance—“between merchants”); § 2-209(2) (modification, rescission and waiver—“between 
merchants ); § 2-312(3) (warranty of title and against infringement); § 2-314(1) (implied warranty of 
merchantability); § 2-327(1 )(c) (sale on approval); § 2-402(2) (rights of seller’s creditors); § 2-403(2) (en
trusting); § 2-509(3) (risk of loss); § 2-603(1) (rightful rejection); § 2-605(l)(b) (waiver of buyer’s objec
tions by failure to particularize); and § 2-609(2) (adequate assurance of performance).

12. The definition of the term “merchant” provides:
Merchant means a person who deals in goods of the kind or otherwise by his occupation holds 

himself out as having knowledge or skill peculiar to the practices or goods involved in the trans
action or to whom such knowledge or skill may be attributed by his employment of an agent or 
br°ker or other intermediary who by his occupation holds himself out as having such knowledge 
or skill. ° &

U.C.C. § 2-104(1).

For those who questioned the need to distinguish between merchants and 
nonmerchants, Article 2 provided little in the way of an answer. Beyond main
taining that “transactions between professionals in a given field require special 
and clear rules which may not apply to a casual or inexperienced seller or 
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buyer,”13 Article 2 never explained why special rules for merchants were 
necessary.

Given the ensuing struggle to understand and identify the Article 2 
merchant,14 those who criticized the obscurity of the merchant definition might 
be justified in saying “I told you so.” Left to their own devices, many courts and 
scholars have assumed that the merchant rules of Article 2 merely codified ac
tual business practices, usages, and customs.15 Believing the merchant rules to 
be faithful reflections of business practices, courts have concluded that the Arti
cle 2 merchant rules apply only to those familiar with business practices16 or to 
those who have previously engaged in similar transactions because only they 
would know the relevant trade customs and business practices codified by the 
merchant rules.17 As a consequence, courts have never entertained the possibil-

13. Two Code provisions, § 2-201 dealing with the statute of frauds and § 2-314 dealing with the im
plied warranty of merchantability, have been the source of most of the merchant case law controversies. 
See, e.g., Rock Creek Ginger Ale Co. v. Thermice Corp., 352 F. Supp. 522, 528, 12 U.C.C. Rep. Serv. 
(Callaghan) 810, 817 (D.D.C. 1971) (beer manufacturer, selling 700,000 pounds of impure carbon dioxide, 
not merchant under § 2-314); Donald v. City Nat’l Bank, 295 Ala. 320, 324, 329 So. 2d 92, 95, 18 U.C.C. 
Rep. Serv. (Callaghan) 1141, 1142-43 (1965) (farmer of 550 acres of land not merchant under § 2-201(2)); 
Cudahy Foods Co. v. Holloway, 55 N.C. App. 626, 629, 286 S.E.2d 606, 608, 32 U.C.C. Rep. Serv. 
(Callaghan) 1352, 1354 (1982) (real estate broker who orally promises to guarantee payment for 262 
pounds of cheese not merchant under § 2-201(2)); Ohio Grain Co. v. Swissheim, 40 Ohio App. 2d. 203, 
206, 318 N.E.2d 428, 430, 15 U.C.C. Rep. Serv. (Callaghan) 305, 308 (1973) (farmer, familiar with farm 
markets, merchant under § 2-201(2)); Samson v. Riesing, 62 Wis. 2d 698, 711, 215 N.W.2d 662, 669, 14 
U.C.C. Rep. Serv. (Callaghan) 618, 622 (1974) (mother’s band association, selling contaminated turkey 
sandwiches, not merchant under section 2-314).

There is an abundance of scholarly literature on the Article 2 merchant. See, e.g., Dolan, The Merchant 
Class of Article 2: Farmers, Doctors, and Others, 1977 Wash. U.L.Q. 1 (arguing that rationale behind 
merchant provisions requires broad reading of merchant definition); Goebel, The Uniform Commercial 
Code and the Farmer, 1962 U. III. L.F. 374 (1962) (discussing elements of Code with particular relevance 
to farmers); Henkel & Shedd, Article 2 of the U. C. C.: Is a Farmer a “Merchant” or a “Tiller of the Soil”?, 
18 Am. Bus. L.J. 323 (1980) (arguing that whether farmers are merchants should be decided on a case-by- 
case basis); Newell, The Merchant of Article 2, 7 Val. U.L. Rev. 307 (1973) (discussing uncertainty of 
merchant provisions); Squillante, Is He or Isn’t He a Merchant?—The Farmer, 82 Com. L.J. 155 (1977) 
(discussing difficulty of categorizing farmers); Van Meveren, The Uniform Commercial Code—Special 
Treatment for Merchants, 7 Am. Bus. L.J. 219 (1970) (discussing “harsh” treatment of merchants by 
Code); Note, Merchant Provisions in the Uniform Commercial Code—Sales, 39 Geo. L.J. 130 (1950) 
(discussing specific provisions of proposed Code applicable to merchants only); Note, The Farmer as 
Merchant Under the U.C.C., 53 N.D.L. Rev. 587 (1977) (arguing that farmers should be considered 
merchants); Note, U.C.C. Merchant Sections: Reasonable Commercial Standards of Fair Dealing in the 
Trade, 14 Tulsa L.J. 190 (1978) (arguing for consistency in defining who is merchant) [hereinafter cited 
as Note, Merchant Sections]; Note, A County as a Merchant Under the Uniform Commercial Code— 
County of Milwaukee v. Northrop Data Systems, Inc., 1980 Wis. L. Rev. 194 (discussing benefits and 
disadvantages of classifying “nonbusiness entities such as municipalities” as merchants).

14. U.C.C. § 2-104 comment 1.
15. See infra notes 16 to 18 and accompanying text (discussing merchant cases).
16. See, e.g., Continental Grain Co. v. Harbach, 400 F. Supp. 695, 699, 18 U.C.C. Rep. Serv. (Calla

ghan) 46, 51 (N.D. Ill. 1975) (familiarity with business practices associated with particular contracts 
makes farmer merchant); Campbell v. Yokel, 20 Ill. App. 3d 702, 705, 313 N.E. 2d 628, 630, 15 U.C.C. 
Rep. Serv. (Callaghan) 15, 18 (1974) (farmer merchant when selling crops because nonspecialized business 
practices involved); Sebasty v. Perschke, 404 N.E.2d 1200, 1202-03, 29 U.C.C. Rep. Serv. (Callaghan) 39, 
42-43 (Ind. App. 1980) (familiarity with the customs and practices involved in selling grain makes farmer 
merchant).

17. In Cudahy Foods Co. v. Holloway, for instance, the court stated that the “mere fact that one is in 
business does not, without more, give rise to the conclusive presumption that... the businessman holds 
himself out as having knowledge peculiar to the practices involved in the transaction.” 55 N.C. App. 626, 
629 286 S.E.2d 606, 607-08, 32 U.C.C. Rep. Serv. (Callaghan) 1352, 1354-55 (1982). See also Fear 
Ranches, Inc. v. Berry, 470 F.2d 905, 907, 12 U.C.C. Rep. Serv. (Callaghan) 27, 31 (10th Cir. 1972) 
(defendant not merchant in first sale of cattle to nonpacker), affd on rehearing, 503 F.2d 953 (1974); 
Sebasty v Perschke, 404 N.E.2d 1200, 1203, 29 U.C.C. Rep. Serv. 39, 42 (Ind. App. 1980) (four previous 
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ity of applying the Article 2 merchant rules to nonmerchants.* 18

similar transactions make fanner merchant); Rush Johnson Farms, Inc. v. Missouri Farmers Ass’n, 555 
S.W.2d 61, 64, 22 U.C.C. Rep. Serv. (Callaghan) 289, 292 (Mo. App. 1977) (knowledge of the market and 
thorough familiarity with marketing practices and procedures make plaintiff a merchant). Some courts 
have refused to find that a farmer is a merchant despite his previous sales of his own crops. Loeb & Co. v. 
Schreiner, 294 Ala. 722, 725, 321 So. 2d 199, 202, 17 U.C.C. Rep. Serv. (Callaghan) 897, 900-01 (1975); 
Lish v. Compton, 547 P.2d 223, 226, 18 U.C.C. Rep. Serv. (Callaghan) 1174, 1178 (Utah 1976). Contra 
Continental Grain Co. v. Brown, 19 U.C.C. Rep. Serv. (Callaghan) 52, 58-59 (W.D. Wis. 1976) (farmer 
offering to sell 75,000 bushels of com for future delivery is merchant because he created impression of 
familiarity with particular products or practices); Continental Grain Co. v. Harbach, 400 F. Supp. 695, 18 
U.C.C. Rep. Serv. (Callaghan) 46 (N.D. Ill. 1975) (farmer experienced in sale of com and other grains is 
merchant for sale of soybeans, unless soybean contracts involve different practices); Nelson v. Union 
Equity Coop. Exch., 548 S.W.2d 352, 355-56, 21 U.C.C. Rep. Serv. (Callaghan) 1, 5 (Tex. 1977) (farmer 
raising and selling one crop per year for five years was wheat ‘dealer’ within merchant definition).

18. If the court concludes that the individual is not a merchant, it typically applies the nonmerchant 
rule without further ado. See, e.g., Pierson v. Amst, 534 F. Supp. 360, 33 U.C.C. Rep. Serv. (Callaghan) 
457 (D. Mont. 1982) (seller of sunflower seeds found not to be merchant and thus confirmation letter 
exception to statute of frauds does not apply); Playboy Clubs Int’l, Inc. v. Loomskill, Inc., 13 U.C.C. Rep. 
Serv. (Callaghan) 765 (N.Y. Sup. Ct. 1974) (purveyor of lodging, meals and entertainment is consumer, 
not merchant, of textiles to be manufactured into costumes, so statute of frauds written confirmation 
provision does not apply); Cudahy Foods v. Holloway, 55 N.C. App. 626, 286 S.E.2d 606, 32 U.C.C. Rep. 
Serv. (Callaghan) 1352 (1982) (real estate broker not cheese broker so statute of frauds merchant rules 
inapplicable); Samson v. Riesing, 62 Wis. 2d 698, 215 N.W.2d 662, 14 U.C.C. Rep. Serv. (Callaghan) 618 
(1974) (band members’ mothers not merchants, so no implied warranty of merchantability attaches to 
tainted sandwiches they sell at fund-raiser). Occasionally, a court will resort to the doctrine of estoppel to 
overcome a nonmerchant’s statute of frauds defense. See Decatur Coop. Ass’n v. Urban, 219 Kan. 171, 
177-80, 547 P.2d 323, 329-30, 18 U.C.C. Rep. Serv. (Callaghan) 1160, 1168-70 (1976) (promissory estop
pel invoked but only after evidence demonstrates that valid contract entered into by parties). One court 
refused to invoke estoppel to remove the defense of the statute of frauds because “it would be an uncon
scionable discrimination to allow the principle of estoppel to impose upon a non-merchant a standard far 
beyond that imposed upon a merchant.” Farmers Coop. Ass’n v. Cole, 239 N.W.2d 808, 814, 18 U.C.C. 
Rep. Serv. (Callaghan) 1151, 1158 (N.D. 1976). One scholar has urged courts to define the class of Article 
2 merchants liberally to best serve good sense and Code policy. Dolan, supra, note 13, at 2. No one 
appears to have argued that the merchant rules can apply to nonmerchants.

19. An opinion will typically recite the relevant Article 2 provision, note that the provision distin
guishes between merchants and nonmerchants, and then launch into a merchant-status analysis, prefaced 
by a recitation of the merchant definition. E.g., Rock Creek Ginger Ale Co. v. Thermice Corp., 352 F. 
Supp. 522, 12 U.C.C. Rep. Serv. (Callaghan) 810 (D.D.C 1971); Smith v. Stewart, 233 Kan. 904, 667 P.2d 
358, 36 U.C.C. Rep. Serv. (Callaghan) 1141 (1983); Nelson v. Union Equity Coop. Exch., 548 S.W.2d 
352, 21 U.C.C. Rep. Serv. (Callaghan) 1 (Tex. 1977).

20. The definition establishes that an individual is an Article 2 merchant if he (1) deals in goods of the 
kind, (2) by his occupation holds himself out as having knowledge or skill peculiar to the goods involved 
in the transaction, (3) by his occupation holds himself out as having knowledge or skill peculiar to the 
practices involved in the transaction, or (4) employs an intermediary who by his occupation holds himself 
out as having such knowledge or skill. For the full text of the definition, see supra note 12. Although the 
statute suggests an individual is subject to all Article 2 merchant rules if he meets any one of the defini
tion’s subdefinitions, the comments note that merchant status under Article 2 is based upon specialized 
knowledge either as to the goods involved or as to business practices generally. Which kind of knowledge 
is required to establish merchant status depends upon the particular Article 2 provision involved. U.C.C. 
§ 2-104 comment 2. Comment 2 lists the Article 2 merchant provisions according to the professional 
knowledge (“goods” or “practices”) required. Id. The comments classify the 14 merchant provisions into 
three categories. According to comment 2, §§ 2-201(2), 2-205, 2-207 and 2-209 dealing with the statute of 
frauds, firm offers, confirmatory memoranda, and modification, respectively, require professional knowl
edge as to business practices, or a practices” merchant. Id. Section 2-314, concerning the implied war
ranty of merchantability, § 2-402(2) discussing a merchant-seller’s retention of sold goods, and § 2-403(2), 
the so-called entrusting provision, require professional knowledge as to goods, or a “goods” merchant. 
Id. The merchant obligation of good faith (§ 2-103(l)(b)), responsibilities with respect to rejection and 

Because they believe the merchant rules apply only to merchants, courts must 
determine an individual’s status before the appropriate Article 2 rule can be ap
plied.19 Resolution of a party’s merchant status forces courts to confront the 
merchant defintion head-on,20 rarely a pleasant encounter.21 In effect, the con
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fusing merchant definition hangs like a little black cloud over judicial determina
tion of the relevant Article 2 rule.21 22 The merchant provisions themselves offer 
little help in defining the class of individuals subject to them23 and provide no 
rationale for limiting their application to merchants.24

return of goods (§§ 2-327(l)(c), 2-603 and 2-605), assumption of risk of loss with respect to goods (§ 2- 
509(3)), and the standards governing insecurity and assurances with respect to future performance (§ 2- 
609(2)), apply to “persons who are merchants under either the ’practices’ or the ‘goods’ aspect of the 
definition of merchant.” Id.

21. One court noted that “[statutory definitions are supposed to give the reader a sense of confidence 
by supplying apparently precise meaning. However, nowhere are the difficulties of definition more appar
ent than in (1) and (3) of § 2-104 of the U.C.C.” Pecker Iron Works, Inc. v. Sturdy Concrete Co., 96 
Misc. 2d 998, 1002, 410 N.Y.S.2d 251, 254, 26 U.C.C. Rep. Serv. (Callaghan) 1066, 1069 (Civ. Ct. 1978).

22. The goods merchant/practices merchant distinction has been a particular source of confusion for 
the courts. See, e.g., Cement Asbestos Prods. Co. v. Hartford Accident & Indemnity Co., 592 F.2d 1144, 
1148, 25 U.C.C. Rep. Serv. (Callaghan) 1236, 1239-40 (10th Cir. 1979) (“goods” merchant test applied to 
§ 2-207); In re Barney Schlogel, Inc., 12 Bankr. 697, 703-04 n.6, 34 U.C.C. Rep. Serv. (Callaghan) 29, 36 
n.6 (Bankr. S.D.N.Y. 1981) (same); Miller v. Kaye, 545 P.2d 199, 199-200, 18 U.C.C. Rep. Serv. (Calla
ghan) 852, 852-54 (Utah 1975) (“goods” merchant test for statute of frauds).

Many commentators have pondered the merchant definition. See, e.g., R. Braucher & R. Reigert, 
Introduction to Commercial Transactions 206 (1977) (sometimes difficult to determine whether 
person is merchant within meaning of Article 2); R. Nordstrom, Handbook of the Law of Sales 
§ 26 n.34 (scope of merchant definition difficult to determine); J. White & R. Summers, Handbook on 
the Uniform Commercial Code § 9-6 at 345 (2d ed. 1980) (merchant definition considerably broader 
than one might think); Dolan, supra note 13, at 3 (knowledge or skill peculiar to practices or goods are 
primary factors determining status, but must also be mercantile or businesslike rather than recreational or 
personal); Newell, supra note 13, at 308 (merchant definitions needlessly imprecise). Professor Newell 
devoted this entire article to pinning down the elusive meaning of the merchant definition. Id. In their 
casebook, Professors Farnsworth and Honnold note that “[t]he elastic nature of the ‘merchant’ definition 
is illustrated, if not clarified, by comments 1 and 2 to U.C.C. § 2-104.” E. Farnsworth & J. Honnold, 
Commercial Law Cases and Materials 487 (3d ed. 1976).

23. Although the drafters provided extensive comments to the special merchant provisions, they did 
not explain why they limited these provisions to merchants. Article 2’s risk of loss provision is a good 
example. Section 2-509(3) provides that “risk of loss passes to the buyer on his receipt of the goods if the 
seller is a merchant; otherwise the risk passes to the buyer on tender of delivery.” U.C.C. § 2-509(3). 
According to the comments, the underlying theory is “that a merchant who is to make physical delivery 
at his own place continues meanwhile to control the goods and can be expected to insure his interest in 
them. The buyer, on the other hand, has no control of the goods and it is extremely unlikely that he will 
carry insurance on goods not yet in his possession.” Id. comment 3. Perhaps this explains the reasoning 
behind the merchant rule, but it does not explain why the rule is limited to merchants. If a buyer is 
unlikely to insure goods he does not possess, why should he assume the risk of loss for goods before he has 
received them from his nonmerchant seller? The merchant provisions and their accompanying comments 
generally fail to explain why the merchant provisions are limited to merchants. See, e.g„ U.C.C. § 2- 
201(2) (without explanation); § 2-205 (same); § 2-207 (same).

24. See Newell, supra note 13, at 333 (“while general purpose of [merchant provisions] may be reason
ably clear, the specific reason for limiting their application to merchants is often not nearly as clear”).

25. The May 1949 Draft noted that the drafters of Article 2 were “Professor Karl N. Llewellyn and 
Professor Soia Mentschikoff.” May 1949 Draft, supra note 2, § 2-101 comment. Article 2 began as a 
revision of the Uniform Sales Act. Uniform Revised Sales Act (Sales Chapter of Proposed Commer
cial Code) (Proposed Final Draft No. 1 1944) [hereinafter cited as Rev. Sales Act], Karl Llewellyn was 
the Reporter and Soia Mentschikoff the Assistant Reporter of this revision. Id. at i. Ms. Mentschikoff 
once observed that “despite the numbers of persons involved in the drafting of the Code, the extent to 

We are experiencing a merchant muddle that stems from a fundamental mis
understanding about the nature and purpose of the Article 2 merchant rules. 
They are not what we thought they were. Their intended purpose and function 
suggest a different approach both to the merchant rules themselves and to their 
application to nonmerchants.

This article demonstrates that the Article 2 merchant rules were never in
tended to codify merchant custom and trade usage. Llewellyn, the principal 
draftsman of Article 2,25 invented the merchant rules. The necessity that 
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mothered his invention was his passionate desire to make “commercial law and 
practice clear, sane, and safe."26 The merchant rules are statutory expressions of 
Llewellyn’s drafting creed that “[sjimpler, clearer, and better adjusted rules, 
built to make sense and to protect good faith, make for more foreseeable and 
more satisfactory results both in court and out.”27 Llewellyn sculpted the 
merchant rules to bring “the beautiful” to commercial law and commercial prac
tice.28 To Llewellyn’s eye, legal beauty lay in functional rules29—rules that 
could guide businessmen in conducting their business affairs,30 rules that could 
assist them in their “trouble shooting, trouble evasion and forward planning.”31 
Llewellyn drafted the merchant rules to apprise businessmen, attorneys, and 
courts of the peculiar obligations of businessmen.32 Their clarity, rationality and 
certainty in application would protect decent businessmen and promote sound, 
reasonable, and decent business practices.33

which it reflects Llewellyn’s philosophy of law and sense of commercial wisdom and need is startling.” S. 
Mentschikoff, Commercial Transactions Cases and Materials 4 n.3 (1970). Professor Frank
lin went so far as to dub the Code “lex Llewellyn.” Franklin, On the Legal Method of the Uniform 
Commercial Code, 16 Law & Contemp. Probs. 330, 333 (1951). In describing an article he had written, 
Professor Gilmore noted that it had “summarized quite accurately, what we all then believed to be the 
truth of the matter as we had learned the truth from Karl Llewellyn.” Gilmore, The Good Faith Purchase 
Idea and the Uniform Commercial Code: Confessions of a Repentant Draftsman, 15 Ga. L.R. 605, 606 
(1981). Professor Twining estimated that “rather more than half of the initial drafting was done by 
Llewellyn and Mentschikoff, Llewellyn being primarily responsible for the general sections in Article 1 
(excluding definitions), Article 2 and Article 5.” Twining supra note 1, at 300.

26. N.Y. Law Revision Report 1954, supra note 4, at 112 (emphasis in original).
27. Llewellyn, The Modern Approach to Counselling and Advocacy—Especially in Commercial Transac

tions, 46 Colum. L. Rev. 167, 178 (1946).
28. See infra note 139 and accompanying text (Llewellyn considers the most functional commercial law 

to be the most beautiful).
29. According to Llewellyn, “the prime test... of legal beauty remains the functional test. Structural 

harmony, structural grandeur, are good to have; they add, they enrich; but they are subsidiary. So is 
ornament. Legal esthetics are in first essence functional esthetics.” Llewellyn, On the Good, the True, The 
Beautiful, in Law, 9 U. Chi. L. Rev. 224, 229 (1942). Jerome Frank wrote an article analogizing statu
tory interpretation to “the interpretation of musical compositions by musical performers.” Frank, Words 
and Music: Some Remarks on Statutory Interpretation, 47 Colum. L. Rev. 1259, 1260 (1947). He noted 
that Llewellyn had “rejected the musical analogy and . . . insisted that the ‘esthetic phase of a legal 
system is cognate to architecture.’” Id. Llewellyn maintained that

[t]he rules, and the concepts which build into and are built out of them . . . are to stand 
together; they are to merge into majestic harmony; they are to be a structure. Structured beauty 
becomes thus the esthetic goal—an intellectual architecture, clean, rigorous; above all, carried 
through in sharp chiseling to body out the predetermined plan, in every vault, in each line, into 
each angle.

Llewellyn, supra, at 228.
30. See infra notes 198 to 202 and accompanying text (discussing Llewellyn’s goal of “bedrock,” or 

truly dependable, commercial law).
31. Llewellyn, supra note 27, at 167 n.*.
32. See infra notes 176 to 216 and accompanying text (discussing the goal of predictability in law).

The idea of separate merchant rules for businessmen sprang from Llewellyn’s 
pragmatism. Llewellyn believed businessmen needed rules on which they could 
rely, rules that would produce predictable results. The existence of predictable 
rules would make commercial activity more rational and would thereby en
courage its expansion. Moreover, Llewellyn believed the policies and considera
tions involved in a mercantile situation differed from those in a nonmercantile 
situation, and that a unitary approach to sales rules would inevitably muddle 
policies and rationales. This result would jeopardize the predictability he so 
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wanted to create for businessmen. Under a single rule, governing both business
men and nonbusinessmen, a court trying to protect Aunt Tilly might manipu
late, distort, or misconstrue the rule, making uncertain its later interpretation or 
application to Tilly, Inc. Rules fashioned specifically for a commercial setting, 
and insulated from nonmercantile considerations, would thus protect the rules’ 
predictability for businessmen. One set of sales rules for businessmen and an
other for Aunt Tilly would eliminate the possibility of undermining the commer
cial rule to do justice to Aunt Tilly.

Yet Llewellyn did not intend to preclude judicial application of the merchant 
rules to nonmerchants in every instance. If application to a nonmerchant would 
not jeopardize the rule’s certainty and predictability, Llewellyn wanted the 
courts to apply the merchant rule to nonmerchants. Indeed, a provision in the 
1949 draft expressly so provided.34

34. Section 1-102(3) provided that a "provision of this Act which is stated to be applicable ‘between 
merchants’ or otherwise to be of limited application need not be so limited when the circumstances and 
underlying reasons justify extending its application.” May 1949 Draft, supra note 2, § 1-102(3).

35. U.C.C. § 2-201(2).
36. U.C.C. § 2-205.
37. U.C.C. § 2-603(1).
38. Other commentators have proposed alternative theories. Professor Dolan, for instance, saw the 

merchant rules as an attempt to acknowledge and protect reasonable commercial expectations. Dolan, 
supra note 13, at 3. After an extensive analysis of the merchant definition and special merchant rules, 
Professor Newell concluded the drafters “hoped in the merchant sections to codify commercial practices, 
to correct specific abuses, to reform areas of the law and to establish higher standards of conduct for 
professionals.” Newell, supra note 13, at 344. Anderson interpreted the merchant rules as an attempt to 
hold professionals to different and higher standards. 1 R. Anderson, Uniform Commercial Code § 2- 

Llewellyn himself did not adequately explain the purpose of his merchant 
rules. As a result, deciphering his merchant theory requires detective work, and 
this article proceeds much like a sleuth novel. It discovers and follows hidden 
clues in an effort to figure out “Who done it?” or better yet “What was done and 
why?” To make this search easier, the article develops Llewellyn’s merchant 
theory primarily in the context of three Article 2 provisions containing a special 
merchant rule: section 2-201,35 dealing with the statute of frauds; section 2- 
205,36 discussing merchant firm offers; and section 2-603,37 detailing a merchant 
buyer’s responsibilities when rightfully rejecting goods. Section I of the article 
describes and then refutes the perception that the merchant rules codify actual 
business practices. It goes on to discuss some of the actual considerations that 
prompted the substantive content of the merchant rules. Section II explains how 
the merchant/nonmerchant bifurcation naturally resulted from Llewellyn’s ju
risprudence. Section III explores the problem of deciding who is a merchant and 
why it should matter, using as an example the question of whether a farmer is a 
merchant under the statute of frauds. Finally, section IV discusses the legacy of 
Llewellyn’s Article 2 merchant theory and concludes that a thorough réévalua
tion of the merchant rules is now in order.

I. The Article 2 Merchant Rules: Myth, Reality, and Mystery

A. THE MYTH

Many scholars have assumed the Article 2 merchant rules merely codified 
preexisting commercial practices.38 In recommending the Code’s enactment, no 
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less a stalwart than Professor Arthur Corbin, a Code advisor,39 wrote that “[t]he 
Commercial Code has taken notice of the developing law merchant and in a 
comparatively small number of sections has constructed rules based on merchant 
custom, applicable to those who regularly deal within its coverage and to others 
who know or have reason to know it.”40 In 1954, Professor Lattin maintained:

104:4 (3d ed. 1981). Duesenberg and King argued that the merchant definition is “a principle of tran
scending importance designed to distinguish between professionals in a given field and casual or inexperi
enced buyers and sellers.” R. Duesenberg & L. King, Sales and Bulk Transfers, 3 U.C.C. Serv. 
(MB) § 1.02, 2.04(2)(b) (1984). A student note suggested that “the merchant sections as a group are 
intended to implement the policy announced in section 2-103(l)(b) of charging persons with reasonable 
commercial standards of fair dealing in their trades.” Note, Merchant Sections, supra note 13, at 191.

39. May 1949 Draft, supra note 2, § 2-101 comment.
40. Corbin, The Uniform Commercial Code—Sales: Should It Be Enacted?, 59 Yale L.J. 821, 824 

(1950).
41. Lattin, The Law of Sales in the Uniform Commercial Code, 15 Ohio St. L.J. 12, 14 (1954).
42. Professors Grant Gilmore and Alison Dunham drafted most of the secured transaction article. 

May 1949 Draft, supra note 2, § 9-101 comment. Gilmore recalled that after the Dean of the Yale Law 
School told him he would be teaching commercial law,

[i]n a despairing attempt to find out something about what I was supposed to be teaching, I 
turned to the work of Karl Llewellyn. Somewhat later, Professor Llewellyn, who had become 
the Chief Reporter for the Uniform Commercial Code, invited me to join the drafting staff and 
for half a dozen years, work on the Code became my principal preoccupation. Thus I came 
under Llewellyn’s influence both through his writings and through the impact of his dramatic 
personality.

Gilmore, supra note 25, at 605.
43. G. Gilmore, supra note 7, at 83. Professor Twining believed that the merchant rules deferred to 

particular trade practices and usages:

The courts are given clear and articulate guidelines, but are left discretion in respect of appli
cation to particular situations, and flexibility is provided by incorporating criteria which will 
have different content in different types of situations, for example the standards of a particular 
trade and ‘knowledge or skill peculiar to the practices or goods involved in the transaction.’

W. Twining, supra note 1, at 326. Professor Newell believed “the drafters sought the certainty of a 
central definition and . . . hoped to codify commercial practices . . . and to establish higher standards of 
conduct for professionals.” Newell, supra note 13, at 343-44.

The strongest argument in favor of the adoption of the Sales Article 
(and the remainder of the Uniform Commercial Code for that matter) 
is that this is merchants’, and not lawyers’ law. If merchants favor the 
unusual terminology that occasionally turns up in the draft on Sales, if 
merchants proceed on concepts different from that of lump-title, if 
merchants distinguish between dealing between merchants and 
merchants, and merchants and nonmerchants, if merchants consider 
some transactions involving agreements seriously entered into as being 
binding without the consideration which the law—i.e., lawyers’ law— 
has insisted upon, then a new uniform statute is justified.41

Even Grant Gilmore, a Llewellyn disciple who helped draft the Code,42 noted 
that Article 2 reflected Llewellyn’s attempt to draft “a statute which would re
flect (as the Sales Act did not) the actual practices of businesses in the twentieth 
century.”43

The Code helps create the impression that the merchant rules embody trade 
custom. In its first substantive provision, it announces that one underlying pur
pose of the Act is “to permit the continued expansion of commercial practices, 
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through custom, usage and agreement of the parties.”44 If the Code intends to 
foster commercial practices, the special merchant provisions logically might em
body the business customs and usages which the Code seeks to promote. Indeed, 
the overall tone of Article 2 suggests a clear respect for, if not deference to, 
commercial practices. Its rules speak in terms of commercial reasonableness,45 
commercial standards,46 trade customs,47 and commercial understanding,48 all 
of which require courts to refer to actual commercial practice and understanding 
to resolve legal disputes.49 It seems reasonable to conclude that the merchant 
rules similarly respect commercial realities.

The official comment to the merchant definition itself states that “[t]he term 
‘merchant’ . . . roots in the ‘law merchant’ concept of a professional in busi
ness.”50 What characterized the “law merchant” was “its cosmopolitan charac
ter, based on a common origin and a faithful reflection of the customs of 
merchants. . . . [T]he English Statute of Staple expressly provided that justice 
was to be done according to the law merchant and not according to the common 
law or the special customs of any town.”51 The comment’s reference to the “law

44. U.C.C. § l-102(2)(b).
45. U.C.C. §§ 2-609(1), 2-103(l)(b). Professor Gilmore surmised that “[t]he principal effect of the 

‘reasonable commercial standards’ language may be to make evidence of business practice more easily 
admissible.” Gilmore, The Commercial Doctrine of Good Faith Purchase, 63 Yale L.J. 1057, 1065 n.22 
(1954).

46. U.C.C. §§ 2-609(2), 2-306 comment 2, 2-204 comment, 2-309 comment 1.
47. U.C.C. §§ 2-202(a), 2-301 comment.
48. U.C.C. §§ 2-206 comment 2, 2-207 comment 2, 2-302(2), 2-306 comment 1.
49. Llewellyn insisted that courts interpret contract language based upon the commercial context in 

which it is used. U.C.C. § 2-202 comment 1(b). In 1946, he observed that “[f]ew of us care to make deals 
in a commercial field without relying to some extent on trade usage.” Llewellyn, supra note 27, at 172. 
He went on to note that a merger clause might “knock out some features of usage which we want in. . . . 
The easiest way to handle this is to incorporate explicitly the rules or definitions of any relevant trade 
association, if there are any, and if we like them.” Id. However, § 2-202(a) seems to adopt a different 
approach. Evidence of trade usage is always admissible to explain or supplement the terms of the parties’ 
agreement, suggesting that if parties want to exclude trade usage, they must do so explicitly. U.C.C. § 2- 
202(a). Professor Danzig criticized Article 2 as “a renunciation of legislative responsibility and power.” 
Danzig, A Comment on the Jurisprudence of the Uniform Commercial Code, 21 Stan. L. Rev. 621, 622 
(1975). By stating “rules” in terms of commercial standards and commercial reasonableness, “[i]t does 
not tell judges the law; it tells them how to find the law. The law is found not in doctrine, not in policy, 
but in directed exploration of the fact-pattem of common life.” Id. at 626.

50. U.C.C. § 2-104 comment 2. The Code incorporates the law merchant by reference, stating that
“[ujnless displaced by the particular provisions of this Act, the principles of law and equity, including the 
law merchant . . . shall supplement its provisions.” U.C.C. § 1-103. Professor Winship has noted that 
specific incorporation of the law merchant into uniform commercial law legislation “might seem to con
tradict the text.” Winship, Contemporary Commercial Law Literature in the United States, 43 Ohio St. 
L.J. 643, 645 n.8 (1982). He stated that “this reference has become increasingly cryptic, is relied on 
infrequently, and is usually only a minor factor in a decision when it is referred to.” Id. Professor Nickles 
interprets section 1-103 as establishing generally “that the common law continues as a primary source of 
law in the field of commercial transactions except to the extent that ‘particular’ provisions of the U.C.C. 
are applicable.” Nickles, Problems of Sources of Law Relationships Under the Uniform Commercial 
Code__Part I: The Methodological Problem and the Civil Law Approach, 31 Ark. L. Rev. 1, 48 (1977).
Thus under Nickles’ theory the law merchant remains a primary source of law under the Code. That, of 
course, assumes there ever was such a thing as the “law merchant.” One commentator thought it had 
never existed: “Find the Law of Nature, the Law of God, the Law of Nations, the Law of Reason, the 
Law Universal, the Common Law, Equity—find Common Sense, and I shall have much pleasure in ac
cepting at your hands an introduction to the Law Merchant.” Ewart, What Is The Law Merchant?, 3 
Colum. L. Rev. 135, 149 (1903). He argued that before the time of Lord Mansfield, “there was nothing 
but a heterogeneous lot of loose undigested customs, which it is impossible to dignify with the name of a 
body of law.” Id. at 138.

