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INTRODUCTION
Should investors trust the advice they receive from Wall Street's
"sell-side"' research analysts? In late March 2000, the stock market bubble burst and the U.S. stock market began a historic collapse that has
since shed trillions of dollars in market capitalization.2 One of the more
prominent villains that has arisen from the crash has been Wall Street's
sell-side analysts, who are nominally responsible for making stock rec-

Sell-side analysts work for brokerage firms and produce research reports that are used by
I.
the brokerage firm to "sell" investment ideas to its clients. For a more detailed description of sellside analysts, as well as descriptions of buy-side analysts (who work for entities that invest for their
own account in securities on a regular basis, such as mutual funds, hedge funds, insurance companies, or retirement funds) and independent analysts (who, like sell-side analysts, provide research to
motivate a third-party investor to make an investment decision, but are not linked with a particular
broker or investment bank), see Securities and Exchange Commission, Investor Alert: Analyzing
Analyst Recommendations, at http://www.sec.gov/investor/pubs/analysts.htm (last visited Nov. 16,
2003) [hereinafter Analyzing Analyst Recommendations].
2.
It is difficult to compare one market crash to another-and that is not the focus of this
Article. However, it is clear that the recent stock market collapse has been very serious (due to its
severity and its longevity). Below is a chart that helps to illustrate the severity of the 2000 stock
market meltdown:
Percentage Change
Trough (Oct. 10, 2002)
Peak
-39.7%
7181
Dow Jones
11908 (1/14/00)
-50.5%
769
S&P 500
1553 (3/24/00)
-78.4%
1108
5132 (3/10/00)
NASDAQ
Source: Yahoo! Finance, at http://finance.yahoo.com (selecting specific index under "Market Summary," then "Historical Prices").
To illustrate the longevity of the 2000 stock market meltdown: 2002 marked the third straight year
that the Dow Jones Industrial Average declined; a phenomenon we have not seen since 1939-1941.
Jeff D. Opdyke, Year-End Review of Markets & Finance 2002-Essay: History Says Gray Days Will
End, but Maybe Not Right Away-Market Endures 1st 3-Year Slump Since Pearl Harbor, and Recovery Will Take Time, Too, and Patience, WALL ST. J., Jan. 2, 2003, at R7.
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ommendations to investors. 3 In the late 1990s, these sell-side analysts
rose to prominence as the U.S. stock market climbed to record heights.
Historically an anonymous group on Wall Street, 4 sell-side analysts became media darlings and achieved near "rock-star" status 5 as their predictions of rising stock prices were largely validated with the U.S. experiencing the longest bull market in its history. 6
Unfortunately, these same analysts failed to warn investors of the
impending crash and have since drawn considerable attention from regulators, politicians, investors, and the media.7 The primary focus of the
recent attention has been on conflicts of interest that plague sell-side
research, with particular attention paid to the influence of investment
banking fees on research. Did these conflicts of interest impact sell-side
analysts in both their role in inflating the stock market's bubble and their
failure to warn of its burst? Regulators have clearly indicated their belief
that conflicts of interest were a primary culprit and have moved to dramatically revamp the environment for sell-side research, with four major
regulatory actions: (1) the inclusion of Section 501 (governing analyst
conflicts of interest) in the Sarbanes-Oxley Act of 2002; 8 (2) the enactment by the National Association of Securities Dealers ("NASD") and
the New York Stock Exchange ("NYSE") of very detailed regulations
governing research analysts and their firms; (3) the enactment of Regulation Analyst Certification; and (4) a $1.4 billion global settlement with
ten of the leading U.S. investment banks (collectively the "Regulatory
Actions"). The foundation for the Regulatory Actions is the hypothesis
that sell-side research analysts provided investors with poor investment

3. See Shoot All the Analysts, FIN. TIMES, Mar. 20, 2001, at 22; see also Charles Gasparino,
Deals & Deal Makers: Outlook for Analysts: Skepticism and Blame, WALL ST. J., June 13, 2001, at
Cl.
4.

BENJAMIN MARK COLE, THE PIED PIPERS OF WALL STREET: How ANALYSTS SELL YOU

DOWN THE RIVER, at xi (2001).
5. Raymond L. Moss, Michael P. Gilmore & Gerald B. Kline, The Wall Street Analyst: Rise
and Fall of a Rock Star, in SECURITIES ARBITRATION 2002: TAKING CONTROL OF THE PROCESS 10 1

(PLI Corp. Law & Practice Course Handbook Series No. B0-01A6, 2002); see also Ken Brown &
Jeff D. Opdyke, Analysts Were Once the Rock Stars of the Street, but Tunes Changed, WALL ST. J.,

Nov. 16, 2001, at C]; Charles Gasparino, NASD Prepares Action Against a Star Analyst: Salomon's
Grubman Faces Allegations He Touted Winstar Despite Red Flags, WALL ST. J., July 22, 2002, at
AI [hereinafter Gasparino, Red Flags].
6. A bull market is:
A prolonged period in which investment prices rise faster than their historical average.
Bull markets can happen as a result of an economic recovery, an economic boom, or investor psychology. The longest and most famous bull market is the one that began in the
early 1990s in which the U.S. equity markets grew at their fastest pace ever.
Webfinance, Inc., Investorwords, at http://www.investorwords.com (last visited Oct. 31, 2003).
Some trace the recently ended bull market back to 1982. See ROBERT J. SHILLER, IRRATIONAL
EXUBERANCE 5-7 (2000).
7. See infra Part I.D for a discussion of analysts' failure to warn investors of the impending
crash.
8. Pub. L. No. 107-204, 116 Stat. 745 (codified in scattered sections of 1I, 15, 18, 28, and 29
U.S.C.) [hereinafter Sarbanes-Oxley Act].
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guidance due to the severe conflicts of interest they faced. 9 Consequently, the primary focus of the Regulatory Actions has been to render
sell-side research more independent, in order to promote the integrity of,
and restore confidence in, sell-side research analysts.")
While certain aspects of the Regulatory Actions are not objectionable, taken as a whole, the Regulatory Actions are not likely to improve
the performance of sell-side analysts. However, by restoring confidence
in these analysts, the Regulatory Actions expose the most vulnerable
class of investors-retail investors-to inappropriate financial risk. To
understand this problem, one must first ask the most fundamental question: Is sell-side research valuable?" The answer to this question turns
out to be both "yes" and "maybe not." Yes, sell-side analysts provide
valuable information and analysis that assists the market to efficiently
determine the appropriate price for a given stock.' 2 Maybe not, in that
sell-side analysts have historically had difficulties with both forecasting
the future performance of companies and making stock recommendations. 13 More specifically, numerous studies have demonstrated that: (1)
it is unclear whether investing strategies based on sell-side analysts' recommendations will consistently outperform the market; and (2) sell-side
analysts have consistently proven to be overly optimistic about the future
performance of the companies they cover.

9. See Securities and Exchange Commission, Self-Regularoty Organizations, Order Approving Proposed Rule Changes by the New York Stock Exchange, Inc. Relating to Exchange Rules 344
("Supervisory Analysts"), 345A ("Continuing Education for Registered Persons"), 351 ("Reporting
Requirements"), and 472 ("Communications with the Public"), and by the National Association of
Securities Dealers, Inc. Relating to Research Analysts Conflicts of Interest, and Notice of Filing and
Order Granting Accelerated Approval of Amendment No. 3 to the Proposed Rule Changes by the
New York Stock Exchange, Inc. and Amendment No. 3 to the Proposed Rule Change by the National Association of Securities Dealers, Inc. Relating to Research Analyst Conflicts of Interest,
Release No. 34-48252; File No. SR-NASD-2002-154; SR-NYSE-2002-49 (July 29, 2003), available
at http://www.sec.gov/rules/sro/34-48252.htm (last visited Jan. 21, 2004) [hereinafter SEC Release
No. 34-482521; see also Sarbanes-Oxley Act, supra note 8, at § 501 (codified as new § 15D of the
Securities Exchange Act of 1934 at 15 U.S.C. § 78o-6 (2002)); Regulation AC-Analyst Certification, 17 C.F.R. §§ 242.500 to 242.505; Final Rule Release: Regulation Analyst Certification, Securities Act Release No. 33-8193; Exchange Act Release No. 34-47384, 17 C.F.R. § 242 (2003), available at http://www.sec.gov/rules/finalU33-8193.htm (last visited Sept. 17, 2003) [hereinafter Regulation AC Press Release]; Joint Press Release, Securities and Exchange Commission, New York
Attorney General's Office, North American Securities Administrators Association, National Association of Securities Dealers and New York Stock Exchange, Ten of Nation's Top Investment Firms
Settle Enforcement Actions Involving Conflicts of Interest Between Research and Investment Banking (Apr. 28, 2003), available at http:/www.sec.govlnews/press/2003-54.htm (last visited Sept. 17,
2003) [hereinafter Press Release on Global Settlement]; William H. Donaldson, Testimony Concerning Global Research Analyst Settlement, Before the Senate Committee on Banking, Housing and
Urban Affairs (May 7, 2003), available at http://www.sec.gov/news/testimony/ts050703whd.htm
(last visited Sept. 17, 2003) [hereinafter Donaldson Testimony].
10. See supranote 9.
11.
Donald Luskin asked this same question in a recent article, and concluded that the answer
is both "yes and no." Donald Luskin, Enough Analyst Bashing, CAPITALISM MAGAZINE (Nov. 27,
2002), availableat http://www.capmag.com/article.asp?ID=2204 (last visited Oct. 25, 2003).
12. See infra notes 279-80 and accompanying text.
13. See discussion infra Part [V.A.
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Can this "maybe not" problem be fixed? Can sell-side analysts'
forecasting and recommendation abilities be improved? The Regulatory
Actions seek to improve sell-side research primarily by separating it
from the influences of investment banking.' 4 While substantial verbiage
is given to "clearly separating" research from investment banking, this
Article will argue that the separation required by the Regulatory Actions
is not substantial and is not likely to change the fundamental pressures at
the root of the conflict.' 5 The only way to truly separate research from
investment banking's influence would be to require a complete divestiture of research from brokerage firms that conduct investment banking
activities. However, the ramifications of such a forced separation are
likely to be substantially worse than the status quo arrangement, as the
separation would likely cause a reduction in both the quality and volume
of available investment research.' 6 Moreover, based on a substantial
body of work that has been conducted on this subject, it is unclear
whether rendering sell-side analysts more independent will substantially
improve their forecasting and recommendation skills. 17 There appears to
be a number of significant biases and factors that impact the quality of
sell-side research in addition to conflicts of interest. As a result, it is both
misleading and harmful to investors for regulators to attempt to restore
credibility in what is likely to continue to be a very faulty system.
Consequently, there does not appear to be a solution to the "maybe
not" problem, and sell-side research will continue to operate under the
"yes/maybe not" dichotomy. Institutional investors have long understood
this dichotomy.' 8 A New York Times editorial described the relationship
between sell-side analysts and institutional investors as follows: "Fund
managers are not schoolchildren looking for instructions on what to buy.
They look to [sell-side] analysts for specific information and general
insight."' 9 Unfortunately, the dichotomy does not appear to be widely
understood by retail investors,2 ° who increasingly have become owners
of publicly traded stocks. Rather than encourage retail investors to see
sell-side research for what it truly is, the Regulatory Actions mask the
weaknesses of sell-side research, and lend renewed credibility to these
analysts. By early 2000, sell-side analysts, in many ways, had become

14.

See supra note 9.

15.
16.

See discussion infra Part IV.B.
Id.

17.

See discussion infra Part IV.C.

18.
Institutional investors are entities with large amounts of money to invest, such as mutual
funds, insurance companies, pension funds, and investment banks. For a more detailed discussion of
institutional investors see discussion infra Part V.A. For a discussion of institutional investors'
understanding of the dichotomy, see Leslie Boni & Kent L. Womack, Wall Street's Credibility
Problem: Misaligned Incentives and Dubious Fixes?, in BROOKINGS-WHARTON
FINANCIAL SERVICES 2002, at 94, 116 (2002).

19.
20.