51. Thayer, Comparative Law and the Law Merchant, 6 Brooklyn L. Rev. 139, 141 (1963). 
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merchant” evokes the image of a special body of law and suggests that the 
merchant rules of Article 2 faithfully reflect and give effect to merchant 
customs.52

52. Commercial law casebooks tend to describe the “law merchant” in such terms. Professors Farns
worth and Honnold, for example, noted that Malynes, a seventeenth century merchant and author of Lex 
Mercatoria, believed that the law merchant “was a comprehensive body of authority which had been 
created not by kings or judges but by the customs of merchants, which was international rather than 
national in character, and . . . distinct from the common law of England.” E. Farnsworth & J. Hon
nold supra note 22, at 3.

53. N.Y. Law Revision Report 1954, supra note 4, at 113.
54. Id. at 107.
55. W. at 108 (emphasis in original). Llewellyn was paraphrasing Hiram Thomas, who chaired the 

Commerce and Industry Association and whose work “gave the whole impetus to the production of the 
Uniform Commercial Code . . . which in special particular rested on the pressing commercial need for a 
complete revision of our present law of Sales of Goods.” Id. at 106.

56. Llewellyn, Modern Approach, supra note 27, at 178
57. U.C.C. § 2-205.

Llewllyn’s testimony to the New York Law Revision Commission appears to 
confirm the spiritual link between the old “law merchant” and the new Article 2 
merchant rules. In defending the Code generally, Llewellyn stated that the Code 
sought “to remake the sales law of New York ... in order that the law may be 
made to conform to commercial practice and may be read and make sense.”53 
Rallying specifically to the cause of his merchant concept, he argued that the 
House of Lords, by thinking a single rule was needed for everyone, “slowed and 
delayed for a century the development of the admirable and needed law of letters 
of credit.”54 Article 2’s statement of one rule for merchants and another for 
nonmerchants would presumably avoid the English error and, like the “law 
merchant,” facilitate the development of the law regarding commercial practices 
generally. For Llewellyn, “this line of spotting and fulfilling mercantile need, 
without confusing it by including people and factors which would blur or dis
tract, was a major achievement of Article 2.”55

As evidence is piled upon evidence, one is inescapably drawn to the conclusion 
that those in commerce required special rules that conformed to their way of 
conducting business and that the Article 2 merchant rules satisfied that need. If 
true, the merchant rules would prove to be as great a boon to modem commerce 
as the “law merchant” had been to medieval trade.

B. THE REALITY

The Article 2 merchant rules represented Llewellyn’s attempt to create sim
pler, clearer, and better adjusted rules for commercial transactions.56 The rules 
incorporated actual business practice, however, only to the extent that such 
practice comported with Llewellyn’s view of sound and reasonable commercial 
conduct. This finds its clearest expression in section 2-205.

Section 2-205, dealing with firm offers, provides:
An offer by a merchant to buy or sell goods in a signed writing 

which by its terms gives assurance that it will be held open is not revo
cable, for lack of consideration, during the time stated or if no time is 
stated for a reasonable time, but in no event may such period of irrevo
cability exceed three months.57
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Comment 1 explained that the section was “intended to modify the former rule 
which required that ‘firm offers’ be sustained by consideration in order to bind, 
and to require instead that they must merely be characterized as such and ex
pressed in signed writings.”58 Comment 2 noted that section 2-205 was designed 
“to give effect to the deliberate intention of a merchant to make a current firm 
offer binding.”59 Thus, section 2-205 has the smell and feel of “merchants’ law,” 
or at least law which was not “lawyers’ law.” In rejecting the common law 
requirement of consideration as the earmark of irrevocability, the section re
moved a legal obstacle to judicial protection of the offeree’s reasonable expecta
tions arising from the merchant’s firm offer.

58. Id. comment 1.
59. Id. comment 2.
60. Id.
61. Llewellyn, What Price Contract? An Essay in Perspective, 40 Yale L.J. 704, 742-44 (1931).
62. Id. at 742.
63. Id. at 743.
64. Id.
65. Id. at 742. See also Llewellyn, Our Case-Law of Contract: Offer and Acceptance, II, 48 Yale L.J. 

779, 780, 804 (1939) (certain “orthodox” rules of consideration are “either defective or false or unwise”).
66. The statute of frauds requires a writing of some kind. U.C.C. § 2-201(l)-(2). A merchant’s firm 

offer requires a writing. U.C.C. § 2-205. Any contract modification must satisfy the Article 2 statute of 

Heady from section 2-205’s gracious accommodation to merchant mores, one 
comes upon the last sentence of comment 2: “However, despite settled courses 
of dealing or usages of trade whereby firm offers are made by oral communica
tion and relied upon without more evidence, such offers remain revocable under 
this Article since authentication by a writing is the essence of this section.”60 
Quite clearly, section 2-205 was not going to accommodate any trade custom or 
mercantile understanding regarding firm offers that departed from the section 2- 
205 manner of expressing them. Section 2-205 did not state merchant custom; it 
stated Llewellyn’s law of irrevocable offers with respect to merchants.

The Article 2 merchant firm offer rule reflects Llewellyn’s statutory response 
to a concern he discussed as early as 1931.61 Generally, Llewellyn approved of 
the common law doctrine of consideration, and was convinced that it “comforta
bly cared for the great bulk of business promises.”62 Consideration was a helpful 
tool to identify the enforceable promise because “the existence of bargain 
equivalency does indeed commonly evidence positively that the promise was de
liberate—considered—meant.”63 Furthermore, bargain equivalency afforded a 
reasonable basis -“for believing that some promise was in fact made.”64 Still, 
although it answered problems more often than not, the doctrine of considera
tion troubled Llewellyn in four cases, the first of which was “business promises 
such as ‘firm offers,’ understood to be good for a fixed time, but revoked before. 
They are frequent; they are and should be relied on. As to them our considera
tion doctrine is badly out of joint.”65 Llewellyn drafted section 2-205 to 
“realign” the law of business offers and give effect to those firm offers that Llew
ellyn thought should be enforced.

Llewellyn’s discussion of the problems of enforcing business offers explains the 
thinking that prompted him to draft section 2-205. It also reveals something 
about Llewellyn’s basic attitude with respect to writings, a requirement shared 
by three provisions containing a special merchant rule.66 Llewellyn felt “the 
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handing over of a signed promise in writing [i.e., the firm offer] would go far to 
assure the values and functions which the doctrine of consideration had previ
ously served.”67 A writing would suggest the promise was “deliberate—consid
ered—meant.”68 It would also provide objective evidence that an offer was 
actually made, thereby reducing the possibility of perjury.69 Finally, it would be 
“an excellent objective indication not only of the creation of expectation in the 
promisee, but of the reasonableness of there being expectation and of its being 
related to the promise.”70

frauds provision if the contract as modified falls within Article 2’s scope. U.C.C. § 2-209(3). Section 2- 
209(3) is not limited to merchants, although it indirectly states merchant and nonmerchant rules because 
it incorporates § 2-201, which does provide merchant and nonmerchant rules. Section 2-209(2) contains 
the following merchant provision: “A signed agreement which excludes modification or recission except 
by a signed writing cannot be otherwise modified or rescinded, but except as between merchants such a 
requirement on a form suplied by the merchant must be separately signed by the other party.” U.C.C. 
§ 2-209(2). Comment 3 notes that the provision protects consumers because it only binds a consumer if 
he has separately signed the form. U.C.C. § 2-209 comment 3.

67. Llewellyn, supra note 61, at 743.
68. Id.
69. Id.
70. Id.
71. Llewellyn, supra note 27, at 178.
72. In responding to criticism of section 2-205, Llewellyn made a formal statement to the New York 

Law Review Commission, which he entitled “A Simple Case on Behalf of the Code.” Statement to the 
Law Revision Commission by Professor Karl Llewellyn, N.Y. Law Revision Report 1954, supra note 4, 
at 23-36. Llewellyn concluded by stating:

In sum: The Code makes business and financing sense. The existing law makes neither. . . . 
How can any honest critic, seriously, and for the supposed reading of intelligent persons, attack 
even a small portion of the Code without making clear the unbelievably awful condition of the 
existing commercial law which the Code so greatly improves?

7d. at 534. Professor Dawson described the requirement of consideration to make an offer irrevocable as a 
piece of debris [which] is a needless hindrance to the processes by which agreement is reached and, being 

artificial as well as needless, was soon made to look silly, so that a dollar, a hairpin or a false recital would 
do. Dawson, supra note 4, at 4.

73. See Llewellyn, Information Given in Reply to Questions Prepared by Consultants of the Law Revision 
Commission, N.Y Law Revision Report 1954, supra note 4, at 160, 162 (stating that merchant defini
tion clarified and focused concept fundamental to commercial law)

74. U.C.C. § 2-201.

For Llewellyn, a signed writing would advance all the policies served by con
sideration. He believed nothing more was required to recognize an irrevocable 
offer, and if the law required more, for example, consideration, the law would 
deny effect to some firm offers that he thought should be effective. By making a 
signed writing “the essence” of an irrevocable offer, Llewellyn simply recast the 
legal requirements to state what he considered a more rational rule. Section 2- 
205 represented a “better adjusted rule, built to make sense”71 because it would 
produce what Llewellyn thought to be more reasonable commercial results.72

Along with making commercial law more rational, Llewellyn also sought to 
make it clearer.73 Businessmen, knowing the rule of section 2-205, could quickly 
determine when their own offers would be binding and, more importantly, when 
they could safely rely on the ‘firm offer’ of another. If the firm offer were oral, 
industry-wide reliance notwithstanding, section 2-205 would not recognize it as 
binding.

The story of the Article 2 statute of frauds provision74 is the story of section 2- 
205 retold. Throughout the drafting process, the basic ingredients of the statute 
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of frauds never changed.75 For contracts exceeding $500, section 2-201(1) re
quired “some writing sufficient to indicate that a contract for sale has been made 
between the parties . . . signed by the party against whom enforcement is 
sought.”76 For oral contracts between merchants, 2-201 provided a limited ex
ception. According to section 2-201(2), if merchants, within a reasonable time 
after concluding an oral contract, sent a letter of confirmation to merchant B, 
which legally bound merchant A, the letter of confirmation, signed only by 
merchant A, would also satisfy the signed writing requirement with respect to 
merchant B, as long as merchant B “had reason to know its contents” and did 
not object in writing within 10 days of its receipt.”77 Section 2-201 waived the 
requirement of a writing for contract enforceability in only three limited situa
tions: (1) certain contracts involving specially manufactured goods;78 (2) admis
sions in court of the existence of a contract;79 and (3) partially performed 
contracts to the extent of their performance.80 Outside these three narrowly de
fined situations, section 2-201 left contracts over $500 unenforceable if not sup
ported by some form of writing. Thus the message of both sections was clear— 
Article 2 would not countenance wholly oral deals.

Llewellyn knew that businessmen occasionally indulge in informal, oral 
deals.81 He also knew that a legal system could survive without a statute of

75. Compare Rev. Sales Act, supra note 25, § 14 with May 1949 Draft, supra note 3, § 2-201 and 
U.C.C. § 2-201 (all substantially the same).

76. U.C.C. § 2-201(1).
77. Section 2-201(2) provides:

Between merchants if within a reasonable time a writing in confirmation of the contract and 
sufficient against the sender is received and the party receiving it has reason to know its contents, 
it satisfies the requirements of subsection (1) against such party unless written notice of objection 
to its contents is given with 10 days after it is received.

U.C.C. § 2-201(2).
78. Section 2-201(3)(a) provides:

A contract which does not satisfy the requirements of subsection (1) but which is valid in 
other respects is enforceable (a) if the goods are to be specially manufactured for the buyer and 
are not suitable for sale to others in the ordinary course of the seller’s business and the seller, 
before notice of repudiation is received and under circumstances which reasonably indicate that 
the goods are for the buyer has made either a substantial beginning of their manufacture or 
commitments for their procurement.

U.C.C. § 2-201(3)(a).
79. The statute is satisfied under section 2-201(3)(b) “if the party against whom enforcement is sought 

admits in his pleading, testimony or otherwise in court that a contract for sale was made, but the contract 
is not enforceable under this provision beyond the quantity of goods admitted.” U.C.C. § 2-201(3)(b). 
Professor Corbin noted that some courts had already adopted the approach provided by this subsection, 
believing “that such an admission in court is a sufficient protection against fraud.” Corbin, supra note 40, 
at 831.

80. According to section 2-201(3)(c), the statute of frauds is satisfied “with respect to goods for which 
payment has been made and accepted or which have been received and accepted.” U.C.C. § 2-201(3)(c). 
Comment 2 notes that ‘“partial performance’ as a substitute for the required memorandum can validate 
the contract only for the goods which have been accepted or for which payment has been made and 
accepted.” U.C.C. § 2-201 comment 2. Llewellyn wanted to preclude the possibility of fraudulent con
tract claims based on some performance; for instance, a businessman gives a $1000 check and the recipient 
alleges it was partial payment for a $50,000 contract. N.Y. Law Revision Report 1954, supra note 4, 
at 109. Llewellyn maintained that the exception and its limitation were harsh, but safe. Id.

81. A 1957 article analyzed empirical research regarding prevailing business practices. Note, The Stat
ute of Frauds and the Business Community: A Re-Appraisal in Light of Prevailing Practices, 66 Yale L.J. 
1038 (1957). The responses indicated that “the promises of businessmen usually satisfy the requirements 
of the statute of frauds.” Id. at 1042. It noted, however, that “oral promises are more prevalent in the 
transactions of small manufacturers than in the dealings of large ones.” Id. at 1051. The writer surmised 
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frauds because he himself had observed that ten or more states had “found it 
unnecessary to have any Statute of Frauds in regard to the sales of goods,”* 82 and 
“the entire continent of Europe ha[d] also handled mercantile dealings for a few 
hundred years without that necessity.”83 Yet section 2-201 left businessmen op
erating in this manner to their own extrajudicial devices. Measured against the 
reality of business practice, the requirement of a writing seems far from 
accommodating.

that the prevalence of oral promises among small manufacturers was probably due to the greater opportu- 
nity to gain personal knowledge of those with whom deals were made. Id. at 1065. By admitting that his 
exception for partially performed contracts was harsh, Llewellyn was acknowledging that some contracts 
would not be enforced.

82. N.Y. Law Revision Report 1954, supra note 4, at 109.
83. Id.
84. Llewellyn had studied under Corbin and had been closely associated with him. G. Gilmore, supra 

note 7, at 79. Gilmore also described Llewellyn as Corbin’s disciple. Id. at 81.
85. Llewellyn, On Our Case Law of Contract: Offer and Acceptance, I, 48 Yale L.J. 1, n.* (1938).
86. Corbin, supra note 40, at 829.
87. Corbin claimed that he had read 14,000 cases on the subject. In fact, as Soia Mentschikoff had 

observed, “Corbin was the repository of all the case law that there ever was in contracts.’’ Mentschikoff, 
Reflections of a Drafter: Soia Mentschikoff, 43 Ohio St. L.J. 537, 544 (1982).

88. In justifying his liberal requirement of just some writing, Llewellyn maintained that the risks asso
ciated with such a requirement were minimal because “the whole practice of all intelligent business is to 
confirm in detail or make careful written contracts so that the number of cases in which defective memos 
will actually come into operation not only is already almost nugatory, but is decreasing by the minute.” 
N.Y. Law Revision Report 1954, supra note 4, at 164.

89. Llewellyn, supra note 61.

Llewellyn’s insistence on formality as a prerequisite to the enforcement of con
tracts is also confusing in light of Professor Corbin’s attitude toward the statute 
of frauds. Corbin was Llewellyn’s mentor,84 his “father-in-the-law,” as Llewel
lyn once described him.85 Yet, in his 1950 article urging adoption of the Code, 
Professor Corbin had criticized the basic concept of a statute of frauds as incon
sistent with what people actually do:

In the present writer’s forthcoming treatise on the law of Contracts, 
one entire volume is devoted to the statute of frauds and its extremely 
variable application by the courts. This work involved the comparative 
study of some thousands of cases in all jurisdictions .... [F]rom the 
very first, the requirement of a signed writing has been at odds with the 
established habits of men, a habit of reliance upon the spoken word in 
increasing millions of cases.86

Surely, Llewellyn’s inspiration for the merchant provision of the statute of 
frauds did not come from business reality. In fact, as Corbin intimated, a re
quirement of formality would thwart many a businessman’s contractual expecta
tions.87 Rather than paying homage to actual mercantile practice, section 2-201, 
like section 2-205, codified what Llewellyn thought should be the law regarding 
commercial transactions. At most, section 2-201(2) codified the best practice of 
some businessmen,88 but at its core section 2-201 represented Llewellyn’s consid
ered policy judgment reflecting his view of the statute of frauds and his vision of 
the proper role of law in commercial transactions.

In the same 1931 article in which he discussed the problem of “business of
fers,” Llewellyn spoke approvingly of the statute of frauds.89 He described it as 
“an amazing product” in which “de Leon might have found his secret of perpet
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ual youth”90 because two and a half centuries after its enactment, it stood “in 
essence better adapted to our needs than when it first was passed.”91 Without 
doubt, Llewellyn believed in writings. No system could “ignore the value of 
forms as records”;92 forms provided “permanent and reckonable evidence of 
what was agreed upon.”93 Llewellyn declared that “contracts are transactions, 
not mere events; and, as deliberate transactions, are capable of prophylactic reg
ulation.”94 Section 2-201, subsections (1) and (2), illustrate Llewellyn’s prophy
lactic regulation in action.

90. Id. at 747.
91. Id.
92. Id. at 746.
93. Id. at 747.
94. Id.
95. “[T]he Code adds both the desire and a reasonable machinery for a businessman to be able to rely 

on what both parties sign and on the fact that he has procured a memorandum signed by the other party.” 
N.Y. Law Revision Report, supra note 4, at 109. (emphasis in original).

96. Id.
97. Id. at 111 (emphasis in original).
98. Id. In addition, “every mutually agreed signed clause is protected.” Id. at 112.
99. Id. at 111-12.
100. Id. at 109.
101. Id.
102. In describing the confirmation letter provision, Corbin said:

The custom of merchants to send written confirmation of an oral agreement is given practical 
effect, so as to enable one party to make his own confirmatory memorandum sufficient for en
forcement unless the other promptly asserts its inaccuracy.

Section 2-201’s simple requirement of “some kind of writing” was a product of 
Llewellyn’s dual concerns about misuse of the former rigid rule to deny the exist
ence of contracts and the businessman’s need for a reliable means to establish 
contract enforceability.95 Llewellyn maintained that the pre-Code formulation 
and judicial approach to the statute of frauds had turned what was a very good 
idea into a statute ‘“for the perpetuation of fraud’ rather than for the prevention 
of fraud.”96 In effect, this rule of law had allowed a party to “throw open any 
memorandum, even when complete in appearance and signed by both, by alleg
ing some error in some term, or by alleging even some omission of some term 
never in fact even discussed.”97 Llewellyn drafted section 2-201 to set things 
right. By requiring only some writing, the main purpose of the statute, to “docu
ment the presence of a deal,”98 would be served while its use as a device of 
unscrupulous businessman to void valid contracts would be minimized.99 Thus, 
the statute would create reliability for writings and enable businessmen to know 
they had an enforceable contract: “the Code adds both the desire and a reason
able machinery for a businessman to be able to rely on what both parties sign and 
on the fact that he has procured a memorandum signed by the other party.”100 
Llewelyn’s version of the statute of frauds would cut down on the successes of 
conscienceless men and provide safety and reliability for decent businessmen.

Llewellyn knew that businessmen frequently concluded deals over the 
phone.101 He also knew they needed the assurance that these contracts would be 
enforceable. With this in mind, Llewellyn drafted the merchant exception to 
accomplish several objectives simultaneously. First, section 2-201(2) continued 
to require some writing but, as between merchants, a confirmation letter would 
suffice.102 The confirmation letter would provide some objective proof of a con
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tract. By permitting a confirmation letter to satisfy the writing requirement, the 
statute would enable businessmen to conclude business over the phone. If the 
confirmation letter only satisfied the statute of frauds with respect to the sender, 
however, it would leave the receiver free to speculate at the sender’s expense. 
Allowing such speculation would either discourage businessmen from sending 
confirmation letters, an undesirable result,103 or encourage the sleazy business
man to exploit the decent, conscientious businessman. Llewellyn explained the 
rationale behind the merchant exception to the New York Law Revision 
Commission:

Corbin, supra note 40, at 831.
103. Llewellyn once described the sending out of a confirmation letter as a “business duty.” N.Y. Law 

Revision Report 1954, supra note 4, at 118. As a general matter, he argued that his statute of frauds
not only fits with business practice, so that its cases of trouble are relatively few, but also provides a 

clean, safe and business-like machinery of protection to any man who does what even his own records and 
the coordination of his own business really require.” Id. at 117-18

104. Id. at 179.
105. Id. at 118.
106. Id.
107. If the recipient does not read the letter, he obviously cannot object to it within 10 days of receiving 

it. His failure to object causes him to lose his statute of frauds defense. See infra note 249 (discussing 
cases in which defense was lost for failure to object within 10 days).

These days we are making contracts over the long-distance telephone 
as an increasingly standard practice. Decent businessmen having made 
a contract over the long-distance telephone confirm before five o’clock 
or close of business that day. As the statute now stands, any crook 
who wishes to play it both ways against the middle has only to fail to 
communicate and then the other guy is stuck. He can hold him or get 
out according to the market. This happy opportunity for fraud is un
fortunately being indulged in to a considerable extent. We think the 
machinery provided in the section, not by any means wholly satisfac
tory, at least is a safeguard against this particular abuse and fits the 
practice of constantly closing deals at a distance, and orally.104

Because decent business practice involved sending out a confirmation letter, 
any “decent” businessman would be protected by this rule. Llewellyn was seek
ing to balance the scales: section 2-201(2) was a “much needed provision which 
makes it possible for the good faith party who confirms to acquire rights against 
the bad faith party who just sits tight.”105 Section 2-201(2) significantly im
proved the pre-Code law by providing “a clean, safe and business-like machinery 
of protection to any man who does what even his own records and the co-ordina
tion of his own business really require.”106 Those following good business prac
tice were protected. Those who did not would learn about sound business 
practice the hard way: in court, upon the discovery that their contract was 
unenforceable.

Llewellyn never hid the fact that he was creating business duties—here, a duty 
to send out a confirmation letter after the conclusion of an oral deal and a duty 
to read a confirmation letter received.107 Moreover, Llewellyn maintained that 
his proclamation of business duties only followed venerable legal tradition: “The 
fact is, and the cases show, that different responsibilities have been imposed both 
by explicit law and by the cases upon persons who have professional respon- 
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sibilites as contrasted with other persons. To bring this to explicit attention is to 
clarify the law, not change it.”108

Section 2-201(2) states law that embraced Llewellyn’s view of what consti
tuted decent and sound business practice. Admittedly, it was law sensitive to the 
needs and realities of business life, but very clearly it was law and not business 
custom. Llewellyn acknowledged that “neither the existing law nor the Code 
has managed a wholly satisfactory solution .... [T]he difference is that the 
existing law is utterly unsafe and unsatisfactory.”109 As far as Llewellyn was 
concerned, his modifications of sales law were at least correctly aimed because 
they made the situation safer and more rational for businessmen.110

With section 2-603, Llewellyn strengthened his architectural design for a 
sound commercial law that would induce reasonable commercial behavior. Sec
tion 2-603 details a merchant buyer’s duties when he rightfully rejects goods and 
the seller has neither an agent nor “place of business at the market of rejec
tion.”111 Section 2-603(1) requires a merchant buyer to follow his seller’s rea
sonable instructions regarding the goods.112 For Llewellyn, this duty arose from 
simple business decency:

Now consider the situation . . . of a man . . . buying a carload of 
produce and [he] goes down and inspects his carload—we will call it 
potatoes—and decides they are not up to contract and rejects them. 
He is a dealer in the trade. He knows the game. He properly, if he is a 
decent guy, and indeed necessarily if he wants to save himself from 
acceptance, notifies his seller he won’t take them. The seller says, 
“Ship them to Baltimore.” Why shouldn’t he ship to Baltimore? There 
is a certain decency between businessmen, and there ought to be, and it 
costs the man nothing in particular to ship them to Baltimore.113

Comment 1 to section 2-603 suggests a common law genesis of the rule: “This 
section recognizes the duty imposed upon the merchant buyer by good faith and 
commercial practice to follow any reasonable instructions of the seller as to re
shipping, storing, delivery to a third party, reselling or the like.”114 But in fact 
section 2-603 had no basis in the common law. The comment’s reference to 
“commercial practice” did not refer to actual commercial practice, but the com-

108. N.Y. Law Revision Report 1954, supra note 4, at 116.
109. Id. at 117.
110. “If all the Code did had been to clear up confusion and pick the wiser rule and cure obsolete and 

unfair rules which lay traps, in regard to the hundreds of points on which it does one or all of these things, 
that would alone, in the present condition of commercial law, make the Code worth adoption.” Llewellyn, 
Why We Need the Uniform Commercial Code, 10 U. Fla. L. Rev. 367, 381 (1957).

111. Section 2-603(1) provides:
Subject to any security interest in the buyer . . . when the seller has no agent or place of 

business at the market of rejection a merchant buyer is under a duty after rejection of goods in 
his possession or control to follow any reasonable instructions received from the seller with 
respect to the goods and in the absence of such instructions to make reasonable efforts to sell 
them for the seller’s account if they are perishable or threaten to decline in value speedily. In
structions are not reasonable if on demand indemnity for expenses is not forthcoming.

U.C.C. § 2-603(1).
112. Id.
113. N.Y. Law Revision Report 1954, supra note 4, at 166.
114. U.C.C. § 2-603 comment 1.
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mercial practice Llewellyn wanted to institute. Llewellyn thought it both reason
able and decent to require a merchant buyer to follow his seller’s reasonable 
instructions when a distant seller had no available means to retrieve and redirect 
the goods. In essence, these two thoughts—“why shouldn’t he ship them to Bal
timore?” and “it’s the decent thing to do”—gave birth to the Article 2 merchant 
buyer’s duty to follow his seller’s reasonable instructions.

The rule’s rationality was demonstrated by the qualified nature of the duty 
imposed. The buyer need only follow a seller’s reasonable instructions.115 For 
example, Llewellyn suggested, assume the situation of a farmer who receives a 
defective threshing machine.116 The farmer notifies the farm machinery com
pany of his rejection and the company instructs him to resell it.117 Clearly, it 
would be unreasonable to require the farmer to resell the thresher because he 
would not know where to begin.118

Section 2-603(1) also requires merchant-buyers (if the seller has no local 
agent) to make reasonable efforts to resell perishable goods or goods whose value 
threatens to decline rapidly.119 Once again, the duty made sense to Llewellyn. 
Imposing an affirmative duty on the buyer to resell and establishing that the 
buyer’s efforts would not constitute an acceptance of the goods120 would help to 
curtail unnecessary seller losses. Before the Code, a buyer might refuse to touch 
rejected goods for fear of being held to have accepted them.121 As a result, goods 
perished, even though, with little effort, the buyer might have minimized the 
seller’s losses by selling them. Section 2-603(1) created a more reasonable, so-

115. The last sentence of section 2-603(1) makes it clear that a seller’s failure to indemnify the buyer 
renders the seller’s instructions unreasonable. U.C.C. § 2-603(1) (“[instructions are not reasonable if on 
demand indemnity for expenses is not forthcoming”).

116. N.Y. Law Revision Report 1954, supra note 4, at 166.
117. Id.
118. As Llewellyn stated, “There is a situation in which the man who is the seller has the job of 

following the goods up and that distinction should be made.” Id.
119. U.C.C. § 2-603(1).
120. Article 2’s definition of acceptance includes “any act inconsistent with the seller’s ownership.” 

U.C.C. § 2-606(l)(c). Comment 4 provides:

However, the provisions of paragraph (c) are subject to the sections dealing with rejection by 
the buyer which permit the buyer to take certain actions with respect to the goods pursuant to 
his options and duties imposed by those sections, without effecting an acceptance of the goods.

U.C.C. § 2-606 comment 4.
121. Section 48 of the Uniform Sales Act provided that one form of acceptance was the exercise of “any 

act of ownership, or act. . . inconsistent with the ownership of the seller.” Unif. Sales Act, supra note 
4, § 48. According to Williston, “the commonest case is where he resells the goods .... The result is 
the same if the buyer merely attempts to resell the goods.” 2 S. Williston, Williston on Sales 1255 
(2d ed. 1924). Williston noted that the case law approved a rejecter’s later sale of perishable goods on the 
seller’s account when the seller was notified of the rejection and did not act to reclaim the goods. Id. at 
1297. A provision in a 1940 draft of the Revised Uniform Sales Act authorized the buyer in contracts 
between merchants to request instructions or consent to dispose of goods for the seller’s account. Unif. 
Sales Act § 67(2)(a) (Draft 1940). It went on to provide that absent instructions within a reasonable 
time, the buyer’s disposition of the goods or part thereof in mercantilely reasonable fashion for account 
of the seller is not an acceptance.” Id. Comment 2 stated: “This states the better case law. But there 
have been unjust decisions under the original act where, for example, a rejecting buyer whose merchant’s 
conscience was irked at seeing goods simply lie and rot was driven by the seller’s pure silence into what 
was ruled an acceptance with knowledge.’” Id. comment 2. The comment characterized the new proce
dure set up by the provision as “reasonably safe for the buyer, keeping him from trouble.” Id. See also 
Llewellyn The Needed Federal Sales Act, 26 Va. L. Rev. 558, 567-68 (1940) (impassioned critique of 
Uniform Sales Act approach).
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cially productive approach.122

122. Traynor v. Walters, 342 F. Supp. 445, 10 U.C.C. Rep. Serv. (Callaghan) 965 (M.D. Pa. 1972) 
illustrates the application of § 2-603. The buyer had received 440 Christmas trees which were dry, poorly 
colored, unsheared and poorly shaped. The buyer notified the seller of the nonconformities. The seller 
delivered more trees, which the buyer also rejected. The seller had no local agent and the trees’ value 
threatened to decline rapidly. The buyer rented a construction site, hired a night watchman and sold the 
trees. The court allowed him to recover his expenses in disposing of the trees.

123. N.Y. Law Revision Report 1954, supra note 4, at 112.
124. Id. at 107.
125. Llewellyn studied judges as well as cases. He seems to have been most taken by Thomas Edward 

Scrutton, to whom he dedicated an article. Llewellyn, On Warranty of Quality, and Society, 36 Colum. 
L. Rev. 699 (1936) [hereinafter cited as Llewellyn, On Warranty of Quality—1\. Of Mansfield, Llewellyn 
said: “Mansfield is superb, when he clamps down surely on what he knows to be the then commercial 
practice—or on what he feels to be wise commercial practice, for the decades just to come. But I see in 
him neither the higher prophecy nor the longer range of statesmanship.” Llewellyn, On Warranty of 
Quality, and Society II, 37 Colum. L. Rev. 341, 379 (1937) (footnote omitted) [hereinafter cited as 
Llewellyn, On Warranty of Quality—II].

126. New York Law Revision Report 1954, supra note 4, at 112.
127. Section 2-205 was narrower in scope than the existing New York law on irrevocable offers. Id. at 

96. Section 2-205, unlike New York law, limited its application to merchants and limited the duration of 
the offer to three months. Id. The Ontario Law Reform Commission, in discussing the two different 
approaches, noted that “[t]he English Law Commission favoured the Code approach on the ground that it 
is consistent with the higher duties imposed in the Sale of Goods Act on a merchant seller.” Ontario 
Law Reform Commission, Report on Sale of Goods 92 (1979) (footnote omitted) [hereinafter cited 
as Ontario Law Reform Report]. The Ontario Commission remarked, however, that the English 
reasoning did “not explain why a firm offer should not also bind a non-merchant seller or buyer, assuming 
it was made freely and without unfair advantage taken of the offeror.” Id. at 93. The Commission stated 
it had "not been presented with any evidence that firm offers, not supported by consideration, are a 
significant feature in non-merchant sale transactions. We can see the merit of the argument that firm 
offers should be enforceable without restrictions as to the character of the offeror.” Id.

Through the Article 2 merchant rules regarding firm offers, satisfaction of the 
statute of frauds, and a buyer’s duties upon rightful rejection, Llewellyn sought 
to make commercial law rational, or to use his own term, “sane.”123 Sane rules 
would promote sane commercial law and conduct. As Llewellyn insisted:

These are rules which lay upon a person professionally involved in 
the field those obligations which should properly be laid upon such 
persons. The practice along this line is ancient, not new .... Lord 
Mansfield incorporated into the common law, if one cares to really ex
amine the cases, not “The Law Merchant,” but “The Law of 
Merchants’ Peculiar Obligations.”124

Following Lord Mansfield’s lead,125 Llewellyn used the merchant rules to ar
ticulate Llewellyn’s law of merchants’ peculiar obligations. The merchant rules 
did not codify merchant reality, but rather Llewellyn’s view of what that reality 
should be. They were one part of Llewellyn’s overall goal to make “commercial 
law and practice clear, sane and safe.”126

C. THE MYSTERY

There is something extremely peculiar about Llewellyn’s law of merchants’ 
peculiar obligations. Since the merchant rules are so sensible and reasonable, 
one feels compelled to ask, why limit these rules to merchants? Certainly the 
reasons behind the merchant rules provide no clue as to their limitation to 
merchants. If a signed writing is an acceptable substitute for consideration, why 
are only merchant firm offers binding without consideration?127 If a confirma-
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tion letter is acceptable objective proof of the existence of a contract, and the 
sending of one is a sound business practice, why does the nonmerchant who 
sends one to a merchant or other nonmerchant not have the benefit of section 2- 
201(2)?128 If decency and common sense require a buyer to follow his seller’s 
reasonable instructions regarding rejected goods, why do the dictates of reasona
bleness and common decency suddenly disappear when the buyer is a 
nonmerchant?129

128. Corbin was uncomfortable with the merchant limitation in the exception to the statute of frauds. 
He urged that “[i]t should not be easy for one to escape the application of this rule by showing that he is 
not a merchant, if it can also be shown that he in fact knew either the rule of the Code or the merchant 
custom.” Corbin, supra note 40, at 831. Professor Nordstrom was also uneasy about § 2-201(2)’s “be
tween merchants” limitation: “It is hard to believe that the drafters intended to allow the merchant, at 
the expense of the non-merchant, to speculate on the market and to use the statute of frauds as a shield to 
liability if it turned out to be economically desirable for the merchant to renege on the oral agreement. 
This type of case must have been overlooked by the drafters, probably because it is so rare.” Nordstrom, 
supra note 22, § 26 n.31. For another explanation of why the drafters overlooked the situation, see infra 
text accompanying notes 217 to 250.

129. The Task Group of the Special Committee of Commerce and Industry Association questioned 
“whether there should be any variation in legal rules dependent on the business or character of the parties 
involved,” New York Law Revision Report 1954, supra note 4, at 94, and specifically argued that

any buyer who rejects goods should be under an obligation to follow reasonable instructions received 
from the seller with respect to the goods and to sell them if perishable and this obligation should not be 
limited to a merchant buyer as in this section.” Id at 102

130. Id. at 125.
131. Llewellyn, Through Title to Contract and a Bit Beyond, 15 N.Y.U. L.Q. Rev. 159, 163 (1938).
132. Llewellyn, supra note 65, at 783. Llewellyn explained that he concentrated on business deals 

because they “provide the overwhelming percentage of instances in life.” Id. at 785.

When pressed on this last question, Llewellyn answered:
The majority of the Task Group take the position that any buyer 

should be under a duty to follow a seller’s “reasonable” instructions 
with regard to rejected goods. It may be that the word “reasonable” 
saves the criticism from absurdity and that telling a householder to 
send back three tons of properly rejected coal from his cellar would be 
unreasonable and therefore is not what is meant. In any event, how
ever, the proponents of the Code stand upon their position. They do 
not believe that householders or farmers or lawyers have, as such, the 
responsibilities of businessmen in regard to properly rejected goods, 
and they do believe that sellers who sell to such persons should carry 
the burden of picking up non-conforming and rejected goods.130

Llewellyn’s response is singularly unresponsive. Section 2-603 only imposes a 
duty to follow a seller’s reasonable instructions and to require a householder to 
reship three tons of coal would be unreasonable. The question posed was why 
not require all buyers to follow their seller’s reasonable instructions? Llewellyn’s 
answer suggests that he felt it was inappropriate to impose such a duty on 
nonbusinessmen.

Llewellyn’s reply also suggests that the nonmerchant rules may simply have 
been the product of a vision limited by an all-consuming passion for business law 
and issues. Llewellyn rarely strayed far from business and mercantile considera
tions in his writings on sales. He confined one article’s discussion to the “mer
cantile phases of sales”131 and another “to the initiation of business deals.”132 In 
the preface to his 1930 casebook on sales, Llewellyn acknowledged his commer
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cial orientation: “The book errs, I think, in too happily assuming the needs of 
buyers and sellers to be the needs of the community, and in rarely reaching be
yond business practice in evaluation of legal rules.”133 He apologized that “time 
for building a wider foundation for judgment has been lacking.”134 Lacking ex
pertise in noncommercial matters, Llewellyn may have chosen to leave essen
tially unaltered the prior Uniform Sales Act’s treatment of such matters. 
Alternatively, Llewellyn’s business orientation may have caused him to confuse 
good business sense with just plain good sense.135

Although these theories may explain Article 2’s merchant distinction, they are 
unsatisfying, both intellectually and emotionally, with respect to Llewellyn. By 
1941, one would assume Llewellyn would have corrected this deficiency, espe
cially when he was crafting a law rather than writing an article or casebook. In 
fact, Llewellyn’s writings and statements before the New York Law Revision 
Commission suggest another theory, far more appealing to “Llewellyn-watch- 
ers,”136 as an explanation of Article 2’s merchant and nonmerchant rules. 
Along with explaining what Llewellyn was doing, and why, they lead to the 
conclusion that Llewellyn never intended to limit the Article 2 merchant rules to 
merchants.

II. The Merchant Rules, Legal Realist’s Law; or, How to Build 
Beautiful Commercial Law

Professor Danzig once observed that Article 2 presented a rare opportunity to

133. K. Llewellyn, Cases and Materials on the Law of Sales xv n.3 (1930).
134. Id.
135. In defending his statute of frauds, Llewellyn said that “once there is given enough of a memoran

dum to document the presence of a deal, the Code proceeds then to let in oral testimony of any particular 
terms: which is business sense.” N.Y. Law Revision Report 1954, supra note 4, at 111-12. Why it is 
just “business sense,” as opposed to common sense, only Llewellyn would know. The nonmerchant rules 
may also possibly owe their existence to Llewellyn’s inability to come up with anything better. As a 
general matter, Llewellyn rejected the concept of title as a meaningful tool to resolve sales disputes. See, 
e.g., Llewellyn, supra note 131, at 160 (concept of title overbroad for intelligent use). Llewellyn main
tained, however, that he did not mean to

suggest the elimination of the Title concept. It has its use. But it should be made to serve 
merely as the general residuary clause. It should not give forth the norm for decision in each 
case when no cogent reason is shown to the contrary. Rather should it serve as a better-than- 
nothing, when inquiry has failed to reveal any other line of solution adapted to the problem in 
hand.

Id. at 170. Perhaps Article 2’s nonmerchant law represented “better than nothing” law.
136. According to Professor Carroll, “Karl Llewellyn watching is . . . becoming an increasingly popu

lar method of U.C.C. interpretation.” Carroll, Harpooning Whales, Of Which Karl N. Llewellyn Is the 
Hero of The Piece; Or Searching For More Expansion Joints In Karl’s Crumbling Cathedral, 12 B.C. 
Indus. & Com. L. Rev. 139, 142 (1970) (footnote omitted). The present article admittedly represents an 
extreme form of “Llewellyn watching,” but, in defense of this activity, understanding Llewellyn’s objec
tives provides a better basis not only to understand Code provisions, but to evaluate their wisdom. Profes
sor Carroll did not mince words in his criticism of the Code. He argued that

the business and financial interests . . . succeeded in completely out-negotiating the professors. 
These ‘hard-headed’ business types proceeded in subsequent drafts to eliminate all general provi
sions imbuing the Code with principles of justice and business morality, and to delete most of the 
specific sections providing protection or relief to the consumer .... The result was a relatively 
rigid, legalistic, pro-business commercial code.

Id. at 143. 
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study a statute “drafted by a self-conscious jurisprude.”137 Preoccupied with the 
more immediate struggle of figuring out what an Article 2 provision means or 
was intended to accomplish, we forget to consider that Llewellyn was “at least as 
reflective about the role of law in society and the relation of lawmaking institu
tions to each other as he was about the particular law-making task at hand.”138 
It is Karl Llewellyn’s jurisprudence that explains why he limited rules of seem
ing universal application to merchants.

137. Danzig, supra note 49, at 621.
138. Id.
139. Llewellyn, supra note 29, at 229.
140. Llewellyn repeatedly emphasized that rules should guide. See, e.g., Llewellyn, supra note 85, at 11 

(“rules in the proper sense always have as their office to guide action”) (emphasis in original); Llewellyn, 
supra note 29, at 241 (“[u]nder the early style, with right Reason plainly dominant, the outcome of a 
particular case at law can be moderately certain in the bulk of instances, and can and will at the same time 
give guidance in words, for the future, which is moderately clear”); N.Y. Law Revision Report 1954, 
supra note 4, at 229-30 (“Holmes’ opinions . . . drive to a point; they drive to a policy; they drive to 
technical accuracy, to justice in the case at hand, to right guidance for the future”).

141. Llewellyn, supra note 29, at 230. For Llewellyn, the challenge of drawing good rules involved 
more than artistic merit: “Sales offers backgrounds which lie at hand and can be grasped . . . and, 
indeed, a sufficiency of maladjusted rules and concepts to make drafting and the working out of protective 
devices appeal not only to sense of art but to sense of decency.” Llewellyn, Across Sales on Horseback, 52 
Harv. L. Rev. 725, 727 (1939).

142. Llewellyn wanted rules that would produce “certainty in action.” N.Y. Law Revision Report 
1954, supra note 6, at 162. See also, Llewellyn, supra note 27, at 178 (“until the rules of law themselves 
are effectively and realistically adjusted to what commerce needs immediately, and to what All-Of-Us 
need indirectly, we are doomed to an unfortunate measure of waste in legal work, of unsatisfactory uncer
tainty and too frequent nonsense in result”); N.Y. Law Revision Report 1954, supra note 4, at 161-62, 
178 (discussing certainty produced by U.C.C. sections).

143. See infra notes 185 to 197 and accompanying text (decrying “covert” tools used by courts which 
denied predictability to businessmen).

144. N.Y. Law Revision Report 1954, supra note 4, at 160.
145. Llewellyn, supra note 27, at 178.
146. G. Gilmore, supra note 7, at 79.

Llewellyn planned to create beautiful law for businessmen. Such law would be 
beautiful because it was functional. For Llewellyn, legal esthetics were in es
sence functional esthetics.139 Article 2 would create law businessmen could use, 
law which would guide them in their affairs:140 “A structure of legal rules, how
soever fair of face, must function well or be an active Evil to the men and work it 
houses.”141 Legal rules could be functional only if they were clear, certain and 
predictable.142 Predictability, in turn, would be insured only if the rules pro
tected good faith and did not require misconstruction to produce good results.143 
In drafting Article 2, Llewellyn sought to create “a body of sales law which is 
clear, guidesome, which it is almost impossible to misconstrue.”144 Llewellyn 
wanted his rules to protect good faith and provide predictable and satisfactory 
results, both in court and out.145 That aim, determined by Llewellyn’s theory of 
what legal rules should accomplish, explains why he stated separate merchant 
rules in Article 2.

Gilmore observed that regardless of whether in fact there was such a thing as 
a “Realist School” or a “Realist Movement,” “the academic theorists who 
emerged after World War I agreed . . . that the traditional or Langdellian way 
of achieving doctrinal unity on the level of case law or Restatement was ab
surd.”146 The merchant rules reveal Llewellyn’s approach to the creation of 
doctrinal unity in commercial law:
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The main drive finds its fuel in the concentration and channeling of a 
body of mercantile cases under circumstances which permit them to be 
perceived as mercantile cases, which permit them to remain uncon
fused in their impact because they are not thrown into a single intellec
tual bin with cases of other and different pattern.147

Llewellyn believed proper results required “suitable explicit intellectual equip
ment.”148 He felt “the getting of such stock equipment is a struggle [and until] 
the case-results get themselves a prophet and a suitable doctrine, there is unpre
dictability, high, wide and handsome.”149 Llewellyn’s merchant was the 
prophet, his merchant rules the suitable doctrine. In statements before the New 
York Law Revision Commission, Llewellyn argued the Code would “produce 
intelligent and workable commercial law,”150 “make commercial law and prac
tice clear, sane and safe,"'51 and “hugely increase not only speed and flexibility, 
but safety and certainty in this area.”152 It was, he modestly remarked, “a 
rather amazing piece of legal engineering.”153

Llewellyn’s repeated emphasis on the Code’s safety, certainty and clarity 
might lead one to conclude that pre-Code law was unsafe, uncertain and unclear. 
No doubt Llewellyn perceived it that way, but others believed differently. In 
fact, some opposed the Code because it would disturb the existing law they 
thought clear and settled.154 Llewellyn responded to this particular anti-Code 
attitude in Tennessee, in a speech he made on the hustings of the Code 
campaign:

The question that faces a lawyer first of all, as he thinks about the 
Code is: Do I have to learn all over again everything that I have al
ready learned and upon which I have relied now for these many years? 
Is the law which I have practiced to be upset by a new body of mate
rial? Must I start afresh? As to this, let me say three things. I wish 
you would let me say them very slowly, very loudly and with all the 
cogency at my command. The first is that you don’t know the present 
law, and if you are practicing on the assumption that you do, all I can

147. Llewellyn, The First Struggle to Unhorse Sales, 52 Harv. L. Rev. 873, 874 (1939) (emphasis in 
original).

148. Id. at 876. Llewellyn believed that “(ujnless the stock intellectual equipment is apt, it takes extra 
art or intuition to get proper results with it. Whereas if the stock intellectual equipment is apt, it takes 
extra ineptitude to get sad results with it.” Id. (emphasis in original).

149. Id.
150. N.Y. Law Revision Report 1954, supra note 4, at 113.
151. Id. at 112.
152. Id. at 118.
153. Id. Acording to his wife, Llewellyn was “never . . . particularly humble about these things.” 

Mentschikoff, supra note 2, at 537.
154. Professor George Bacon’s remarks illustrate this attitude:

I have taught Sales for 28 years .... I have asked myself ever since the Code has been in the 
process of drafting, “Why is it needed?”. . . Now, just because we have more speed in the 
transaction of business and the delivery of goods does not seem to me to lead to the idea that we 
should change all the principles of the law that we now have and which are pretty well settled.

N.Y. Law Revision Report 1954, supra note 4, at 144. Professor Williston wrote that “the Code’s 
departure from the long-established tests for determining title and the consequences of title or the lack of 
it. . . presents the most striking and, as it seems to me, the most objectionable and irreparable feature of 
the part of the Code relating to sales.” Williston, supra note 4, at 570-71. 
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say to you is “God pity your clients!” The amount of abysmal, unbe
lievable, utterly ununderstandable, base ignorance on the part of the 
bar giving commercial advice which I have found in the highest 
quarters of the land, is a thing which has turned my hair—not white— 
but taken it out—during the process of discussion of the problems of 
this Commercial Code. Shall I say it over again, or did I make it mod
erately clear?155

155. Llewellyn, supra note 136, at 781.
156. Professor Williston thought Article 2 was “iconoclastic.” Williston, supra note 4, at 561. See also 

id. at 565 (“I did not then imagine a project to restate or to reform the law so radically as the proposed 
Code seeks to do. My original objection to a new Code seems to me still sound, but the novelty of the 
phraseology and the iconoclastic provisions in the present draft add force to this objection.”).

157. In criticizing the existing law, Llewellyn would say things such as “no man knows where he is at,” 
N.Y Law Revision Report 1954, supra note 4, at 120; “under the present law nobody knows and 
nobody can tell where title is or how it comes to be transferred,” id. at 112 (emphasis in original); and 
“[tjhis may make business for lawyers, but it does not make for either certainty, peace or decency in 
commercial life.” Id. at 162.

158. See infra note 177 and accompanying text (pre-Code sales law baffling and obscure).
159. The Uniform Sales Act had provided: “Unless otherwise agreed, the goods remain at the seller’s 

risk until the property therein is transferred to the buyer.” Unif. Sales Act, supra note 4, § 22. In his 
treatise, Professor Williston wrote that “the effect and purpose of this section may be gathered from the 
following statement of the common law: risk of loss generally attends title.” S. Williston, supra note 
121, at 692-93.

160. In fact, Article 2’s rejection of title as a means to resolve sales controversies was welcomed by 
some as a significant contribution. See Corbin, supra note 40, at 824-27 (Article 2 adopted “cheerful 
alternative” by emphasizing operative facts instead of undefined concepts such as “title”); Latty, Sales and 
Title and the Proposed Code, 16 Law & Contemp. Probs. 3 (1951) (rejection of title concepts will mean 
quicker resolution of controversies).

161. See U.C.C. § 2-509 (different methods are: (a) delivery by carrier without requirement of delivery 
to a particular destination, (b) delivery by carrier required to be at particular destination, and (c) delivery 
without movement where goods are in hands of bailee).

162. N.Y. Law Revision Report 1954, supra note 4, at 112. According to Llewellyn,
under the present law nobody knows and nobody can tell where title is or how it comes to be 

This frequently reoccurring repartee of “we know the law, so don’t change it”— 
“no you don’t know the law” seems odd. If those who did not know the law said 
they did, why did they think they knew it? And how could Llewellyn presume 
to know what they did or did not know? Although there are a variety of expla
nations, the most probable lies in the debaters’ differing perceptions of “the law.” 
Those occupying the “law-is-well-settled” camp viewed “the law” as doctrinal 
statements.156 Llewellyn conceived of “the law” as what courts do.157 In saying 
the law was uncertain and unsettled, Llewellyn meant that under the pre-Code 
rules no one could safely predict what a court would do in any given instance. If 
you could not predict a court’s behavior, you could not adjust your own. Since 
unpredictable rules could not guide action, Llewellyn considered the situation 
intolerable for businessmen who needed to plan and act rationally.158 The pre
Code and Code treatment of risk of loss illustrates both the underlying signifi
cance of this debate and Llewellyn’s overall Article 2 jurisprudence.

Those who “knew the law” knew risk of loss fell on the person holding title to 
the goods.159 They also knew Llewellyn had jettisoned title as a legal doctrine to 
allocate risk of loss.160 In its stead Llewellyn had stated several rules based on 
different methods of delivery.161 Llewellyn believed the pre-Code law regarding 
risk of loss had created uncertainty because everyone knew the person who held 
the title assumed the risk but no one knew who had title.162 Llewellyn viewed 
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title as a metaphysical, mystical concept: “Nobody ever saw a chattel’s title. Its 
location in Sales cases is not discovered, but created, often ad hoc.”163 In addi
tion, Llewellyn objected to a single concept, what he called “lump title,”164 as a 
way to “solve all or most of the problems between seller and buyer—and even in 
regard to third parties.”165 Llewellyn believed that reliance on a monolithic con
cept to resolve disputes involving different considerations “works out, no less, 
either to obfuscate statement of results of rather reasonable decisions, or to mis
guide decision.”166

transferred; it depending almost entirely upon the alleged intent on the part of a buyer and a 
seller, neither of whom had in fact any intent at all about the matter. That does not mean 
reckonability for any but the ultra-expert. The Code does.

Id. (emphasis in original).
163. Llewellyn, supra note 131, at 165.
164. Id. at 166, 167. “It remains, in the Sales field, an alien lump, undigested.” Id. at 169.
165. Id. at 166. Llewellyn once wrote:

Now when the location of “the property” in the wares . . . gets far enough away from homely 
fact to need a lawyer to decide about it, but is supposed to be determined by the intentions of 
parties who are not lawyers, that is not so good. And when the lawyers themselves have diffi
culty in doing the deciding, that is worse. It bothers predictability, even for lawyers. . . . And 
when, in addition, “the property” bounces around from party to party according to the issue, it 
begins to look as if “the property in the goods” as an issue-determiner, were in the mercantile 
cases, a farmer far from the dell, and none too well adjusted to the new environment.

Llewellyn, supra note 141, at 733.
166. Llewellyn, supra note 131, at 171.
167. Id.
168. Id. at 171-72.
169. Id. at 173. After reading a prior draft of this article, Professor Frederick Schauer argued that 

Llewellyn’s perceived disaster was not really a disaster. All predictable rules, said Schauer, are occasion
ally overinclusive or underinclusive, and that is the price one pays for certainty. Llewellyn would probably 
have responded: “Why have a rule that either encourages judicial manipulation as courts strain to reach 
just results or that produces unjust results as the result of nonmanipulation, if another rule would not do 
so?” Before the Code, the title concept was employed to resolve a number of different sales issues includ
ing risk of loss, a buyer’s replevin rights, a seller’s right to the purchase price and ability to stop goods in 
transit and priority between a buyer and his seller’s creditors. R. Braucher & R. Reigert, supra note 
22, at 280. See also, E. Farnsworth & J. Honnold, supra note 22, at 478 (Code modifies existing law 
in adopting risk, replevin rights, recovery of purchase price). Llewellyn believed separate rules, tailor- 
made to deal with specific problems, would be more likely to produce rational results and consistent 
reasoning than a single, all-embracing legal construct.

170. Llewellyn, supra note 131, at 169.
171. Id. at 172-73.

For Llewellyn, the title concept was “too blunt to fit particular issues as they 
arise.”167 Its blanket application to a host of differing situations inevitably in
vited legal disaster. Courts would either reach the wrong result by blindly apply
ing “the rule” to a situation involving a different issue or achieve the right result 
by judicial sleight-of-hand.168 Llewellyn observed that these “two processes . . . 
in their combination, throw into confusion any lines of predictable presuming 
about Title.”169 “Lump title” could not simultaneously produce good results 
and good reasoning, i.e., doctrinal unity, because it failed “to lay bare the true 
problems for visualization and for inquiry.”170 Even though Llewellyn believed 
that many courts did have a “feel for the precise issue,” chaos still reigned be
cause no one could ever know, in any specific situation, whether a court would 
blindly apply the rule or maneuver around it to reach a good result.171 In his 
magnum opus on the commercial doctrine of good faith purchase, Professor Gil
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more articulated explicitly what Llewellyn expressed only obliquely.172 Gilmore 
noted that there had been relatively little litigation under the negotiable instru
ments law on the prerequisites of negotiability.173 He wrote:

As long as the law distinguishes between commercial and noncom
mercial property on the basis of form, there will have to be borderline 
or fringe litigation. On the whole a continuing trickle of such litigation 
is not obnoxious; it produces a clearer state of the law than does the 
law of sales where the doctrines say one thing and mean another, a 
situation not productive of certainty and predictability.174

The Article 2 risk of loss rules illustrate Llewellyn’s general drafting ap
proach. For each risk-of-loss situation, Llewellyn stated a separate risk-of-loss 
rule. Separate rules, tailor-made for specific situations, would lead both to good 
results and good reasoning, and hence to doctrinal unity:

The building of rules of law is by its very nature based on classifica
tion. Sound and wise building of rules of law calls for sound and wise 
classification of the problem-situations. Such classification makes for 
justice-in-result.175

Because he classified some Article 2 rules by a party’s status, Llewellyn must 
have believed that a merchant/nonmerchant classification would contribute to 
the sound and wise building of sales law.176 He must have concluded that a 
unitary approach to sales rules, one which failed to appreciate the diiferent 
problems of merchants and nonmerchants, would produce the same legal chaos, 
the same unpredictability, that existed in the title area.177 Llewellyn intimated 
this when he wrote that

until merchant-to-merchant sales of wares are seen as the focus of a 
particular body of law (which they already largely are, in fact and in the 
decisions) we go on lacking clear, neat doctrine to distinguish from 
them, where needed, sales by nonmerchants, or to distinguish, where 
needed, sales to nonmerchants (the ultimate consumer).178

To provide the predictable, functional commercial law he so dearly wanted,

172. Gilmore, supra note 45, at 1057.
173. Id. at 1071.
174. Id. at 1072.
175. N.Y. Law Revision Report 1954, supra note 4, at 108.
176. Article 2’s merchant/nonmerchant distinction is arguably broader than one might initially sus

pect. In the 1949 draft, a comment to the merchant definition stated:
For the kind of transaction to which a merchant is almost always a party, this Article adopts 

as a general rule the established practice between merchants. In other instances this Article 
establishes the special obligations of the merchant, a professional, when he deals with another 
professional and when he deals with a non-professional.

May 1949 Draft, supra note 2, § 2-104 comment. This suggests a code primarily oriented to business 
transactions.

177. Llewellyn once said “the present condition of sales law is from the standpoint of prediction and 
counselling not only bafflingly obscure but, when light once gets achieved, alarming.’’ Llewellyn, supra 
note 110, at 373. He promoted the cause of the Code because “to the degree that the law has become not 
only more certain in fact but easier to find and also to see (or feel) in advance as certain, that result makes 
for easy and for fair settlements.’’ Id. at 369 (emphasis in original).

178. Llewellyn, supra note 147, at 879.
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Llewellyn believed there was a “vital need for distinguishing merchants from 
housewives and from farmers and from mere lawyers.”179 Presumably, the is
sues and considerations inherent in a commercial context differed from those in a 
noncommercial context, requiring separate treatment for each.180 Predictable 
commercial law required rules specially crafted for a commercial context.181 A 
court would not need to distort a sensible legal rule fashioned for a commercial 
context in order to produce a good result in a commercial dispute. If honest 
application of a rule would produce satisfactory results, the rule would be relia
ble and it could guide action. Llewellyn stated separate commercial rules to 
preserve the integrity and reliability of his commercial rules. Such soundly clas
sified, special commercial rules would achieve doctrinal unity in commercial law. 
A comment to the 1944 merchant definition articulated his blueprint for good 
commercial law:

179. N.Y. Law Revision Report 1954, supra note 4, at 108. Llewellyn believed that Lord Mans
field’s “indirect legacy was crushing.” Llewellyn, supra note 170, at 745. According to Llewellyn, by 
incorporating the law merchant into the common law, Mansfield “turned over to the common-law courts, 
thinking common-law thoughts in common-law ways, the development of the law of commerce. ... No 
branch of mercantile law is after Mansfield to be seen as a thing distinct and differentiate.” Id. at 745-46.

180. Llewellyn believed mercantile issues needed to be “cut free of the farmer’s static concept.” Llew
ellyn, Across Sales, supra note 141, at 735. Commerce required special commercial rules different from 
those that had evolved in pastoral society.

181. In discussing the problems associated with the title concept, Llewellyn remarked that ‘“property 
in the goods’ remains at the heart of the theory and doctrine of the Law of Sales. . . . The mercantile 
rules of law—and they are solid . . . make their way through this like ivy through a wall, live, growing, 
spreading, finding cranny after cranny. But the wall is still there, it is still in the way.” Id. at 736.

182. Rev. Sales Act, supra note 25, § 57 comment.
183. N.Y. Law Revision Report 1954, supra note 4, at 116.

Well-built commercial law has since Mansfield centered on the 
transactions of “professionals” in the field. Practice and law have long 
recognized the need between such men of speed and common decency 
in contracting, of speedy remedy, and of reading their language and 
action in a commercially reasonable way. Practice and law have on the 
other hand also recognized that such men have skills and knowledge 
whose use is properly to be relied on. The courts have rightly laid 
down rules and rationale in these terms.182

Article 2 also laid down rules and rationale in those terms. In fending off yet 
another attack on his merchant rules, Llewellyn said:

[MJaking merchants for some purposes a specially dealt with group has 
been dealt with at considerable length both orally before your Honora
ble Commission and elsewhere in this memorandum. . . . The fact is, 
and the cases show, that different responsibilities have been imposed 
both by explicit law and by the cases upon persons who have profes
sional responsibilities as contrasted with other persons.183

Llewellyn was “clarifying” the law by stating rules that would require all 
courts to adopt a mercantile approach to the legal issues addressed by the 
merchant rules. Llewellyn’s claim of “clarification” is somewhat misleading. In 
fact, he was codifying a mercantile approach to commercial disputes, an ap
proach that he believed distinguished the good commercial judges and good 
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commercial decisions from the bad.184 He was mandating all courts to follow 
the approach he believed to be proper and necessary with respect to commercial 
sales issues.

Llewellyn’s spirited defense of Article 2’s unconscionability provision185 pro
vides further insight into his Article 2 merchant approach. Llewellyn did not 
like the judicial torture, manipulation and misconstruction of contractual lan
guage or intent to which courts resorted to achieve their desired result. He re
ferred to these exercises in judicial gymnastics as “covert tools”186 of intentional 
and creative misconstruction, which were unacceptable to businessmen for three 
different reasons. First, businessmen, relying on what a court had said, would 
“recur to the attack”187 by attempting to draft contract language that better 
expressed their contractual intent:

We have all of us seen this kind of series of cases, haven’t we? Case 
No. 1 comes up. The clause is perfectly clear and the court said, “Had 
it been desired to provide such an unbelievable thing, surely language 
could have been made clearer.” Then counsel redrafts, and they not 
only say it twice as well, but they wind up saying, “And we mean it,” 
and the court looks at it a second time and says, “Had this been the 
kind of thing really intended to go into an agreement, surely language 
could have been found” and so on down the line.188

Judicial reliance on covert tools led businessmen down the primrose path:189 the 
problem was not one of better drafting, but of objectionable commercial intent.

Second, judicial subterfuge failed to tell businessmen what was and was not 
permissible.190 Third, judicial use of covert tools would “seriously embarrass

184. For instance, Llewellyn admiringly wrote that Chief Judge Best was “a man who could look at 
horses, horse-hops and the timber in a bowsprit. . . and yet see a need, and distinguish the lot of them as 
'articles of natural growth’ from manufactured articles; and who could reach for a ‘broad ground’ of 
decision to fit the long-range needs of commerce.” Llewellyn, supra note 141, at 739-40. Llewellyn 
praised Scrutton for “the keenness of his insight into mercantile law and practice.” Llewellyn, On War
ranty of Quality—I, supra note 125, at 702.

On Llewellyn’s use of words, Gilmore’s observations are revealing. In discussing § 2-403(1), dealing 
with the distinction between void and voidable title, which contained four subsections, Gilmore asked:

What are we to make of this a-b-c-d list? The official comment observes that . . . “subsection 
(1) provides specifically for the protection of the good faith purchaser for value in a number of 
specific situations which have been troublesome under prior law.” For “situations which have 
been troublesome” read “situations in which the courts have been protecting the original trans
feror by refusing to expand the ‘voidable title’ concept.” All the courts that had failed to appreci
ate the “mercantile approach” were being put in their places. At least as a matter of drafting, 
“troublesome” was a stroke of genius.

G. Gilmore, supra note 7, at 618. In short, Llewellyn was doing more than just “clarifying the law.” He 
was creating law establishing a mercantile approach to mercantile issues.

185. U.C.C. § 2-302.
186. Llewellyn, Book Review, 52 Harv. L. Rev. 700, 702-03 (1939) (reviewing O. Prausnitz, The 

Standardization of Commercial Contracts in English and Continental Law (1937)). See 
also K. Llewellyn, The Common Law Tradition 364-65 (1960) (discussing the use of “covert tools” 
by the courts) [hereinafter cited as Llewellyn, Common Law Tradition],

187. Llewellyn, Common Law Tradition, supra note 186, at 364.
188. N.Y. Law Revision Report 1954, supra note 4, at 178.
189. Llewellyn, Common Law Tradition, supra note 186, at 364.
190. Id. See also N.Y. Law Revision Report 1954, supra note 4, at 178 (since courts did not give 

words their clear meaning, parties were uncertain as to what words meant). 
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later efforts at true construction.”191 In short, covert tools were unacceptable 
legal tools for business transactions:

191. Llewellyn, Common Law Tradition, supra note 186, at 365.
192. N.Y. Law Revision Report 1954, supra note 4, at 178.
193. U.C.C. § 2-302.
194. N.Y. Law Revision Report 1954, supra note 4, at 178.
195. At least one court has understood the unconscionability provision as Llewellyn intended it. See 

Kugler v. Romain, 58 N.J. 522, 279 A.2d 640, 9 U.C.C. Rep. Serv. (Callaghan) 559 (1971). The court, 
noting the absence of a definition for the term “unconscionability,” characterized it as

an amorphous concept obviously designed to establish a broad business ethic. In that way, a 
substantial measure of predictability will be achieved and professional sellers of consumer goods 
as well as draftsmen of contracts for their sale to ordinary consumers will become aware of the 
abuses the courts have declared unacceptable and will avoid them.

Id. at 543-44, 279 A.2d at 651-52, 9 U.C.C. Rep. Serv. at 565-66. Llewellyn intimated that the unconscio
nability provision would curb the business lawyer’s tendency to "draft to the edge of the possible.” N.Y. 
Law Revision Report 1954, supra note 4, at 177. He expressed amazement at the practice, noting that 
it was something that “no intelligent engineer would think of doing. . . . Any engineer makes his con
struction within a margin of safety, and a wide margin of safety, so that he knows for sure that he is 
getting what he is gunning for.” Id. Llewellyn foresaw no problems with the unconscionability provision: 
“The only doubt that comes up in regard to unconscionability is, if you start drafting to the absolute limit 
of what the law can conceivably bear. At that point you run into what they run into now, and what you 
run into now is, the court kicks it over.” Id. at 177-78.

196. According to Llewellyn,
if you take this and bring it out into the open, if you say, "when it gets too stiff to make sense, 
then the court may knock it out,” you are going to get a body of principles of construction and 
the precedents are going to build up so that the language will be relied upon and will be con
strued to mean what it says. . . . We count this, therefore, by no means as a section which 
threatens certainty. We regard it instead as a section which greatly advances certainty in a now 
most baffling, most troubling, and almost unreckonable situation.

New York Law Revision Report, supra note 4, at 178. Llewellyn emphasized that the unconsciona
bility provision “carefully safeguarded . . . principles of true construction [because it was] completely out 

This kind of thing does not make for good business, it does not make 
for good counseling, and it does not make for certainty. It means you 
never know where you are, and it does a very bad thing to the law 
indeed. The bad thing that it does to the law is to lead to precedent 
after precedent in which language is held not to mean what it says and 
indeed what its plain purpose was and that upsets everything for every
body in all future litigation.192

Article 2 gave a devastatingly simple solution to the covert tool problem and 
its attendant unsettling effect on the planning and transacting of business. Sec
tion 2-302,193 the unconscionability provision, gave courts an overt tool that 
would eliminate any need for covert activity. Rather than misconstruing con
tractual language to mean what it clearly did not, a court could deny effect to a 
clause it disliked by holding it unconscionable.194 The unconscionability provi
sion was good for businessmen. They could rely on courts to interpret contrac
tual language as it was intended. They could also assume opinions meant what 
they appeared to mean. Most importantly, the accumulation of opinions over 
time would provide businessmen with explicit guidelines as to what was and was 
not beyond the pale.195 The unconscionability provision, amorphous as it was, 
would give concrete direction to businessmen in the future drafting of their 
contracts.196

Of course, sound and reasonable legal rules, designed specifically for commer
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cial situations, would also do much to eliminate the covert tool problem in com
mercial cases. If the rules, without manipulation, would lead to good results, 
courts would not need to resort to covert activity to reach just results. And, of 
course, rules that courts could apply honestly to reach just results would be pre
dictable, reliable rules.197

of the realm of the jury. Anything that is done under this section is going to make precedent, and the 
precedents can be recorded and the precedents can accumulate and guide.” Id.

197. In an article, Llewellyn discussed rules of law in terms of their safety:
(T)he form of an explicit written bargain is the one really safe form of consideration, and the 
agreed return for the promise should be substantial; nothing else is safe. No “rule” that “the 
adequacy of consideration will not be inquired into by the courts” is solid counsellor’s law, nor is 
a rule about "any bargained-for detriment” etc.; nor, for the promisee’s counsellor, is any “rule” 
of promissory estoppel a thing to be relied on (however strong the “trend” toward recognizing 
promissory estoppel may be) because until the reliance is clearly sufficient the outcome must 
remain uncertain, and a client has no business to be advised to change his position heavily to his 
prejudice before his legal rights have been made safe.

Llewellyn, supra note 27, at 168 (emphasis in original). Predictable rules would create the possibility of 
safe action. The individual who followed the rules would be safe in his approach.

198. Llewellyn, supra note 27, at 169. He defined “bedrock law” as “solid, settled, clear rules on which 
he (the legal counsellor) can build; they are safe, they are bedrock.” Id. at 168.

199. N.Y. Law Revision Report 1954, supra note 4, at 232; W. Twining, supra note 1, at 541. 
Llewellyn described a lawyer’s professional crafts as “in essence, hugely resilient and versatile skills for 
sizing up situations wisely, and then getting things done, skills of trouble-shooting, trouble-evasion, and 
forward planning. Llewellyn, supra note 27, at 167 n.*. He also talked about “counsellor’s rules .... 
These have to do with the shaping of a transaction while it is still capable of being shaped, and they run in 
terms of the degree of safety with which one can rely on the courts to act in particular predictable fashion 
if this particular transaction in hand should come to be presented to them.” Id. at 167.