PAPERS ON

Gary Sernovitz, Editorial, Don't Shoot the Analyst, N.Y. TIMES, Nov. 15, 2002, at A3 1.
See Boni & Womack, supra note 18, at 94, 116.
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"informal advisers and stock-picking gurus to the masses.",2' Retail investors have paid a very expensive price to learn the weaknesses of sellside analysts. Rather than enforce this lesson, the regulators are working
to erase it from investors' memories, which increases the likelihood that
we will once again be discussing the damaging impact of sell-side analysts when the next major bear market 22 hits.
Part I of this Article provides an overview of research analysts and
their basic functions, including a discussion of sell-side analysts' role in
the market's recent boom and bust. Part II examines the conflicts of interest that have plagued sell-side research, and Part III reviews the Regulatory Actions that are meant to address these conflicts. In Part IV, the
author will make the case for encouraging, rather than lessening, investor
skepticism in sell-side research and will explain why the Regulatory Actions are not likely to improve the performance of sell-side analysts. Finally, Part V will offer a simpler proposal to address the sell-side analyst
issue. While there may not be a solution to the "maybe not" problem, the
information gap between institutional investors and retail investors regarding the weaknesses of sell-side research can be eliminated, which
would allow retail investors to benefit from the value of sell-side research while also granting them the opportunity to properly protect themselves from its weaknesses. Akin to the Surgeon General's warning for
cigarette manufacturers, this Article proposes that sell-side analysts and
their firms be required to prominently include, with all research, a short
and clear warning from the United States Securities and Exchange
Commission ("SEC"), regarding the historical weaknesses of sell-side
research.2 3
I. OVERVIEW OF RESEARCH ANALYSTS

Analysts have historically played an important role in the U.S. capital markets by "promoting the efficiency of our markets by ferreting out
facts and offering valuable insights on companies and industry trends. 24
The concept is that securities markets are very efficient at pricing and
allocating capital based on all of the publicly available information at the

21.
Keith Regan, Are Tech Stock Analysts Too Powerful?, E-COMMERCE TIMES (Apr. 10,
2001), at http:lwww.ecommercetimes.comlperllstory/884 1.html (last visited Sept. 17, 2003).
22.
A bear market is:
A prolonged period in which investment prices fall, accompanied by widespread pessimism. If the period of falling stock prices is short and immediately follows a period of
rising stock prices, it is instead called a correction. Bear markets usually occur when the
economy is in a recession and unemployment is high, or when inflation is rising quickly.
The most famous bear market in U.S. history was the Great Depression of the 1930s.
Webfinance, Inc., Investorwords,at http://www.investorwords.com (last visited Oct. 31, 2003).
23.
A "Surgeon General's warning" approach has also been proposed by Gary Semovitz. See
Semovitz, supra note 19.
24. Analyzing Analyst Recommendations, supra note I.
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time. 25 The more information that is available about a given stock, and
the more reliable that information is, the more efficient the capital markets will be at generating the appropriate price for that stock. Analysts
are a principal source of this information. There are three main categories
sell-side analysts, buy-side analysts, and independent anaof analysts:
26
lysts.
A. Sell-Side Analysts
Sell-side analysts have recently dominated the media's attention.
Sell-side analysts work for brokerage firms, 27 which serve as intermediaries between buyers and sellers in securities transactions. Sell-side analysts produce research reports that are used by brokerage firms to "sell"
investment ideas to their clients (e.g., whether to buy, hold, or sell a particular stock). Many of the most high-profile sell-side analysts (e.g.,
Henry Blodgett (formerly of Merrill Lynch), Jack Grubman (formerly of
Solomon Smith Barney), Paul Johnson (formerly of Robertson
Stephens), and Mary Meeker (of Morgan Stanley)) work for brokerage
firms that also provide investment-banking services for their corporate
clients. Both the brokerage and investment banking relationships can
lead to substantial conflicts of interest that will be discussed in detail in
Part II of this Article.
Typical characteristics shared by most sell-side analysts include:2 8
" Specializing in one specific industry sector (e.g., automotive, media, pharmaceuticals, or telecommunications).2 9
" Generating detailed research reports on the companies they cover.
Such reports will usually contain a rating (e.g., buy, hold, or sell),
a price-target for the stock, an earnings model, detailed analysis
regarding the company (including both strengths and weaknesses
of the company), comparisons of the company to its peer group,
and an investment thesis.
* Gathering information for research reports by reading the company's SEC filings, meeting with its management, talking with
This is a rudimentary description of the semi-strong form of the efficient market theory.
25.
For a more detailed discussion of the efficient market theory, see infra notes 287-89 and accompanying text.
26. Analyzing Analyst Recommendations, supra note I.
27.
There are a number of different types of brokerage firms, including insurance brokerage
firms and real estate brokerage firms. All references to brokerage firms in this Article, however, are
to securities brokerage firms.
28.
See Frank Fernandez, The Roles and Responsibilitiesof Securities Analysts, 7 RES. REP. 3,
3-4 (2001), available at http://www.sia.com/research/pdf/RsrchRprtVol2-7.PDF (last visited Nov.
16, 2003); see also Roni Michaely & Kent L. Womack, Conflict of Interest and the Credibility of
UnderwriterAnalyst Recommendations, 12 THE REV. OF FIN. STUD. 653, 657-59 (1999); Analyzing
Analyst Recommendations, supra note I.

Brokerage firms may also employ generalist analysts, who cover the movements of the
29.
market as a whole or general economic conditions, rather than specific companies.
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personally cultivated sources in the industry (including suppliers
and customers), and following the news generally.
* Focusing on a very limited number of stocks (usually ten to fifteen), because generating and maintaining such research reports is
a very time-consuming effort.
Research reports are typically made available only to clients of the
brokerage firm, although in the last few years, many brokerage firms
have begun to distribute their reports to non-clients as well, through research resale services 30 or through discount brokerage firms. 3' Part II of
this Article will address the economics of sell-side research. While the
reports themselves are only distributed to clients, the information in sellside research reports typically gets into the market very quickly, and is
generally viewed to be publicly available information.32 Moreover, with
the emergence of all-business-news cable networks and Internet sites,
and the increased focus given by the media to business and financial
news, sell-side analysts have taken to providing investment advice
through general media outlets in addition to their traditional research
reports.3 3
B. Buy-Side Analysts
Buy-side analysts work for entities that invest on a regular basis for
their own accounts in securities such as mutual funds, hedge funds, insurance companies, or retirement funds. A buy-side analyst conducts
proprietary investment analysis for the fund manager (i.e., the individual
who has the ultimate responsibility for investing the entity's funds), although in some cases the fund manager will serve as her own buy-side
analyst.

30.
An example of a research resale service is Multex, which among other services, allows
parties to purchase historical sell-side and independent research reports. Multex.com, Inc., Annual
Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for the Fiscal Year
Ending December 31, 2002 (Form 10-K), File No. 0-24559, at 2, available at http://www.sec.gov/
edgar/searchedgar/webusers.htm (last visited Feb. II, 2004).
31.
A discount brokerage firm is a brokerage firm that executes securities orders at a "discount" commission to full-service brokerage firms, but does not provide all of the services of a fullservice brokerage firm, such as research. It is not uncommon for discount brokerage firms to provide
to their clients the research of full-service brokerage firms for a fee.
32.
See Boni & Womack, supra note 18, at 100.
Many analysts' earnings forecasts and recommendations are now readily available to the
general public. For example, the Nasdaq web site (www.nasdaq.com) currently provides
the analyst recommendations (including upgrades, downgrades, and coverage initiation)
from 90 firms for stocks listed on Nasdaq and the New York Stock Exchange (NYSE),
updated three times a day. It also provides the consensus of analysts' recommendations
and earnings forecasts as well as lists of stocks with the largest percentage change in analyst consensus of earnings forecasts and with the highest number of analysts' earnings
revisions for the week.
Id.
33.

Joseph McLaughlin, Maybe They Should Be on a Leash, but We Shouldn't Muzzle Ana-

lysts, 167 AM. BANKER 8 (2002).
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34
Typical characteristics of buy-side analysts include:
"

Drawing their own conclusions on what investment decisions
should be made, which they report to their fund managers.

" Using sell-side research as an important source of information for
the stocks they research (which allows buy-side analysts to cover
more stocks than sell-side analysts) and for future investment
ideas and trends. To a lesser extent, buy-side analysts may also
consult independent analysts.35
" Conducting independent and proprietary research, which may include, among other things, talking with their own industry contacts, meeting personally with company management, conducting
their own due diligence on the company, and attending investor
conferences (which are typically sponsored by sell-side firms)
where the management teams of various companies give
presentations and hold individual meetings with investors.
* Specializing in one or a few specific industry sectors (e.g., automotive, media, pharmaceuticals, or telecommunications).
" Covering a limited number of stocks (typically in the range of
thirty to forty) and making investment recommendations on those
stocks only.
Research generated by buy-side analysts is solely for the benefit of
their employers and is not made available to the general public. Because
the objectives of buy-side analysts and their employers (i.e., the investing
entity) are basically aligned, buy-side analysts do not face the same conflicts of interest that plague sell-side analysts.
C. IndependentAnalysts
Like sell-side analysts, independent analysts issue research to motivate third-party investors to make investment decisions. However, an
independent analyst is not linked with a particular broker or investment
bank.36 As a result, independent analysts are free from many, but not all,
34.

See Fernandez, supra note 28, at 3-4; see also Michaely & Womack, supra note 28, at

657-59; Analyzing Analyst Recommendations, supra note I.

35.
36.

For a description of independent analysts, see infra Part I.C.
There is a good deal of debate over what constitutes "independent" research. See Larry

Diggan, Is Independence All That? CreatingIndependent Research Isn't as Simple as It May Sound.
And It's Not Necessarily Better Anyway, WALL ST. WEEK WITH FORTUNE, Nov. 21, 2002, at http:/

www.pbs.org/wsw/news/featurestory_20021121.html (last visited Sept. 17, 2003). It is widely
agreed that for an analyst to be deemed independent, the analyst cannot be employed by a firm with
an investment banking relationship with the covered company. See Analyzing Analyst Recommendations, supra note I. But, is an analyst that works for a brokerage firm that does not conduct any
investment banking services an independent analyst? What if the firm does not conduct investmentbanking services, but does make a market in the stock of the covered company? For purposes of this
Article, and for simplicity's sake, the author has drawn a bright-line distinction between sell-side
analysts (who work for a brokerage firm, regardless of whether the firm has an investment banking
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of the conflicts of interest that plague sell-side analysts. Much of the
purpose of the Regulatory Actions is to make sell-side research more
"independent." Independent analysts typically work for investment newsletters or large industry research groups (such as the Gartner Group or
Forrester Research), who sell the proprietary research to institutional
clients and/or individual investors.
D. Sell-Side Analysts' Role in the Boom-Bust
Much of the recent criticism of sell-side analysts focuses on their
role in inflating the stock market's bubble and their failure to warn of the
impending burst. The United States enjoyed the longest bull market in its
history during the 1990s and through the first quarter of 2000. 3 7 Much of
the growth in the stock market during this period is now attributed to the
stock market experiencing a "bubble" effect. 38 A bubble occurs when the
price for a class of items (e.g., stock) is high today because of a collective belief that the price will be even higher tomorrow, even though
"fundamental" factors do not seem to justify the price (i.e., the price has
become irrational).3 9
Sell-side analysts are accused of adding pressure to the bubble in a
number of different ways, including their use of questionable valuation

department or not) and independent analysts (who have no relationship with a brokerage firm or
investment bank).
37.
See SHILLER, supra note 6, at 5-7.
38.
Substantial bubbles (also known as speculative crazes) such as the recent stock market
crash occur periodically. Classic examples of bubbles include the Tulip-Bulb Craze of the 1600s, the
South Sea Bubble of the early 1700s, the Railroad Bubble of the late 1800s, and the Great Stock
Market Crash of 1928. The following description of bubbles is an excerpt from and essay by Art
Cashin that was reprinted by John Mauldin in his weekly newsletter, Thoughtsfrom the Frontline ELetter-Conflicting Opinions, INVESTORS INSIGHT, AUG. 8, 2003, at http://www.2000wave.com
(subscription required) (on file with author).
Bubbles are booms on steroids. Instead of just being frenzied bouts of over enthusiasm,
they morph into the delusional. All caution is lost. All financial rules have been repealed.
A key ingredient in most bubbles is the concept of novelty. Usually it's a new invention
or technology. The automobile, the radio, the telephone and the like were all accompanied by bubbles. One of the biggest bubbles in American history was the one involving
the beginning of the railroads. It is the novelty that promotes-"this time it's different."
The novel new technology will "change the way we live" so all the old rules have been
repealed. This "opportunity" will be a great leveler. If you and I are bright enough to
seize this opportunity, we believe we may become rich as Henry Ford, Carnegie or Vanderbilt. (Well, maybe as rich as one of their junior partners.) To pass up such an opportunity surely proves you are a fool.
Id.
39.
A commonly cited measure that stock prices had lost touch with fundamentals is that P/E
(price-to-earnings) ratios reached all time highs that were far outside the historical range of P/E
ratios. See SHILLER, supra note 6, at 3-14. Shiller found that the P/E ratio for the S&P Composite
Stock Index (calculated as the real (inflation corrected) S&P Composite Index divided by the tenyear moving average real earnings on the index) had reached approximately 44-to-I in January 2000
(the highest ratio ever), compared to the historical range of P/E ratios which largely fell between 5to-I and 25-to-I (although the P/E ratio did reach 33-to-I in 1929). Id. at 7-10.
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techniques to try to justify inflated company valuations, 40 overly optimistic earnings forecasts, 4' and their overly bullish stock recommendations. 42 In short, it is argued that sell-side analysts contributed to the
bubble through their general over-optimism about the value of stocks, in
particular in the technology, telecommunications, and Internet sectors.43
The most easily documented (and also a frequently cited) indication of
this over-optimism is the incredibly disproportionate ratio of "buy" to
"sell" ratings that were issued by sell-side analysts during the bubble and
the analysts' failure to promptly correct those ratings once the bubble
burst.44 The following table sets forth the distribution of ratings by sell:4
side analysts for the period from 1996 to 2001
Sell/Strong Sell