200. Llewellyn, supra note 27, at 167-68.
201. Id. at 169.

The merchant rules represent Llewellyn’s attempt to provide what he called 
“bedrock law”198 that would allow commercial practioners to avoid trouble and 
plan ahead. These rules would elfectively guide any businessman, lawyer, or 
financier.199 According to Llewellyn, an important aspect of the law of commer
cial transactions involved

the body of rules of law which one may call counsellor’s rules or rules 
seen from the angle of the counsellor. These have to do with the shap
ing of a transaction while it is still capable of being shaped and they 
run in terms of the degree of safety with which one can rely on the 
courts to act in particular predictable fashion if this particular transac
tion . . . should come to be presented to them. For the counsellor has 
found that there are some solid, settled clear rules on which he can 
build; they are safe, they are bedrock. But there are not as many of 
them as one might wish.200

Further on, he noted the realm of law beyond “bedrock law,”
that vast range of law which is not so clear and not so settled, of rules 
whose application is uneven, of “trends” in decision, of rules which 
courts commonly recite only to find a way around them if their direct 
application appears unfortunate . : . [represented] an area of risk . . . 
for the counsellor.201

On one level, Llewellyn was telling businessmen what was expected of them 
and what they could expect. On another, he was improving the substance of the 
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law regarding commercial transactions. Together, the commercial situation— 
law and practice—would be greatly improved:

Where the present law is blank or else confused or else in conflict, 
the Code moves in, with competence based on net experience, to pro
vide one single and very reasonable answer, which is so much more 
clear than the existing law.202

202. N.Y. Law Revision Report 1954, supra note 4, at 32; W. Twining, supra note 1, at 540.
203. N.Y. Law Revision Report 1954, supra note 4, at 28. In a promotional article, Llewellyn ar

gued that with “the bulk and especially the variety of pertinent rule-material ... the need becomes 
overwhelming to find for quick use at need somebody of relatively compact, relatively accessible, relatively 
stable material which will not cost a week’s research time for each ten minute or ten dollar consultation.” 
Llewellyn, supra note 110, at 372-73 (emphasis in original).

204. N.Y. Law Revision Report 1954, supra note 4, at 28; W. Twining, supra note 1, at 536.
205. In 1949, Llewellyn wrote: “So now, as I go through the nineteenth century—from about 1850 

on—in regard to commercial law, I haven’t been able to really understand how any businessman could 
intelligently do anything but set up a reserve for legal contingencies.” Llewellyn, On Law and Our Com
merce, 1949 Wis. L. Rev. 625, 631 (1949).

206. Llewellyn, Prajudizienrecht und Rechtssprechung in Amerika (1933), translated in mimeograph in 
J. Dawson, Comparative Law 187-200 (1951) (available in University of Michigan Law School Library).

207. U.C.C. § 2-104 comment.
208. Llewellyn, supra note 110, at 369.
209. Apparently, Llewellyn intended to guide only those merchants who would be likely to insure their 

goods. According to the comments to the 1949 draft: “Occasional sellers who are not commonly covered 
by insurance fall outside the reason of the rule applying to merchant sellers. Such a seller is required only 
to make a due tender in order to free himself from risk of loss.” May 1949 Draft, supra note 2, § 2-509 
comment. In responding to the expressed fear that a farmer would assume the risk of loss under Article 2, 
Llewellyn said that

occasional over-coverage, like occasional under-coverage, is a thing which the utmost care has 
never been able to avoid. I should have some hope that a court, seeing the reason for the rule 
announced in the comment, and knowing that farmers are not within that reason, might arrive 
at the conclusion that for this purpose the farmer, who is so worrying the majority of the Com

The Code would allow “legal advice at a reasonable rate,”203 which was “good 
for American business and finance: how else is competition to be fair and free? 
Such advice reduces risk, it reduces disputes, it makes for quick and fair 
adjustment.”204

Clear and certain rules would produce predictable results that, in turn, would 
facilitate planning and trouble evasion. They would guide a businessman in en
tering a contract, seeking to protect his interests under it, and dealing with par
ties in troubled times.205 The merchant rules reflected Llewellyn’s attempt to 
create legal certainty:

Legal certainty in the ordinary sense, i.e., the deductive prophecy of 
the outcome of a lawsuit on the basis of the existing content of a major 
premise, called a rule of law, is possible only in those cases where no 
real legal controversy ought to exist.206

Against this background, the first statement of the comment to the merchant 
definition, “[professionals . . . require special and clear rules,”207 takes on a 
different meaning and the merchant rules themselves assume a different pose. 
All businessmen (professionals), with a lawyer’s help, are expected to know the 
Code; it is readable, understandable, and establishes clear guidelines.208 For in
stance, businessmen can know, and should know, that risk of loss will rest on 
them until delivery of the goods to their buyer.209 Section 2-509(3) thereby 
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“guides” a merchant-seller to insure his goods. If he insures, no harm can befall 
him. If he fails to insure, section 2-509(3)’s clear and certain rule will lead to 
out-of-court settlement because parties do not litigate disputes having a pre- or
dained result.210 This same kind of thinking explains the merchant-seller’s im
plied warranty of merchantability.211 Section 2-314 informs “goods” merchants 
that, by law, they assume responsibility for the quality of goods they sell.212 
This clear and certain rule facilitates intelligent conduct by encouraging “goods” 
merchants either to disclaim that responsibility or insure against liability.

merce and Industry Association’s Task Group would not be a merchant: Cessante rationae 
[legis, et] cessat ipsa lex.

N.Y. Law Revision Report 1954, supra note 4 at 124 (emphasis in original). This significantly alters 
the impression left by the present comments to the merchant definition, which suggest that the individual 
who is either a “goods” merchant or a “practices” merchant is subject to Article 2’s merchant provision 
regarding risk of loss. U.C.C. § 2-104 comment. Llewellyn drafted an intentionally elastic merchant 
definition to allow courts enough leeway to make a merchant status determination within the rationale of 
any particular merchant provision. See K. Llewellyn, The Bramblebush 157-58 (1951) (“rule fol
lows where its reason leads”).

210. With respect to who bore the risk of loss, § 2-509(3) would create a situation where no legal 
controversy ought to exist. K. Llewellyn, supra note 251, at 190. Section 2-605, another merchant 
provision, was also intended to encourage settlement of disputes. U.C.C. § 2-605. It gives the merchant 
seller, upon his merchant buyer’s rejection, a right to receive “a full and final written statement of all 
defects on which the buyer proposes to rely.” U.C.C. § 2-6O5(l)(b). The buyer thereafter cannot rely on 
unstated defects to justify his rejection or to establish breach. U.C.C. § 2-605(1). Llewellyn argued that 
§ 2-605 gave a seller “the ability . . . against a merchant buyer to squeeze him into a statement of what he 
truly intends to rely on, a thing which not only simplifies the matter of litigation, but also simplifies the 
matter of possible adjustment.” N.Y. Law Revision Report 1954, supra note 4, at 162. Llewellyn 
maintained that under the existing law, the buyer would only reply that the goods “are not up to con
tract.” Id. According to Llewellyn, “[tjhis may make business for lawyers, but it does not make for either 
certainty, peace or decency in commercial life.” Id. In his critique of title as a means to determine the 
seller’s right to an action for the purchase price, Llewellyn that argued it failed to force the seller’s resale 
and “thus allowed him to throw the goods onto the buyer’s hands which ... is sound enough policy as to 
a set of false teeth or a batch of castings manufactured on unique specification, but is far from a satisfac
tory outcome in the run of mercantile cases. . . . [I]t is both harsh to the particular case and uneconomic 
to the community .... [T]he rules of the Act press the seller away from Adjustment and into a law
suit.” Llewellyn, supra note 131, at 179-80.

211. Section 2-314(1) provides: “Unless excluded or modified ... a warranty that the goods shall be 
merchantable is implied in a contract for their sale if the seller is a merchant with respect to goods of that 
kind.” U.C.C. § 2-314(1).

212. Llewellyn limited the implied warranty of merchantability to “goods” merchants because they are 
likely candidates to insure against liability and, as a result, they are the superior risk bearers as between 
sellers and buyers. See Hillinger, supra note 10, at 800-03 (discussing rationale behind warranty 
provision).

213. N.Y. Law Revision Report 1954, supra note 4, at 29; W. Twining, supra note 1, at 537.

The Article 2 merchant rules represent Llewellyn’s rules for the professional 
game. They would make the game easier to play as well as more rational:

[I]f American enterprise is to develop as a free economy, then the rules 
of the game must be known, and they must therefore be made readily 
knowable. They must be made as simple (though adequate) and also as 
easy to know, as the best legal engineering can make them. That the 
Code does. That the present law does not do, in New York or any 
other of our states. Thus . . . the result is clear: with the Code, the 
law of commerce and commercial finance becomes relatively quick to 
find, to understand, and to use. This is a typical example of the point 
made . . . about the unplanned value of good tools.213

The Article 2 merchant rules recognize that businessmen “have skills and 
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knowledge whose use is properly to be relied on.”214 Llewellyn’s rules expected 
the knowledge and guaranteed the reliability. Clarity, rationality, and predict
ability in the rules governing business transactions would create the legal cer
tainty necessary to enable businessmen to prosper. The commercial rules would 
let businessmen know where they were, so they could know what to do.215 For 
Llewellyn, a major achievement of the Article 2 merchant rules was that they 
spotted and fulfilled mercantile need “without confusing it by including people 
and factors which would blur or distract.”216 By stating separate commercial 
rules, noncommercial factors could not jeopardize the predictability or integrity 
of Llewellyn’s rules for businessmen.

214. Rev. Sales Act, supra note 25, § 7 comment.
215. The merchant rules reflected Llewellyn’s response to existing law, under which businessmen did 

not know where they were and what to do when “tensions or doubts” arose. N.Y. Law Revision Re
port 1954, supra note 4, at 161, 178.

216. Id. at 108.
217. May 1949 Draft, supra note 2, § 1-102(3). The 1944 Uniform Revised Sales Act contained an 

identical provision. Rev. Sales Act, supra note 25, § 1(3).
218. This is what Llewellyn meant when he talked about “spotting and fulfilling mercantile need, with

out confusing it by including people and factors which would blur or distract.” N.Y. Law Revision 
Report 1954, supra note 4, at 108 (emphasis in original).

219. May 1949 Draft, supra note 2, § 2-205 comment 2.

III. Who is a Merchant? A Question of Sound and Fury, 
Probably Signifying Little

In concluding that good commercial law and practice required special com
mercial rules, Llewellyn was not concluding that the commercial rules could 
have no application to a noncommercial context. Section 1-102(3) of the 1949 
draft makes that clear: “A provision of this Act which is stated to be applicable 
‘between merchants’ or otherwise to be of limited application need not be so 
limited when the circumstances and underlying reasons justify extending its 
application.”217

According to Article 2 as originally planned, the merchant rules would be 
invoked in a nonmercantile context if the purpose and reasoning behind a 
merchant rule applied. Llewellyn did not codify the special merchant rules to 
shut out nonmerchants. Rather, he sought to insulate his bedrock commercial 
rules from creeping, noncommercial considerations that might blur or distort the 
predictability of his commercial rules.218

A comment to the 1949 firm offer provision illustrates Llewellyn’s equivocal 
attitude regarding application of the merchant rule to nonmerchants:

Although the section is directed primarily toward [ ] the offers of 
merchants, a non-merchant’s offer may in an appropriate case become 
irrevocable under this section by application of the rule of this Act on 
purpose and construction when it is shown that the offeror had full 
understanding of the nature and effect of the offer made.219

Llewellyn had every good reason to apply section 2-205 to nonmerchants. Aside 
from the preprinted, unintelligible, firm offer form supplied by an offeree, what 
offeror (absent duress, fraud, mistake, etc.) would not fully understand the na
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ture and effect of a writing that he composed and signed which expressed his 
offer as firm?

Yet, section 2-205’s limitation of the firm offer rule to merchants reflected 
Llewellyn’s drafting caution. Had section 2-205 not been limited to merchants, a 
court, confronting a nonbusinessman and wanting to find his offer revocable, 
might twist and distort the unitary rule to do so. Llewellyn feared that nonmer- 
cantile considerations might seep in and ultimately undermine the certainty of 
his commercial rules. At all costs, Llewellyn wanted to protect the clarity, 
meaning and predictability of his commercial rules. However, if the predictabil
ity of the rule would not be sacrificed through its application to a nonmerchant, 
there was no reason to limit its application to merchants. In fact, there was good 
reason not to, because an arbitrary limitation could result in individual injustice. 
Llewellyn’s drafting solution was masterful. A rule for merchants, stated as an 
absolute, gave businessmen the predictability and certainty they needed. Liberal 
extension of the rule to nonmerchants when “the circumstances and underlying 
reasons”220 justified such an extension would avoid arbitrariness, but never at 
the expense of the predictability of the commercial rule.

220. Id. § 1-102(3).
221. Even with § 1-102(3), the question of merchant status would have continued to haunt courts 

under the implied warranty of merchantability provision. U.C.C. § 2-314(1). If its limitation to “goods” 
merchants reflects imposition of the loss on those likely to insure against such liability, its application 
arguably would not extend far beyond “goods” merchants. Needless to say, had Llewellyn ever been clear 
about the policy underlying § 2-314, courts would have had an easier time resolving the merchant issue. 
See, e.g., Blockhead, Inc. v. Plastic Forming Co., 402 F. Supp. 1017, 1025, 18 U.C.C. Rep. Serv. (Calla
ghan) 636, 645 (D. Conn. 1975) (term “practices” in merchant definition indicates one may be merchant 
of goods by virtue of involvement in production as well as sale of goods); Samson v. Riesing, 62 Wis. 2d 
698, 711,215 N.W.2d 662, 669, 14 U.C.C. Rep. Serv. (Callaghan) 618, 622 (1974) (commercial restaura
teurs are merchants, but Wauwatosa Band Mothers selling turkey sandwiches were not merchants as 
contemplated by statute).

222. The Editorial Board voted to delete the provision at its executive session. Malcolm, supra note 8, 
at 182.

223. For instance, Professor Rabel talked about “the elasticity of this phraseology” and concluded that 
“so many questions are left to the imagination that, as it is now, this is scarcely a workable formula.” 
Rabel, supra note 4, at 431-32. See also Williston, supra note 4, at 571 (“[m]any troublesome questions of 
fact would have to be litigated to determine . . . who is a merchant within the definition”); Malcolm, 
supra note 4, at 182 (quoting Mr. Braucher’s remarks in the Hearing before the Enlarged Editorial Board, 
January 28, 1951).

224. Professor Rabel noted: “The danger of litigation . . . especially lurks behind Section 1-102(3).” 
Rabel, supra note 4, at 432.

Had the 1949 provision authorizing liberal application of the merchant rules 
to nonmerchants survived and been enacted, the question of merchant status 
would not have assumed its current importance. Courts could have sidestepped 
many status questions by concluding that merchant status was ultimately irrele
vant,221 and the reasons underlying the merchant rule—reasonableness, sound
ness, and decency—would justify its application to the nonmerchant. 
Unfortunately, the drafters finally bowed to merchant critics and eliminated sec
tion 1-102(3),222 apparently as a political concession to save the embattled Arti
cle 2 merchant distinction itself.

Critics disapproved of Article 2’s merchant definition, believing its obscurity 
would precipitate litigation over which Article 2 rule governed.223 They argued 
that section 1-102(3) would compound the problem by encouraging litigation 
over whether the merchant rule should apply to a nonmerchant.224
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In the midst of this debate, several Harvard law professors suggested the 
merchant fury was a tempest in a teapot.225 They assumed the merchant rules 
would “apply to non-merchants except when there is some element of harshness 
or unfair surprise.”226 To quell the controversy, they recommended “rephrasing 
Section 1-102(3) to establish a presumption of application to non-merchants and 
so reduce the area of uncertainty.”227 Perhaps the recommendation was never 
considered. In any event, section 1-102(3) was not rephrased, but rather elimi
nated.228 As a result, Article 2 appears to isolate nonmerchants from merchant 
law, making the issue of status critical to the proper application of Article 2.

225. Report on Article 2—Sales by Certain Members of Faculty of Harvard Law School, 6 Bus. Law. 
151, 154 (1950). The professors included Robert Braucher, William E. McCurdy, Arthur E. Sutherland, 
Jr. and Benjamin Kaplan. Id. at 151 n.l.

226. Id. at 154.
227. Id.
228. Section 1-102(3) did not appear in the 1951 draft. Uniform Commercial Code (Spring 1951 Pro

posed Final Draft No. 2, text ed.).
229. See Musil v. Hendrich, 6 Kan. App. 2d 196, 627 P.2d 367, 373, 31 U.C.C. Rep. Serv. (Callaghan) 

432, 435 (1981) (court finds hog farmer a merchant in order to impose implied warranty of 
merchantability on feeder pigs sold to another hog farmer); Currituck Grain Inc. v. Powell, 38 N.C. App. 
7, 10, 246 S.E.2d 853, 855, 24 U.C.C. Rep. Serv. (Callaghan) 1099, 1101 (1978) (court upholds jury 
finding that inexperienced, small-scale farmer is merchant in order to preclude statute of frauds defense).

230. See Loeb & Co. v. Schreiner, 294 Ala. 722, 321 So. 2d 199, 17 U.C.C. Rep. Serv. (Callaghan) 897 
(1975) (cotton farmer found not to be merchant thus permitting statute of frauds defense in transaction 
with purchaser with whom farmer had dealt for previous four or five years); Sand Seed Serv., Inc. v. 
Poeckes, 249 N.W.2d 663, 21 U.C.C. Rep. Serv. (Callaghan) 12 (Iowa 1977) (seed farmer found not to be 
merchant, thus permitting statute of frauds defense even though notice sent by buyer clearly states that 
failure to respond will be considered seller’s acceptance of terms).

231. The question of whether the farmer is a merchant is a darling of the law review literature. E.g., 
Goebel, supra note 15; Henkel & Shedd, supra note 15; Squillante, supra note 15; Note, The Farmer As 
Merchant Under the U.C.C., supra note 15; Comment, Uniform Commercial Code—Farmers as Merchants 
in North Carolina, 1 Campbell L. Rev. 141 (1979); Note, The Nebraska Farmer and U.C.C. Section 2- 
201(2): The Merchant Exception to the Statute of Frauds, 13 Creighton L. Rev. 325 (1979).

232. See, e.g., Loeb & Co., v. Schreiner, 294 Ala. 722, 321 So. 2d 199, 17 U.C.C. Rep. Serv. (Callaghan) 
897 (1975) (cotton farmer not merchant, so statute of frauds defense available despite buyer’s sending of 
written confirmation to farmer); Campbell v. Yokel, 20 Ill. App. 3d 702, 313 N.E.2d 628, 15 U.C.C. Rep. 
Serv. (Callaghan) 15 (1974) (farmer’s merchant status permits application of written confirmation excep
tion to statute of frauds defense); Rush Johnson Farms, Inc. v. Missouri Farmers Ass’n, 555 S.W. 2d 61, 
22 U.C.C. Rep. Serv. (Callaghan) 289 (Mo. App. 1977) (same); Ohio Grain Co. v. Swisshelm, 40 Ohio 
App. 2d 203, 318 N.E.2d 428, 15 U.C.C. Rep. Serv. (Callaghan) 305 (1973) (same); Nelson v. Union 
Equity Coop. Exch., 20 Tex. 237, 548 S.W.2d 352, 21 U.C.C. Rep. Serv. (Callaghan) 1 (1977) (same).

Section l-102(3)’s demise has clearly created a problem. Llewellyn, were he 
alive, would find the present situation ironic. He would see his merchant defini
tion become one of the covert tools he fought so hard against. He would see 
some courts misconstruing his intended merchant definition in order to achieve a 
just result through application of the merchant rule.229 He would see other 
courts reach an unreasonable, unjust result by correctly construing his merchant 
definition and blindly applying the nonmerchant rule.230 The celebrated “Is a 
farmer a merchant?” question231 involving Article 2’s statute of frauds illustrates 
both the problem and its irony.

The farmer cases involving statute of frauds defenses all involve a similar 
plot.232 Farmer periodically calls Grain Elevator Company to check on current 
grain prices. During one call Farmer likes what he hears and the parties con
clude a contract on the phone, the grain to be delivered some months later. 
Shortly after the oral deal, Grain Elevator Company prepares and sends a writ
ten confirmation of the phone deal to farmer. Farmer does not respond. Grain 



1985] Article 2 Merchant Rules 1177

Elevator Company then contracts to sell Farmer’s grain to a third party. At the 
time scheduled for delivery, the price of grain has skyrocketed, and not surpris
ingly, Farmer no longer likes the contract price. He sells his grain to someone 
else at the higher market price. Farmer’s breach forces Grain Elevator Company 
to cover at the current market price to meet its contractual obligations. It ulti
mately sues Farmer to recover its loss.

Farmer appears in court outfitted in bib overalls and cowboy boots that cast 
off a faint perfume of manure. Farmer inevitably makes two responses to Grain 
Elevator Company’s contract action: (1) “We never made a contract” and, (2) 
“Even if we did, I am a farmer, not a merchant, and therefore, the contract is 
unenforceable because I never signed anything.” Grain Elevator Company al
ways responds that Farmer is a merchant and the statute is therefore satisfied 
because Farmer never responded to its confirmation letter. As Article 2 is pres
ently understood, the result of the litigation turns on the issue of the farmer’s 
status.

In treating this question, some courts have concluded that the terms “farmer” 
and “merchant” are mutually exclusive: farmers are “tillers of the soil,” while 
merchants are “traders in goods.”233 The evidence indicates Llewellyn did not 
consider most farmers to be merchants for purposes of the statute of frauds. In a 
comment to an early draft, Llewellyn discussed the apple farmer who marketed 
three to six hundred bushels a year.234 Although such a farmer would give the 
implied warranty of merchantability (because he would qualify as a “goods” 
merchant), he would not be subject to section 2-207’s rule that additional minor 
terms stated in a confirmation became part of the parties’ contract235 (a “prac
tices” merchant provision),236 because invocation of section 2-207(2)

233. See Cook Grains, Inc. v. Fallis, 239 Ark. 962, 964, 395 S.W.2d 555, 556, 2 U.C.C. Rep. Serv. 
(Callaghan) 1141, 1143 (1965) (farmer defined as one devoted to tillage of soil); Lish v. Compton, 547 
P.2d 223, 226, 18 U.C.C. Rep. Serv. (Callaghan) 1174, 1178 (Utah 1976) (“merchant” definition not 
applicable to anyone who sells crops annually).

234. Rev. Sales Act, supra note 25, § 7 comment.
235. Section 20 of the Revised Sales Act provided:

Where either a definite and seasonable expression of acceptance of a written confirmation 
which is sent within a reasonable time states terms additional to those offered or agreed upon

a. the additional terms are to be construed as proposals for modification; and
b. between merchants the additional terms become part of the contract if they do not alter the 

essential terms and are not objected to within a reasonable time.
Rev. Sales Act, supra note 25, § 20.

236. U.C.C. § 2-104 comment 2.
737 The comment went on to note that a large-scale farmer “using standard business marketing meth

ods would be a merchant because he was “with respect to all aspects of the transaction concerned a 
person in trade.” Id.

depends upon the established practice of regular merchants to attend 
and reply promptly to correspondence. No such practice exists among 
small farmers ... his occupation does not hold him out as familiar 
with any practice “of the kind involved” or as having the general 
knowledge or skill in that aspect of a person in trade.237

In defending the inapplicability of the statute of frauds to transactions under 
five hundred dollars, Llewellyn discussed farmers and merchants separately, not
ing that 
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in regard to such transactions, a merchant is protected by his normal 
procedure of reducing transactions to written sales slip or confirma
tion; a farmer is protected by his standing in the community.238

In some of his articles, Llewellyn distinguished the horse and haystack from 
“wares-in-commerce,”239 arguing the commercial sales rules that had evolved 
from horse and haystack deals were unsuited for the new world of modern com
merce.240 One may surmise that Llewellyn intended to leave farmers with their 
haystack law and to give businessmen new “wares-in-commerce” law.241 This 
theory would explain why Llewellyn repeatedly distinguished merchants from 
farmers and housewives in his testimony before the New York Law Revision 
hearings.242

Although Llewellyn probably would have agreed that a farmer is not an Arti
cle 2 “practices” merchant, he would have been upset with the consequences 
that flow from this conclusion. Courts that have held the farmer not to be a 
merchant have applied section 2-201(1) (the nonmerchant rule) and refused to 
enforce the contract. Llewellyn would have wanted the courts to apply section 
2-201(2)’s confirmation letter exception despite the farmer’s nonmerchant status, 
because the purpose and policies behind the merchant exception would justify 
such application. Llewellyn designed section 2-201(2) to accommodate oral deals 
that the decent businessman confirmed promptly in accordance with sound busi
ness practice. He intended section 2-201(2) to serve as a bulwark against one 
party’s indecent speculation at the expense of the other. Here, Farmer’s ques
tionable conduct as contrasted with Grain Elevator Company’s sound and good 
business practice of sending out a confirmation letter would justify the applica
tion of section 2-201(2). No harm could come to the merchant rule by invoking 
it in that situation and its application would produce a just and satisfactory 
result.

Other courts, confronted with the farmer situation, have concluded the farmer 
is a merchant;243 one court emphasized that the statutory definition, rather than

238. Id. comment 14.
239. Llewellyn, supra note 141, at 743-44; Llewellyn, supra note 147, at 903-04.
240. Llewellyn, supra note 147, at 904 (“The time is overdue to make one more attempt to unhorse the 

law of wares ... so that we see . . . the very different types of situation [sic] with very different types of 
need.”).

241. “I hope, too, my none too flattering use of such terms as haystack and farmer when I am dealing 
with a need for merchants’ law in merchant-to-merchant trading may not mislead into a conception that I 
lack interest in farmers’ law for farmers." Id. at 903 (emphasis in original).

242. N.Y. Law Revision Report 1954, supra note 4, at 108, 125. Llewellyn’s distinction between 
farmers and merchants may have come from his assumption that legal concepts, having evolved in 
preindustrial society, often were unsuited to businessmen in an industrial society. Llewellyn, supra note 
147, at 886. In discussing judicial recognition of trade usage and warranty, he remarked that the courts 
“are creating merchants’ law for merchants, where farmers’ law has ceased visibly to cover merchants’ 
needs.” Id. At another point, he stated:

Once any judge, writer or lawyer gets thoroughly into the orbit of ‘law of trade among traders’ 
... the whole stock of implicit orientations to solution which are the life of active work with 
law—these all proceed to derive overwhelmingly from trade, from trade seen and felt as trade, as 
trade for a living, as trade quite dissociated from houses, farms or haystacks.

Id. at 874 (emphasis in original).
243. Continental Grain Co. v. Brown, 19 U.C.C. Rep. Serv. (Callaghan) 52 (W.D. Wis. 1976); Camp

bell v. Yokel, 20 Ill. App. 3d 702, 313 N.E.2d 628, 15 U.C.C. Rep. Serv. (Callaghan) 15 (1974); Sebasty v. 
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common sense, controlled.* 244 Although these courts have interpreted the 
merchant definition to include those whom Llewellyn probably did not intend to 
include, their “misconstruction” enabled them to achieve the result Llewellyn 
would have wanted, through application of the merchant rule. In short, had 1- 
102(3) been enacted, courts could have dismissed many “Who is a merchant?” 
questions with a glib “Who cares?” If the policy fits, the merchant rule should 
govern. Given the merchant rules’ inherent reasonableness, the policy would fit 
more often than not.

Perschke, 404 N.E.2d 1200, 29 U.C.C. Rep. Serv. (Callaghan) 39 (Ind. Ct. App. 1980); Currituck Grain 
Inc. v. Powell, 38 N.C. App. 7, 246 S.E.2d 853, 24 U.C.C. Rep. Serv. (Callaghan) 1099 (1978).

244. Continental Grain Co. v. Brown, 23 U.C.C. Rep. Serv. (Callaghan) 872, 874 (W.D. Wis. 1978). 
See also Kimball County Grain Cooperative v. Yung, 200 Neb. 233, 242, 263 N.W.2d 818, 822, 23 U.C.C. 
Rep. Serv. (Callaghan) 875, 882 (1978) (Brodkey, J., concurring) (farmer is agribusinessman and should 
be considered merchant under language of U.C.C.)

245. Only two merchant rules have a commercial or marketplace rationale: § 2-403(2), the entrusting 
provision, and § 2-402(2), dealing with a seller’s retention of sold goods. Both of these provisions protect 
buyers who buy from merchants, i.e., those who buy in the marketplace. Thus both rules try to protect 
normal commercial activity in the marketplace. The warranty rules (U.C.C. §§ 2-312(3) and 2-314(1)) try 
to place commercial loss on those who can best absorb and spread it. Other merchant rules, such as the 
firm offer rule, the confirmation letter exception, and the risk of loss rule, merely articulate reasonable 
approaches to legal issues.

246. Gilmore attributed the nature of the enacted merchant rules to the political concessions made 
during the Code adoption process:

On the whole and in the long run the conservatives or traditionalists had their way. Llewel
lyn’s proposals for a radical restructuring of the law—as, for example, in distinguishing between 
the standards applicable to “merchants” and those applicable to nonmerchants— survived the 
early drafts only in an attenuated, watered down, almost meaningless form.

G. Gilmore, supra note 7, at 85.
247. Why does a nonmerchant’s firm offer require consideration to be irrevocable? Why must a buyer 

bear the risk of loss for goods tendered, but not delivered by a nonmerchant seller? Both situations are 
nonsense. The inherent, universal rationality of the merchant rules has prompted some commentators to 
urge an expansive reading of the merchant definition. See Dolan, supra note 13, at 2; Corbin, supra note 
40, at 828.

248. Opening one’s mail and responding to inaccuracies or alterations are the core “business” duties of 
§§ 2-201(2) and 2-207(2). In discussing the business practices involved in the “practices” merchant provi
sions, comment 2 to § 2-104 states: “For purposes of these sections, almost every person in business 
would, therefore, be deemed to be a ‘merchant’ under the language ‘who ... by his occupation holds 
himself out as having knowledge or skill peculiar to the practices involved in the transaction’” because the 

The loss of section 1-102(3) and a basic misunderstanding about the underly
ing purpose of the Article 2 merchant rules have created a flaw in Article 2’s 
bifurcated system. Courts assume the existence of an Article 2 barrier, which 
precludes application of the merchant rules to situations involving only one 
merchant or only nonmerchants. Courts either respect the barrier, often reach
ing poor results, or surmount it by various means to reach the proper results. 
Those who are unquestionably nonmerchants suffer most. They can never find 
refuge in the Article 2 merchant rules. This situation is especially ridiculous 
because there does not appear to be anything intrinsically commercial about 
most of the Article 2 merchant rules.245 The merchant rules for firm offers, the 
statute of frauds, risk of loss, and so on, are edicts issuing forth from the temple 
of reason, not the marketplace. The merchant rules embody good sense, not just 
good commercial sense.246

Compared with the nonmerchant rules, the merchant rules seem enlight
ened.247 The merchant rules impose only the mildest, most modest of responsi
bilities, such as the duty to open one’s mail and respond to it promptly.248 The 
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merchant’s failure to abide by these duties often results in equally innocuous 
consequences. For example, the businessman who fails to reply to a confirma
tion letter simply loses his statute of frauds defense against contract enforce
ment.249 The businessman who fails to read or respond to the offeree’s letter of 
acceptance is bound by minor additional contract terms contained in the accept
ance.250 These are rules which, in most instances, could apply to the common 
man with little fear of judicial distortion or doctrinal confusion. In fact, it may 
be said that what’s good for businessmen in Article 2 is good for the rest of us.

duties imposed by the “practices” provisions are nonspecialized business practices. Id. Thus, every busi
nessman, whether widget jobber or jelly bean trader, opens or should open his mail. Every businessman 
responds or should respond to his mail. These are the business practices that the Article 2 “practices” 
merchant provisions require, and they apply to all businessmen. Comment 2 notes that the four “prac
tices" merchant provisions “rest on normal business practices which are or ought to be typical of and 
familiar to any person in business.” Id. Thus the “practices” merchant provisions simply state special 
rules for businessmen, a businesmen’s code of operation.

249. Comment 3 to the statute of frauds section emphasizes that failure to respond merely eliminates 
the defense of the statute of frauds. U.C.C. § 2-201 comment 3. The burden of establishing an oral 
agreement is unaffected. Id. Some courts have confused §§ 2-201(2) and 2-207(2), holding that a failure 
to respond to a confirmation memo renders additional terms in it binding. See, e.g., Trafalgar Square, 
Ltd. v. Reeves Bros., 35 A.D.2d 194, 315 N.Y.S.2d 239, 8 U.C.C. Rep. Serv. (Callaghan) 343 (1970) 
(arbitration term is binding because party failed to object to it within 10 days after receipt); In re Phillips- 
Van Heusen Corp., 15 U.C.C. Rep. Serv. (Callaghan) 33 (N.Y. Sup. Ct. 1974) (same); In re Dalil Fash
ions, Inc., 12 U.C.C. Rep. Serv. (Callaghan) 478 (N.Y. Sup. Ct. 1973) (same). Professor Duesenberg 
criticized the lower courts of New York for this mistake. Duesenberg, General Provisions, Sales, Bulk 
Transfers and Documents of Title, 29 Bus. Law. 1243, 1249 (1974). He pointed out that § 2-201(2) 
imposes a duty to object only for purposes of preserving the statute of frauds defense: “It does not ordain 
that silence itself results in a binding obligation.” Id. The New York Court of Appeals held that the 
lower courts had erred on this issue. Marlene Indus. Corp. v. Camac Textiles, Inc., 408 N.Y.2d 410, 380 
N.E.2d 239, 24 U.C.C. Rep. Serv. (Callaghan) 257 (1978). One court explained that the judicial blurring 
of §§ 2-201(2) and 2-207(2) enunciated a sound policy of promoting arbitration of commercial disputes. 
Wolfkill Feed & Fertilizer Corp., 16 U.C.C. Rep. Serv. (Callaghan) 1188, 1192 (N.Y. Sup. Ct. 1975). If 
the receiving merchant had reason to expect that an arbitration provision would be included in the confir
mation of an oral agreement, the court felt that provision should be binding; proof of expectation might be 
established from prior sales between the parties or from trade practices. Id.

250. Between merchants, additional terms contained in an acceptance or confirmation letter become 
binding terms “unless: (a) the offer expressly limits acceptance to the terms of the offer; (b) they materially 
alter it; or (c) notification of objection to them has already been given within a reasonable time after notice 
of them is received.” U.C.C. § 2-207(2). In discussing § 2-207(2), Llewellyn noted that the provision

deals with the now hoplessly confused situation . . . when deals are made by phone or by short
hand message and “confirmations” are sent on forms which reach beyond the dickered terms 
.... The “orthodox” law of offer, counter-offer, and the like gives no satisfactory answer to 
this problem. . . . In a word, the existing law is confused and uncertain. Some improvement is 
to be hoped from the provision of sec. 2-207(2) which allows minor additional terms to enter 
into the contract without that express consent which (more frequently than not) never occurs. 
What terms will be construed as “materially” altering the contract is indeed a question for the 
courts’ determination, but at least the Code focuses the question. Today the question is not 
focused and ... no man knows where he is at.

N.Y. Law Revision Report 1954, supra note 4, at 119-20.
251. Llewellyn, supra note 136, at 784.

IV. Epilogue

Llewellyn once remarked that he was “ashamed of [the Code] in some ways; 
there are so many pieces that I could make a little better; there are so many 
beautiful ideas I tried to get in that would have been good for the law, but I was 
voted down.”251 Undoubtedly, one source of shame must have been the defeat of 
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section 1-102(3).252 Llewellyn had to sacrifice nonmerchants to protect his Arti
cle 2 law for businessmen. We might remedy the nonmerchant plight by amend
ing the Code to “reinstate” section 1-102(3). This would certainly go far toward 
defusing the merchant controversy under section 2-201. It would also encourage 
courts to extend other innocuous merchant rules to nonmerchants, vastly im
proving Article 2’s provisions governing transactions between nonmerchants and 
those involving only one merchant. Without such an amendment, courts should 
rely on section l-102(l)’s command to construe and apply the Code liberally in 
order to promote its underlying purposes and policies,253 and should ignore a 
provision’s merchant limitation.

252. The debate over § 1-102(3) involved more than a scuffle about a single provision. It assumed the 
dimensions of a primordial battle regarding fundamental approach. The drafters maintained that the 
provision “favored a principle of statutory construction that looked to the reason, purpose and substance 
of a statute rather than its form.” Malcolm, supra note 8, at 181. They argued “it had the effect of 
narrowing the range of judicial results on particular questions as compared to the converse principle of 
close adherence to the specific statutory language used.” Id. Opponents believed that the provision gave 
the courts too free a hand in statutory construction and led to uncertainty and indefiniteness. Id. “If the 
basic concept of looking to substance rather than form was sound and the stronger courts were now doing 
this, the opponents added, “they would continue to do so without anything being said about it in a 
statute. Id. at 181-82. As could be predicted, some courts have and some have not. See supra notes 233, 
242 to 244 and accompanying text (discussing cases).

253. U.C.C. § 1-102(1) provides: “This Act shall be liberally construed and applied to promote its 
underlying purposes and policies. A fundamental underlying purpose and policy of the Code is rational
ity. The present state of the law with respect to the firm offers of nonmerchants is irrational as is the law 
regarding risk of loss with respect to nonmerchant sellers.

254. U.C.C. § 2-104 comment 1 (emphasis added).
255. Merchant rules imposing business duties include all the “practices” merchant provisions and the 

third category of “either goods or practices” merchant provisions.
256. N.Y. Law Revision Report 1954, supra note 4, at 117-18

In fact, even though Section 1-102(3) met an untimely and unfortunate death, 
its spirit has lingered on. Comment 1 to the merchant definition provides: “This 
Article assumes that transactions between professionals in a given field require 
special and clear rules which may not apply to a casual or inexperienced seller or 
buyer.”254 The comment’s statement that the merchant rules may not apply to 
nonmerchants suggests with equal force that they can. This should persuade 
courts to apply the merchant rules to those nonmerchant situations that cry out 
for the reasonable and fair results that invocation of the merchant rule would 
produce.

This article has argued that the Article 2 merchant rules do not codify trade 
customs and usages. They codify Llewellyn’s law of merchants’ peculiar obliga
tions. They articulate what Llewellyn believed to be sound, rational commercial 
rules. They do not reflect actual business conduct but rather adopt Llewellyn’s 
ideal business conduct. At one level, this suggests a new judicial approach to the 
merchant rules. With respect to businessmen, courts seeking to uphold the legis
lative intent behind the merchant rules should strictly construe and enforce the 
merchant rules that impose business duties.255 For instance, Llewellyn wanted 
the merchant exception to the statute of frauds to promote the sound business 
practice of sending out a confirmation letter.256 Business professionals who fail 
to follow this sound business practice should not be allowed to enforce their oral 
agreements. That is the price they must pay for unacceptable business behavior. 
Courts should not liberally construe section 2-201 as an attempt simply to re
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quire some corroboration of the existence of a contract.257 A confirmation letter 
sent by the seller to the buyer ten weeks after conclusion of an oral contract 
should not satisfy the business behavior norm posited by section 2-201(2).258 
Neither should courts limit section 2-201(2)’s defense of the statute of frauds to 
those cases where fraud is suspected.259 That kind of approach to the statute of 
frauds would undercut Llewellyn’s objective of clear and certain application. So 
too, courts should not resort to estoppel theories to overcome the Article 2 stat
ute of frauds or firm offer rule.260 Such judicial activity undermines the rule’s 
predictability and certainty, which, in turn, diminishes its effectiveness both as a 
prod to acceptable, reasonable, decent business behavior and as a meaningful 
guide to businessmen.

Of course, hard-nosed enforcement of the commercial rules presupposes faith 
in the wisdom of those rules and the policies they seek to effect. As statements of 
commercial policy rather than commercial reality, the merchant rules lose their 
immunity from critical evaluation.261 We are free to assess them, to question 
both their underlying objectives and the means they have adopted to achieve 
those goals. Some scholars have frothed and foamed at the very idea of a statute 
of frauds.262 Other legal systems do not insist on written formalities for contract

257. See, e.g., Warder & Lee Elevator, Inc. v. Britten, 274 N.W.2d 339, 25 U.C.C. Rep. Serv. (Calla
ghan) 963 (Iowa 1979) (Section 2-201 does not purport to eliminate legal and equitable principles tradi
tionally available in contract actions; promissory estoppel can defeat defense of statute of frauds); 
Jamestown Terminal Elevator, Inc. v. Heib, 246 N.W.2d 736, 20 U.C.C. Rep. Serv. (Callaghan) 617 
(N.D. 1976) (same); Farmers Elevator Co. v. Lyle, 90 S.D. 86, 238 N.W.2d 290, 18 U.C.C. Rep. Serv. 
(Callaghan) 1143 (1976) (same).

258. See Azevedo v. Minister, 86 Nev. 576, 471 P.2d 661, 7 U.C.C. Rep. Serv. (Callaghan) 1281 (1970) 
(10 weeks not unreasonable as a matter of law). The court in this case found an enforceable contract. Id. 
at 666.

259. See Jamestown Terminal Elevator, Inc. v. Heib, 246 N.W.2d 736, 739, 20 U.C.C. Rep. Serv. 
(Callaghan) 617, 620 (N.D. 1976) (substantial evidence supports jury finding of contract, including testi
mony by the plaintiff’s employees of conversation plaintiff had with defendant, plaintiff’s notation of trans
action in business records, plaintiff’s resale of wheat of like amount, and testimony of retired farmer that 
defendant said he had sold wheat to plaintiff); Harry Rubin & Sons, Inc. v. Consolidated Pipe Co., 396 Pa. 
506, 512, 153 A.2d 472, 476, 1 U.C.C. Rep. Serv. (Callaghan) 40, 44 (1959) (writing need only provide 
basis for believing oral evidence regarding the existence of contract).

260. See Warder & Lee Elevator, Inc. v. Britten, 274 N.W.2d 339, 342, 25 U.C.C. Rep. Serv. (Calla
ghan) 963, 966 (Iowa 1979) (provisions of § 2-201 do not displace doctrine of promissory estoppel); Deca
tur Coop. Ass’n v. Urban, 219 Kan. 171, 179-80, 547 P.2d 323, 330, 18 U.C.C. Rep. Serv. (Callaghan) 
1160, 1170 (1976) (court invokes promissory estoppel to bar defendant farmer’s plea of statute of frauds). 
But see C.R. Federick, Inc. v. Borg-Warner Corp., 552 F.2d 852, 857, 21 U.C.C. Rep. Serv. (Callaghan) 
26, 31 (9th Cir. 1977) (application of promissory estoppel would nullify §§ 2-201(1) and (2)); Sacred 
Heart Farmers Coop. Elevator v. Johnson, 305 Minn. 324, 327, 232 N.W.2d 921, 923, 17 U.C.C. Rep. 
Serv. (Callaghan) 901, 904 (1975) (buyer’s resale in reliance cannot take contract out of statute of frauds 
because to do so would render statute of frauds meaningless, since grain elevators typically purchase grain 
solely for resale); Farmers Coop. Elevator Ass’n v. Cole, 239 N.W.2d 808, 814, 18 U.C.C. Rep. Serv. 
(Callaghan) 1151, 1159 (N.D. 1976) (exceptions to statute of frauds cannot be enlarged by trade usage, 
such as consistent failure of grain dealers to use written agreements when dealing with farmers).

261. Those in the academic ivory tower would think twice about evaluating or criticizing rules that 
businessmen have evolved to structure and facilitate commerce. But as statements of policy, the merchant 
rules are legitimate objects for scholarly réévaluation. Professor Twining noted some criticism “of Llewel
lyn’s . . . ‘unscientific,’ ‘impressionistic,’ or ‘anecdotal’ approach.” W. Twining, supra note 1, at 319. 
At least some believed that the Code rules should be based on empirical evidence of what businessmen did 
and needed. Id. at 314-21.

262. Professor Rabel strenuously objected to the existence of a statute of frauds in Article 2: “The 
most striking example of ultra-conservatism in the Draft is the insertion and reinvigoration of the Statute 
of Frauds. . . . Compulsory writing for the enforceability of transactions is a thoroughly antiquated legis
lative trick, which has so often misfired that the old law has been called the Statute for Frauds and ‘the 
refuge of a welcher.’” Rabel, supra note 4, at 433. Rabel viewed the statute as “patriarchal protection of 



1985] Article 2 Merchant Rules 1183

enforcement.* 263 Some courts, uncomfortable with the statute of frauds as an 
instrument of social justice, have maneuvered around or within the statute to 
achieve their desired result.264 Moreover, other legal systems do not require for
malities with respect to irrevocable offers or contract modification.265 In short, 
now that we know what Llewellyn was doing, we may decide we do not approve.

ignorant parties.” Id. He noted that no civil law country had such a statute, “not even the small farmers of 
Poland and Italy have been considered to need this guard. . . . Do we rate American businessmen as less 
intelligent, more naive? Considering all the well-known arguments, historical and practical, the draftsmen 
owe us some justification for their stand.” Id. See also Bruckel, The Weed and the Web: Section 2-20l*s 
Corruption of the U.C.C.’s Substantive Provisions—the Quantity Problem, 1983 U. III. L.R. 811 (1983) 
(criticizing rigidity of statute of frauds); Burdick, A Statute For Promoting Fraud, 16 Colum. L. Rev. 273 
(1916) (questioning the need for statute of frauds); Corbin, supra note 40, at 829-34; and Willis, The 
Statute of Frauds—A Legal Anachronism, 3 Ind. L.J. 528 (1928) (same).

263. German law requires written formalities only in certain limited situations, such as a promise to 
guarantee a debt. I. Forrester, S. Goren & H. Ilgen, The German Civil Code § 780, at 127 (1975) 
[hereinafter cited as German Civil Code]. The German Commercial Code dispenses with this formal
ity in commercial transactions. German Commercial Code, supra note 4, § 350, at 58. Llewellyn 
himself acknowledged that a legal system could survive without a statute of frauds. N.Y. Law Revision 
Report 1954, supra note 4, at 109. The English have abolished their statute of frauds. Law Reform 
(Enforcement of Contracts) Act of 1954, 2 & 3 Eliz. 2, ch. 34. The Ontario Law Reform Commission 
recommended abolition of a statute of frauds requirement for sales contracts in general. Ontario Law 
Reform Commission, supra note 127, at 94.

264. See Azevedo v. Minister, 86 Nev. 576, 583, 471 P.2d 661, 665, 7 U.C.C. Rep. Serv. (Callaghan) 
1281, 1287 (1970) (language of memoranda demonstrates preexisting agreement, not in futuro arrange
ment); Farmers Elevator Co. v. Lyle, 90 S.D. 86, 93-94, 238 N.W.2d 290, 294, 18 U.C.C. Rep. Serv. 
(Callaghan) 1143, 1149 (1976) (doctrine of equitable estoppel should be applied to prevent party from 
asserting statute of frauds defense).

265. German law, for instance, presumes an offer is irrevocable unless the offeror expressly indicates 
otherwise. German Civil Code, supra note 263, § 145, at 22 (“[wjhoever offers to another to enter a 
contract is bound by the offer, unless he has excluded being so bound”). The Ontario Law Reform Com
mission noted that “the English Law Commission’s Working Paper on Firm Offers had concluded that a 
writing should not be a condition of enforceability.” Ontario Law Reform Commission, supra note 
127, at 94. A majority of the Ontario Commission agreed with the English conclusion. Id.

266. See supra notes 177 to 183 and accompanying text (discussing Llewellyn’s concern for protecting 
integrity and reliability of commercial law).

267. Kessler, Contracts of Adhesion — Some Thoughts about Freedom of Contract, 43 Colum. L. Rev 
629, 633 (1943).

At a higher level of abstraction, we need to reexamine Llewellyn’s ideological 
presupposition that American sales law needs to discriminate in its rules on the 
basis of who is a “merchant” and who is not.266 Llewellyn was certainly not 
alone in his rejection of monolithic legal doctrine. For example, Professor Kess
ler rejected a unitary approach to the law of contracts for reasons theoretically 
akin to those that motivated Llewellyn in his drafting of the merchant rules:

[T]he term ‘contract of adhesion’. . . has not even found general rec
ognition in our legal vocabulary. This will not do any harm if we re
main fully aware that the use of the word ‘contract’ does not commit 
us to an indiscriminate extension of the ordinary contract rules to all 
contracts. . . . [C]ourts have made great efforts to protect the weaker 
contracting party and still keep ‘the elementary rules’ of the law of 
contracts intact. As a result, our common law of standardized con
tracts is highly contradictory and confusing, and the potentialities in
herent in the common law system for coping with contracts of 
adhesion have not been fully developed. . . . Society had thus to pay a 
high price in terms of uncertainty for the luxury of an apparent homo
geneity in the law of contracts.267
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Other scholars as well have noted the doctrinal confusion and poor results that 
flow from a unitary approach to situations involving different issues and policy 
concerns.268 The recent proliferation of consumer protection legislation suggests 
the perceived need to create different rules for different classes of people.269

268. See, e.g., Childres & Garamella, The Law of Restitution and The Reliance Interest in Contract, 64 
Nw. U.L. Rev. 433 (1969) (discussing conflict between contract and restitution doctrines); MacNeil, 
Time of Acceptance: Too Many Problems for a Single Rule, 112 U. Pa. L. Rev. 947 (1964) (discussing 
problems relating to acceptance of offers); Sullivan, Punitive Damages in the Law of Contract: The Reality 
and the Illusion of Legal Change, 61 Minn. L. Rev. 207 (1977) (arguing that increase in number of 
contract cases in which punitive damages are awarded suggests convergence of tort and contract law).

269. Truth-in-Lending Act, 15 U.S.C. § 1601 (1983); Magnuson-Moss Warranty Act, 15 U.S.C. § 2301 
(1983), Fair Credit Reporting Act, N.Y. Gen Bus. Law § 380 (McKinney 1984).

270. Courts have been especially limber in extricating consumers from disclaimer clauses. See, e.g., 
Collins v. Uniroyal, Inc., 64 N.J. 260, 263, 315 A.2d 16, 18 (1974) (attempt to limit liability for breach of 
express warranty unconscionable); Henningsen v. Bloomfield Motors, Inc., 32 N.J. 358, 408, 161 A.2d 69, 
97 (1960) (sales clause limiting dealer’s liability and excluding implied warranties violates public policy 
and is void); Zabriskie Chevrolet, Inc. v. Smith, 99 N.J. Super. 441, 447, 240 A.2d 195, 198-99, 5 U.C.C. 
Rep. Serv. (Callaghan) 30, 34 (Law. Div. 1968) (disclaimer not brought to buyer’s attention and not 
conspicuous was ineffective). For a good discussion of the ingenious means courts have employed to 
overcome disclaimer clauses with respect to consumers, see Sullivan, Innovation in the Law of Warranty: 
The Burden of Reform, 32 Hastings L.J. 341, 377-89 (1980).

271. Childres and Garamella talked about the Code’s anticonsumer and promerchant bias. Childres & 
Garamella, supra note 268, at 442. See also Carroll, supra note 136, at 142-43 (separate treatment of 
consumers as a class rejected in battle between academic and business interests).

272. Gilmore, supra note 25, at 605-06.
273. Id. at 629.
274. Id.
275. Id.

In the abstract, then, Llewellyn’s Article 2 principle of discrimination seems 
sound, but his actual discrimination along merchant/nonmerchant lines is at 
least open to question. Today, the relevant principle of discrimination may be 
consumer/nonconsumer,270 a distinction to which Article 2 has not shown an 
abundance of sensitivity, as several have pointed out.271

In his last article, entitled “The Good Faith Purchase Idea and the Uniform 
Commercial Code: Confessions of a Repentant Draftsman,”272 Gilmore ob
served that the Code, dating from the 1940s, already qualified for senior citizen 
status.273 He concluded the piece:

Let us treat it [the Code] with respect—even with a nostalgic affec
tion—but there is no need, and with each passing year there will be less 
need, for us to be overbome by its quaint, old-fashioned ways. There 
may yet be a way out of the nineteenth century.274

Article 2’s merchant/nonmerchant approach may be a quaint, old-fashioned 
principle of discrimination that has little, if any, relevance to modern sales needs 
and problems.

In his article, Gilmore said that he did not want to appear to be “using Karl 
Llewellyn as a whipping boy. ... I have now, as I had then, the highest admi
ration for Llewellyn. He was a man of extraordinary intelligence and of remark
able insights. He was always willing—indeed eager—to rethink his own earlier 
formulations.”275 Llewellyn, of course, cannot rethink the advisability of his 
Article 2 merchant/nonmerchant approach, but we can and should.



NOTE

The Intersession Pocket Veto and the 
Executive-Legislative Balance of Powers

The Constitution provides two procedures for presidential veto after legisla
tion approved by both Houses of Congress has been presented to the President 
for his consideration.1 The first, and more common, procedure requires that the 
President return the vetoed bill to Congress with an explanation of his objections 
and gives Congress the opportunity to override the veto by a two-thirds vote of 
both Houses.2 The Constitution also creates the so-called “pocket veto”:

1. U.S. Const, art. I, § 7, cl. 2.
2. If he approve [such legislation] he shall sign it, but if not he shall return it, with his Objections 

to that House in which it shall have originated, who shall enter the Objections at large on their 
Journal, and proceed to reconsider it. If after such Reconsideration two thirds of that House 
shall agree to pass the Bill, it shall be sent, together with the Objections, to the other House, by 
which it shall likewise be reconsidered, and if approved by two thirds of that House, it shall 
become a Law.

Id.
3. Id. Of the 2360 vetoes made between 1789 and 1976, 1367 were “regular” vetoes and 993 were 

“pocket” vetoes. J.S. Kimmitt, Presidential Vetoes, 1789-1976 ix, table 1 (1978). James Madison 
made the first pocket veto, but the first President to use the pocket veto with any frequency was Andrew 
Jackson, who “pocket vetoed” seven bills during his two terms. Id. Ulysses S. Grant pocket-vetoed 48 
bills, Grover Cleveland 238, and Franklin Roosevelt 263. Id. Perhaps the most dramatic historical use of 
the pocket veto was Abraham Lincoln’s rejection of the Wade-Davis Reconstruction bill in 1864. Wash. 
Post, Aug. 30, 1984, at A16, col. 1, col. 3.

4. See Kennedy v. Sampson, 511 F.2d 430, 438 n.21 (D.C. Cir. 1974) (pocket veto always prevents 
congressional attempt to override).

Another objection to the pocket veto power is that it allows the President to veto legislation without 
stating his reasons for doing so. See The Pocket Veto Case, 279 U.S. 655, 667 (1929) (summary of argu
ments of Hatton W. Sumners, amicus curiae, on behalf of the House Judiciary Committee) (pocket veto 
allows a President to kill bill silently while hiding reasons and motives from Congress and public).

5. Senator Charles Mathias has described the construction of the scope of the pocket veto provision as 
involving the question whether the executive branch, through the vehicle of the pocket veto, has usurped 
the powers of the legislative branch, or perhaps even more boldly whether the President, by use of the 
pocket veto, has circumvented the orderly legislative process . . . .” Hearings on the Constitutionality of

If any Bill shall not be returned by the President within ten Days 
(Sunday excepted) after it shall have been presented to him, the Same 
shall be a Law, in like Manner as if he had signed it, unless the Con
gress by their Adjournment prevent its Return, in which Case it shall 
not be a Law.3

The Constitution thus provides two alternative fates for legislation not signed 
by the President or subjected to a “regular” veto. If congressional “adjourn
ment” during the President’s ten-day consideration period is not found to pre
vent the President’s return of the legislation, then that legislation becomes a 
validly enacted law. If the adjournment does prevent the return of legislation, 
then that legislation is “pocket-vetoed” and there is no opportunity for congres
sional override.4

Consequently, the scope of the pocket veto power has been a recurring source 
of contention between the executive and legislative branches.5 Supporters of

1185
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broad congressional power have argued that the pocket veto clause should be 
strictly construed to apply only to “final” adjournments of Congress.6 Support
ers of a strong executive branch, on the other hand, contend that the clause 
should be liberally construed to extend the pocket veto power to “intrasession” 
and “intersession” adjournments of Congress, as well as to final adjournments.7 
Determining the scope of the pocket veto power thus has significant ramifica
tions for the balance of powers between the executive and legislative branches.

the President’s “Pocket Veto” Power Before the Subcomm, on Separation of Powers of the Senate Comm, on 
the Judiciary, 92d Cong., 1st Sess. 9 (1971). See also infra notes 73 to 75 and accompanying text (discuss
ing executive construction of pocket veto provision) and notes 76 to 81 and accompanying text (discussing 
congressional reactions to exercise of pocket veto power).

Despite the friction between the executive and legislative branches over the pocket veto power, modem 
legal commentators have paid comparatively little attention to the pocket veto power. One student com
mentator, writing during a period when several uses of the intrasession pocket veto by President Nixon 
angered Congress, noted that “legal commentators have largely failed to recognize the pocket veto as 
being among the means through which legislative powers have been usurped by the executive.” Note, The 
Veto of S. 3418: More Congressional Power in the President’s Pocket?, 22 Cath. U.L. Rev. 385, 386-87 
(1973).

6. See The Pocket Veto Case, 279 U.S. 655, 668 (1929) (summary of argument of amicus curiae for 
House of Representatives) (no “inherent necessity” for bills to die by pocket veto except in cases of final 
adjournment of Congress); Barnes v. Carmen, 582 F. Supp. 163, 166 (D.D.C.) (noting plaintiffs’ argument 
that pocket veto “obsolete during all but final adjournments”), rev’d sub nom. Barnes v. Kline, 743 F.2d 
45 (D.C. Cir. 1984).

Each Congress has a duration of two years. This duration is derived from constitutional provisions 
requiring that the entire membership of the House of Representatives and one-third of the Senate shall be 
elected every two years. U.S. Const, art. I, § 2, cl. 1; id. § 3, cl. 2. “Final” adjournments thus occur at 
the end of the two-year term of each separate Congress, “when Congress, as such, no longer exists.” 
Barnes v. Carmen, 582 F. Supp. at 166.

7. See The Pocket Veto Case, 279 U.S. at 663 (summary of argument for the United States) (pocket 
veto power not limited to final adjournments).

Each term of Congress is divided into at least two sessions. “Intersession adjournment” refers to the 
adjournment of Congress between the sessions. Barnes v. Carmen, 582 F. Supp. at 164-65. Between 
sessions, all pending business of Congress, except for Senatorial confirmations, remains pending, and the 
organization of the two Houses of Congress is unchanged. Id. “Intrasession adjournments” occur within 
one of the sessions of a Congress. Id. at 166 n.7. Such adjournments can vary in duration from overnight 
adjournments to longer breaks for holidays or campaigning. Id. As with intersession adjournments, dur
ing intrasession adjournments “the organization of the House and its appropriate officers continue to 
function without interruption, [and bills are] properly safeguarded for a very limited time . . . .” Wright 
v. United States, 302 U.S. 583, 595 (1938).

8. American Enterprise Institute for Public Policy Research, Review: 1984 Session of 
the Congress 3 (1985). President Reagan vetoed only 2 bills by way of the “regular” veto; the 15 
pocket vetoes were all cast after the “final” adjournment of Congress. Rothman, Reagan Comparatively 
Frugal in Exercise of His Veto Power, 42 Cong. Q. 2956, 2957 (1984). The pocket-vetoed bills included 
private relief bills, budget authorization bills, Indian land bills, and legislation creating an American Con
servation Corps to provide jobs for young people working on public lands. American Enterprise In
stitute for Public Policy Research, Review: 1984 Session of the Congress 3 (1985).

9. Barnes v. Kline, 743 F.2d 45 (D.C. Cir. 1984). For a more detailed discussion of Barnes, see infra 
notes 69 and 70 and accompanying text.

Recently the pocket veto power has come under increased political and judi
cial scrutiny. In 1984, President Reagan pocket-vetoed fifteen bills approved 
during the second session of the 98th Congress.8 That same year, the United 
States Court of Appeals for the District of Columbia Circuit held a 1983 inter
session pocket veto by President Reagan unconstitutional.9

This note will examine the constitutionality of the intersession “pocket veto” 
from two perspectives. First, the note will discuss and employ a “formal” con
stitutional analysis and will conclude that the President’s use of the intersession 
pocket veto is permissible. The note then will describe and apply a second analy
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sis that will examine the role of the intersession pocket veto in the modern “bal
ance of powers” between the executive and legislative branches. Under this 
pragmatic “balance of powers” analysis, the note will conclude that the interses
sion pocket veto should be held constitutional in order to preserve a proper 
alignment of the balance of powers between the respective branches.

I. Formal Analysis of the Constitutionality of the Intersession 
Pocket Veto

The Supreme Court has not settled on a single method of analyzing the consti
tutionality of executive and legislative actions that test the limits of powers con
ferred by the first and second articles of the Constitution. For example, in 
Youngstown Sheet & Tube Co. v. Sawyer,w perhaps the modern Supreme Court’s 
most famous executive-legislative “balance of powers” decision, the Court could 
not agree upon a single form of analysis in striking down President Truman’s 
seizure of a steel mill.11 In such recent cases as Buckley v. Valeo12 and INS v. 
Chadha,12 however, the Court has employed a “formal” analysis14 to examine 
the powers conferred by articles I and II in much the same way that many courts 
interpret statutes.15

10. 343 U.S. 579 (1952).
11. Justices Black and Douglas relied primarily on the text of the Constitution in finding President 

Truman’s action invalid. Black, writing for the Court, said, “It is clear that if the President had authority 
to issue the order he did, it must be found in some provision of the Constitution. And it is not claimed 
that express constitutional language grants this power to the President.” Id. at 587. Douglas noted that 
“[t]he language of the Constitution is not ambiguous” and does not allocate to the President the power to 
seize or condemn property. Id. at 630-32 (Douglas, J., concurring). Justice Frankfurter, on the other 
hand, argued in his concurrence that constitutional interpretation requires “a spacious view in applying an 
instrument of government ‘made for an undefined and expanding future.’” Id. at 596 (Frankfurter, J., 
concurring) (quoting Hurtado v. California, 110 U.S. 516, 530 (1884)). Justice Frankfurter went beyond 
the constitutional text and reviewed both legislative history and past executive practice in concluding that 
Truman exceeded his authority in issuing the seizure order. Id. at 602-14. Justice Jackson, in his famous 
concurrence, articulated a pragmatic three-stage mode of analysis of executive powers that examined 
whether the executive action at issue had been subject to congressional authorization, silence, or disap
proval. Id. at 635-38 (Jackson, J., concurring). In justifying his analysis, Justice Jackson noted:

The actual art of governing under our Constitution does not and cannot conform to judicial 
definitions of the power of any of its branches based on isolated clauses or even single Articles 
tom from context. While the Constitution diffuses power the better to secure liberty, it also 
contemplates that practice will integrate the dispersed powers into a workable government. It 
enjoins upon its branches separateness but interdependence, autonomy but reciprocity. Presiden
tial powers are not fixed but fluctuate, depending upon their disjunction or conjunction with 
those of Congress.

Id. at 635.
12. 424 U.S. 1 (1976) (per curiam). In the “Separation of Powers” section of Buckley, the Court con

sidered whether members of the newly established Federal Election Commission could exercise extensive 
enforcement and adjudicatory functions when the members were not appointed pursuant to art. II, § 2, cl. 
2 of the Constitution. Id. at 113, 118-41. The Court held that the vesting of such broad administrative 
powers in the members was unconstitutional because such powers could be exercised only by “Officers of 
the United States” appointed within the strictures of art. II, § 2, cl. 2. Id. at 140-41.

13. 462 U.S. 919 (1983).
14. See Breyer, The Legislative Veto After Chadha, 72 Geo. L.J. 785, 790 (1984) (Chadha decision 

formal”); Elliott, INS v. Chadha: The Administrative Constitution, the Constitution, and the Legislative
Veto, 1983 Sup. Ct. Rev. 125, 126 (Chadha opinion “formalistic”); Smolla, Bring Back the Legislative 
Veto: A Proposal for a Constitutional Amendment, 37 Ark. L. Rev. 509, 513 (1983) (Chadha analysis 
involved strict constructionist adherence to familiar constitutional tenets”); Spann, Spinning the Legisla
tive Veto, 'll Geo. L.J. 813, 814 (1984) (Chadha reasoning “literal and mechanical”).

15. Professor Elliott has argued that the Chadha Court’s analysis rested in part upon expressio unius est
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Under the formal analysis the Court has looked to the text of the relevant 
provision,* 16 the context of its language in light of related constitutional provi
sions,17 and any “legislative history”18 that may shed light on the intent of the 
Framers.19 Second, the Court has examined prior judicial interpretation of the 
provision.20 Finally, the Court has considered past practice, and congressional 
acquiescence in that practice, as relevant,21 although not determinative, 
factors.22

exclusio alterius. See Elliott, supra note 14, at 139. While that maxim “is occasionally still cited in cases 
today to buttress interpretations of contracts and certain types of statutes, it is quite a different matter 
juristically to rely on expressio unius to interpret the Constitution.” Id. See also United States v. Standard 
Oil Co., 384 U.S. 224, 225 (1966) (Court looks to text, common sense, precedent, and legislative history in 
construing § 13 of Rivers and Harbors Act); SEC v. Joiner Corp., 320 U.S. 344, 350-51 (1943) (courts 
construe details of act in conformity with dominant purpose, read text in light of context, and fairly 
interpret language in order to carry out legislative policy).

16. INS v. Chadha, 462 U.S. 919, 946, 103 S. Ct. 2764, 2781 (1983); Buckley v. Valeo, 424 U.S. 1, 118- 
19 (1976) (per curiam); see Goldwater v. Carter, 444 U.S. 996, 999 (Powell, J., concurring in judgment) 
(no constitutional provision explicitly grants President power to terminate treaties); Youngstown Sheet & 
Tube Co. v. Sawyer, 343 U.S. 579, 587 (1952) (no express constitutional provision grants President power 
to order seizure of private property without congressional authorization).

17. See INS v. Chadha, 462 U.S. at 955, 103 S. Ct. at 2786 (reviewing other constitutional provisions 
and noting that “when the Framers intended to authorize either House of Congress to act alone and 
outside of its prescribed bicameral legislative role, they narrowly and precisely defined the procedure for 
such action”); Buckley v. Valeo, 424 U.S. at 124 (relevant constitutional provision must be examined in 
context of cognate provisions of document).

18. See INS v. Chadha, 462 U.S. at 959, 103 S. Ct. at 2788 (records of Convention, contemporaneous 
writings and debates elucidate intent of Framers); Buckley v. Valeo, 424 U.S. at 129 (Convention debates 
and evolution of draft version of Constitution support interpretation).

19. It has been argued that attempting to discern the intent of the Framers is impossible, useless, or 
both. See Youngstown Sheet & Tube Co. v. Sawyer, 343 U.S. 579, 634 (1952) (Jackson, J., concurring) 
(“Just what our forefathers did envision, or would have envisioned had they foreseen modem conditions, 
must be divined from materials almost as enigmatic as the dreams Joseph was called upon to interpret for 
Pharaoh.”); Elliott, supra note 14, at 139-40 (“The Constitution was intended to set in motion a process of 
government that would adapt to changing conditions over generations, and consequently linguistic aids to 
ascertaining the intent of ‘the Draftsmen’ should carry relatively little weight in interpreting the Constitu
tion.”); Miller, An Inquiry into the Relevance of the Intentions of the Founding Fathers. With Special 
Emphasis Upon the Doctrine of Separation of Powers, 27 Ark. L. Rev. 583, 584 (1973) (intentions of 
Framers either unascertainable or irrelevant to resolution of modem constitutional problems). Arthur 
Miller suggests that the intention of the Framers is often invoked because, “If we pretend that the framers 
had a special sort of wisdom, then perhaps we do not have to think too hard about how to solve pressing 
social problems.” Miller, supra, at 595-96.

20. INS v Chadha, 462 U.S. at 948, 103 S. Ct. at 2782; Buckley v. Valeo, 424 U.S. at 125. See City of 
Akron v. Akron Center for Reproductive Health, 103 S. Ct. 2481 (1983), for a debate among the Justices 
on the propriety of stare decisis in constitutional cases.

21. See Youngstown Sheet & Tube Co. v. Sawyer, 343 U.S. 579, 610 (1952) (Frankfurter, J., concur
ring) (“Deeply embedded traditional ways of conducting government cannot supplant the Constitution 
. . . , but they give meaning to the words of a text or supply them”; “a systematic, unbroken, executive 
practice, long pursued to the knowledge of Congress and never before questioned .... may be treated as 
a gloss on ‘executive power’”); The Pocket Veto Case, 279 U.S. at 689-90 (“Long settled and established 
practice is a consideration of great weight in a proper interpretation of constitutional provisions”; acquies
cence by legislature entitled to great regard in determining true meaning of doubtful constitutional provi
sions); United States v. Midwest Oil Co., 236 U.S. 459, 469 (1915) (cases can be determined in light of 
legal consequences flowing from long continued practice; congressional acquiescence can be considered).

22. See Wright v. United States, 302 U.S. at 597-98 (precedent of executive action not always persua
sive); Kennedy v. Sampson, 511 F.2d at 441 (“consistent practice cannot create or destroy an executive 
power”); United States v. Midwest, 236 U.S. at 474 (executive cannot create a power by course of action); 
Note, The Presidential Veto Power: A Shallow Pocket, 70 Mich. L. Rev. 148, 167 (1971) (“Custom does 
not estop the enforcement of the Constitution.”).