Hold

Strong Buy/Buy

Total otal

Number

of
Total

7,007

31.3%

795

3.5%

66.4%

8,929

30.1%

1,034

3.5%

28,100

66.4%

12,754

30.1%

1,467

3.5%

1999

30,322

70.1%

11,728

27.1%

1,198

2.8%

2000

30,239

72.1%

11,037

26.3%

689

1.6%

2001

30,080

62.1%

16,615

34.3%

1,754

3.6%

Overall

153,032

67.1%

68,070

29.9%

6,937

3.0%

Number

ber %%
Number
Total

1996

14,607

65.2%

1997

19,684

1998

Year

In order to understand these statistics, it is necessary to review how
sell-side analysts applied ratings at the time. Broken down to the most
basic level, an investor has three primary choices with respect to a given
security: (1) should she "buy" the security at the current price (e.g., the
security is currently under priced, and therefore, it will rise in value over
40. Such techniques included valuing companies on price-to-revenue ratios or on number of
hits to a web site. On many occasions the analysts simply abandoned the use of traditional valuation
techniques.
See infra notes 283-85 and accompanying text.
41.
One author analogized the analysts' role in the euphoric rise of the stock market to that of
42.
pied pipers, entrancing "the market with their flute work, to provide the captivating music that helps
stock rise, and rise again." COLE, supra note 4, at xi.
See generally COLE, supra note 4.
43.
44. Examples of commentaries citing the disproportionate "buy" to "sell" ratings as an indication of the over-optimism of sell-side analysts include: COLE, supra note 4, at 97; Laura S. Unger,
How Can Analysts Maintain Their Independence? Speech at the Ray Garrett Jr. Corporate and
Securities Law Institute, Norwestem University School of Law (Apr. 19, 2001), available at http://
www.sec.gov/news/speech/spch477.htm (last visited Dec. 17, 2003) [hereinafter Unger Speech at
Northwestern]; John C. Bogle, Remaking the Market: Reality Bites, WALL ST. J., Nov. 21, 2002, at
A 16.
Brad Barber et al., Reassessing the Returns to Analysts' Stock Recommendations, FIN.
45.
ANALYSTS J., Mar/Apr. 2003, at 88, 90 [hereinafter Barber et al., Analysts' Recommendations].
Barber et al., employed data from First Call. Id. at 89.
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time at a rate greater than the stock market as a whole); (2) should she
"hold" the security at the current price (e.g., the security is fairly priced,
and therefore, there is no urgency to either buy or sell the security); or
(3) should she "sell" or "short ' 46 the security (e.g., the security is currently overpriced, and therefore, it will decrease in value over time)?
Given the three primary choices, it would be logical to expect ratings to
be based on these choices. Historically, that has not been the case. A
wide variety of terms are used to describe investment recommendations,
including: "buy," "sell," "strong buy," "hold," "neutral," "accumulate,"
"near-term accumulate," "long-term buy," "outperform," "market perform," and "market under-perform. ' 47 Because there were generally no
set definitions for what any rating meant, a fair amount of confusion resulted.4 8 For example, a stock could be downgraded from a "buy" to an
"accumulate." What did this mean? Should an investor still buy the
stock, since accumulate appears to mean buy? Depending on the firm,
the reduction could have meant that an investor should still buy the
stock, but expect a lower return than from a "buy" rated stock, or (and
this is where things really get confusing) accumulate could be a polite
way of saying that the stock should be rated "neutral" or "hold" (e.g., the
stock is fully priced and there is no need to purchase). Of course, if the
rating had been reduced to "neutral" or "hold," that would likely have
been an indication that the stock should be sold.49 Since actual "sell"
ratings were very seldom given (many firms used "hold" to mean
"sell"),5 ° the "buy/sell" ratios in the above chart are substantially skewed.
Moreover, it is not unexpected for analysts to issue a preponderance
of "buy" ratings for reasons that are wholly unrelated to over-optimism.
First, there are over 14,000 stocks that are publicly traded in the United
States, and sell-side analysts cover less than 6,000 of those stocks. 5' Of
those stocks that are covered, "less than half are actively covered (mean46. "Selling short" is selling a security that is not currently owned by the seller. This technique is typically used when the seller believes the security price will decline. Mechanically, the
seller borrows the securities from a brokerage firm and then sells them. At some point, the seller
must purchase securities to return those she borrowed. If the securities have decreased in price, the
seller realizes a profit on this price decrease, but if the price of the securities increases, the seller will
realize a loss. A short selling strategy is also commonly used as a hedging strategy to protect a profit
in a long position.
47.
Laura S. Unger, Written Testimony Concerning Conflicts of Interest Faced by Brokerage
Firms and Their Research Analysts, Before the Subcommittee on Capital Markets, Insurance and
Government Sponsored Enterprises, Committee on Financial Services, United States House of
Representatives (July 31, 2001), available at http://www.sec.gov/news/testimony/073101 tslu.htm
(last visited Sept. 21, 2003) [hereinafter Unger Written Testimony]. At the time of the testimony,
Ms. Unger was the Acting Chair of the U.S. Securities and Exchange Commission. See id.
48.
Id.
49. This "ratings game" is another indication of the information imbalance that exists between
institutional investors (who understand the ratings game very well) and retail investors (who generally do not).
50.

Jeff D. Opdyke, Deals & Deal Makers: New Rules for Analysts-Are They Enough?,

WALL ST. J., Feb. 8, 2002, at C14.
51.
Fernandez, supra note 28, at 7.
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ing covered by more than two analysts so that a basis for comparison of
analysts' opinions exists). 52 So, even with an overall recommendation
frequency of 67.1 percent strong buy/buy, only a fraction of publicly
traded stocks are receiving a "buy" rating.53 In addition, in choosing
which companies to cover, it has been shown that sell-side analysts tend
to add firms they view favorably and drop firms they view unfavorably,
rather than rate them a "sell." 54 Such a tendency coincides with the analysts' role to generate investment ideas for the firm's brokerage clients. It
is generally believed that sell-side analysts have a stronger impact on
trading volume with "buy" ratings because each of the firm's clients can
act on a "buy" rating and purchase stock.55 However, only clients that
already own the particular stock (or who are interested in shorting the
stock) can react to a "sell" recommendation.56
None of this is to suggest that sell-side analysts did not fail to warn
investors of the bubble burst. Even taking into account the artful nature
of ratings and the other reasons for disproportionate "buy" recommendations, it is clear that analysts failed to warn investors and were slow to
adjust to the dramatically changed environment of the stock market.57
However, the analysis of the sell-side analyst issue should be based on
actualities, not hyperbole.58
The question then arises, what was the cause of the sell-side analysts' failures? The regulators, as well as many commentators, have focused on the conflicts of interest that plague sell-side research.
II. CONFLICTS OF INTEREST THAT PLAGUE SELL-SIDE RESEARCH
There is no doubt that conflicts of interest played a role in some of
the recent misguidance investors received from research analysts and
investment banks, although the extent of that role is not so clear. While
this Article argues that removing conflicts of interest is not the great cure
that the Regulatory Actions envision, it is important to properly understand the scope of the conflicts. The following discussion is meant to
provide a detailed look at these conflicts of interest, which can be divided into five basic categories: (1) brokerage activities; (2) investment

52.
53.

Id.
Id.

54.

Maureen McNichols & Patricia C. O'Brien, Self-Selection and Analyst Coverage, 35 J.

AcCT. RES. 167 (Supp. 1997).
55.
Bogle, supra note 44.
Id. But see infra note 67, discussing a study conducted by Professor Kent L. Womack
56.
which found that "sell" ratings may actually generate greater trading volume than "buy" ratings.
See generally Barber et al., Analysts' Recommendations, supra note 45.
57.
58.
An example of this hyperbole is the oft-cited statistic that in 1999, less than one percent of
stock ratings were "sells." COLE, supra note 4, at 97; see also Unger Speech at Northwestern, supra
note 44; Bogle, supra note 44.
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banking fees; (3) analyst com ensation; (4) equity stakes; and (5) pressure from covered companies.
A. Brokerage Activities
To properly understand the conflicts faced by sell-side analysts, the
most important concept to remember is that sell-side research typically
generates no direct revenue for its firm. As a general rule, sell-side research is not sold to investors, but rather is provided for free to the firm's
clients. 60 Since brokerage firms are for-profit entities, they came up with
different strategies to make providing free research economically sensible.
Until the mid-1970s, brokerage services were amongst the most
profitable services offered by securities firms.61 This was the era of
"fixed trading commissions." Securities trades had to go through licensed
broker-dealers and the commission charged for these transactions was set
at a fixed rate.62 Not surprisingly, the rates were set to ensure the brokerdealers a comfortable profit margin. In that environment, with practically
guaranteed profits for brokerage services, securities firms' greatest motivation was to attract and maintain active trading customers. One way that
customers were attracted and maintained, as well as encouraged to trade,
was by providing them with the firm's free proprietary research, which
was subsidized by the brokerage commissions. In 1975, the SEC put an
end to fixed-commission trading,6 3 which resulted in a dramatic decline
in the profitability of brokerage commissions (as broker-dealers had to
compete on commission price) and their ability to subsidize research
departments.

59.
Laura S. Unger divides the conflicts slightly differently:
(I) Attracting and Retaining Clients: The analyst's firm may have underwritten an offering for a company or seek to underwrite a future offering. The analyst may have been a
part of the investment banking team that took the company public.
(2) Firm Profits: Positive reports by brokerage firm analysts can also trigger higher trading volumes, resulting in greater commissions for the firms.
(3) Compensation: An analyst's salary and bonus may be linked to the profitability of the
firm's investment banking business.
(4) Equity Stakes: The analyst, other employees, and the firm itself may own significant
positions in the companies the analyst covers. Analysts may participate in employee
stock purchase pools that invest in companies they cover or they may own stock directly.
And, in a recent trend called "venture investing," firms and analysts may acquire a stake
in a start-up company by obtaining discounted, pre-IPO shares.
Unger Written Testimony, supra note 47.
60.
In the last few years many brokerage firms have begun to sell their reports to non-clients
as well through research resale services (such as Multex) and through discount brokerage firms. See
supra notes 30-31 and accompanying text. Based on the author's experience at Robertson Stephens,
however, the fees generated from selling such reports are minimal.
61.
COLE, supra note 4, at 45-50.
62.
Id.
63.
See generally Securities Acts Amendments of 1975, Pub. L. No. 94-29, 89 Stat. 97 (1975)
(codified as amended in scattered sections of 15 U.S.C.).
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While firms no longer generate the profit margins from brokerage
activities that they generated in the fixed commission days, brokerage
activities can still be a very important part of the economics of a securities firm, and sell-side research can still help to generate substantial fees
for brokerage activities, primarily by issuing positive research reports.
As noted earlier, analysts are used to "selling" investment ideas to the
brokerage firm's investor clients. Since each of the firm's clients can act
on a "buy" rating and purchase stock, but only clients that already own
the particular stock (or who are interested in shorting the stock) can react
to a "sell" recommendation, analysts will typically initiate coverage on
stocks with a "buy" rating, since it is generally believed that "buy" ratings are more likely to encourage trading volumes. 64 Research has shown
that sell-side analyst recommendations can have a substantial impact on
both stock prices and trading volumes.65 One study found that within a
three-day period following a recommendation change, a new "buy" recommendation (either initiation or an upgrade from a lower category)
resulted in a three percent price increase for the stock, while a new "sell"
recommendation resulted in a 4.7 percent decrease. 66 In each case, a substantial increase in trading volume resulted for the stock.67
Once an analyst has issued a favorable rating, the firm's sales force
will then sell the idea to the firm's clients. After accounts have purchased
the stock, it can be very difficult for an analyst to reduce her rating on the
stock, since to do so would likely reduce the price of the stock, harming
the firm's clients who purchased it.68 To do so risks the ire of both the
firm's clients (who can take their business elsewhere) and its sales force.
Other less obvious brokerage conflicts can also pressure sell-side analysts to issue positive research. For example, firms that have favorable
ratings for a company are more likely to be awarded lucrative assignments by the company to administer its stock option plan or company
buyback plan, or to conduct block sales. Finally, where a subject company is an active trader of securities, less than glowing research about the
company can lead the company to pull its trading from the offending
firm.69

64.

See Bogle, supra note 44. But see infra note 67.

65.