Members of Congress have rejected the consideration of legislative acquiescence in defining the scope of 
executive power. House Majority Leader Hale Boggs, writing during the Nixon presidency about execu
tive impoundment authority, argued “[tjhat Congress has not acted to correct these encroachments lends 
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A. TEXT, CONTEXT, AND “LEGISLATIVE HISTORY” OF THE POCKET VETO 
PROVISION

Article I, section 7 of the Constitution, by its own terms, does not limit use of 
the pocket veto to “final” adjournments of Congress.23 In addition, a broad in
terpretation of the scope of the pocket veto power is buttressed by the constitu
tional context of “adjournment.” Other provisions of the Constitution use 
“adjourn” and “adjournment” to refer to legislative cessations of varying 
lengths—from overnight adjournments24 to intrasession adjournments of three 
days or more25 to adjournments of indeterminate length and timing.26 Thus, the 
context of the pocket veto provision suggests that “adjournment” is properly 
construed to encompass both intersession and “final” adjournments.27

no support to the argument that the executive has permanently acquired the authority.” Boggs, Executive 
Impoundment of Congressionally Appropriated Funds, 24 U. Fla. L. Rev. 221, 222 (1972).

23. See supra text accompanying note 3 (quoting pocket veto provision); cf Edwards v. United States, 
286 U.S. 482, 492 (1932) (nothing in Constitutional language prohibits President from approving bills, 
within time limited for his action, because Congress has adjourned).

24. See U.S. Const, art. I, § 5, cl. 1 (“a Majority of each [House] shall constitute a Quorum to do 
Business; but a smaller Number may adjourn from day to day . . . .”).

25. See id. § 5, cl. 4 (“Neither House, during the Session of Congress, shall, without the Consent of the 
other, adjourn for more than three days . . . .”).

26. See id. § 7, cl. 3 (“Every Order, Resolution, or Vote, to which the Concurrence of the Senate and 
House of Representatives may be necessary (except on a question of Adjournment) shall be presented to 
the President of the United States . . . .”); id. art. II, § 3 (“in Case of Disagreement between [the Houses 
of Congress], with Respect to the time of Adjournment, [the President] may adjourn them to such Time as 
he shall think proper . . . .”).

27. See The Pocket Veto Case, 279 U.S. at 680 (noting that use of adjournment in other constitutional 
provisions forecloses limiting pocket veto power to only final adjournments); id. at 663 (summary of 
arguments for the United States) (same); Defendant’s Brief in Support of Motion for Summary Judgment 
at 9-10 n.7, Barnes v. Carmen, 582 F. Supp. 163 (D.D.C. 1984) (same).

28. The Pocket Veto Case, 279 U.S. at 675.
29. The Constitutional Convention appointed a five-member “Committee of Detail” to prepare the first 

draft of the Constitution. 1 M. Farrand, The Records of the Federal Convention of 1787 xxii 
(rev. ed. 1937). It was this committee which drafted the veto provision. For a more detailed review of 
this legislative history, see Defendant’s Brief in Support of Motion for Summary Judgment at 22-25, 
Barnes v. Carmen, 582 F. Supp. 163 (D.D.C. 1984).

30. 2 M. Farrand, supra note 29, at 160-62; see Missouri Pac. Ry. Co. v. Kansas, 248 U.S. 276, 277 
(1919) (summary of arguments for appellants) (art. I, § 7 of Constitution “was evidently modeled upon 
the New York Constitution of 1777”). In Missouri Pac. Ry. Co. v. Kansas, 248 U.S. at 281, the Supreme 
Court referred to the text of the New York Constitution of 1777 in construing art. I, § 7 to require only 
two-thirds of a quorum of each House to override vetoed legislation.

31. 2 M. Farrand, supra note 29, at 162.

The legislative history of the pocket veto clause does not reveal explicitly the 
intended scope of the pocket veto power. Although the Supreme Court has 
stated that “[n]o light is thrown on the meaning of the [pocket veto] provision in 
the proceedings and debates of the Constitutional Convention,”28 the Conven
tion records do help to reveal the Framers’ intent regarding use of intersession 
pocket vetoes.

The committee charged with drafting the veto provision for the Constitutional 
Convention29 used the New York Constitution of 1777 as the model for the veto 
clause.30 The model clause provided that, if the Executive did not return a bill 
to the Legislature within a specified period: “[I]t shall become a Law, unless the 
Legislature, by their Adjournment, prevent its Return; in which Case it shall be 
returned on the first Day of the next Meeting of the Legislature.”31 This lan
guage clearly would have prevented any use of the intersession pocket veto, and 
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yet this was the only element of the model language that the committee did not 
incorporate into the Constitution’s veto provision.32 The committee also 
amended the pocket veto language several times during the Convention without 
narrowing the relevant definition of “adjournment” to include only “final” ad
journments.33 This legislative history of the pocket veto clause suggests that the 
Constitutional Convention chose to avoid more limiting language and, therefore, 
chose to allow use of intersession pocket vetoes.34

32. See id. at 181 (quoting committee version of veto provision). See also Defendant’s Brief in Support 
of Motion for Summary Judgment at 22-23, Barnes v. Carmen, 582 F. Supp. 163 (D.D.C. 1984).

33. Barnes v. Carmen, 582 F. Supp. at 24-25. For example, the Committee of Detail’s draft of the veto 
provision provided a 7-day period for presidential consideration; this was amended to provide for a 10-day 
period. 2 M. Farrand, supra note 29, at 302. The committee also was directed to incorporate a two- 
thirds majority of each House to override a presidential veto. Id. at 132. This was initially amended to 
require a three-quarters majority, id. at 301, but was later reconsidered and changed back to the two- 
thirds majority requirement. Id. at 585-87.

34. Cf. Wright v. United States, 302 U.S. 583, 588 (1938) (“To disregard ... a deliberate choice of 
words and their natural meaning would be a departure from the first principle of constitutional 
interpretation.”).

35. The Supreme Court has construed the veto provisions of the Constitution only five times. See 
Wright v. United States, 302 U.S. 583, 598 (1938) (construing pocket veto clause); Edwards v. United 
States, 286 U.S. 482, 492-94 (1932) (holding that art. I, § 7 permits President to sign bills into law after 
Congress has adjourned); The Pocket Veto Case, 279 U.S. 655, 691-92 (1929) (construing pocket veto 
clause); Missouri Pac. Ry. Co. v. Kansas, 248 U.S. 276, 280-85 (1919) (holding that art. I, § 7 permits 
override of veto by two-thirds of quorum of each House of Congress; two-thirds vote of entire membership 
of each House not required); La Abra Silver Mining Co. v. United States, 175 U.S. 423, 454-55 (1899) 
(holding that art. I, § 7 permits President to sign bills into law after Congress has recessed for specified 
period).

36. 279 U.S. 655 (1929). The docket title of the case was The Okanogan, Methow, San Poelis (or San 
Poil), Nespelem, Colville, and Lake Indian Tribes or Bands of the State of Washington v. United States. 
Id. at 655 n.*.

37. Id. at 681, 691-92. Both Houses of Congress had approved legislation authorizing certain Indian 
tribes to take their claims to the United States Court of Claims and had presented that legislation to 
President Coolidge on June 24, 1926. Id. at 672. On July 3, 1926, the first session of the Congress was 
adjourned, and the Congress did not reconvene until the beginning of its second session in December, 
1926. Id. President Coolidge neither signed the bill nor returned it to its House of origin, and it was not 
printed as law. Id. at 673.

In March, 1927, the Pocket Veto plaintiffs filed a claims petition in the Court of Claims pursuant to the 
provisions of the legislation. Id. The United States demurred to the petition, and the Court of Claims 
granted the demurrer on the grounds that the bill had been pocket vetoed. Id.

38. Id. at 680.

B. JUDICIAL INTERPRETATION

The provisions of article I, section 7 have been rarely subject to judicial inter
pretation.35 Only a handful of cases have directly addressed the scope of the 
pocket veto power. The Supreme Court has considered the issue only twice, 
most recently in 1938.

1. The Pocket Veto Case

In The Pocket Veto Case,36 a unanimous Supreme Court upheld the use of an 
intersession pocket veto.37 The Court expressly rejected the argument “that the 
word ‘adjournment’ as used in the constitutional provision refers only to the final 
adjournment of Congress.”38 The Court noted that “‘adjournment’ is not quali
fied by the word ‘final;’ and there is nothing in the [constitutional] context which 
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warrants the insertion of such a limitation.”39 Instead, the Court found that the 
determinative question is whether an adjournment “’prevents’ the President 
from returning the bill to the House in which it originated within the time al
lowed.”40 If return was prevented, then the pocket veto was constitutional.41 
The Court determined that “under the constitutional mandate [a vetoed bill] is 
to be returned to the ‘House’ when sitting in an organized capacity for the trans
action of business . . . and that no return can be made to the House when it is 
not in session as a collective body and its members are dispersed.”42

39. Id. The Court then reviewed other uses of “adjourn” in the Constitution. Id.; see supra notes 24 to 
26 (noting other uses of “adjourn” in the Constitution).

The Pocket Veto Court also rejected the argument that the 10-day period allotted for presidential con
sideration of legislation consists of 10 “legislative days,” a construction that would allow vetoed bills to be 
returned when Congress convened its second session. 279 U.S. at 679-80. The Court found that such an 
interpretation contradicted the “natural and obvious sense” of the language and was not justified by past 
practice. Id.

40. 279 U.S. at 680.
41. Id. at 691-92.
42. Id. at 683. The Court added that this interpretation corresponded with the “long established prac

tice of both Houses of Congress to receive messages from the President when they are in session.” Id.
43. Id. at 683-84.
44. Id. at 684. The Court continued:

Manifestly it was not intended that, instead of returning the bill to the House itself, as re
quired by the constitutional provision, the President should be authorized to deliver it, during an 
adjournment of the House, to some individual officer or agent not authorized to make any legis
lative record of its delivery, who should hold it in his own hands for days, weeks or perhaps 
months, . . . necessarily causing delay in its reconsideration which the Constitution evidently 
intended to avoid.

Id.
45. Id. at 685. The Court also traced the history of pocket vetoes and found that the pattern of execu

tive practice and legislative acquiescence in the pocket veto area supported its construction of the clause. 
Id. at 685-91.

46. Id. at 682-83.
47. 302 U.S. 583 (1938).
48. Id. at 587-89, 598. As in The Pocket Veto Case, Wright involved legislation granting jurisdiction to 

the United States Court of Claims to adjudicate various claims against the United States. Id. at 586. The 

Furthermore, the Court found “no substantial basis” for the assertion that a 
vetoed bill could constitutionally be returned to an adjourned House “by deliver
ing it, with the President’s objections, to an officer or agent of the House 

. ,”43 The Court stated that “the delivery of the bill to such officer or agent, 
even if authorized by Congress itself, would not comply with the constitutional 
mandate.”44 The constitutional veto procedure was intended to give “public, 
certain and prompt knowledge as to the status of the bill” and to ensure that 
“the return of the bill should be an actual and public return to the House itself, 
and not a fictitious return by a delivery of the bill to some individual . . . .”45 
These purposes, the Court concluded, could be served only by a procedure in 
which vetoed bills are returned to a House in session.46 47

2. Wright v. United States
Nearly ten years after The Pocket Veto Case, the Court again considered the 

pocket veto provision in Wright v. United States.41 The Wright Court held that a 
three-day recess of the Senate, the House of origin, while the House of Repre
sentatives remained in session, did not constitute an “adjournment” of Congress 
so as to “prevent” the return of vetoed legislation.48
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The Court began its analysis by considering the meaning of “adjournment” for 
purposes of article I, section 7 and concluded that adjournment of “the Con
gress” required concurrent adjournment of both Houses of Congress.49 As such, 
the return of the legislation at issue in Wright was not “prevented” by “adjourn
ment” of the Congress because only the Senate—even though it was the House 
of origin—had recessed.50

legislation originated in the Senate, was approved by the House, and was presented to President Roosevelt 
on Apr. 24, 1936. Id. at 585. On May 4, 1936, the Senate recessed until May 7, 1936, while the House 
remained in session. Id. On May 5, 1936, Roosevelt returned the bill, with objections, to the Senate by 
delivering it to the Secretary of the Senate. Id. After the Senate returned from its recess, the Secretary 
advised the Senate of the President’s action. Id. The Senate then referred the bill to a Senate committee, 
which took no action on the bill. Id. at 585-86.

Pursuant to the bills’s provisions, the appellant presented his claims petition to the Court of Claims on 
Sept. 14, 1936. The Court of Claims denied the petition on the grounds that the bill had never become 
law. Id. at 586.

49. Id. at 587.
50. Id. The Court examined the text of the pocket veto clause and found that the Framers, through 

"precise use of terms and careful differentiation,” had distinguished between one House and the Congress 
as a whole. Id. The Court noted, “It cannot be supposed that the Framers . . . did not use this expres
sion with deliberation or failed to appreciate its plain significance.” Id. at 587-88.

51. Id. at 589-93.
52. This provision states that:

[njeither House, during the Session of Congress, shall, without the Consent of the other, adjourn 
for more than three days, nor to any other Place than that in which the two Houses shall be 
sitting.

U.S. Const, art. I, § 5, cl. 4.
53. See Wright, 302 U.S. at 590 (“Under the constitutional provision the Senate was required to recon

vene in no more than three days . . . .”).
54. Id. at 589-90.
55. Id. at 590. To support its conclusion that delivery of a vetoed bill and a message of objections to a 

House in temporary recess pursuant to art. I, § 5 was constitutional, the Wright Court quoted extensively 
from the arguments of Hatton W. Summers, who appeared as amicus curiae for the House Judiciary 
Committee in The Pocket Veto Case. Id. at 590-92.

56. Id. at 595. The Court added:
If we regard the manifest realities of the situation, we cannot fail to see that a brief recess by 

one House, such as is permitted by the Constitution without the consent of the other House,

The Court also rejected the argument that a bill cannot be returned by the 
President to the House of origin when that House is recessed.51 The Court first 
noted that the Senate had adjourned pursuant to article I, section 5 of the Con
stitution52 and thus could not remain adjourned for more than three days.53 The 
return of the vetoed bill to the Secretary of the Senate did not violate any consti
tutional provision; nor did it cause any “practical difficulty,” since the brevity of 
the Senate’s recess ensured that the Senate “would be able to act with reasonable 
promptitude upon the President’s objections.”54 Under such circumstances, 
holding that the President’s return of the vetoed legislation was impermissible 
would “ignore the plainest practical considerations and by implying a require
ment of artificial formality [would] erect a barrier to the exercise of a constitu
tional right.”55

In Wright, the Court did not perceive the same dangers—delay in resolving 
the status of a bill returned during an adjournment and public uncertainty—that 
it had in The Pocket Veto Case-. “However real these dangers may be when Con
gress has adjourned and the members of its Houses have dispersed at the end of a 
session . . . they appear to be illusory when there is a mere temporary recess.”56
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Moreover, the Court concluded that its construction of the pocket veto clause 
was necessary to effectuate the “fundamental purposes” of the veto provision
allowing the President adequate time to consider the merits of legislation 
presented by the Congress and allowing the Congress adequate opportunity to 
override the President’s veto.57

during the session of Congress, does not constitute such an interruption of the session of the 
House as to give rise to the dangers which . . . might develop after the Congress has adjourned.

Id. at 595-96.
57. Id. at 596-97. The Court expressly limited its holding, stating:

We are not impressed by the argument that while a recess of one House is limited to three 
days without the consent of the other House, cases may arise in which the other House consents 
to an adjournment and a long period of adjournment may result. We have no such case before 
us, and we are not called upon to conjecture as to the nature of the action which might be taken 
by the Congress in such a case or what would be its effect.

Id. at 598.
Justices Stone and Brandeis concurred in Wright on the grounds that the legislation returned by 

Roosevelt had in fact been pocket vetoed. Id. at 599 (Stone, J., with Brandeis, J., concurring). Justice 
Stone argued that the Court’s reliance on practical considerations and distinctions between intrasession 
recesses of less than three days, intrasession recesses of more than three days, and intersession recesses 
“leave in confusion and doubt the meaning and effect of the veto provisions of the Constitution, the 
certainty of whose application is of supreme importance.” Id. at 599-602 (Stone, J., with Brandeis, J., 
concurring). The concurring Justices argued that The Pocket Veto Case was not distinguishable and that 
“[t]he reasons assigned by the Court for its conclusion seem ... to have no application to the case now 
before us . . . .” Id. at 599-602.

58. 511 F.2d 430 (D.C. Cir. 1974).
59. Id. at 437. In Kennedy, Senator Edward Kennedy sought a declaratory judgment that the Family 

Practice of Medicine Act, overwhelmingly approved by both Houses of Congress and subjected to an 
intrasession pocket veto by President Nixon, was a validly enacted law. Id. at 432. The bill was presented 
to Nixon on Dec. 14, 1970. Id. On Dec. 22, 1970, both Houses of Congress adjourned, the Senate until 
Dec. 28 and the House until Dec. 29. Id. On Dec. 24, Nixon announced that he was withholding his 
signature from the bill and later argued that the bill had been pocket vetoed. Id. Senator Kennedy argued 
that the bill became law without the President’s signature at the expiration of the 10-day period after 
presentation. Id. See supra text accompanying note 3 (quoting provision by which bill becomes law 
without President’s signature). For a more detailed discussion of the events surrounding Kennedy, see 
Note, supra note 5, at 393-402.

60. Kennedy, 511 F.2d at 437. The court relied on Alexander Hamilton’s discussion of the presidential 
veto power in determining that the pocket veto power was a “departure.” See id. (quoting The Federal
ist No. 69, at 463-64 (A. Hamilton) (J. Cooke ed. 1961)). The legislative history of the veto clause, 
however, suggests that the pocket veto power was not a “departure from the central scheme of the Consti
tution,” but was a carefully considered part of a provision the Framers considered vital to an appropriate 
balance of powers between the executive and legislative branches. See Chadha, 462 U.S. at 951, 103 S. Ct. 
at 2784 (“It emerges clearly that the prescription for legislative action in Art. I, §§ 1, 7 represents the 
Framers’ decision that the legislative power of the Federal government be exercised in accord with a 
single, finely wrought and exhaustively considered, procedure.”); see also supra notes 29 to 33 and accom
panying text (discussing “legislative history” of veto clause); infra notes 119 to 126 and accompanying 
text (discussing importance of veto power to balance of powers construct).

3. Kennedy v. Sampson and Barnes v. Kline

Two decisions of the United States Court of Appeals for the District of Co
lumbia Circuit also have construed the scope of the pocket veto provision. In 
Kennedy v. Sampson,58 the court expressly held that an intrasession use of the 
pocket veto was unconstitutional and that, therefore, the bill presented by Con
gress and not returned by the President was a validly enacted law.59 The court 
first noted that because the pocket veto operates as an “absolute negative,” it “is 
a departure from the central scheme of the Constitution” and therefore “must be 
limited by the specific purpose [the veto provision] is intended to serve . . . ,”60 
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This purpose is twofold: to provide the President with suitable time to consider 
legislation and to give Congress a suitable opportunity to consider presidential 
objections to legislation and, if necessary, to override the President’s veto.61 In 
order to promote these purposes, the court found that “the preferred construc
tion of the clause is that return of a bill was not ‘prevented’ by adjournment.”62 
The Kennedy court then referred to the Supreme Court’s decision in Wright and 
concluded that “the present case falls within the exception—or, at least, within a 
logical extension of the exception—to the Pocket Veto Case established in 
Wright.”63

61. Kennedy, 511 F.2d at 438 (quoting Wright, 302 U.S. at 596). This twofold purpose reflects the veto 
mechanism’s design to enforce respect on the part of each of the law-making branches of the government 
for the legislative authority of the other. Id.

62. Id.
63. Id. at 440. The court rejected appellants’ attempt to distinguish Wright on the grounds that Wright 

involved a shorter intrasession adjournment and that, in Wright, only the Senate had adjourned. Id. at 
439. These were deemed “distinction(s) without a difference.” Id. at 440.

64. Id. at 440.
65. Id. at 441. The court contrasted the four-to six-month intersession adjournments of the Pocket 

Veto era with the typical modem practice of intrasession adjournments of approximately five days each for 
various holidays and one month during the summer. Id.

66. Id.
67. Id. at 441-42. The court noted that no intrasession pocket vetoes had been cast before 1869 and 

that 78% of all intrasession pocket vetoes had occurred since 1933. Id. at 441.
68. Id. at 441.
69. 743 F.2d 45 (D.C. Cir. 1984). In Barnes, 33 members of the House of Representatives sought a 

declaratory judgment that legislation approved by Congress, but subjected to an intersession pocket veto 
by President Reagan, nevertheless became a validly enacted law. Barnes v. Carmen, 582 F. Supp. 163, 
164 (D.D.C.), rov’d sub nom. Barnes v. Kline, 743 F.2d 45 (D.C. Cir. 1984). The legislation was 
presented to the President on Nov. 18, 1983; on that same day the 98th Congress adjourned its first 
session sine die after agreeing to convene its second session more than two months later. Id. The Clerk of 
the House and the Secretary of the Senate were authorized by the Congress to receive messages from the 
President during the adjournment. Id. at 165. On November 30, 10 days after receiving the bill, Presi
dent Reagan stated that he was withholding approval of the bill, and the bill accordingly was not pub
lished as law. Id.

70. Wash. Post, Aug. 30, 1984, at Al, col. 5. Two members of the three-judge panel voted to reverse 
the lower court; the third judge argued that the plaintiff's did not have standing to challenge the veto. Id.

The court went further, however, and found that the practical reality of mod
ern intrasession adjournments involved “neither of the hazards—long delay and 
public uncertainty—perceived in the Pocket Veto Case.”64 The court noted that 
modern intrasession adjournments were significantly shorter than those of the 
Pocket Veto era65 and that current methods of communication with members of 
an adjourned Congress would alleviate public uncertainty about the status of 
legislation presented to the President.66 The court also rejected reliance on 
“consistent executive practice,” finding that the intrasession pocket veto was a 
“relatively modern phenomenon” that had been used only thirty-eight times.67 
As such, the executive practice argument was found “unpersuasive.”68

Recently, in Barnes v. Kline, the D.C. Circuit reversed a lower court decision 
and found improper President Reagan’s use of an intersession pocket veto.69 Un
fortunately, the court’s rationale is unavailable because the case was decided 
without an opinion.70

The district court in Barnes had relied upon The Pocket Veto Case as the only 
Supreme Court case on point and had rejected the plaintiff's arguments that 
Wright and Kennedy had robbed The Pocket Veto Case of its controlling signifi
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cance.71 Considering itself bound by the rule established in The Pocket Veto 
Case, the district court concluded that if practical concerns are to result in the 
demise of the intersession pocket veto, then that is a decision best left to the 
Supreme Court.72

C. PAST EXECUTIVE PRACTICE AND CONGRESSIONAL ACQUIESCENCE

Intersession pocket vetoes have been made 272 times, and the first was made 
by James Madison—one of the drafters of the Constitution—in 1812.73 The 
sheer number and long history of these vetoes make the argument for reliance on 
executive practice in upholding the constitutionality of the intersession pocket 
veto stronger than the past executive practice argument for intrasession pocket 
vetoes rejected by the D.C. Circuit in Kennedy.'14 In addition, a series of opin
ions by United States Attorneys General have contended that both intrasession 
and intersession pocket vetoes are constitutional.75 Moreover, Congress, as a 
whole, has never challenged those 272 intersession pocket vetoes nor attempted 
to override them,76 although individual members of Congress have brought suit 
to declare such vetoes improper.77 While Congress has held hearings on the 
pocket veto power78 and legislation affecting the pocket veto power has been 
proposed,79 Congress has not approved any action limiting the pocket veto

71. Barnes v. Carmen, 582 F. Supp. at 167-69. The district court noted that that both the Wright and 
Kennedy Courts had expressly limited their holdings to intrasession pocket vetoes. Id. at 168-69.

72. Id. at 169.
73. Id. at 166.
74. See supra notes 67 to 68 and accompanying text (discussing rationale for Kennedy court’s rejection 

of past executive practice argument).
75. 40 Op. Att’y Gen. 274, 274 (1943) (opinion of Att’y Gen. Biddle); 20 Op. Att’y Gen. 503, 505 

(1892) (opinion of Att’y Gen. Miller); Letter from Attorney General Sargent to President Coolidge, Jan. 
31, 1927, reprinted at 40 Op. Att’y Gen. 274, 278 (1943); Memorandum from Attorney General Devens to 
President Hayes (undated), reprinted at 20 Op. Att’y Gen. 504-06 (1892).

76. For example, the intersession pocket veto at issue in Barnes was not challenged by the House of 
Representatives, where the vetoed bill originated. Defendant’s Brief in Support of Motion for Summary 
Judgment at 36, Barnes v. Carmen, 582 F. Supp. 163 (D.D.C. 1984).

77. See Barnes v. Carmen, 582 F. Supp 163 (D.D.C.), rev’d sub nom. Barnes v. Kline, 743 F.2d 45 
(D.C. Cir. 1984) (challenging intersession pocket veto); Kennedy v. Sampson, 511 F.2d 430 (D.C. Cir. 
1974) (challenging intrasession pocket veto); Kennedy v. Jones, 412 F. Supp. 353 (D.D.C. 1976) (chal
lenging intersession and intrasession pocket vetoes).

Kennedy v. Jones resulted in a consent judgment. 412 F. Supp. 353, 356 (1976). As the district court 
noted in Barnes, Kennedy v. Jones “did not purport to decide the issues now presented, however, and 
could not, even if it had, serve as authority for the entry of a similar judgment against the non-consenting 
defendants here.” Barnes, 582 F. Supp. at 166 n.9 (citing United States v. Mendoza, 104 S. Ct. 568 
(1984)). The Barnes defendants argued that the consent judgment in Kennedy v. Jones was due, in part, to 
“the fact that provisions essentially identical to the pocket vetoed bills had, in the interim, been passed in 
new bills which the President had signed.” Defendant’s Brief in Support of Motion for Summary Judg
ment at 16, Barnes v. Carmen, 582 F. Supp. 163 (D.D.C. 1984).

78. E.g., Pocket Veto Bill: Hearing Before the Subcomm. On Monopolies and Commercial Law of the 
House Comm, on the Judiciary, 93d Cong., 1st Sess. (1973); Constitutionality of the President’s “Pocket 
Veto” Power: Hearing Before the Subcomm, on Separation of Power of the Senate Comm, on the Judiciary, 
92d Cong., 1st Sess. (1971); The Pocket Veto Power: Hearing Before Subcomm. No. 5 of the House Comm, 
on the Judiciary, 92d Cong., 1st Sess. (1971) [hereinafter cited as 1971 House hearings].

79. See H.R. 7386, 93d Cong., 1st Sess. § 2 (1973) (defining “adjournment” under art. I, § 7 to mean 
adjournment sine die of entire Congress or of either House); H.R. 6225, 92d Cong., 1st Sess. § 306 (1971) 
(defining adjournment under art. I, § 7 to mean adjournment sine die by “both the Senate and the House 
of Representatives terminating a session of the Congress”); S. 366, 40th Cong., 2d Sess. (1868) (declaring 
that, under art. I, § 7, presidential return of vetoed bill is “prevented” only by “final adjournment of a 
session” of Congress).

In 1940, Congress did pass a “pocket veto” bill introduced by Hatton Sumners, who had argued as
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power.* 80

amicus curiae in The Pocket Veto Case. H.R. 3233, 76th Cong., 2d Sess., 86 Cong. Rec. 9885 (1940). 
The bill would have repealed all legislation previously pocket vetoed during non-“final” adjournments of 
Congress. The bill was subjected to a regular veto by President Roosevelt, and the House failed to sum
mon the two-thirds majority necessary to override. Id. at 9889.

80. The constitutionality of congressional efforts to limit the meaning of “adjournment” for purposes of 
art. I, § 7 is disputed because the extent of Congress’ power to define constitutional provisions is unclear. 
See Cox, The Role of Congress in Constitutional Determinations, 40 U. Cin. L. Rev. 199, 199-261 (1971) 
(discussing judicial deference to congressional determinations under the interstate commerce, due process, 
and equal protection clauses); Van Alstyne, The Role of Congress in Determining Incidental Powers of the 
President and of the Federal Courts: A Comment on the Horizontal Effect of the Sweeping Clause, 40 Law 
& Contemp. Probs., Spring 1976, at 102, 119 (“the separation of powers to be respected is that which 
the Constitution itself establishes, including the sole power of Congress to determine and to make provi
sion for incidental (but not indispensable) powers that in its view may promote greater efficiency in the 
executive or legislative branches”) (emphasis in original).

Proponents of such legislation argue that “just as Congress has the power to define those instances 
where there is a burden on interstate commerce or a violation of the equal protection clause, it may define 
those instances where an adjournment prevents the return of a bill.” H.R. Rep. No. 1021, 93d Cong., 2d 
Sess. 2 (1974); accord Note, supra note 5, at 402. Professor Arthur Miller, serving as consultant to the 
Senate Subcommittee on Separation of Power during that panel’s consideration of one of the adjourn
ment-definition bills, concluded that “the best way in which the meaning of the disputed clause can be 
definitely determined is through the medium of such a statute, followed, perhaps, by a decision of the 
Supreme Court.” Miller, Congressional Power to Define the Presidential Pocket Veto Power, 25 Vand. L. 
Rev. 557, 558 (1972). Miller found that Congress was best suited to define the ambiguity of “adjourn
ment” in the pocket veto provision for three reasons. First, Congress, as sole possessor of legislative power 
under the Constitution, is the only branch that can provide “meaningful detail” in defining the “generali
ties” of the clause, which allows the President to exercise a legislative function; second, art. I, § 5 of the 
Constitution allows “each House” to “determine the rules of its proceedings,” and definition of “adjourn
ment” is a “proceeding” within the meaning of that provision; and third, justification for congressional 
definition may be found in the “implied powers” clause of art. I, § 8, cl. 18 of the Constitution. Miller, 
supra, at 567. That clause empowers the legislative branch “to make all Laws which shall be necessary 
and proper for the carrying into Execution the foregoing Powers, and all other Powers vested by this 
Constitution in the Government of the United States, or in any Department or Officer thereof.” U.S. 
Const, art. I, § 8, cl. 18.

Opponents of such legislation contend that a congressional definition of adjournment could be accom
plished only by constitutional amendment. 1971 House hearings, supra note 78, at 28-29 (statement of 
William H. Rehnquist, Assistant Attorney General, Office of Legal Counsel). It also might be argued 
that, given the Framers’ apparent fear that Congress, and not the executive, would be the branch most 
likely to upset the balance of powers, it is unlikely that the Framers intended to allow Congress to “de
fine,” and thereby drastically restrict, the use of a power that the Constitution expressly conferred upon 
the executive as part of the balance of powers framework. See The Pocket Veto Case, 279 U.S. at 677-78 
(“The power thus conferred upon the President [by the veto clause] cannot be narrowed or cut down by 
Congress, nor the time within which it is to be exercised lessened, directly or indirectly.”); see also infra 
notes 120 to 126 and accompanying text (discussing Framers’ intent in conferring veto power upon 
executive).

81. The Pocket Veto Case, 279 U.S. at 688-89.

This pattern of consistent past executive use of, and congressional acquies
cence in, intersession pocket vetoes supports the constitutionality of such vetoes. 
Indeed, as the Pocket Veto Court noted, the constitutionality of the intersession 
pocket veto is “confirmed by the practical construction that has been given to it 
by the Presidents through a long course of years, in which the Congress has 
acquiesced.”81

D. CONCLUSION

Under the “formal” analysis recently adopted by the Supreme Court in execu
tive-legislative balance of powers cases, the pocket veto clause should be con
strued to permit the use of intersession pocket vetoes. This construction is 
supported by the text, context, and legislative history of the pocket veto clause 
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and by a consistent pattern of past executive practice and legislative acquies
cence. Furthermore, The Pocket Veto Case—the only Supreme Court case to 
address the issue directly—expressly upheld the use of an intersession pocket 
veto.

It may be argued that The Pocket Veto Case’s precedential force is undercut by 
the “practical considerations” noted in Wright and Kennedy. Yet the Wright 
Court, in its extensive discussion of The Pocket Veto Case, did not question the 
rationale of that decision as applied to intersession pocket vetoes,82 and it is at 
least arguable that the Kennedy court’s extension of Wright was not warranted 
by the rationale of that case.

82. Wright, 302 U.S. at 590-96.
83. Kennedy, 511 F. 2d at 440 n.29.
84. Id.
85. Wright, 302 U.S. at 598 (emphasis added).

In fact, the Kennedy court mischaracterized the Wright decision as one that 
rested on “the brevity of the recess and the availability of efficient methods for 
delivery of the President’s veto message.”83 As noted earlier, the Wright Court 
placed great reliance on the fact that only one House of Congress had recessed 
when the vetoed bill was returned and consequently found that the recess of one 
House of Congress did not constitute an “adjournment” of Congress within the 
meaning of the pocket veto clause. The Kennedy Court concluded that this point 
“was not the basis” for the Wright Court’s decision, “since the Court expressly 
reserved the question of whether a more extended one-House adjournment might 
prevent the return of a vetoed bill.”84

Nevertheless, the prominence of the Wright Court’s view that the pocket veto 
clause requires concurrent adjournment of both Houses of Congress and its re
peated references to the special situation in which only one House had recessed 
indicate the importance of that fact to its holding. Moreover, throughout its 
opinion the Wright Court carefully distinguished between “recesses” of single 
Houses of Congress and “adjournments” of both Houses. The express reserva
tion noted by the Kennedy Court, however, referred only to “cases [which] may 
arise in which the other House consents to an adjournment and a long period of 
adjournment may result.”85 In addition, the Wright Court’s explicit reference to 
the fact that the Senate’s recess was pursuant to article I, section 5, and thus was 
limited to only three days, indicates that the expressly limited duration of the 
one-House recess was important.

Wright arguably rested on an implicit assumption that a simultaneous recess 
of both Houses would constitute an “adjournment” of “the Congress” and thus 
would “prevent” the President’s return of vetoed legislation, so that unretumed 
legislation in such circumstances would not become law. Rather than rest its 
construction of the pocket veto clause on the “slippery slope” considerations of 
“brevity of the recess and the availability of efficient methods for delivery of the 
President’s veto message,” the Court probably used these factors only to justify 
the return of vetoed legislation in special cases—when only one House recesses 
for the three-day period allowed by article I, section 5 of the Constitution—and 
not to serve as the means of evaluating the propriety of pocket vetoes cast in 
other situations. If this analysis of Wright is correct, then the “practical consid
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erations” noted by the Wright Court do not undercut the Pocket Veto holding. 
As such, The Pocket Veto Case's holding in favor of the constitutionality of inter
session pocket vetoes is undiluted by the holdings of Wright and Kennedy.