Kent L. Womack, Do Brokerage Analysts' Recommendations Have Investment Value?, 5I

J. FIN. 137 (1996).
66. Id. at 137.
67. Id. at 138. For additional information on the Womack study, see infra notes 293-97 and
accompanying text. Interestingly, the Womack Study's finding of substantially increased trading
volumes for "sell" recommendations could be an indication that brokerage firms' contention that
"buy" ratings generate greater trading volumes than "sell" ratings may be flawed and that firms
could generate meaningful brokerage revenue by encouraging sell-side analysts to find and label
"bad" companies as well as "good" companies.
68. See supra note 66 and accompanying text.
69. COLE, supra note 4, at 81. Cole cites an example of NationsBank instructing its trust
officer to stop trading stocks and bonds through Kidder Peabody after an analyst at Kidder Peabody
issued a "sell" rating on NationsBank. Id.
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The conflicts between sell-side research and brokerage activities
have received substantially less press than the investment banking conflict and were largely ignored by the Regulatory Actions.
B. Investment Banking Fees
The conflict that has received the most attention from the press and
the regulators is the conflict that sell-side analysts face from their investment banking departments. As brokerage commissions decreased,
the costs of running "a respectable research department at a top tier
bank" did not.7 ° One industry commentator has estimated that cost to be
between $500 million and $1 billion per year.7' One replacement for the
inflated revenues generated by fixed commission trading has been investment-banking revenues.72
Investment banking departments generate revenue primarily by raising capital for companies (e.g., underwriting initial public offerings
("IPOs") and follow-on offerings) and by providing financial advisory
services (e.g., assisting companies with mergers and acquisitions ("M &
A") work).73 In each case, the investment banking department's ability to
generate the fees can be greatly enhanced by a cooperative research department.
1. Winning IPO Business
One of the more profitable businesses on Wall Street, until the
March 2000 stock market crash, was underwriting IpOs. 74 Winning IPO
business is very important to the revenues of an investment bank because
of both the size of the possible underwriting fees for the IPO, and be-

70. Jason Draho, Analysts' Conflict of Interest: How Are IPOs Affected?, VC EXPERTS (Jan.
14, 2003), at http://vcexperts.com (subscription required) (article on file with author).
71.
Id.; see also Womack, supra note 65, at 138. Womack states that "[b]rokerage firms spend
hundreds of millions of dollars annually analyzing stocks and trying to persuade investors that certain stocks are more or less attractive than others." Id.
72.
The term "investment bank" can be confusing because it encompasses both the securities
firm as a whole (e.g., Goldman Sachs is an investment bank) and one specific department within the
firm. A brokerage firm that also conducts investment-banking activity will typically be referred to as
an "investment bank."
73.
More specifically, the capital raising function consists of assisting corporate and municipal clients to raise money through offerings of securities (either public or private). A typical investment-banking department can perform a wide array of securities offerings, including equity securities, corporate debt securities (investment grade and non-investment grade), government debt securities (e.g., municipal bonds) and convertible securities. Underwriting IPOs is a classic example of the
capital raising function. The financial advisory function may entail both advising clients on various
financial matters (e.g., assisting a company to implement anti-takeover measures) and assisting the
client in finding and executing various business combinations (typically referred to as M&A work).
74.
In an underwritten IPO, a company sells shares of its common stock to the underwriters (a
group of typically three to five investment banks) who in turn sell the shares to the public. The
investment banks generate their revenues from the deal by purchasing the shares from the issuer at a
discount (the "underwriting discount") to the price at which the shares are sold to the public.
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cause being part of the IPO can be critical to having an opportunity to
access later follow-on offering and financial advisory fees. 5
In the 1990s, research analysts became critical to an investment
bank's ability to win IPO business. Investment banks almost never compete with each other based on price for underwriting business.76 Therefore, investment banks must compete based on brand name and the quality of the services they offer.7 7 Since these services are often relatively
comparable in both scope and quality between the different investments
banks vying for a deal, investment banks would look for other ways to
distinguish themselves. One such way was to market the abilities of their
sell-side research analysts as an instrumental part of their pitches to win
IPO mandates. The pitch from the investment bankers would go something like this:
Our analyst is [one of] the leading analyst[s] in your sector. He is
very well respected in the industry and carries a lot of clout with institutional investors. There have been an unprecedented number of
new companies going public over the last few years, and it is critical
to the future success of your company that you have the voice of our
analyst to help to distinguish your company from all of these other
companies. You do not want your company to get lost in this mass of
new companies.

Implicit in this pitch are two very important concepts: (1) if their
investment bank is not chosen as an underwriter, their analyst will not
cover that company-irrespective of the investment merits of the company; and (2) if their investment bank is chosen as an underwriter, their
analyst will initiate coverage on the company with a "buy" rating once
the quiet period has expired. 8 If awarded the underwriting assignment,
75. See discussion infra Part 11.B.2.
76. The typical underwriting discount for an IPO is seven percent. While the underwriting
discount may vary somewhat based on the size of the deal (e.g., extremely large deals will typically
be conducted at a lesser discount), investment banks will almost never vary that percentage in order
to win business.
77.
These services include: (I) distribution (e.g., finding investors to buy the company's
stock); (2) aftermarket services (e.g., stabilizing the price of the stock for a period of time after the
IPO and generally making a market in the stock); (3) positioning the company (e.g., assisting the
company to develop an investment thesis that will be used to help convince investors to purchase the
stock); (4) coordinating the process (conducting an IPO can be a daunting task and the investment
banks will help guide the company through the process); and (5) other services, such as managing
the finances of the founders and senior management, or running an employee shareholder program.
78.
A basic principle of U.S. securities law is that shares distributed in lPOs are to be sold
based on the prospectus that is published in connection with the offering (which carries with it
substantial liability to the issuer, the issuer's board and some of its management, the underwriters,
and the auditors, for material misstatements or omissions in the prospectus), and not on other marketing materials-in particular research reports from the firms underwriting the [P0. The quiet
period is meant to establish a period during which the primary information impacting sales of the
IPO shares is the prospectus. Research reports by analysts whose firms were involved in the [PO as
either an underwriter or dealer are prohibited from issuing research reports on the IPOed company
until the expiration of the quiet period. See infra notes 209-12 and accompanying text for a discussion of the Regulatory Actions' impact on quiet periods.
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some sell-side analysts would also assist to "sell" the deal to investors by
speaking with potential investors during the "road show" and the "book
building" process.79
This process generated a number of possible conflicts for the sellside analysts. In particular: (1) analysts began to spend more of their time
looking for IPO candidates and less of their time conducting research; (2)
an analyst could ignore (or worse, disparage) a company that the analyst
felt had promising investment potential because the analyst's firm was
not named as an underwriter; and (3) an analyst could be motivated to
issue a "buy" rating on a company that the analyst believed had questionable investment potential in order to garner the investment banking
fee. This last conflict is particularly tricky since it has multiple opportunities to present itself to the analyst. For example, let us assume the following set of facts:
" Company X is seeking to conduct an IPO and Investment Bank Y
is pitching to be one of the underwriters.
* Company X's IPO is priced at $15 per share.
* Forty days after the IPO takes place, Company X's stock is trading at $30 per share.
* Three months after the IPO takes place, Company X's stock has
risen to $50 per share.
First, a sell-side analyst may feel pressured to support a company
that the analyst does not feel should be taken public, or should not be
taken public at the valuation proposed by the analyst's investment bank.
Based on the above facts, the analyst for Investment Bank Y may be uncomfortable with a $15 per share price for Company X, but may feel
pressured to support the deal nonetheless. Another possibility is that the
analyst may think the company is a solid IPO candidate and likes the
company at $15 per share. However, sell-side analysts are not allowed to
initiate research coverage on IPO companies that their firms underwrote
(or acted as a dealer for) until the "quiet period" has ended. Prior to the
79. The road show is the company's marketing trip to investors that takes place prior to setting the actual price for the offering. It typically involves a few of the company's executive officers
who try to explain to investors why their company will make a good investment. It was not uncommon for the research analysts from the underwriters to use the road show as a means to communicate
to investors their forecasts about the company's future performance. Since most investors base their
investment choices on forecasts of a company's future performance, such communications could be
critical to the success of an IPO. The book building process consists of the underwriters on the deal
collecting non-binding commitments from prospective investors. In a firm commitment underwritten
offering (which is the typical method of conducting an IPO) the issuer sells an allotment of securities
to the underwriters, who then sell the securities to investors. The underwriters bear the risk if investors choose not to purchase the securities. Due to this risk and the non-binding nature of the investor
commitments, it is very important for the success of an IPO that it be considerably over-subscribed
by investors. Analysts were used on occasion during the book building process to call particular
investors for the purpose of encouraging them to commit to buying into the IPO.
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Regulatory Actions, the quiet period for an IPO typically lasted twentyfive calendar days from the date of the offering, but now extends to forty
days for sell-side analysts employed by the managing or co-managing
underwriters. 80 Based on the above scenario, Company X's stock price
has increased to $30 per share, which the analyst may think is too high.
The analyst may feel compelled, however, to initiate coverage with a
"buy" rating regardless. Finally, the analyst may be okay with $30 per
share, but the price continues to climb within a few months after the analyst initiated coverage. Even if the analyst thinks that $50 per share is too
high a price, the analyst may feel pressured not to lower the rating so
soon after the IPO.
2. Winning Follow-on Offering and Financial Advisory Business
Once a company has been taken public, investment banks compete
to win additional fees for follow-on offerings (e.g., additional public
offerings that take place after the IPO, such as additional common stock
offerings, convertible stock offerings, and debt offerings) and for financial advisory work (e.g., M & A work). 8' Sell-side analysts can play an
important role in their firms' ability to garner these fees.
In some cases, the fees from follow-on and financial advisory business can dwarf the fees from the original IPO. A classic example of this
phenomenon was McLeodUSA, Inc. and Salomon Smith Barney. In the
late 1990s, McLeod was considered to be a leader in the emerging competitive telecommunications arena. 82 While this Article is not the place to
discuss the failings of this industry segment, 83 it is appropriate to point
out that the competitive telecommunications sector was coveted by investment banks because competitive telecommunication companies, collectively, needed to raise hundreds of billions of dollars in order to build
next generation communication networks. Investment banks were able to
generate billions of dollars in fees from these massive capital raises in
the late 1990s. Salomon Smith Barney was the lead underwriter on
McLeod's $240 million IPO in June of 1996,84 for which Salomon Smith
80.

NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. ("NASD"), Rule 2711 (f)( 1)(A),

availableat http://www.nasd.com (last visited Nov. 1, 2003); NEW YORK STOCK EXCHANGE, INC.

("NYSE"), Rule 472(f)(1), available at http://www.nyse.com/pdfs/rule472.pdf (last visited Nov. 8,
2003).
81.
The financial advisory function typically entails services such as assisting clients in finding and executing various business combinations (typically referred to as M&A work) and advising
clients on various financial matters (e.g., assisting a company to implement anti-takeover measures).
82.
Yahoo! Finance, Telecommunications Services Industry Profile, at http://biz.yahoo.com/
ic/prof/42.html (last visited Nov. 1, 2003).
83. It is a common misconception that much of the current market troubles are a result of the
burst of the Internet bubble (i.e., the "dot bomb" phenomena). In reality, the decline of the Internet
sector pails in comparison to the trillions of dollars that investors lost in the collapse of the telecommunications sector. See Dennis K. Berman, Dialingfor Dollars: Before Telecom Industry Sank,
Insiders Sold Billions in Stock-As They Cashed Out Shares, Many Executives Touted Sector's
Growth Potential-Mr.Gallucio's New Winery, WALL ST. J., Aug. 12, 2002, at Al.
84. MCLEODUSA, INC., 1996 PROSPEcrus 424(b)(4).
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Barney generated an underwriting fee approaching $10 million. 85 As one
would expect, Salomon Smith Barney's competitive telecommunications
research analyst, Jack Grubman, initiated coverage on McLeod after the
IPO with a "buy" rating. 86 McLeod was not done raising money or generating investment-banking fees. During an approximately five-year period following the IPO, McLeod raised an additional $3.5 billion over
eight transactions.87 Salomon Smith Barney was the lead underwriter on
in fees.88
each of these transactions and collected almost $100 million
McLeod also conducted a number of acquisitions during this time period,
which also produced significant fees. 89 It was commonly understood in
the industry that for an investment bank to have any chance at such follow-on or financial advisory work, it had to have a positive rating on the
company. Not surprisingly, Grubman maintained a "buy" rating on
McLeod throughout this entire fee generating process. 90 Grubman did not
reduce his rating on McLeod from "buy" until November 2001 (it was
reduced to "neutral"), 9 ' at which time McLeod's stock was trading for
less than $1.00 per share and was down approximately ninety-eight percent from its high in 2000.92 McLeod filed for Chapter 11 bankruptcy
protection in January 2002. 9'
Unfortunately, the McLeod example was by no means an isolated
incident. Grumban alone has also been linked to similar practices relating
to WorldCom, Global Crossing, XO Communications, and Winstar.94
3. Investment Banking Clients v. Brokerage Clients
Broken down into its simplest terms, the increased importance of
sell-side analysts in generating investment banking fees has resulted in
sell-side analysts serving two very different audiences: brokerage clients
and investment banking clients. Each of these audiences exerts a different pressure on the sell-side analyst. Brokerage clients want "accurate"
research that will assist them to invest profitably, while investmentbanking clients want "optimistic" research that will boost their stock
price.95 With investment banking revenues far outstripping brokerage
85.
18, 2001,
86.
87.
88.
89.
90.

Gretchen Morgenson, Telecom's Pied Piper: Whose Side Was He On?, N.Y. TIMES, Nov.
at 3-1 [hereinafter Morgenson, Telecom's PiedPiper].
Id.
Id.
Id.
See id.
See id.

Yahoo! Finance, Analyst Opinionfor McLeodUSA Inc., at http://biz.yahoo.com/c/mlmcld.
91.
html (last visited Oct. 25, 2003).
McLeod's shares reached a split-adjusted high of $34.83 per share in March 2000. See
92.
Morgenson, Telecom's Pied Piper,supra note 85.
93.
McLeodUSA, Inc., Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934 for the Fiscal Year Ended December 31, 2001 (Form 10-K), File No. 0-20763, at
1-6, available at http://www.sec.gov/edgar/searchedgar/webusers.htm (last visited Nov. 2, 2003).
Gasparino, Red Flags, supra note 5.
94.
Boni & Womack, supra note 18, at 94, 121.
95.
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revenues in recent years for the most prominent firms on Wall Street,9 6
the fear is that their analysts, which are amongst the most high profile,
are swayed more by their investment banking audience than their brokerage audience.
C. Analyst Compensation
Critical to understanding the impact of the brokerage and investment banking conflicts on sell-side analysts is the compensation structure
for most sell-side analysts. As with many Wall Street professionals, analysts earn a base salary plus a discretionary year-end bonus. On Wall
Street, year-end bonuses make up a substantial percentage of an employee's annual compensation, including for sell-side analysts. During
the late 1990s and the year 2000, it was not uncommon for bonuses to
constitute fifty percent or more of an employee's annual compensation.9 7
As a result, employees can be very motivated to satisfy whatever criteria
will allow them to maximize their year-end bonuses.
For sell-side analysts, the most important criteria in determining
their year-end bonuses have traditionally been: (1) the analyst's perceived reputation with investors; and (2) the analyst's ability to generate
investment-banking fees for the firm. 98 An analyst's perceived reputation
with investors is often measured, at least in part, by the analyst's ranking
in the InstitutionalInvestor All-American Research Team Poll ("II Ranking"). II Rankings measure how well analysts are regarded by institutional investors by polling investors about analysts' performance in a
number of categories including: (1) industry knowledge; (2) company
visits and conferences; (3) financial models; (4) written reports; (5) earnings estimates; (6) useful and timely calls and visits; and (7) stock picking. 99 The II Rankings are used as a proxy for determining whether an
analyst's research has generated brokerage commissions by motivating
investors to trade securities through the analyst's firm.100 Of note in considering how analysts are incentivized, while the forecasting and stock
picking capabilities of sell-side analysts are considered in the II Rank-

96.
In 1999, major firms generated $24.6 billion in investment banking fees compared to $9.5
billion in brokerage commissions. Carolyn Sargent, The 2000 All-American Research Team,
INSTITUTIONAL INVESTOR, Oct. 2000, at 72.
97.
A typical compensation structure at a top-tier investment bank would be as follows: all
Vice Presidents earn a base salary of $125,000 per year, all Principals (i.e., Senior Vice Presidents)
eam a base salary of $150,000 per year, and all Managing Directors earn a base salary of $200,000.
The remainder of the employees' compensation comes from a year-end discretionary bonus. Therefore, a research analyst who is a Principal earning $750,000 per year, generates eighty percent of
annual compensation from the bonus. A Managing Director who earns $1,500,000 per year generates
86.6 percent from the bonus.
98. See Fernandez, supra note 28, at 659-60.
99.
Sargent, supra note 96, at 62.
100.
Institutional investors who are pleased with the research they receive from a sell-side
analyst are more likely to send trading volume to that analyst's firm. It is an informal way for the
institutional investor to pay for the research.

DENVER UNIVERSITY LAW REVIEW

[Vol. 8 1:1

ings, they do not weigh heavily in determining the final rankings. 10 ' It is
not unusual for the top II Ranked sell-side analysts0 2 to receive very mediocre stock picking and earnings forecasts ratings.
The other major factor in analysts compensation has been their ability to generate investment-banking fees. 10 3 During the late 1990s and
2000, it was well understood by sell-side analysts that the highest paid
analysts would be those who could generate significant investment banking revenues."°4
D. Equity Stakes
Over the last twenty years, it has become increasingly common for
sell-side analysts, their firms, and other investment bank employees to
own significant equity stakes in companies that are covered by the analyst. 10 5 The practice gained substantial notoriety in the late 1970s and
1980s, when Drexel Burnham Lambert employed it. 10 6 Specifically, Michael Milken (the now-infamous junk bond king) would establish investment partnerships for his key employees to purchase securities (often
high yield bonds) of the firm's clients. 10 7 Many of these investment partnerships turned out to be extremely profitable, and their returns allowed
Drexel to provide very lucrative employee compensation packages and
thereby attract top-level personnel. 10 8
The practice increased with the Internet boom of the late 1990s,
when access to private equity deals became a significant source of profits
for brokerage firms and their employees, including sell-side analysts. 1°9
A July 2000 Wall Street Journal report examined in detail Wall Street's
practice of investing in pre-IPO companies in the late 1990s. 110 The report pointed out that venture investing had become an important part of

Sargent, supra note 96, at 62. A survey conducted in 2000 by Institutional Investor, which
101.
publishes the II Rankings, "asked voters for the All-America Research Team to rate ten attributes in
order of importance in assessing the worth of an analyst or his firm .... " Id. Stock picking and
earnings estimates were ranked the seventh and fifth most important attributes, respectively. Id.
102.

Thor Valdmanis, Some Widely Touted Analysts Didn't Perform So Well, USA TODAY,

Nov. 27, 2002, available at http://www.usatoday.com (archival copy available for a fee) (on file
with author).
See Fernandez, supra note 28, at 659-60. See generally Unger Written Testimony, supra
103.
note 47.
See Fernandez, supra note 28, at 659-60. See generally Unger Written Testimony, supra
104.
note 47.
See Gretchen Morgenson, Buy, They Say. But What Do They Do?, N.Y. TIMES, May 27,
105.
2001,3-1 [hereinafter Morgenson, Buy, They Say].
106. Id.
107.

See CONNIE BRUCK, THE PREDATORS' BALL 80-83, 282 (1988); Morgenson, Buy, They

Say, supra note 105.
108. See generally BRUCK, supranote 107.
109. Mark Maremont, Raising the Stakes: As Wall Street Seeks Pre-IPO Investments, Conflicts
May Arise, WALL ST. J., July 24, 2000, at AI; see Morgenson, Buy, They Say, supra note 105.
110. Maremont, supra note 109.
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the economics for the largest investment banks."' Profits from pre-IPO
investments were by no means limited to the investment banks. The
firms' senior management, investment bankers, and research analysts
were also able to reap substantial profits from this practice.' 12 It was not
unheard of for employees to generate multiple hundred-thousand dollar
gains on their pre-IPO investments." 3 In 2001, a study conducted by the
SEC confirmed the practice of analysts investing in pre-IPO companies. 14 The study found that "16 of 57 analysts reviewed" made pre-IPO
' 5
investments "in a company they later covered."
With the ability of profits from pre-IPO investments to dwarf traditional investment banking fees on occasion," 16 and the personal stakes in
these companies held by bank employees (including research analysts),
many firms focused substantial resources on pre-IPO companies. The
basic model was: (1) find a young, promising pre-IPO company; (2) inIII.

Id. Specifically, the report stated that:
Between 13% and 18% of Goldman's net income [in 1999] came from "private equity"
gains, primarily venture-style technology investments, compared with 4% to 5% in 1998,
according to Salomon Smith Barney analyst Guy Moszkowski. At Lehman Brothers
Holdings Inc., he says, such gains jumped to between 17% and 22% in [the] first quarter
[of 2000], from about 4% of net income for [1999]; much of the increase came from a
huge windfall in VerticalNet Inc., a provider of online business-to-business trading sites
that Lehman invested in and then took public.
Id. The report also included a number of specific examples of pre-lPO investments that generated
astronomical returns, such as:
COMPANY
STOCK
BANK'S
BANK
PRE-IPO
REITRD
RECOMREGISTERED
RCM
INVESTED
STAKE
MENDATION
IN
FOR SALE
AT THE TIME
Morgan Stanley
Vignette Corp.
$1.5 million
$41 million**
Outperform
Dean Witter
Chase H&Q
Infospace
$2 million
$69 million***
Buy
Lehman Brothers
VerticalNet
$2 million
$238 million
Buy
FleetBoston****
Internet Capi$4 million
$137 million
Buy/Strong Buy
tal Group

$4_million

$137_million

Buy/StrongBuy

*Approximate value of shares that bank registered to sell, or sold.
**Represents half of stake sold; other half worth currently worth [sic] about $26 million.
***Includes shares registered by H&Q, an H&Q employee fund and an H&Q
limited partnership.
****Shares owned by BancBoston Investments unit; ratings by Robertson Stephens.
Id.

112. Employee investments were typically made through employee venture pools that were
established by the investment banks, but were also made on occasion through individual investments. While these investments were often very lucrative, they could also result in substantial
losses-in particular for employees who made pre-IPO investments in 2000.
113.
See generally Morgenson, Buy, They Say, supra note 105.
114. Unger Written Testimony, supra note 47.
115.
Id.; see also Laura S. Unger, Oral Testimony Concerning Conflicts of Interest Faced by
Brokerage Firms and Their Research Analysts, Before the Subcommittee on Capital Markets, Insurance and Government Sponsored Enterprises, Committee on Financial Services, United States House
of Representatives (July 31, 2001), available at http://www.sec.gov/news/testimony/0730lortslu.
htm (last visited Sept. 21, 2003) [hereinafter Unger Oral Testimony].
116.
Classic examples include Goldman Sachs' $36 million pre-IPO investment in StorageNetworks Inc., which was valued at approximately $1.6 billion in July 2000, Maremount, supra
note 109, and CIBC Oppenheimer's $30 million pre-IPO investment in Global Crossing Ltd., which
was valued at approximately $4.6 billion in March 1999, CoLE, supra note 4, at 58.
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vest in the company; (3) take the company public; and (4) shortly thereafter, sell the holdings in the newly public company for a substantial
profit. Because investment banks can play an important role in determining whether or not a private company is ready to go public, there is concern that in the late 1990s the investment banks failed in this gatekeeping role because the banks and their employees (including research
analysts) were more motivated to liquidate their investments in pre-IPO
companies than they were in bringing quality companies to public investors. 7

In addition, two interrelated problems regarding sell-side analysts'
ratings and pre-IPO investments have recently come to light: (1) research
analysts issuing "buy" or "strong buy" ratings on a stock while the analyst, the analyst's firm, and the firm's employees, were selling the stock;
and (2) "booster shots."' "18 After making pre-IPO investments, the analyst, the investment bank, and the other employees who invested, typically look for an opportunity to sell these shares for a profit. A common
liquidity event in the late 1990s for such a pre-IPO investment was to sell
the shares in the open market after an IPO. Once the IPO has taken place,
there is a public market for the securities, which makes sales substantially easier, and often at a price substantially above the pre-IPO price.
These sales could begin six months after the IPO takes place, following
expiration of the customary lock-up agreements. 19 It was not uncommon
for the analyst, the analyst's firm, and the employees of the firm, to sell
most or all of their shares within days or weeks after the expiration of the
lock-ups. While these sales were taking place, the analyst's rating on the
stock would often be a "buy" or a "strong buy." 120 A number of nonmanipulative reasons can be given for this practice, including: (1) a different investment discipline for private equity investing, where it is not
uncommon to formulaically liquidate private equity investments once a
company has gone public, irrespective of the possible upside; and (2) the
need for individual employees to make personal financial decisions regardless of the current rating. Nevertheless, the whole process lends to
the perception of a severe conflict and has generated substantial criticism.

117.

See generally COLE, supra note 4, at 58.