II. Devising A Pragmatic Analysis of the Executive-Legislative 
Balance of Powers

The structure of the federal government is based on the separation of powers 
between the three coordinate branches of government.86 The Framers con
sciously avoided the “accumulation of all powers, legislative, executive, and judi
ciary, in the same hands, whether of one, a few, or many, and whether 
hereditary, self-appointed, or elective,” because such an allocation “may justly 
be pronounced the very definition of tyranny.”87

86. In both Chadha and Buckley v. Valeo, the Supreme Court relied upon the principle of separation of 
powers to “guide [its] resolution” of the interbranch controversy presented. Chadha, 462 U.S. at 946, 103 
S. Ct. at 2781; see also Buckley, 424 U.S. at 123 (“This Court has not hesitated to enforce the principle of 
separation of powers embodied in the Constitution when its application has proved necessary for the 
decision of cases or controversies properly before it.”).

87. The Federalist No. 47, at 336 (J. Madison) (B. Wright ed. 1966).
88. Garry Wills suggests that the separation of powers concept was derived from the works of 18th- 

century French and British theorists and from the experience of the British parliamentary system. G. 
Wills, Explaining America: The Federalist 108-09 (1981); accord Forkosch, The Separation of 
Powers, 41 U. Colo. L. Rev. 529, 529-31 (1969).

89. See Forkosch, supra note 88, at 531 (“As a means of allocating governmental power the [separation 
of powers] doctrine expressed the conviction that only by separating, limiting and balancing power could 
that power be [authoritatively and legitimately] utilized .... Powers were thus harnessed so that it 
became politically impossible for one department to assume total authority.”).

90. The Federalist No. 51, at 356 (J. Madison) (B. Wright ed. 1966).
91. /</.; see also Buckley v. Valeo, 424 U.S. at 122 (Framers regarded checks and balances as self

executing safeguard against encroachment by or aggrandizement of one branch of federal government). 
The basic elements of the balance of powers equation are familiar: The judiciary has the ability to declare 
acts of Congress or the executive unconstitutional; the executive has the ability to veto legislation and to 
appoint members of the judiciary; and the Congress has the power to override presidential vetoes and to 
confirm or reject judicial appointees.

92. INS v. Chadha, 462 U.S. at 951, 103 S. Ct. at 2784.
93. See Chadha, 462 U.S. at 945, 103 S. Ct. at 2781 (“policy arguments supporting even useful ‘polit

While the separation of powers concept involves lofty philosophical concepts 
about the structure of government,88 the “balance of powers” construct is a 
practical method of ensuring the separation of powers by providing each branch 
with devices that allow it to safeguard its coequal status.89 In Federalist No. 51, 
James Madison wrote that “the constant aim [of the Constitution] is to divide 
and arrange the several offices in such a manner as that each may be a check on 
the other.”90 Thus, the Constitution carefully provided each branch with “the 
necessary constitutional means and personal motives to resist encroachments of 
the others”91 and to “assure . . . that each Branch of government would confine 
itself to its assigned responsibility.”92

A. THE ANALYSES OF JUSTICES POWELL AND WHITE IN CHADHA

INS v. Chadha is the Supreme Court’s most recent decision involving the bal
ance of powers between the executive and legislative branches. As noted earlier, 
the Court applied a formal analysis that rejected consideration of more prag
matic factors.93 Two Justices, however, argued that the Constitution should al
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low for pragmatic accommodation of powers between the competing branches of 
the federal government. In his concurrence, Justice Powell contended that 
“boundaries between each branch should be fixed ‘according to common sense 
and the inherent necessities of the governmental coordination.’”94 In his dissent, 
Justice White argued that “our Federal Government was intentionally chartered 
with the flexibility to respond to contemporary needs without losing sight of 
fundamental democratic principles.”95

ical inventions’ are subject to the demands of the Constitution which defines powers and . . . sets out just 
how those powers are to be exercised.”).

The Court has occasionally noted that the separation of powers construct was not intended to promote 
efficient operation of the federal government. See id., 462 U.S. at 959, 103 S. Ct. at 2788 (no support for 
proposition that cumbersomeness and delays of complying with explicit Constitutional standards avoida
ble by Congress or the President); United States v. Brown, 381 U.S. 437, 443 (1965) (separation of powers 
not intended to promote governmental efficiency). Garry Wills argues, however, that notions of separa
tion of powers and governmental efficiency are not necessarily exclusive. G. Wills, supra note 88, at 109- 
16. Wills argues that James Madison, although interested in preventing the consolidation of federal power 
in one branch, “was no less firm in holding to an efficiency justification for separated powers” because 
Madison’s desire to strengthen the Articles of Confederation “was fueled by apprehensions over the ineffi
ciency of the Confederation.” Id. at 109 (emphasis in original).

94. Chadha, 462 U.S. at 962, 103 S. Ct. at 2790 (Powell, J., concurring) (quoting J.W. Hampton, Jr. & 
Co. v. United States, 276 U.S. 394, 406 (1928)).

95. Chadha, 462 U.S. at 978, 103 S. Ct. at 2798 (White, J., dissenting).
96. Id., 462 U.S. at 963, 103 S. Ct. at 2790 (Powell, J., concurring) (citations omitted).
97. Id., 462 U.S. at 960, 965-66, 103 S. Ct. at 2789, 2791-92.
98. Id., 462 U.S. at 999-1000, 103 S. Ct. at 2809 (White, J., dissenting).
99. Id. (quoting Nixon v. Administrator of Gen. Servs., 433 U.S. 425, 443 (1977)).
100. Chadha, 462 U.S. at 969-73, 103 S. Ct. at 2793-95
101. Id., 462 U.S. at 973, 103 S. Ct. at 2795.
102. Justice Powell’s analysis in Chadha, for example, would require a subjective determination of 

what constitutes “impermissible” interference with functions assigned to another branch, or assumption 
of powers “more properly” allotted to a coordinate branch. Similarly, Justice White’s approach requires 
consideration of when a given device involves “the potential for disruption.”

Justice Powell’s proposed analysis concentrates on a given action’s “func
tional” impact on the separation of powers doctrine. Justice Powell noted that: 
“Functionally the doctrine may be violated in two ways. One branch may inter
fere impermissibly with the other’s performance of its constitutionally assigned 
function. Alternatively, the doctrine may be violated when one branch assumes 
a function that more properly is entrusted to another.”96 Justice Powell found 
that the legislative veto at issue in Chadha violated the separation of powers 
doctrine in the latter sense, because Congress’ action constituted improper as
sumption of a judicial function.97

Justice White argued that government action should be invalidated on separa
tion of powers grounds “only when the challenged action violate[s] some express 
provision in the Constitution”98 or when the action prevents a coordinate branch 
“from accomplishing its constitutionally assigned functions” or presents “the po
tential for disruption.”99 In addition, Justice White noted the importance of the 
legislative veto to Congress100 and the lack of “entirely satisfactory” 
alternatives.101

A problem with the “flexible” approaches advocated by Justices Powell and 
White, in comparison to the “formal” approach taken by the Court’s majority, is 
the possible exercise of standardless discretion by reviewing courts.102 The lack 
of clearly articulated objective standards might result in repeated shifts in the 
balance of power accommodation as first one branch, and then the other, is per
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ceived as the more powerful and, thus, as the more likely to infringe upon the 
separation of powers. These shifts in public perception are particularly marked 
with respect to the executive and legislative branches.103 When a strong Presi
dent occupies the White House, he often can use his national constituency, his 
electoral mandate, and national exposure104 to move Congress to enact his de
sired programs, as President Roosevelt did with the “New Deal,” President 
Johnson did with the “Great Society,” President Nixon did with extensive use of 
the impoundment and war powers, and President Reagan did with his program 
of tax cuts and budget reductions.105 When the President is weak or unpopular, 
however, his ability to build working coalitions in Congress is impaired, and 
Congress predominates.106

103. In 1976, then Attorney General Edward H. Levi noted:
In recent years there has been great controversy about the respective powers, limitations and 

responsibilities of the executive, legislative and judicial branches. During that period, the presi
dency was described by some writers as having become imperial. It appeared we might be devel
oping an imperial judiciary as well. The idea of an imperial Congress is not unknown. The 
present debate has been heated and has emphasized the element of institutional conflict in the 
American constitutional system.

Levi, Some Aspects of Separation of Powers, 76 Colum. L. Rev. 371, 371 (1976).
104. See Smolla, supra note 14, at 530 (noting that presidential command of modem news media is 

important reason for strengthening congressional weapons against chief executive).
105. See Forkosch, supra note 88, at 533 (economic, political and social factors have tipped balance 

toward executive; expansion of executive has often resulted in subservience of Congress). See generally A. 
Schlesinger, The Imperial Presidency (1973) (arguing executive predominance over Congress).

106. See Levi, supra note 103, at 372 (“Often, and for considerable periods of time, the concern in the 
United States has been with the weakness of the executive, not with its strength .... There have been 
moments, some not so long ago, in which the great concern was abuse of power by legislatures and their 
committees. Some have warned that Congressional resurgence threatens to be too great in reaction to the 
perceived lessons of recent history.”); see also id. at 383-85 (discussing instances of improper congressional 
intrusion into prerogatives of other branches). See generally W. Wilson, Congressional Govern
ment (1885) (arguing congressional predominance over executive).

107. See N. Polsby, Congress and the Presidency 176-89 (3d ed. 1976) (Congress and President 
have weapons with which they can express disagreement and induce cooperation); cf. G. Wills, supra 
note 88, at 128 (Congress given “weapons for final showdown with both other branches”). But see Levi, 
supra note 103, at 391 (fashionable, although incorrect, to think that branches of government designed to 
war with one another).

108. For example, President Reagan is widely perceived as a “stronger” President than was Jimmy 
Carter, even though the “weapons” available to each are precisely the same. Cf. Smolla, supra note 14, at 
530 (“The successes or failures of presidencies after Kennedy have thus come to be measured as much by 
a sort of political Nielsen rating as by acts of substance. In the vocabulary of modem politics Jimmy 
Carter is lamented for his ‘malaise,’ while Ronald Reagan is lauded as suitably ‘presidential’ in his grace
ful assumption of the duties of the Great Communicator.”).

109. As Professor Black noted, in the aftermath of the scandal and contentiousness of the Nixon 
administration:

B. A SUGGESTED PRAGMATIC BALANCE OF POWERS ANALYSIS

To avoid the pitfalls of a standardless judicial review, a pragmatic analysis of 
executive-legislative balance of powers questions should focus on the existence of 
constitutionally allocated “weapons” that allow each branch to “check” the ex
ercise of power by its counterpart107 and not on the effectiveness with which 
each branch wields those weapons at a particular point in time.108 Similarly, a 
pragmatic analysis should not focus upon the isolated abuses of power by any 
one President or Congress in determining an appropriate long-term balance of 
powers between the branches.109
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Distinguishing between the domestic and foreign affairs areas will make the 
analysis simpler and more relevant. This distinction is reflected in the constitu
tional allocation of powers between the branches and has been recognized by the 
Supreme Court.110 The pocket veto power, which has its primary impact in the 
domestic area,111 thus should be analyzed in light of the “weapons” available to 
Congress in that area.

[A] newly healthy American government will arise only when the deference to the President 
suggested by Article II is resumed, perhaps reformed—when we have, in other words, ceased 
from the foolish course of trying to create a legal and political regime for the Presidency which 
fits only an unworthy and deeply distrusted President.

Black, The Presidency and Congress, 32 Wash. & Lee L. Rev. 841, 853-54 (1975).
110. See United States v. Curtiss-Wright Export Corp., 299 U.S. 304, 315 (1936) (Court should first 

consider differences between powers of federal government in foreign affairs and those in domestic affairs).
111. The pocket veto power is not solely a domestic-area weapon because it can be used to affect 

foreign affairs legislation, as with the intersession pocket veto at issue in Barnes v. Kline. See supra notes 
9, 69, and 70 and accompanying text (discussing Barnes}. Nevertheless, the majority of uses of the pocket 
veto involve purely domestic legislation. In 1984, for example, none of the bills pocket-vetoed by Presi
dent Reagan involved foreign affairs. American Enterprise Institute, Review: 1984 Session of 
the Congress 3 (1985). In comparison to executive “foreign affairs” powers, such as the power to make 
treaties and to appoint and receive ambassadors, U.S. Const, art. II, § 2, cl. 2, the pocket veto power is 
appropriately categorized as a domestic-area weapon.

112. The Court previously has endeavored to root the judicial review power, for example, in the consti
tutional text. See generally Attanasio, Everyman's Constitutional Law: A Theory of the Power of Judicial 
Review, 72 Geo. L.J. 1665, 1672-84 (1984).

113. In his Chadha dissent, Justice White presumably endorsed a “negative” view of the Constitution’s 
commands by arguing that governmental devices should be invalidated only when they violate an express 
constitutional provision. Chadha, 462 U.S. at 999, 103 S. Ct. at 2809 (White, J., dissenting). Some consti
tutional commands clearly are stated as negatives. See U.S. Const, amend. I (“Congress shall make no 
law . . . .”). The “balance of powers” provisions that are the concern of this note, however, are phrased 
positively and should be viewed from that perspective.

114. M’Culloch v. Maryland, 17 U.S. (4 Wheat.) 316, 407 (1819).
115. See Goldwater v. Carter, 444 U.S. 996, 998-1001 (1979) (Powell, J„ concurring in judgment) 

A pragmatic analysis should consider several factors. First, does the power in 
question have its roots in the text of the Constitution?112 This factor is intended 
to ensure that the development of balance of powers weapons and subsequent 
analysis of those weapons are confined by the framework of an unchanging docu
ment. It recognizes that any power exercised by one of the coordinate branches 
must be derived from the balance of powers provisions of the Constitution, 
viewed as a positive charter of government,113 but it also provides flexibility by 
not requiring rigid adherence to only those weapons expressly enumerated. As 
such, the factor is responsive to Justice Marshall’s admonition that “we must 
never forget, that it is a constitution we are expounding.”114

Second, is the power conferred by the Constitution an express part of the bal
ance of powers equation? This factor recognizes that, for balance of powers pur
poses, some powers are more important than others. It encompasses 
consideration of the emphasis the Framers placed on the power in question and 
of the role that use of that power has played in defending a coordinate branch 
against encroachments by a competing branch and in ensuring that the coordi
nate branch achieves its assigned purpose.

Third, does the branch opposing the exercise of that power have constitutional 
means of limiting the use of that power? This factor is a substantive adaptation 
of the “political question” justiciability doctrine115 and recognizes that, in cases 
where the complaining branch has enough weapons to protect itself, it may be 



1202 The Georgetown Law Journal [Vol. 73:1185

advisable to let the competing branches resolve the question by themselves.116 
In such cases, judicial intervention in the form of constitutional interpretation is 
unnecessary and may have unanticipated long-term impact on the balance of 
powers between the competing branches.117

vens, JJ., concurring in judgment) (same).
116. Justice Powell has noted:

Differences between the President and the Congress are commonplace under our system. The |
differences should, and almost invariably do, turn on political rather than legal considerations.
The Judicial Branch should not decide issues affecting the allocation of power between the Presi- j
dent and Congress until the political branches reach a constitutional impasse. Otherwise, we 
should encourage small groups or even individual Members of Congress to seek judicial resolu
tion of issues before the normal political process has the opportunity to resolve the conflict.

Id. at 997 (Powell, J., concurring in judgment). See also id. at 1004 (Rehnquist, J., with Burger, C.J., 
Stewart & Stevens, JJ., concurring in judgment) (“Here ... we are asked to settle a dispute between 
coequal branches of our Government, each of which has resources available to protect and assert its 
interests . . . .”).

117. See id. at 1005-06 (Rehnquist, J., with Burger, C.J., Stewart & Stevens, JJ., concurring in judg
ment) (“An Art. Ill court’s resolution of question that is ‘political’ in character can create [great] disrup
tion among the three coequal branches of Government . . . .”).

Fourth, if the power is removed, would the branch deprived of that power 
have explicitly constitutional means of developing an alternative that will com
pensate adequately for the loss? If this consideration is fulfilled, then the power 
in question may be essentially unnecessary, and any minimal attendant loss of 
power would be a sacrifice to the increased legitimacy derived from more appro
priate adherence to the constitutional framework.

Finally, have there been recent external forces leading to new institutional 
developments by one of the branches, such that the power being analyzed should 
be removed or retained in order to compensate for these developments? This 
factor differs from the preceding four in that it concentrates on forces that are 
external to the interbranch conflict but that may nevertheless affect the balance 
of powers equation. An example of an external development leading to subse
quent institutional developments by the branches would be the development of 
an intricately interrelated national economy which, in turn, resulted in Congress’ 
increasing regulation of interstate commerce and creation of administrative 
agencies to promulgate regulations and monitor enforcement of regulatory stat
utes. These institutional developments were eventually sanctioned by the 
Supreme Court, which reversed longstanding views on the scope of Congress’ 
power under the Commerce Clause and on the delegation of legislative power. 
This final factor consequently introduces an element of flexibility into the bal
ance of powers determination.

This note first will apply the proposed analysis to the intersession pocket veto 
power. The note then will apply the analysis to the legislative veto mechanism 
held unconstitutional by the Chadha Court. Finally, the note will consider the 
implications for upholding the intersession pocket veto in light of three compara
tively recent institutional developments that arise from federal budgetary 
concerns.

(discussing political question doctrine); id. at 1002-06 (Rehnquist, J., with Burger, C.J., Stewart & Ste-
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III. Application of the Proposed Pragmatic Analysis

A. THE INTERSESSION POCKET VETO

As noted previously, the intersession pocket veto power is rooted in the text of 
article I, section 7.118 In addition, the intersession pocket veto power, as part of 
the general executive veto power, was expressly conferred upon the President as 
a part of the balance of powers framework.119 The Framers believed that the 
legislative branch clearly had the potential to “intrude upon the rights, and to 
absorb the powers, of the other departments” and consequently recognized “the 
propriety of a negative ... in the Executive, upon the acts of the legislative 
branches.”120 Through the veto power, the President was made a part of the 
legislative process121 and was given the ability to “defend himself against the 
depredations” of Congress,122 to “[furnish] an additional security against the 
enaction of improper laws,”123 and to bring a national perspective to the legisla
tive process.124

118. See supra text accompanying note 3 (quoting pocket veto clause); see also supra notes 23 to 34 and 
accompanying text (discussing constitutional context and legislative history of pocket veto clause and 
intersession pocket veto power).

119. The Federalist No. 73, at 468 (A. Hamilton) (B. Wright ed. 1966); see also Clineburg, The 
Presidential Veto Power, 18 S.C.L. Rev. 732, 737 (1966) (veto power designed to serve as device for 
maintaining “the same nice balance of powers which the framers had achieved in their ‘parchment 
delineation’”).

120. The Federalist No. 73, at 468-69 (A. Hamilton) (B. Wright ed. 1966); see also INS v. Chadha, 
462 U.S. at 947, 103 S. Ct. at 2782 (veto power based on Framers’ conviction that congressional powers 
should be most carefully circumscribed); The Federalist No. 51, at 356 (J. Madison) (B. Wright ed. 
1966) (“In republican government, the legislative authority necessarily predominates.”).

121. INS v. Chadha, 462 U.S. at 951, 103 S. Ct. at 2784; Buckley v. Valeo, 424 U.S. at 121; Youngs
town Sheet & Tube Co. v. Sawyer, 343 U.S. at 587; see also Edwards v. United States, 286 U.S. 482, 490 
(1932) (President acts legislatively through veto provision but is not constituent part of Congress”); La 
Abra Silver Mining Co. v. United States, 175 U.S. 423, 453 (1899) (when approving bills passed by Con
gress, President participates in enactment of laws).

122. The Federalist No. 73, at 469 (A. Hamilton) (B. Wright ed. 1966); see also J. Story, A Fa
miliar Exposition of the Constitution of the United States (1884) (without veto power, Presi
dent might gradually be stripped of all his authority).

123. The Federalist No. 73, at 469 (A. Hamilton) (B. Wright ed. 1966); see also INS v. Chadha, 462 
U.S. at 947-48, 103 S. Ct. at 2782 (veto power checks enactment of “oppressive, improvident, or ill- 
considered measures”); Youngstown Sheet & Tube Co. v. Sawyer, 343 U.S. at 587 (veto power allows 
President to veto laws he dislikes).

124. See INS v. Chadha, 462 U.S. at 948, 103 S. Ct. at 2782 (art. I, § 7, cl. 2 assures that legislative 
process has national perspective).

125. INS v. Chadha, 462 U.S. 919 (1983).
126. Id.
127. W. Wilson, Congressional Government 52, 260 (1884). Professor Black argues that, “as far 

as the text [of article II] takes us, the President has very little power of his own.” Black, supra note 109, at 
849. Black notes that the veto provision is “the one large and genuinely intrusive foreign body” in the 
otherwise expansive grant of powers to Congress contained in art. I. Id. at 851. He continues, “This is a 
vital intrusion because the veto . . . makes entirely impossible any reliance on the continuing formation of 

Thus, the intersession pocket veto is a component of a power that the Framers 
considered vital to a proper balance of powers. Indeed, in Chadha,125 the 
Supreme Court stated, “Presentment to the President and the Presidential veto 
were considered so imperative that the draftsmen took special pains to assure 
that these requirements could not be circumvented.”126 Woodrow Wilson con
sidered the President’s veto power to be, “beyond all comparison, his most for
midable prerogative” and argued that the President “is no greater than his 
prerogative of veto makes him.”127 Another observer argues that “[t]he impor
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tance of the presidential veto power, as a functioning component of the system of 
checks and balances, is impossible to exaggerate.”128

independent congressional policy .... [A]s long as this institution exists it will greatly strengthen the 
power of the President over policy.” Id.

128. Clineburg, supra note 119, at 737; see also Black, supra note 109, at 854 (the veto power is vital 
component in machinery of federal government).

129. See Kennedy v. Sampson, 511 F.2d at 437 (Constitutional Convention explicitly rejected absolute 
presidential veto); H.R. Rep. No. 1021, 93d Cong., 2d Sess. at 2 (1974) (same).

130. See Black, Some Thoughts on the Veto, 40 Law & Contemp. Probs., Spring 1976, at 87, 101 
(arguing that when each House has designated agent to receive vetoed bills and messages, Congress can no 
longer be said to “prevent” return of bills by intersession adjournment). Professor Black contends, 
“When Congress sets up arrangements which eliminate that effect of adjournment, there is no reason why 
the ‘pocket veto’ should continue to have force; indeed, it no longer has any warrant in the literal text, if 
one reads that text freshly.” Li; see also Note, supra note 22, at 170 (“It would be a severe distortion of 
the intended distribution of governmental powers if, under the guise of protecting the constitutional right 
to a full ten days to consider a bill, the President acquires an absolute veto power because of the fortuitous 
circumstance of an untimely congressional recess. A framework of checks and balances should not be 
held to rest on such niceties.”).

Others have argued that, since modem travel is less time-consuming and communications are quicker 
and more reliable, the potential for delay and uncertainty noted by the Pocket Veto Court does not apply 
to anything less than a final adjournment. Barnes v. Carmen, 582 F. Supp. at 165-66; see also Miller, supra 
note 80, at 569 (instantaneous communication and rapid transportation means that messages can now be 
sent to Congress for any part of world without delay).

131. See Kennedy v. Sampson, 511 F.2d at 438 (pocket veto always frustrates Congress’ right to recon
sider a vetoed bill); Black, supra note 130, at 101 (pocket vetoes never subject to potential override).

132. Cf. Black, supra note 109, at 849 (“what article II sets up is an ‘executive’ branch very largely 
under congressional control, whenever Congress generates the initiative and will to control it ”) (emphasis 
in original).

133. The Pocket Veto Case, 279 U.S. at 678-79. The Court stated:
And it is plain that when the adjournment of Congress prevents the return of a bill within the 

allotted time, the failure of the bill to become a law cannot properly be ascribed to the disap
proval of the President—who presumably would have returned it before the adjournment if 
there had been sufficient time in which to complete his consideration and take such action—but 
is attributable solely to the action of Congress in adjourning before the time allowed the Presi
dent for returning the bill had expired.

The frequency with which the intersession pocket veto has been used indicates 
that it is an important part of the critical executive veto power. Removal of the 
intersession pocket veto power thus would substantially reduce the weight on the 
executive side of the “balance of powers” scales.

Yet, proponents of a restrictive view of the pocket veto power argue that the 
Framers of the Constitution expressly rejected efforts to provide the President 
with an “absolute” veto129 and contend that an expansive interpretation of the 
pocket veto provision would give the President a de facto absolute veto in certain 
circumstances.130 This argument ignores that the pocket veto, by its very na
ture, constitutes an “absolute” veto in that Congress is not given an immediate 
opportunity to override.131 Consequently, the Framers did intend to provide the 
President with an absolute veto in certain cases.

Proponents of a restrictive judicial interpretation of the pocket veto clause also 
ignore that Congress itself possesses the power to thwart use of the intersession 
pocket veto.132 In The Pocket Veto Case, the Supreme Court noted that the 
intersession pocket veto is primarily a result of internal defects in the legislative 
process and not of executive overreaching.133 As the House Judiciary Commit
tee has noted: “A pocket veto is something the Congress causes. It is the result 
that occurs when Congress waives its right to reconsider legislation when its ad
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journment prevents the return of a bill.”134
Congress can thwart the exercise of the intersession pocket veto power in three 

ways. First, it can reenact legislation subjected to an intersession pocket veto 
after the second session of Congress has reconvened.135 Second, it can enact 
legislation more than ten days before an intersession adjournment.136 Third, and 
most significantly, it can delay its constitutional presentment137 of legislation to 
the President until after the second session has begun, since nothing in the Con
stitution requires presentment of legislation immediately after its approval by 
Congress.138 This latter approach, in fact, has been successfully employed by 
Congress in the past.139 Since the constitutional veto provisions are triggered by 
congressional presentment of legislation, delaying presentment until after an in
tersession adjournment has concluded precludes use of the intersession pocket 
veto.140

Even if the use of the intersession pocket veto were declared unconstitutional 
by the Supreme Court, the President still would retain an alternative—the regu
lar veto power. The regular veto is a formidable tool for influencing congres
sional action,141 but it is not an adequate substitute for the intersession pocket 
veto because the intersession pocket veto is, as discussed earlier, functionally an 
absolute veto. Overriding a regular veto is problematic,142 but enacting legisla
tion over an intersession pocket veto is immeasurably more difficult. To override 
such a veto, Congress would have to overcome internal institutional obstacles 
and, in one session, reenact the vetoed legislation. Since the President presuma
bly would subject the legislation to a “regular” veto, both Houses also would 
have to summon two-thirds majorities in order to override the veto.143 Signifi-

134. H.R. Rep. No. 1021, 93d Cong., 2d Sess. 2 (1974).
135. The Pocket Veto Case, 279 U.S. at 679 n.6. Because of the time-consuming nature of the legisla

tive process, however, this course is impractical. See infra note 143 (noting difficulty of reenacting pocket 
vetoed legislation).

136. 1971 House Hearings, supra note 78, at 23 (statement of Rep. Mikva). Rep. Mikva added, how
ever, that such a procedure “puts a kind of a strain on what is otherwise an awfully sensible document.” 
Zd.

137. For a discussion of the difficulties involved in determining the meaning of presentment, see 
Clineburg, supra note 119, at 742-45.

138. In Eber Bros. Wine & Liquor Corp. v. United States, 337 F.2d 624 (Ct. Cl. 1964), cert, denied, 380 
U.S. 950 (1965), the Court of Claims noted that

under the careful words of the Constitution, the President’s limited time for considering a bill 
does not begin until the measure is presented to him. That period does not mechanically com
mence at the end of the passage of the bill through the Congress. A further step is necessary, 
and the initiation of that step—presentation to the President—lies with the Congress.

Id. at 628 (emphasis in original).
Of course, the Congress could not constitutionally delay presentation of legislation from one Congress 

to another. See supra note 6 (discussing dissolution of Congress after completion of two-year term).
139. See Eber Bros., 337 F.2d at 628 (Congressional leaders sometimes delay presentation of bills to 

President); see also Note, Some Legal Aspects of the Visit of President Wilson to Paris, 36 Harv. L. Rev. 
51, 76 (1922) (bills passed by both Houses of Congress not presented to President during that session may 
be presented to him at subsequent session).

140. See Note, supra 5, at 402 (delayed presentation of legislation may preclude pocket veto difficulty).
141. See generally Black, supra note 130.
142. See id. at 92-94 (vetoes rarely overridden because of two-thirds majority requirement and effect of 

presidential prestige).
143. The Kennedy Court quoted extensively from Senator Kennedy’s brief as to the effect of pocket 

vetoes on legislation: 
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cantly, there is no record of legislation subjected to an intersession pocket veto 
ever being enacted into law in the following session.

The intersession pocket veto thus provides a powerful weapon that allows the 
President to “prevent the enactment of improper laws” that often are approved 
during the legislative horse-trading that occurs at the end of congressional ses
sions.* 144 The intersession pocket veto has firm textual foundation and is an im
portant part of the President’s primary balance of powers “weaponry.” In 
addition, Congress itself has the power to limit use of the intersession pocket 
veto. Finally, no equally effective substitute for the pocket veto is available. The 
pragmatic balance of powers analysis therefore indicates that invalidating use of 
the intersession pocket veto would tip the balance of powers toward the legisla
tive branch.

It is no answer to say that if Congress wishes, it can simply pass a pocket-vetoed bill again and 
present it to the President at a time when the pocket veto cannot be used. At best, the legislative 
route is arduous and time-consuming, involving numerous subcommittee, full committee, and 
other proceedings in both the Senate and the House. At worst, if delay has dimmed the constel
lation of public and private interests that facilitated the original passage of the bill, if the unique 
alchemy that enabled the legislative process to function successfully the previous time around 
has disappeared, the result may be that the bill cannot be passed at all.

Kennedy v. Sampson, 511 F.2d 430, 436 n.17 (D.C. Cir. 1974) (quoting appellee’s brief at 54).
The difficult legislative process lamented by Senator Kennedy is, of course, largely a creature of the 

internal political pressures of the Congress. Indeed, the delay encountered in the modem Congress is, at 
least in part, the result of a vastly expanded number of subcommittees (created to provide Senators and 
Representatives with prestigious posts), internecine turf battles between powerful congressional commit
tees, and prolonged hearings that provide representatives of various interest groups an opportunity to 
state their views on legislation. Congress’ self-inflicted problems should not be used to justify infringe
ment of a power provided to a coordinate branch. That Congress has the ability to adjust its internal 
procedures is indicated by the Legislative Reorganization Act of 1970, Pub. L. No. 91-510, 84 Stat. 1140 
(1970) (codified at scattered sections of title 2, United States Code), and by the budget reconciliation 
process, discussed infra at notes 180 to 191 and accompanying text.

144. For a detailed account of the frenzied activity that occurs at the end of a legislative session, see 
T.R. Reid, Congressional Oddysey: The Saga of a Senate Bill (1980).

145. 462 U.S. 919, 959, 103 S. Ct. 2764, 2788 (1983). The Chadha decision has been the focus of 
considerable attention. For discussion of Chadha, see Breyer, supra note 14; Elliott, supra note 14; Hutch
ins, Legislative Vetoes and the Administrative Process: A Constitutional and Operational Analysis, 15 Tex. 
Tech. L. Rev. 307 (1984); Levitas & Brand, Congressional Review of Executive and Agency Actions After 
Chadha: The “Son of Legislative Veto" Lives On, 72 Geo. L.J. 801 (1984); Smolla, supra note 14; Spann, 
Deconstructing the Legislative Veto, 68 Minn. L. Rev. 473 (1984); Spann, supra note 14; Note, The De
mise of the Legislative Veto; The Struggle for Political Accountability: INS v. Chadha, 17 Creighton L. 
Rev. 915 (1984); Note, INS v. Chadha: The Death Knell for the Legislative Veto?, 69 Iowa L. Rev. 513 
(1984).

146. Essentially, the device consisted of a clause in a statute that stated that “a particular [agency] 
action . . . will take effect only if Congress does not nullify it by resolution within a specified period of 
time.” Breyer, supra note 14, at 785. Under different forms of the legislative veto, resolutions of disap
proval could be passed by one House of Congress, both Houses, or by a single congressional committee. 
Id.

B. THE LEGISLATIVE VETO

The foregoing pragmatic analysis of the intersession pocket veto may be con
trasted with a similar analysis of the legislative veto. In INS v. Chadha, the 
Supreme Court held unconstitutional the one-House legislative veto,145 a device 
that allowed Congress to delegate substantial amounts of authority to executive 
and independent agencies while retaining control of agency actions by providing 
that such actions would take effect only if not nullified by congressional resolu
tion within a specified period of time.146 The Chadha Court found that the veto 
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in question was “an exercise of legislative power” that did not conform to “the 
Constitution’s prescription for legislative action: passage by a majority of both 
Houses and presentment to the President.”147 Subsequent decisions by the 
Court indicate that the Chadha rationale extends to “all legislative review mech
anisms that are not subjected to bicameral action and submitted for presidential 
approval.”148

147. Chadha, 462 U.S. at 958, 103 S. Ct. at 2787.
148. Levitas & Brand, supra note 145, at 801. Chadha involved quasijudicial alien deportation pro

ceedings conducted under authority delegated by Congress to the Attorney General, and not rulemaking 
authority. Chadha, 462 U.S. at 923-28, 103 S. Ct. at 2770-72; see also id., 462 U.S. at 964, 103 S. Ct. at 
2791 (Powell, J., concurring) (one-House veto exercised in Chadha “clearly adjudicatory” on its face). 
After Chadha, however, the Court summarily affirmed two lower court decisions invalidating both one- 
and two-House vetoes of regulatory actions. Consumer Energy Council of Am. v. FERC, 673 F.2d 425 
(D.C. Cir. 1981), affd, 103 S. Ct. 3556 (1983); Consumers Union of the United States v. FTC, 691 F.2d 
575 (D.C. Cir. 1982) (en banc), affd, 103 S. Ct. 3556 (1983). These holdings indicate that the Chadha 
rationale is not limited to the facts of that case.

149. E.g., Breyer, supra note 14, at 785; Levitas & Brand, supra note 145, at 810; see also Note, INS v. 
Chadha and the Impoundment Control Act of 1974: A Shift in the Balance of Power, 45 U. Pitt. L. Rev. 
673, 673 (1984) {Chadha holding significantly altered distribution of power between executive and legisla
tive branches of federal government). One commentator has even argued that the Constitution should be 
amended to overrule Chadha and allow legislative vetoes. Smolla, supra note 14, at 513-14, 527-71.

150. Chadha, 462 U.S. at 967, 103 S. Ct. at 2792 (White, J., dissenting); see also id., 462 U.S. at 1003- 
13, 103 S. Ct. at 2811-16 (app. 1) (listing current statutes with legislative veto clauses). While the statute 
at issue in Chadha had an express severability clause, id., 462 U.S. at 932, 103 S. Ct. at 2774, the Court 
has upheld a decision finding severance in the absence of an express severability clause. Consumer Energy 
Council of Am. v. FERC, 673 F.2d 425 (D.C. Cir. 1981), affd, 103 S. Ct. 3556 (1983). At least one other 
court has not found severance absent a severability clause. EEOC v. Allstate Ins. Co., 570 F. Supp. 1224 
(S.D. Miss. 1983), appeal dismissed, 104 S. Ct. 3499 (1984), remanded without opinion, 740 F.2d 966 (5th 
Cir. 1984). For a general discussion of the severability question, see Levitas & Brand, supra note 145, at 
807-09.

151. Chadha, 462 U.S. at 959, 103 S. Ct. at 2788 (Powell, J., concurring).
152. See id., 462 U.S. at 977, 103 S. Ct. at 2798 (White, J., dissenting) (Constitution neither directly 

authorizes nor prohibits legislative veto).
153. Breyer, supra note 14, at 792.
154. See N. Polsby, supra note 107, at 188-89 (power to investigate is significant congressional activ

ity; Congress may inquire minutely into workings of executive branch).
For a general discussion of congressional power to investigate executive branch actions, see Comment, 

The Confrontation of the Legislative and Executive Branches: An Examination of the Constitutional Bal

When the Chadha decision was first announced, commentators noted that the 
Court’s holding could have profound ramifications for the executive-legislative 
balance of powers.149 The broad sweep of the decision, which implicated the 
constitutionality of more than 200 laws enacted over a period of decades,150 
“gives one pause.”151

The eventual impact of Chadha on the collective powers of the Congress may 
be negligible, however. First, the agency review mechanism struck down by 
Chadha and its progeny, while useful, was not a constitutionally provided 
“weapon” in the balance of powers framework,152 nor was it even one of Con
gress’ most powerful tools for influencing executive branch action. Congress still 
retains complete control over budget authority and appropriations for all execu
tive branch and independent agencies. As Judge Stephen Breyer of the United 
States Court of Appeals for the First Circuit has noted: “If a significant group of 
legislators strongly opposes a particular agency decision, it might well succeed in 
including a sentence in the appropriations bill [for that agency] denying the 
agency funds to enforce that decision.”153 Moreover, Congress can indirectly 
influence agency behavior through its oversight authority.154 These devices, 
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among others, give Congress considerable leverage over agency action, even 
without the legislative veto mechanism declared unconstitutional in Chadha.

In addition, even if Congress elects to continue to delegate broad authority to 
agencies, it has the means to counteract the impact of Chadha by enacting con
stitutional methods of obtaining legislative review of regulatory agency action. 
A number of such methods have already been suggested.155 Judge Breyer ar
gues, for example, that Congress has the power to create a constitutional, func
tional equivalent of the legislative veto invalidated by Chadha by altering 
internal rules of legislative procedure, with the result that “there would be no 
change at all in the balance of power.”156 Judge Breyer’s proposed “fast track” 
alternative would replace legislative veto clauses in statutes with special clauses 
providing that specified agency regulations would take effect only upon congres
sional enactment of legislation “confirming” the regulation.157 These confirma
tory laws would be placed on a special “fast track,” subject to unique internal 
rules of procedure, that would “make the enactment of a confirmatory law no 
more difficult than stopping the enactment of a veto resolution.”158 While these 
methods may not constitute perfect substitutes for the “legislative veto” method 
invalidated in Chadha,159 they do give Congress an opportunity to regain the 
power “lost” as a result of the Chadha holding.

ance of Powers and the Role of the Attorney General, 11 Pepperdine L. Rev. 331, 334-37 (1984). The 
author quotes then-Senator Harry Truman as stating: “[T]he power of investigation is one of the most 
important powers of Congress. The manner in which that power is exercised will largely determine the 
position and prestige of the Congress in the future.” Id. at 334 (citing D. Riddle, The Truman Com
mittee (1964)). But see INS v. Chadha, 462 U.S. at 973 n.10, 103 S. Ct. at 2795 n. 10 (White, J., dissent
ing) (“Oversight hearings and congressional investigations have their purpose, but unless Congress is to be 
rendered a think tank or debating society, they are no substitute for the exercise of actual authority.”).

155. For discussion of some choices available to Congress, see Breyer, supra note 14, at 792-96; Elliott, 
supra note 14, at 156-60; Levitas & Brand, supra note 145, at 802-07; Spann, supra note 14, at 813-18; 
Note, 69 Iowa L. Rev., supra note 145, at 531-33. But see INS v. Chadha, 462 U.S. at 968, 103 S. Ct. at 
2793 (White, J., dissenting) (“Without the legislative veto, Congress is faced with a Hobson’s choice: 
either to refrain from delegating the necessary authority, leaving itself with a hopeless task of writing laws 
with the requisite specificity to cover endless special circumstances across the entire policy landscape, or 
in the alternative, to abdicate its lawmaking function to the executive branch and independent agencies.”).

156. Breyer, supra note 14, at 793.
157. Id.
158. Id. Judge Breyer suggests that the internal rules provide for automatic introduction of a confirma

tory bill, no referral to committee, no debate or amendment, and automatic floor vote within 60 days. Id.
The enactment of special rules for consideration of particular legislation is not unprecedented. The 

Congressional Budget and Impoundment Control Act of 1974, Pub. L. No. 93-344, 88 Stat. 298 (1974) 
(codified as amended at 2 U.S.C. §§ 621-661 (1982)), for example, provides a stringent and precise inter
nal procedure for expedited consideration of budget legislation. See infra notes 182 to 190 and accompa
nying text (discussing budget procedure).

159. See Breyer, supra note 14, at 795 (proposed “fast track” veto substitute nearly precise functional 
replica of legislative veto); Levitas & Brand, supra note 145, at 801-07 (alternatives, although workable, 
make government process more cumbersome).

160. Levitas & Brand, supra note 145, at 801 (emphasis added).

Alternatively, Congress could simply decline to delegate broad discretionary 
power to executive agencies and instead enact narrowly tailored and carefully 
confined statutes. Such an approach, one Congressman notes, would cause “an 
overall diminution of power in the executive in the long run.”160

Under a balance of powers analysis, the legislative veto device is unconstitu
tional. That power is not rooted in the text of the Constitution and was not 
conferred as a part of the balance of powers framework. Even after Chadha, 
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Congress still retains powerful tools to influence executive branch action. More
over, Congress itself has the ability to recover the weapon “lost” as a result of 
Chadha, or to increase its power with respect to the executive branch. As such, 
the pragmatic analysis also indicates that the Supreme Court’s rejection of the 
legislative veto is not an “external development” that would lead a court to in
validate the intersession pocket veto power as a means of compensation.

C. RECENT EXTERNAL AND INSTITUTIONAL DEVELOPMENTS

Within the past decade, as the economy has staggered through periods of high 
inflation, high interest rates, and deep recession, American public concern has 
focused on the federal budget as perhaps the central domestic political issue of 
our time.161 This broad public concern, in turn, has made the issue of the federal 
budget the predominant issue in the modem Congress.162 Because of the enor
mous size of the federal deficit, and the negative impact of that deficit upon the 
American economy,163 federal budget issues will likely predominate in Congress 
indefinitely. As such, the budget problem represents an institutional develop
ment in the domestic area and should be explored for any implications for the 
executive-legislative balance of powers.

161. See N.Y. Times, Jan. 22, 1985, at Al, A20, col. 1 (noting President Reagan’s proposal to freeze 
federal spending as response to broad public concern over federal deficits); N.Y. Times, Jan. 6, 1985, § 4, 
at 1, col. 3 (“overriding issue” facing incoming Congress is federal budget deficits); N.Y. Times, Oct. 14, 
1984, at A32, col. 2 (discussing public concern over deficit and budget and pressure on Congress).

162. See Sunley, There’s a Great Deal Farther to Go, N.Y.Times, July 1, 1984, § 3, at 1, col. 3 (sug
gesting that Congress approved Deficit Reduction Act of 1984 because they “did not want to run for re
election without having done something about the deficit”).

163. See A Middling 98th, N.Y. Times, Oct. 14, 1984, § 4, at 22, col. 1 (editorial) (massive federal 
budget deficits are central problem that will pass the costs of economic recovery to future generations).

164. U.S. Const, art. I, § 8, cl.l, § 9, cl. 7.
165. But see E. Corwin, The President: Office and Powers 1787-1957 127-28 (4th ed. 1957) 

(Constitution “assumes that expenditure is primarily an executive function.”).

The predominance of the budget issue is reflected in three recent developments 
in the legislative process that arguably have effected long-term shifts toward the 
legislature in its balance of powers with the executive branch. First, the restric
tion of the President’s impoundment powers has increased congressional power 
over the budget and spending process. Second, the increasing use of the budget 
reconciliation process has resulted in a federal budget process that is more time
consuming and more subject to tight congressional control. This time-consum
ing budget process, in turn, has led to increasing congressional use of important 
budget legislation—the continuing resolution—as a vehicle for the enactment of 
substantive legislation and as a device to discourage the President’s use of his 
veto “weapon.”

1. The Impoundment Power
The Constitution expressly confers upon Congress the power to authorize ex

penditures and appropriate funds164 and thus implicitly limits the President’s 
role in the spending process to approval or veto of such authorizations and ap
propriations legislation.165 For much of our history, however, the executive 
branch claimed and exercised the additional power of impoundment, which al
lowed Presidents to prevent the expenditure of funds appropriated by Con
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gress.166 In some instances, this impoundment power was derived from 
statutory authority,167 but Presidents also have argued that the impoundment 
power is constitutionally based.168 While the constitutional power to impound 
has been vigorously debated,169 “Every President from George Washington to 
Richard Nixon . . . almost certainly impounded appropriated funds.”170

As a result of widely perceived excesses by President Nixon,171 however, Con
gress enacted legislation that sharply curtails use of the presidential impound-

166. Representative Hale Boggs described impoundment as a procedure “in which the President re
fuses to disburse funds appropriated by the Congress for a given purpose during a given fiscal year ....’* 
Boggs, supra note 22, at 222-23. For a brief discussion of the impoundment power, see L. Fisher, The 
Constitution Between Friends 91-92 (1978).

167. See Fisher, Funds Impounded by the President: The Constitutional Issue, 38 Geo. Wash. L. Rev. 
124, 124-25 (1969) (discussing statutory authority for executive impoundment).

168. This claim generally is based upon the constitutional provision requiring that the President “take 
care that the laws be faithfully executed,” U.S. Const, art. II, § 3, but Presidents have advanced other 
claims as well. See Hearings on Executive Impoundment of Appropriated Funds before the Subcomm, on 
Separation of Powers of the Senate Comm, on the Judiciary, 92d Cong., 1st Sess. 95-96 (1971) [hereinafter 
cited as 1971 Senate Hearings] (statement of Caspar Weinberger, Deputy Director of the Office of Man
agement and Budget) (“Most often it is the [“faithfully execute” clause] which authorizes and occasion
ally requires that the President withhold funds. In addition to these general provisions, however, brief 
mention should be made of the specific provisions of Article II, Section 2, which designates the President 
as Commander-in-Chief of the Armed Forces and gives him responsibility for negotiating treaties and 
conducting foreign affairs.”). Rep. Hale Boggs argued, however, that “no serious contention can be right
fully made that the President’s power as Commander-in-Chief could confer on him the power to impound 
funds beyond the military sphere.” Boggs, supra note 22, at 225.

169. Compare Boggs, supra note 22 (impoundment improper) and Church, infra note 171 (same) with 
Fisher, supra note 167, at 136-37 (impoundment not expressly unconstitutional but propriety must be 
decided case-by-case). Cf. Stanton, History and Practice of Executive Impoundment of Appropriated 
Funds, 53 Neb. L. Rev. 1, 29-30 & n.169 (1974) (executive impoundment not always unconstitutional; 
executive branch should clearly identify valid constitutional or legislative basis for impoundment, but 
extremely doubtful that constitutional or legislative basis can be found to justify impoundment of funds).

Much of the debate over the constitutionality of impoundment revolves around the meaning of Kendall 
v. United States ex rel. Stokes, 37 U.S. (12 Pet.) 524 (1838). In Kendall, the Supreme Court held that, 
when directed by Congress to do so, a Postmaster could not refuse to make a payment authorized by law. 
Id. at 613. The Kendall Court also stated: “To contend, that the obligation imposed on the President to 
see the laws faithfully executed, implies a power to forbid their execution, is a novel construction of the 
constitution, and entirely inadmissible.” Id. Those contending that impoundment cannot be justified by 
the necessary and proper clause have cited Kendall as support. See 1971 Senate Hearings, supra note 168, 
at 39 (statement of Rep. Bennett) (relying on Kendall). Other commentators, however, have argued that 
Kendall established only that a writ of mandamus is available to compel performance of a nondiscretion- 
ary, “ministerial” obligation to pay prior contractual claims. Fisher, supra note 167, at 127; Stanton, 
supra, at 4. Indeed, Nile Stanton argues that Decatur v. Paulding, 39 U.S. (14 Pet.) 497 (1840), in which 
the Court held that mandamus was not available to compel the Secretary of the Navy to perform the 
discretionary duty of paying a widow’s claim based on a congressional resolution, expressly limits Kendall 
to nondiscretionary executive branch acts. Stanton, supra, at 5 (citing Decatur v. Paulding, 39 U.S. (14 
Pet.) at 516-17). As such, it is argued, Kendall provides no authority for restricting the discretionary act 
of impoundment. Fisher, supra note 167, at 127; Stanton, supra, at 5.

170. Stanton, supra note 169, at 5. The first major instance of executive impoundment occurred in 
1803. Id. at 3. Louis Fisher contends that presidents have used impoundment as a substitute for their 
missing “item veto” power in order to “protect^ budgetary policy and avoid[] unnecessary and costly 
programs.” Fisher, supra note 167, at 137. The presumed lack of an executive “item veto” is discussed 
infra at note 201 and accompanying text.

171. See L. Fisher, supra note 166, at 92; N. Polsby, supra note 107, at 184 n.6. Between 1969 and 
1971, President Nixon impounded more than $33 billion in appropriated funds. Boggs, supra note 22, at 
226. Nixon’s repeated use of impoundment generated much criticism from commentators. See generally 
Boggs, supra note 22; Church, Impoundment of Appropriated Funds: The Decline of Congressional Con
trol over Executive Discretion, 22 Stan. L. Rev. 1240 (1970); Note, Presidential Impoundment of Funds: 
A Constitutional Crisis, 7 Akron L. Rev. 107 (1973); Note, Impoundment of Funds Appropriated by 
Congress, 34 Ohio St. L.J. 416 (1973). Senator Frank Church called executive impoundment “a particu
larly noxious device” that “looms as yet another force eroding the foundation of representative govern
ment.” Church, supra, at 1241. 
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ment power by allowing Congress to prevent rescissions or deferrals of spending 
authority. The Congressional Budget and Impoundment Control Act of 1974172 
separates executive impoundments into “rescissions” and “deferrals” of budget 
authority.173 When the President determines that all or part of authorized 
spending is unnecessary to carry out a program or should be rescinded for fiscal 
policy reasons, he must transmit a special message to Congress delineating the 
scope and rationale of the proposed rescission.174 The money subject to the 
President’s proposal must be spent, however, unless the Congress enacts a rescis
sion bill within 45 days.175 Similarly, when the President seeks to defer spend
ing, he must send an explanatory message to Congress; in this instance, however, 
the deferral will occur unless either House of Congress passes an impoundment 
resolution disapproving the proposed deferral.176

172. Pub. L. No. 93-344, 88 Stat. 332 (codified as amended at 2 U.S.C. §§ 681-688 (1982)). The Act 
includes an express disclaimer that it not be construed as “asserting or conceding the constitutional pow
ers or limitations of either the Congress or the President.” Id. § 681(1). For a discussion of some of the 
legislative background of the Act, see Note, supra note 149, at 687-92.

There is little doubt that some members of Congress viewed the Act as a means of protecting an appro
priate balance of powers between the executive and legislative branches. See Church, supra note 171, at 
1250 (Nixon’s impoundment practices undermined confidence in Congress’ ability to act with authority 
on appropriations and would destroy public reliance on Congress; this would increase power of executive 
to detriment of system checks and balances); see also Stanton, supra note 169, at 22 (Congress viewed 
Nixon’s impoundments as direct challenge to system of checks and balances).

173. 2 U.S.C. § 682(1), (3) (1982).
174. Id. § 683(a).
175. Id. § 683(b).
176. 2 U.S.C. § 684(b).
177. Because the deferral procedure is subject to a one-House veto, however, it almost certainly is 

unconstitutional under the Chadha rationale. See Chadha, 462 U.S. at 1CX35, 103 S. Ct. at 2812 (White, J., 
dissenting) (App. I) (including deferral provision in list of statutes with legislative vetoes called into ques
tion by Chadha)-, see also supra notes 145 to 151 (discussing scope of Chadha).

One student commentator has argued that the Chadha holding would invalidate the rescission provi
sions of the Impoundment Control Act, which “operated as a” silent “legislative veto,” even though 
“[¡Inaction on the part of Congress produces a change in the state of affairs established by the executive, 
but not in the legislatively established intent underlying the appropriations legislation.” Note, supra note 
149, at 692. The commentator reasons that, since the Chadha Court focused only on “legislative action” 
that affects the “legal rights, duties and relations of persons outside the executive branch,” the “silent 
veto” rescission provision would unconstitutionally alter the rights, duties, and relations established by 
the executive without legislative bicameralism and presentment. Id. (quoting Chadha, 462 U.S. at 951, 103 
S. Ct. at 2784).

178. N. Polsby, supra note 107, at 183-84.
179. Chadha, 462 U.S. at 971 n.7, 103 S. Ct. at 2794 n.7 (White, J., dissenting).

In the aftermath of Chadha, the constitutionality of the impoundment provi
sions of the Act is in doubt.177 In its present form, however, the Act at least 
blunts, if it does not remove altogether, one of the President’s tools to “express 
disagreement and induce cooperation.”178 In addition, it adds an additional 
“weapon”—the power to “veto” presidential rescissions and spending defer
rals—to the legislative side of the balance of powers. This new congressional 
“weapon” has been used sixty-five times since the Act took effect.179 Finally, 
even if the Act is declared unconstitutional under the Chadha rationale, Con
gress can reassert control over impoundment by employing one of the legislative 
veto alternatives discussed earlier.
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2. The Budget Reconciliation Process

Under the Congressional Budget and Impoundment Control Act of 1974,180 
Congress set up a new budget procedure to streamline, coordinate, and bring 
responsibility to what had been a haphazard federal budgetary procedure.181 
This new procedure, called budget “reconciliation,” allows Congress to agree by 
concurrent resolution to broad budgetary goals and then to require individual 
spending bills to be reconciled with those goals.

180. Pub. L. No. 93-344, 88 Stat. 297 (1974) (codified as amended at 2 U.S.C. §§ 621-661 (1982)). For 
a general discussion of the budget process, see N. Polsby, supra note 107, at 165-75.

181. The congressional declaration of purpose for the Act states that it is “essential—(1) to assure 
effective congressional control over the budgetary process; (2) to provide for the congressional determina
tion each year of the appropriate level of Federal revenues and expenditures . . . [and] (4) to establish 
national budget priorities . ...” 2 U.S.C. § 621 (1982).

Walter Oleszek notes that:
Prior to 1974, Congress had made appropriations for individual federal programs with little 

effort to add up the overall cost or determine priorities among them. Congress lacked a mecha
nism that would permit it to calculate the overall effect of individual spending decisions on the 
national economy or to relate income to expenditures. In short, Congress clearly needed a cen
tral focal point for budget preparation and an annual plan relating how much taxes needed to be 
raised to meet suggested expenditures.

W. Oleszek, Congressional Procedures and the Policy Process 44 (1978).
182. See 2 U.S.C. § 631 (1982) (outlining timetable for budget consideration).
183. The Act requires Congress to complete action on a concurrent resolution on the budget, which 

includes figures for total budget outlays, total new budget authority, federal revenues, budget surplus or 
debt, and public debt, by May 15. Id. § 632(a).

184. Id. § 631, § 632(c). The figures included in the resolution may be revised through adoption of a 
second concurrent resolution. Id. § 635.

185. Id. §§ 638-39.
186. Id. § 640.
187. Id. § 641.
188. Id. § 641(a). The committees then must make their recommendations to the House and Senate 

budget committees, which compile all such recommendations into omnibus budget reconciliation bills. 
Id. § 641(c).

The Act sets up a complex timetable for consideration of budget legislation 
and provides special procedural rules designed to shorten the budget process.182 
The President submits his budget recommendations to the Congress, and Con
gress is responsible for completing action on a concurrent resolution on the 
budget for the next fiscal year by May 15.183 This resolution is prepared by the 
budget committees of the House and Senate and is based on the President’s rec
ommendations as well as the views and estimates of each standing committee of 
the House and Senate.184 When such committees approve authorizations and 
appropriations bills, they must file reports comparing budget authority and out
lays in those bills to figures contained in the concurrent budget resolution.185 
All bills and resolutions providing new budget authority and new spending au
thority must be approved by Congress by the seventh day after Labor Day.186

By September 15, Congress must complete action on a second concurrent 
budget resolution, which can reaffirm or revise the figures included in the most 
recently adopted concurrent budget resolution.187 This resolution must, “to the 
extent necessary,” direct House and Senate committees to recommend changes 
in the law to conform budget authorizations and expenditures for programs to 
figures included in the second concurrent budget resolution.188 The committee 
recommendations are then compiled into an omnibus budget reconciliation bill, 
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which must be approved by Congress by September 25, immediately before the 
beginning of the new fiscal year.189 After the reconciliation bill is approved, any 
legislation or resolution that would cause the total budget authority or total 
budget outlays to exceed the targets set by the reconciliation bill is not in 
order.190

189. Id. § 641(d).
190. Id. §§ 642, 651-52. The Act thus “established a rigorous timetable for Congress and its commit

tees to act on spending bills” which “permits Congress to review the federal budget as a whole, relating 
tax and spending decisions and determining budgetary priorities among competing national programs.” 
W. Oleszek, supra 181, at 44.

191. N. Polsby, supra note 107, at 165-66.
192. The reconciliation process was used only once before the Reagan administration took office. 1981 

Cong. Q. Almanac at 256. In 1980, Congress enacted a reconciliation bill, but the bill was “far more 
modest in scale and limited in purpose” than the 1981 reconciliation bill. Id.

193. See id. at 256-66 (1981 reconciliation bill included 27 titles and slashed $35.2 billion from pro
jected fiscal 1982 spending).

194. See N.Y. Times, Oct. 14, 1984, at 1, col. 5 (98th Congress slowed President Reagan’s efforts to 
change scope and direction of government; Congress “repeatedly defied” President on economic issues).

195. 1981 Cong. Q. Almanac at 257.
196. Id. at 258 (statement of Senate Budget Committee Chairman Peter Domenici); id. at 266 (state

ment of House Budget Committee Chairman James Jones).

Because the resolution setting budget goals with which subsequent appropria
tions and authorizations legislation must be “reconciled” is a concurrent resolu
tion, the President’s signature is not required.191 Thus, the Act effectively limits 
presidential participation in the budget process to proposing a budget, signing or 
vetoing individual authorization and appropriations bills, and signing or vetoing 
the final budget reconciliation bill.

Although the Act was approved in 1974, the reconciliation process did not 
dominate the congressional agenda until the advent of the Reagan Administra
tion,192 when the President used the process to win congressional acceptance of a 
broad range of budget revisions.193 While the reconciliation process worked to 
President Reagan’s advantage in 1981, primarily because of his success in mobil
izing public opinion in favor of his policies, his more recent efforts at controlling 
the reconciliation process have been less successful.194 The eventual balance of 
powers implications of the new budget process currently are unclear. For exam
ple, Representative Richard Bolling described the 1981 reconciliation efforts as 
an “excessive use of presidential power and license” and the “most brutal and 
blunt instrument used by a president in an attempt to control the congressional 
process since Nixon used impoundment.”195 On the other hand, Senate Budget 
Committee chairman Peter Domenici stated that “the reconciliation process . . . 
has strengthened the legislative process,” and House Budget Committee chair
man James Jones argued that the reconciliation process represents “a true vic
tory for the legislative process.”196

It is clear, however, that the process could be used to restrict presidential 
influence on the budget process. Since the President’s role is expressly limited by 
the Act, if the President and Congress disagree on appropriate budgetary goals, 
the President can express his disapproval only by vetoing appropriations and 
authorizations legislation or by vetoing the final budget reconciliation bill. This 
veto power is practically limited, however, by the fact that all appropriations and 
authorizations legislation must conform to the budgetary targets set by the con
current budget resolutions. In addition, vetoing the budget reconciliation bill 
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would effectively require the Congress to reconsider its entire budget process 
and, as such, would cost the President considerable political capital and might 
make override of the veto more likely.197 While the threat of veto would still 
carry weight, its practical utility could be circumscribed by these factors. Conse
quently, the budget reconciliation process, like the congressional impoundment 
controls, has added to congressional power in the domestic area.

3. Use of “Riders” on Important Budgetary Legislation

Since at least the presidency of Rutherford B. Hayes, Congress has attached 
substantive “riders” to appropriations legislation in an effort to force the Presi
dent to approve a bill that he does not support by coupling it with one that is 
necessary or highly desirable.198 This practice is common despite internal con
gressional rules providing that matters not germane to a bill are subject to a 
point of order.199 The “rider” approach works because it generally is conceded 
that the President does not have the ability to “item veto”200 only specific parts 
of legislation presented to him for his signature.201 Thus, the President must 
either veto the entire bill or sign the bill and accept the provisions he opposes. 
President Hayes regarded the use of riders as a coercive measure designed to 
strip the President of his veto power.202 Professor Black, who contends that the 
regular veto power confers too much power upon the presidency, notes that the

197. For a discussion of how vetoes and threatened vetoes can result in a loss of presidential political 
capital, see T.R. Reid, supra note 144, at 39-68.

198. L. Fisher, supra note 166, at 85.
199. Constitution, Jefferson’s Manual and Rules of the House of Representatives, Rule 

XVI, cl. 7, H.R. Doc. No. 271, 97th Cong., 2d Sess. (1983); Standing Rules of the Senate, sec. 
402(a), S. Doc. No. 10, 98th Cong., 1st Sess. (1983).

200. As used here, “item veto” refers to both a “line-item veto” which deletes a specific appropriations 
amount for a corresponding program; and, a veto of substantive, nongermane provisions added as a rider 
to a separate piece of legislation. See Clineburg, supra note 119, at 732.

201. L. Fisher, supra note 166, at 93. Proponents of “item veto” power argue that a “bill” under art. 
I, § 7 of the Constitution constitutes a discrete legislative idea; therefore, when a nongermane rider is 
attached to legislation the President is presented with two bills and can veto the nongermane rider while 
signing the substantive legislation, Id; see also Clineburg, supra note 119, at 752 (“there is persuasive 
support for the view that a bill, within the letter and intent of the Constitution, is a legislative instrument 
setting forth one or more propositions of law all related to a single subject matter”). Compare Note, 
Separation of Powers: Congressional Riders and the Veto Power, 6 U. Mich. J.L. Reform 735 (1973) 
(presidential veto of nongermane riders would violate separation of powers) with Givens, The Validity of a 
Separate Veto of Nongermane Riders to Legislation, 39 Temp. L.Q. 60 (1965) (separate veto of nonger
mane rider would be constitutional), for debate over the propriety of this construction of the Constitution.

There is no evidence that an “item veto” of nongermane legislation has ever been attempted. However, 
Presidents Nixon and Ford both signed legislation with “riders” while arguing that nongermane riders 
attached to the legislation should not be given effect. L. Fisher, supra note 166, at 92-93. A court 
reviewing President Nixon’s action stated: “No executive statement denying efficacy to the legislation 
could have either validity or effect.” DaCosta v. Nixon, 55 F.R.D. 145, 146 (D.D.C. 1972).

202. L. Fisher, supra note 166, at 85. Fisher notes that after a series of vetoes Hayes “prevailed, but 
succeeding Presidents continued to receive omnibus bills that were amalgams of disparate elements.” Id. 
Professor William Clineburg argues:

The President’s veto power is preserved intact only if bills are limited to one subject; it is 
destroyed completely if a session of Congress incorporates all of its legislative program in a 
single instrument. ... To concede that, at its discretion, Congress thus may preserve or destroy 
the veto power by varying the number and variety of the subjects it includes for treatment in a 
bill, is to concede to Congress the authority to negate a power expressly awarded to the Presi
dent by the Constitution.

Clineburg, supra note 119, at 753.
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legislative rider is “one of [Congress’] present powers through which it may indi
rectly affect the veto power” and argues that “the rider should be used with 
discrimination but unabashedly—not as a mere trick, but as a means of restoring 
constitutional balance.”203

203. Black, supra note 130, at 100.
204. Continuing Appropriations, 1984, Pub. L. No. 98-473, Title II, § 201 et seq., 98 Stat. 1837, 1976- 

2194 (1984).
205. Id.
206. Continuing Appropriations, 1982, Pub. L. No. 97-377, 96 Stat. 1830 (1982).
207. 40 Cong. Q. 3092 (1982). This provision, however, was dropped in the House-Senate conference 

committee because of a threatened veto by President Reagan. Id.
208. Because all standing House and Senate committees, which draft and consider substantive legisla

tion, are intimately involved in the budget process for much of the year, the time available to those 
committees to prepare substantive legislation is correspondingly shortened. For example, the first session 
of the 97th Congress ended in “a blizzard of last-minute activity.” 39 Cong. Q. 2479 (1981). In the 
session’s final three days, Congress passed four major bills—on defense, farm programs, foreign aid, and 
Social Security. Id.

209. Pub. L. No. 98-473, Title II, § 201, 98 Stat. 1837 (1984). The appropriations were for the Depart
ments of Agriculture, Interior, Defense, Labor, Health and Human Services, Education, Transportation, 
Treasury, and the District of Columbia, the Postal Service and foreign aid. Id.

210. 40 Cong. Q. 3092 (1982).

Recently, vehicles for the enactment of dormant substantive legislation have 
included the omnibus “continuing appropriations resolutions” that Congress 
must approve at the end of each fiscal year to allot additional funds for various 
federal agencies and programs. In 1984, for example, a broad-ranging continu
ing resolution served as the vehicle for enactment of the “Comprehensive Crime 
Control Act of 1984,”204 an act that radically alters federal criminal law in the 
areas of bail, sentencing, and the insanity defense, among others.205 The 1982 
continuing resolution206 originally included a billion-dollar emergency jobs 
bill.207

In the past few years, continuing resolutions have become even more all-en
compassing because the time allotted to the budget reconciliation process has 
reduced the time available for enactment of separate appropriations bills.208 As 
a result, entire appropriations bills are combined into the continuing resolution, 
in addition to the substantive legislative “riders” that are attached as the bill 
reaches the House and Senate floors. The 1984 continuing resolution, for exam
ple, included several separate appropriations bills.209 The 1982 continuing reso
lution combined all but three appropriations bills.210

This recent process of attaching substantive riders to broad-ranging continu
ing resolutions has significant ramifications for the executive-legislative balance 
of powers. The veto of a single appropriations bill will have significant attendant 
costs, but the veto of a continuing resolution can result in the closing of large 
parts of the government, with staggering attendant cost and dislocation. The use 
of omnibus continuing resolutions greatly increases the “coercive effect” of the 
“rider” approach and thus presents a much greater dilemma for presidents who 
object either to spending provisions in one of the appropriations areas or to the 
substantive legislation attached as a “rider.”

In 1982, when disputes over the continuing resolution raised the possibility of 
shutting down unfunded portions of the federal government, the Office of Per
sonnel Management estimated that between 400,000 and 800,000 “nonessential” 
federal employees working in the agencies covered by the continuing resolution 
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would have to be “furloughed” until a funding bill was approved.211 In 1981, 
President Reagan actually vetoed a continuing resolution, causing a partial shut
down of the government.212 One study has estimated that the 1981 shutdown 
cost the government $80 million in “wasted time.”213 In addition, veto of a 
continuing resolution will undoubtedly cost a president substantial political capi
tal with Congress; President Reagan’s 1981 veto, for example, provoked angry 
outcries from some members of Congress, who contended that Reagan used 
Congress as a “scapegoat” and intended to make “Congress look bad.”214

211. Id. at 3094.
212. 39 Cong. Q. 2324 (1981).
213. 40 Cong. Q. 3094 (box) (1982). For a general discussion of the effect of that veto on government 

operations, see 39 Cong.Q. 2326-27 (box) (1981).
214. 39 Cong. Q. 2328 (1981) (Statements of Senators Cranston and Cochran).
215. Presidents frequently have requested constitutional amendments to allow for the exercise of “item 

veto” power. Most recently, after his landslide reelection, President Reagan stated that obtaining “item 
veto” power would be one of the goals of his second term. Wash. Post, Nov. 7, 1984, at Al, col. 2, A38, 
col. 3. However, Louis Fisher contends that “it is extremely unlikely that Congress will ever consent to 
item-veto authority.” L. Fisher, supra note 166, at 94-96.

Because it is unlikely that the President will be awarded “item veto” power in 
the foreseeable future,215 a President who objects to one provision of such a con
tinuing resolution may elect to swallow his or her misgivings in order to avoid 
the great cost and loss of political capital certain to accompany a veto. The use 
of continuing resolutions as vehicles for substantive and appropriations legisla
tion thus increases Congress’ leverage in winning presidential approval of legisla
tion; indeed, if carried to extremes, it may allow Congress to enact legislation 
that is effectively unvetoable.

D. CONCLUSION

Application of the proposed pragmatic balance of power analysis suggests that 
the intersession pocket veto power should be held constitutional. In contrast to 
the legislative veto device, the constitutionally rooted intersession pocket veto 
power is an integral part of the balance of powers framework. Moreover, the 
availability of effective alternatives to the legislative veto device indicates that 
Chadha should not be deemed an important institutional development that 
might call into question the necessity of the intersession pocket veto “weapon.”

On the other hand, the emergence of the federal budget as perhaps the preemi
nent issue in the domestic area constitutes an institutional development that 
should be considered under the proposed pragmatic analysis. That development 
and the related developments of impoundment restriction, the reconciliation pro
cess, and the use of substantive riders on critical budget legislation have resulted 
in increased congressional power in the domestic area.

Because these developments have begun to tip the balance of powers in the 
domestic area in favor of the legislative branch, the intersession pocket veto 
should be upheld. While the existence of such a veto power may not completely 
counteract the movement toward greater congressional power, it does provide 
the President with a vital weapon in fulfilling the executive’s constitutional role 
of providing a check on Congress.

Robert Neal Webner
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