Unger Written Testimony, supra note 47; see also Unger Oral Testimony, supra note 115.
118.
For an explanation of "booster shots," see infra notes 123-25 and accompanying text.
Underwriters for an IPO will typically require all of the major shareholders, employees of
119.
the company, or any other "interested-party" shareholders, to enter into "lock-ups" that restrict such
shareholders from selling any of their shares of the company for at least six months from the date of
the IPO.
120. See Morgenson, Buy, They Say, supra note 105; see also Maremount, supra note 109.
Investment banks cited as having conducted this practice included Chase H&Q (since merged into
J.P. Morgan Securities), CS First Boston, Goldman Sachs, Lehman Brothers, Morgan Stanley, and
Robertson Stephens. See Morgenson, Buy, They Say, supra note 105.
See Morgenson, Buy, They Say, supra note 105.
121.
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The question has also been raised whether some research analysts
issued "booster-shot" research reports. 22 A booster-shot is a favorable
research report that is issued shortly before the expiration of the lockups, with the purpose of running up the price of the stock, so that insiders
can sell into a more favorable market once the lock-ups are lifted. 123 Insiders that can benefit from this practice include the analyst, the investment bank, and the investment bank's employees (as noted above), as
well as venture capital investors in the company. It should be noted that
venture capital firms can play a very significant role in the appointment
of an investment bank as the underwriter or financial advisor for a
deal. 24 In 2001, a study conducted by the SEC found that "in 26 of 97
lock-ups reviewed, research analysts may have issued 'booster shot' re25
ports."
E. Pressurefrom Covered Companies
It may be the least publicized of the conflicts, but pressure on analysts by covered companies is by no means a minor matter. Research
analysts depend upon access to the management of the companies they
cover for a substantial portion of the information they use to generate
their analysis. 26 If the company's management is upset with an analyst
over unfavorable research coverage, that analyst may be "shut out of
mailings, meetings, conference calls and gatherings of the [company] ...
.,,127 A recent survey by Reuters Institutional Investor Survey Group
found that analysts "express strong concern over punitive corporate reactions to any negative commentary."'' 28 In response to this conflict, and
separate from what this Article refers to as the Regulatory Actions, the
SEC has requested the NASD and the NYSE to consider drafting new

122.
Unger Written Testimony, supra note 47; Unger Oral Testimony, supra note 115.
123.
See NASAA Comment Letter to the SEC Secretary Johnathan Katz Regarding SEC Release 34-45526 on Research Analysts Conflicts of Interest (April 18, 2002), available at http://www.
nasaa.org/nasaa/scripts/fu-display-list.asp?ptid=1 5 (last visited Nov. 3, 2003). Insiders also benefit
if the research report is able to increase trading volume since the insiders will typically be owners of
restricted stock, which can only be sold in limited volume increments, based on a percentage of the
recent trading volume. The greater the recent trading volume, the more shares that can be sold. See
generally 17 C.F.R. § 230.144(e) (2003).
124. Venture capital investors will often have representatives serving on the company's board
of directors, which is ultimately responsible for appointing the underwriters for the IPO. Since the
venture capital directors are typically the most experienced directors regarding the IPO process, it is
not unusual for them to have the dominant voice in choosing the underwriters.
125.
Unger Oral Testimony, supra note 115; see also Unger Written Testimony, supra note 47.
126.
See BURTON G. MALKIEL, A RANDOM WALK DOWN WALL STREET 184 (2003).
127.
Michael Siconolfi, Incredible 'Buys': Many Companies Press Analysts to Steer Clear of
Negative Ratings-Stock Research Is Tainted as Naysayers Are Banned, Undermined and BeratedSmall Investors in the Dark, WALL ST. J., July 19, 1995, at Al.
128.
REUTERS INSTITUTIONAL INVESTOR RESEARCH GROUP, THE U.S. EQUITIES INVESTMENT
REPORT (2002).
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standards to prevent companies
from retaliating against analysts who
29
1
research.
issue unfavorable

III. THE NEW

REGULATORY ENVIRONMENT

Historically, sell-side analysts have been a relatively lightly regulated group on Wall Street. 30 They are regulated by a number of diverse
bodies of law, including the federal securities laws,' 3 1 NASD regulations,
and NYSE regulations. In general, regulations of sell-side analysts have
tended toward broad principles of propriety by the analysts, rather than
detailed, technical requirements. Such regulations include a prohibition
against insider trading, and general anti-fraud prohibitions. 32 Until 2001,
the major reforms regarding sell-side analysts had focused on the ability
of these analysts to garner material, non-public information from company insiders, which resulted in the adoption of Regulation Fair Disclosure ("Regulation FD") in 2000.131
In 2001, however, a very negative spotlight began to show brightly
on sell-side analysts, with particular focus on their conflicts of interest:
e In spring 2001, a former Merrill Lynch investor filed a NYSE arbitration claim against Merrill Lynch and Henry Blodget (the
firm's star Internet analyst), 134 over Mr. Blodget's stock recom-

Deborah Solomon & Robert Frank, Stock Analysis: 'You Don't Like Our Stock? You Are
129.
Off the List'-SEC Sets New Front on Conflicts By Taking Aim at Companies That Retaliate Against
Analysts, WALL ST. J., June 19, 2003, at Cl.
130. Jill E. Fisch & Hillary A. Sale, The Securities Analyst as Agent: Rethinking the Regulation
of Analysts, 88 IOWA L. REV. 1035, 1038 (2003). Professors Fisch and Sale note that "in some respects, analysts have enjoyed preferred status under the federal securities laws. Courts carved out an
analyst exception to the prohibition on the use of nonpublic information in securities trading ...
Id.
In particular, the Securities Act of 1933, ch. 38, 48 Stat. 74 (1933) (codified as amended
131.
at 15 U.S.C. §§ 77a-77aa), and the Securities Exchange Act of 1934, ch. 404, 48 Stat. 881 (1934)
(codified as amended at 15 U.S.C. §§ 78a-78mm).
Most notably due to Rule lOb-5, 17 C.F.R. § 240.1Ob-5 (2003).
132.
17 C.F.R. §§ 243.100 to 243.103 (2003). Regulation FD, which took effect in October
133.
2000, is aimed at eliminating the practice of selective disclosure. Subject to certain limited exceptions, Regulation FD prohibits the former practice of company officials selectively disclosing material nonpublic information to certain research analysts (or institutional investors) prior to, or rather
than, disclosing the information to the market as a whole. 17 C.F.R. § 243.100. Under Regulation
FD, all investors are to have access to the same information at the same time. Id.
Mr. Blodget came to fame in late 1998 when, as an analyst at CIBC Oppenheimer, he
134.
made the now infamous call that Amazon.com's stock, then trading at $243 per share, would trade at
$400 per share within twelve months. The stock exceeded the $400 per share mark within three
weeks and much of the credit was given to Mr. Blodget and his call. Mr. Blodget became one of the
most celebrated analysts on Wall Street and was soon hired by Merrill Lynch to head its Internet
research group. Background information is helpful in understanding the boldness of Mr. Blodget's
call. At the time of the call, Amazon was one of the early Internet darlings and was trading at a very
high level. Amazon had never earned a profit at the time (and was not forecasted to earn a profit for
another five years), and yet at $240 per share, the company had a market capitalization of approximately $27 billion. A $400-per-share price translated into a market capitalization of approximately
$45 billion. It should also be noted that only two months earlier Mr. Blodget's price target for Amazon was $150. See generally COLE, supra note 4, at 70-73.
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mendation of InfoSpace, Inc. ("InfoSpace"). 35 The investor asserted, among other things, that Mr. Blodget provided overly optimistic projections for InfoSpace, because they would boost
Merrill Lynch's investment banking business, and consequently
Mr. Blodget's compensation. 36 Merrill Lynch defended Mr.
Blodget's research, but ended up settling with the investor for a
reported $400,000.137
"

During the spring and summer of 2001, the SEC "conducted onsite examinations of full-service" brokerage38 firms, focusing on
the conflicts of interest of sell-side analysts.1

* In early summer 2001, largely in response to the Merrill
Lynch/Henry Blodget NYSE arbitration, the Office of the Attorney General of the State of New York, led by Eliot Spitzer, commenced an investigation into stock recommendations issued by
research analysts at Merrill Lynch. 39 The investigation focused
on stocks covered by the Internet research analysts at Merrill
Lynch, including most notably Mr. Blodget.' 4°
" On July 13, 2001, the SEC issued an Investor Alert on research
analysts, which warned investors of 4the substantial conflicts of interest under which analysts operate.1 1
" During the summer of 2001, the U.S. House of Representatives
Financial Services Committee's Subcommittee on Capital Markets, Insurance, and Government Sponsored Enterprises held
hearings on research analysts. 42 Most notably, on July 31, 2001,
Laura S. Unger, Acting Chair of the U.S. Securities and Exchange
Commission, testified before the subcommittee on the results of

135.
Charles Gasparino, Deals & Deal Makers: All-Star Analyst Faces Arbitration After Internet Picks Hit the Skids, WALL ST. J., Mar. 2, 2001, at C 18.
136.
Id. Specifically, Merrill Lynch was acting as financial advisor to Go2Net, Inc., another
Internet company, which was in the process of being acquired by InfoSpace. Id. Merrill Lynch's fee
for its financial advisor work was contingent upon the acquisition closing and a decrease in the stock
price of InfoSpace would have jeopardized the acquisition. Id. As a result, Mr. Blodget may have
been motivated to issue overly positive research on InfoSpace, or, in the alternative, refrain from
issuing negative research.
137.
Charles Gasparino, Merrill Is Paying in Wake of Analyst's Call on Tech Stock, WALL ST.
J., July 20, 2001, at CI.
138.
Unger Written Testimony, supra note 47; see also Unger Oral Testimony, supra note 115.
139.
Affidavit of Eric Dinallo, Assistant Attorney General of the State of New York, in Support of Application for an Order Pursuant to General Business Law § 354, at 2, available at http://
www.oag.state.ny.us/press/2002/apr/MerrillL.pdf (last visited Nov. 3, 2003) [hereinafter Dinallo
Affidavit]. The Dinallo Affidavit is often incorrectly referred to in the media as being the affidavit of
Eliot Spitzer.
140. Id. at 2.
14 I. Analyzing Analyst Recommendations, supra note I.
142. See Unger Oral Testimony, supra note 115.
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the on-site SEC examinations,143which found many of the conflicts
cited in Part II of this Article.
Through the summer of 2001, the financial press began to focus
substantial criticism on research analysts due to their perceived
influence on the now collapsed stock market bubble, and numerous lawsuits were filed against Wall Street's research analysts and
their investment banks.144
In response to this mounting pressure, a number of prominent investment banks unilaterally adopted new internal policies to curb the
perceived impact of conflicts of interest, including Goldman Sachs requiring that its analysts disclose "their ownership in companies they
cover," and Merrill Lynch and CS First Boston banning their "analysts
from buying shares of companies they cover."'' 45 The Securities Industry
Association ("SIA") and the Association for Investment Management
and Research ("AIMR"), advocacy groups for the securities industries,
also jumped into the fray by publishing a best practices piece 46 and an
issues paper 147 on equity research, respectively. None of these selfregulatory measures proved to be sufficient, and the regulators continued
to move forward.
A. Overview of the Regulatory Actions

An outgrowth of all this attention on research analysts has been four
major regulatory actions aimed at changing the way sell-side analysts
operate: (1) Section 501 of the Sarbanes-Oxley Act; 148 (2) new NASD
and NYSE Analyst Independence Rules; (3) the SEC's Regulation Analyst Certification; and (4) the regulatory settlement with Wall Street.
Unger Written Testimony, supra note 47. Examples of the conflicts found in the SEC
143.
examinations included: (1)the line between research and investment banking was badly blurred; (2)
analysts' relationships with the companies they followed was cozy; (3) use of "'booster shot' research reports close to the expiration of lock-up periods;" and (4) stock ownership in covered companies by sell-side analysts and other employees of the brokerage firm, and a practice of those individuals selling the stock while the analyst maintained a "buy" rating. Id. Ms. Unger also found that
firms with internal policies against some of these problems were not followed. Id. Finally, Ms.
Unger expressed concern that firms used a variety of undefined terms to describe their investment
recommendations and that such practice may be confusing to investors. Id.
Randall Smith & Jerry Markon, Heard on the Street: Note to Suers of Analysts: Rough
144.
RoadAhead, WALL ST. J., Aug. 3, 2001, at Cl. For a discussion of the potential liability of sell-side
analysts, see Jill 1.Gross, Securities Analysts' Undisclosed Conflicts of Interest: Unfair Dealing or
Securities Fraud?, 2002 COLUM. Bus. L. REV. 631 (2002).
Jeff D. Opdyke, Deals & Deal Makers: Goldman Analysts Must Disclose Ownership,
145.
WALL ST. J., Aug. 9, 200 1,at C17.
146. In June 2001, the SIA "formally adopted Best Practices For Research." Securities Industry
Association, Inc. (SIA), Analysts Integrity: Background, available at http://www.sia.com/analystintegrity (last visited Nov. 3, 2003).
147. On July I1,2001, the AIMR issued a report on analyst objectivity. Press Release, The
Association for Investment Management and Research (AIMR), Global Investment Association
AIMR Issues Report on Analyst Objectivity (July 1I,2001), available at http://www.aimr.com/
pressroom/0 releases/0 Irpt-objectivity.html (last visited Nov. 3, 2003).
Sarbanes-Oxley Act, supra note 8, at § 501 (codified as new § 15D of the Securities
148.
Exchange Act of 1934 at 15 U.S.C. § 78o-6 (2002)).
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1. Section 501 of the Sarbanes-Oxley Act
The recently adopted Sarbanes-Oxley Act 149 includes a Section 501
(which has been codified as a new Section 15D of the Securities Exchange Act of 1934) which requires that the SEC directly, or through a
registered securities association or national securities exchange (e.g., the
NASD and the NYSE), adopt "rules reasonably designed to address conflicts of interest that can arise when securities analysts recommend equity
securities in research reports and public appearances .... ,,150 The rulemaking required by Section 15D of the Securities Exchange Act has been
accomplished by the NASD and the5 NYSE through their enactment of
the new analyst independence rules.'

1

2. New NASD and NYSE Analyst Independence Rules
The most fundamental of the Regulatory Actions taken in response
to the research analyst issue is the enactment by the NASD and the
NYSE of detailed regulations that address both the activities of research
analysts and their firms. On May 10, 2002, the SEC approved new rules
by the NASD and the NYSE "to address conflicts of interest that are
raised when research analysts recommend securities in public communications."'' 52 The primary regulatory changes involved the NASD adopting a new Rule 2711 and the NYSE substantially amending its Rules 351
149.
The Sarbanes-Oxley Act is a very broad-reaching securities and auditing reform package
that was adopted by Congress in response to the many accounting and corporate scandals that rocked
the U.S. capital markets in 2001 and 2002. See William S. Duffey, Jr., Corporate Fraud and Accountability: A Primer on Sarbanes-Oxley Act of 2002, 54 S.C. L. REV. 405, 406 (2002). The Sarbanes-Oxley Act includes Section 501 which addresses research-analyst conflicts of interest. Sarbanes-Oxley Act, supra note 8, at § 501.
150.
Sarbanes-Oxley Act, supra note 8, at § 501; Securities Exchange Act of 1934, § 15D
(codified at 15 U.S.C. § 78o-6 (2002)). Specifically, § 15D(a) requires that rules be adopted that are
designed, among other things:
(I) to improve public confidence in securities research, and to protect the objectivity and
independence of securities analysts, by (a) restricting the prepublication clearance of
research by investment bankers, (b) prohibiting investment bankers from supervising
or participating in the compensatory evaluation of analysts, and (c) preventing retaliation against an analyst for writing negative research reports that could harm present or
prospective investment banking relationships;
(2) to establish appropriate blackout periods during which firms who have acted as, or are
to act as, underwriters or dealers in a public offering of securities for a company may
not distribute research on that company; and
(3) to establish structural and institutional safeguards to separate research analysts from
the review, pressure, or oversight of investment banking.
Id. Section 15D(b) requires that rules be adopted that require more detailed disclosure from firms in
research reports and research analysts in public appearances regarding conflicts of interest. Id.
151.
Press Release, Securities and Exchange Commission, SEC Announces Approval of SRO
Rules Addressing Research Analyst Conflicts of Interest (July 29, 2003), available at http://
www.sec.gov/news/press/2003-89.htm (last visited Nov. 4, 2003).
152.
NASD and NYSE Rulemaking, Exchange Act Release No. 34-45908, 67 Fed. Reg.
34,968 (May 10, 2002), available at http://www.sec.gov/rules/sro/34-45908.htm (last visited Nov. 4,
2003) [hereinafter SEC Release No. 34-45908]. The NYSE and the NASD are each self-regulated
organizations ("SROs") that are subject to oversight by the SEC. See id. These SROs are charged
with developing the rules for the functioning of their organizations. See id. However, the SEC retains
certain oversight powers over the rulemaking of the SROs. See id.
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and 472 (collectively, the "New NASD/NYSE Analyst Regulations"). A
number of amendments were subsequently proposed by the NASD and
the NYSE, and eventually approved by the SEC on July 29, 2003.'
3. Regulation Analyst Certification
The SEC adopted Regulation Analyst Certification 54 ("Regulation
AC"), which took effect on April 14, 2003.155 Regulation AC requires
that specific certifications be made in connection with research reports
and public appearances.156 While not directly part of the rules required by
Section 501 of the Sarbanes-Oxley Act, Regulation AC addresses some
of the same issues (including, most notably, its goal to promote the integrity of, and restore investor confidence in, research reports) 1and
57 is meant
to complement the New NASD/NYSE Analyst Regulations.
4. The Regulatory Settlement with Wall Street
The $1.4 billion global settlement with ten of the leading firms on
Wall Street has been, in many ways, the driver that spurred on the accomplishment of each of the other Regulatory Actions. In June 2001,
largely in response to a NYSE arbitration claim filed against Merrill
Lynch and its star Internet analyst Henry Blodget,15 8 the Office of the
Attorney General of the State of New York, led by Elliot Spitzer, commenced an investigation into stock recommendations issued by the Internet research analysts at Merrill Lynch. 159 Largely on the basis of a massive review of Merrill Lynch's internal e-mails,' 6° the New York Attorney General's office filed an affidavit in New York state court that
charged Merrill Lynch with violations of the Martin Act' 61 for issuing
misleading stock ratings because:

153.
SEC Release No. 34-48252, supra note 9.
17 C.F.R. §§ 242.500 to 242.505 (2003).
154.
Regulation AC Press Release, supra note 9.
155.
17 C.F.R. §§ 242.501 to 242.502.
156.
Regulation AC Press Release, supra note 9.
157.
See supra notes 134-37 and accompanying text.
158.
Dinallo Affidavit, supra note 139, at 2.
159.
The e-mail records purport to demonstrate: (1) the analysts' investment-banking motiva160.
tions; and (2) that Merrill Lynch's positive public support of certain stocks was contradicted by
contemporaneous private e-mail messages that showed the analysts' true, negative feelings about the
stocks. Id. at 10-13. The Dinallo Affidavit charged that while analysts were publishing positive
ratings on certain stocks, those same analysts were describing such stocks in private as "powder
keg," "piece of junk," "piece of crap," and "piece of shit." Id. at 12-13.
N.Y. GEN. Bus. LAW § 352 (McKinney 2003). Spitzer's authority to investigate and bring
161.
charges (both criminal and civil) against Merrill Lynch stemmed from the Martin Act. Id.
The Martin Act proscribes a wide array of practices in connection with the sale of securities. It prohibits and makes illegal any fraud, misrepresentation, deception, concealment,
promise or representation that is beyond reasonable expectation while engaged in the issuance, distribution, investment advice, sale or purchase of securities within and from the
Unlike the federal securities laws, no purchase or sale of stock is
State of New York ....
required, nor are intent, reliance, or damages required elements of a violation.
Dinallo Affidavit, supra note 139, at 7.
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(1) the ratings in many cases did not reflect the analysts' true opinions of the companies; (2) as a matter of undisclosed, internal policy,
no "reduce" or "sell" recommendations were issued, thereby converting a published five-point rating scale into a de facto three-point system; and (3) Merrill Lynch failed to disclose to the public that Merrill
Lynch's ratings were tarnished by an undisclosed conflict of interest:
the research analysts were acting as quasi-investment bankers for the
companies at issue, often initiating, continuing, and/or manipulating
research coverage for the purpose of attracting and keeping investment banking clients, thereby producing misleading ratings162that were
neither objective nor independent, as they purported to be.

The affidavit also charged that Merrill Lynch's compensation system, under which analysts knew their compensation would be impacted
by the investment banking business they generated,
was a significant
63
factor contributing to the misleading ratings.'
As a result of Spitzer's investigation, Merrill Lynch entered into a
$100 million settlement with the New York Attorney General's office in
May 2002.164 Under the settlement, Merrill Lynch agreed, among other
things, to pay a $100 million penalty1 65 and to institute a number of reforms in the way it conducts research
that have been largely subsumed
66
by the subsequent global settlement. 1
In spring 2002, Spitzer broadened the investigation to include the
activities of several additional financial institutions and their research
analysts.167 The SEC, the NASD, the NYSE, the NASAA, and other state
regulators joined in on these broadened investigations, which eventually
led to the April 2003 global settlement among the SEC, the New York
Attorney General's Office, NASAA, the NASD, the NYSE, and the
following ten investment banks (collectively, the "Ten Investment
Banks"): 168
162.
Id. at 3.
163.
Id. at 4.
164.
Agreement Between the Attorney General of the State of New York and Merrill Lynch,
Pierce, Fenner & Smith, Inc. (May 21, 2002), available at http://www.oag.state.ny.us/investors/merrill_agreement.pdf (last visited Nov. 4, 2003). While Merrill Lynch neither admitted nor
denied the specific charges brought against it by the New York Attorney General's Office, it did
issue a statement of contrition, whereby Merrill Lynch publicly apologized to its "clients, shareholders and employees for the inappropriate communications brought to light by the New York State
Attorney General's investigation." Id. at Exhibit B; see also id. at 2-3, 1I. Merrill Lynch went on to
express its sincere "regret that there were instances in which certain of our Internet sector research
analysts expressed views which at certain points may have appeared inconsistent with Merrill
Lynch's published recommendations." Id. at Exhibit B.
165.
The $100 million was divided as follows: $48 million to New York State; $50 million to
the other forty-nine states, the District of Columbia, and Puerto Rico, and $2 million to the NASAA.
Id. at 12.
166.
See supra note 164; see also Final Judgments, infra note 168.
167.
Dinallo Affidavit, supra note 139, at 2.
168.
SEC v. Bear, Stearns & Co., No. 03 Civ. 2937 (S.D.N.Y. Apr. 28, 2003), available at
http://www.sec.gov/litigation/litreleases/judgl8lO9.htm (last visited Oct. 31, 2003); SEC v. Citigroup Global Mkts. Inc. f/k/a Salomon Smith Barney Inc., No. 03 Civ. 2945 (S.D.N.Y. Apr. 28,
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1. Bear, Stearns & Co. Inc. ("Bear Stearns");
2. Citigroup Global Markets Inc. f/k/a Salomon Smith Barney Inc.
("SSB");
3. Credit Suisse First Boston LLC ("CSFB");
4. Goldman, Sachs & Co. ("Goldman");
5. J.P. Morgan Securities Inc. ("J.P. Morgan");
6. Lehman Brothers Inc. ("Lehman");
7. Merrill Lynch, Pierce, Fenner & Smith, Incorporated ("Merrill
Lynch");
8. Morgan Stanley & Co. Incorporated ("Morgan Stanley");
9. UBS Warburg LLC ("UBS"); and
10. U.S. Bancorp Piper Jaffray Inc. ("Piper Jaffray").
The collective regulators alleged that each of the ten firms "engaged
in acts and practices that created or maintained inappropriate influence
by investment banking over research analysts, thereby imposing conflicts
of interest on research analysts that the firms failed to manage in an adequate or appropriate manner. In addition, the regulators found supervisory deficiencies at every firm."' 169 These violations were neither admit2003), available at http://www.sec.gov/litigation/litreleases/judg 1811.htm (last visited Oct. 31,
2003); SEC v. Credit Suisse First Boston LLC, No. 03 Civ. 2946 (S.D.N.Y. Apr. 28, 2003), available at http://www.sec.gov/litigation/litreleases/judg18110.htm (last visited Oct. 31, 2003); SEC v.
Goldman, Sachs & Co., No. 03 Civ. 2944 (S.D.N.Y. Apr. 28, 2003), available at http://www.sec.
gov/litigation/litreleases/judgl8ll3.htm (last visited Oct. 31, 2003); SEC v. J.P. Morgan Sec. Inc.,
No. 03 Civ. 2939 (S.D.N.Y. Apr. 28, 2003), available at http://www.sec.gov/litigation/litreleases/judgl8l14.htm (last visited Oct. 31, 2003); SEC v. Lehman Brothers Inc., No. 03 Civ. 2940
(S.D.N.Y. Apr. 28, 2003), available at http://www.sec.gov/litigation/litreleases/judgl8ll6.htm (last
visited Oct. 31, 2003); SEC v. Merrill Lynch, Pierce, Fenner & Smith, Inc., No. 03 Civ. 2941
(S.D.N.Y. Apr. 28, 2003), available at http://www.sec.gov/litigation/litreleases/judgl8ll5.htm (last
visited Oct. 31, 2003); SEC v. Morgan Stanley & Co., No. 03 Civ. 2948 (S.D.N.Y. Apr. 28, 2003),
available at http://www.sec.govIlitigation/litreleases/judgl8ll7.htm (last visited Oct. 31, 2003);
SEC v. UBS Warburg LLC, No. 03 Civ. 2946 (S.D.N.Y. Apr. 28, 2003), available at http://www.
sec.gov/litigation/litreleases/judgl8 112.htm (last visited Oct. 31, 2003); SEC v. U.S. Bancorp Piper
Jaffray Inc., No. 03 Civ. 2942 (S.D.N.Y. Apr. 28, 2003), available at http://www.sec.govlitigation/
litreleases/judgl8l18.htm (last visited Oct. 31, 2003) [hereinafter, collectively, Final Judgments].
Regulators also reached individual settlements with Henry Blodget and Jack Grubman for their roles
in issuing fraudulent research. Joint Press Release, Securities and Exchange Commission, National
Association of Securities Dealers and New York Stock Exchange, The Securities and Exchange
Commission, NASD and the New York Stock Exchange Permanently Bar Henry Blodget From the
Securities Industry and Require $4 Million Payment (Apr. 28, 2003), at http://www.sec.gov/news/
press/2003-56.htm (last visited Oct. 31, 2003); Joint Press Release, Securities and Exchange Commission, New York Attorney General's Office, National Association of Securities Dealers and New
York Stock Exchange, The Securities and Exchange Commission, New York Attorney General's
Office, NASD and the New York Stock Exchange Permanently Bar Jack Grubman and Require $15
Million Payment (Apr. 28, 2003), at http://www.sec.gov/news/press/2003-55.htm (last visited Oct.
31, 2003). Neither admitting nor denying the charges against them, the former star analysts agreed to
be censured and permanently barred from the securities industry, and Blodget agreed to pay a $4
million penalty while Grubman agreed to pay a $15 million penalty. Id.
169.
Press Release on Global Settlement, supra note 9.
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ted nor denied by the various firms."7 The regulators also 7 charged a
number of additional specific violations against certain firms.' '
Taking the Merrill Lynch settlement as a beginning template, the
global settlement was negotiated between the regulators and the ten investment banks. 72 Under the global settlement, the Ten Investment
Banks agreed to pay a collective $1.3875 billion as follows: (1) $487.5
million in penalties (including the $100 million that Merrill Lynch paid
in its May 2002 settlement); (2) $387.5 million in disgorgement; (3)
$432.5 million to fund independent research; and (4) $80 million to pro-

170.
Id.
171.
Id. Specifically, the regulators charged that:
CSFB, Merrill Lynch and SSB issued fraudulent research reports in violation of Section
15(c) of the Securities Exchange Act of 1934 as well as various state statutes; Bear
Steams, CSFB, Goldman, Lehman, Merrill Lynch, Piper Jaffray, SSB and UBS Warburg
issued research reports that were not based on principles of fair dealing and good faith
and did not provide a sound basis for evaluating facts, contained exaggerated or unwarranted claims about the covered companies, and/or contained opinions for which there
were no reasonable bases in violation of NYSE Rules 401, 472 and 476(a)(6), and NASD
Rules 2110 and 2210 as well as state ethics statutes; [and] UBS Warburg and Piper Jaffray received payments for research without disclosing such payments in violation of
Section 17(b) of the Securities Act of 1933 as well as NYSE Rules 476(a)(6), 401 and
472 and NASD Rules 2210 and 2110. Those two firms, as well as Bear Steams, J.P.
Morgan and Morgan Stanley, made undisclosed payments for research in violation of
NYSE Rules 476(a)(6), 401 and 472 and NASD Rules 2210 and 2110 and state statutes.
Id. The global settlement also charged two firms (CSFB and SSB) with "spinning" of "hot" IPO
allocations. Id. "Spinning" was a practice by which an investment bank would grant shares in a
particularly hot IPO to select senior executives in exchange for investment banking business from
the executives' companies. Press Release, National Association of Securities Dealers, NASD
Charges Frank Quattrone with Spinning, Undermining Research Analyst Objectivity, Failure to
Cooperate in Investigation (Mar. 6, 2003), at http://www.nasdr.com/news/pr2003/release 03_010.
html (last visited Oct. 31, 2003). At a time when the share price of a hot IPO could double, triple, or
increase by even more in a single day, obtaining access to hot IPOs could net an individual multiple
millions of dollars. See id. This Article does not address the spinning portion of the global settlement.
172. Randall Smith & Deborah Solomon, State-Level Stock Cops Retain Power, WALL ST. J.,
July 25, 2003, at C 1.
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mote investor education. 173 In addition to the monetary payments, the
global settlement imposes on the Ten Investment Banks a number of
significant reforms that are in addition to the requirements of the New
NASD/NYSE Analyst Regulations and Regulation AC. 17 4 These requirements are applicable only to the Ten Investment Banks. 75 Specifically, the global settlement requires the Ten Investment Banks: (1) to
make additional structural reforms to separate research from investment
banking; (2) to render additional disclosures; (3) to provide independent
research to their clients 7for
6 a period of five years; and (4) to pay for an
investor education fund. 1
It does not appear that the global settlement 177 has ended the regulatory investigation of the sell-side analyst issue. 78 There is still a possibility that regulatory actions will be taken against additional firms and analysts. 179 Moreover, the regulators have recently signaled an intent to ex173.
follows:

Press Release on Global Settlement, supra note 9. The payments by individual firm are as

Firm
Bear Steams
CSFB
Goldman
J.P. Morgan
Lehman
Merrill
Lynch
Morgan
Stanley
Piper Jaffray
SSB
UBS
Total
Tt
ns)
($ Millions

Independent

Investors
Education

Toa

Penalty
($ Millions)

Disgorgement
($ Millions)

Research
($ Millions)

($
Millions)

Total
($Millions)

25
75
25
25
25
100*

25
75
25
25
25
0

25
50
50
25
25
75

5
0
10
5
5
25

80
200
110
80
80
200

25

25

75

0

125

12.5
150
25

12.5
150
25

7.5
75
25

0
25
5

32.5
400
80

487.5

387.5

432.5

80

$1,387.5

*Payment made in prior settlement of research analyst conflicts of interest with the states securities
regulators.
Id. Of the $875 million of penalties and disgorgement, $100 million was previously paid by Merrill
Lynch in its May 2002 settlement and was apportioned at that time. See supra note 165 and accompanying text. The remaining $775 million is to be paid by the firms other than Merrill Lynch, and
one-half of this amount will be placed into "Distribution Funds" to benefit customers of the firms.
See Securities and Exchange Commission, SEC Fact Sheet on Global Analyst Research Settlements,
at http://www.sec.gov/news/speech/factsheet.htm (last visited Oct. 31, 2003) [hereinafter SEC Fact
Sheet]. The remaining $387.5 million will be paid to the states. Id. A court-appointed and SECrecommended Distribution Fund Administrator, will administer the Distribution funds. Id. "The
Distribution Fund Administrator will formulate a plan to distribute the funds in an equitable, costeffective manner to customers who purchased the equity securities of companies referenced in the
complaint against the firm through which the customer bought the securities." Id.
174.
See Press Release on Global Settlement, supra note 9.
Id.
175.
176.
Id.
177.
Including the individual settlements with Blodget and Grubman. See supranote 168.
178.
See Susanne Craig & Randall Smith, Stock Analysis: A New Probe Targets Bosses On
Wall Street-RegulatorsAre Facing Pressure to Pursue Executive Wrongdoing In Stock-Research
Investigations,WALL ST. J., June 3, 2003, at Cl.
179.
Id.
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pand the scope of their research analyst inquiry to include "research executives, investment bankers and chief executive officers" of a number
of major Wall Street firms. 180 This expanded inquiry has been reported as
and their role in influencing the
focusing on high ranking individuals
18
research.
tainted
of
production
B. FundamentalChanges Sought by the Regulatory Actions
Taken as a whole, the Regulatory Actions seek to make five fundamental changes to the way that sell-side research is conducted (in addition to the punishment function of the global settlement): 82 (1) clearly
separate sell-side research from investment banking; (2) restrict personal
trading of analysts in the companies they cover; (3) require analysts to
certify their research; (4) increase disclosure requirements for research;
and (5) require certain firms to provide independent research to their
clients.
1. Clearly Separate Sell-Side Research from Investment Banking
By far the most publicized function of the Regulatory Actions has
been its goal to clearly separate sell-side research from the influences of
investment banking. This separation is to be achieved primarily by reinforcing the Chinese Wall that separates research from investment banking and by implementing rules that prevent firms from promising favorable research in exchange for investment banking fees.
a. Reinforce the Chinese Wall that separates research from
investment banking
Traditionally, the term "Chinese Wall" has been used to describe
the internal procedures that an investment bank must establish to prevent
its investment bankers from sharing material, non-public information
about the firm's publicly-traded investment banking clients with other
departments within the firm (e.g., the firm's sales and trading department
and research department), in order to prevent insider trading. 83 The term
Id. According to the Wall Street Journal, the SEC, NASD, and NYSE sent out in late May
180.
2003 information requests (including a request to review e-mails) to "more than 50 research executives, investment bankers and chief executive officers" of major Wall Street firms. Id. The Wall
Street Journal reported that the following Wall Street CEOs received the request: Sanford Wiell
(Citigroup), Philip Purcell (Morgan Stanley), Richard Fuld (Lehman Brothers), Henry Paulson Jr.
(Goldman), Allen Wheat (former CEO of CSFB), and David Komansky (former CEO of Merrill
Lynch). Id.
181.

Id.

See Press Release on Global Settlement, supra note 9.
182.
See Dinallo Affidavit, supra note 139, at 14.
183.
The concept of Chinese Walls originated in the late 1960's when Merrill Lynch misused
material, nonpublic information that it obtained in its role of underwriter for McDonnell
Douglas Corp. debentures. Learning that the company would report significantly lower
earnings than Merrill Lynch had publicly predicted, Merrill Lynch personnel continued to
promote the stock's acquisition, while selectively disclosing the negative earnings information to certain institutional investors, who were able to sell their holdings prior to the
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has since been used in a broader sense to refer to structural or procedural
barriers that are used to "prevent investment bankers from influencing"
the research of "existing or potential investment banking clients."'' 84 The
New NASD/NYSE Regulations aim to reinforce the Chinese Wall between research and investment banking by removing investment banking's influence over the contents of research reports and analysts' compensation. The new regulations attempt to limit structural influences that
investment bankers may have over research analysts, including:
" Research analysts may not be subject to the supervision of, or
control by, their firms' investment banking department or its personnel. Additionally, investment banking personnel may not have
any influence
or control over the compensation of research ana85
lysts.
" Investment banking personnel, and other non-research personnel, 186 may not review a pending research report (or even discuss
the report with the analyst), 87 subject to limited exceptions. 188 On
public announcement [and thereby avoid a considerable loss]. The SEC took the position
that the parties privy to material, adverse, and non-public corporate information known to
emanate from a corporate source had gained an unfair, competitive advantage. It initiated
administrative proceedings for violation of Rule lOb-5 [17 C.F.R § 240.10b-5] promulgated under the Securities Exchange Act of 1934. Merrill Lynch settled the matter by
consenting to a sanction and by adopting a policy prohibiting communication of material,
nonpublic information attained by the investment banking department to other departments. This policy, which was sanctioned by the SEC, represents the original Chinese
Wall.
Christine M. Bae & Carlton R. Asher, Jr., Chinese Walls-Procedures and Remedies for Dealing
With Conflicts of interest and Other Abuses by Broker-Dealers in Connection With Conduct by Their
Securities Analysts, in SECURITIES ARBITRATION 2002: TAKING CONTROL OF THE PROCESS 128-29

(PLI Corp. Law & Practice Course Handbook Series No. B0-01 A6, 2002).
184. See Dinallo Affidavit, supra note 139, at 14.
185.
NASD Rule 2711 (b)(l); NYSE Rule 472(b)(1). The provisions of NASD Rule 2711 (b)(l)
and NYSE Rule 472(b)(1) do not apply, however, to firms that over the previous three years, on
average per year, have participated in ten or fewer investment banking services transactions as
manager or co-manager and generated $5 million or less in gross investment banking services revenues from those transactions. NASD Rule 2711 (k); NYSE Rule 472(m). However, firms qualifying
for this "Small Firm Exemption" must maintain records for three years of any communication that,
but for the Small Firm Exemption, would have been subject to NASD Rule 2711 (b)(I) or NYSE
Rule 472(b)(1). Id.
186. Non-research personnel refers to any employee of the firm who is not directly responsible
for investment research other than legal or compliance personnel. NASD Rule 2711 (b)(2); NYSE
Rule 472(b)(2).
187.
NASD Rule 2711 (b)(2); NYSE Rule 472(b)(2). For a discussion of the definition of what
constitutes a research report for purposes of NASD and NYSE rules, see infra notes 271-72 and
accompanying text.
188.
NASD Rule 2711 (b)(3); NYSE Rule 472(b)(3). Investment banking personnel may only
review a pending research report to verify the accuracy of information, or to review the report for
any potential conflict of interest, and only if the firm's legal or compliance department serves as the
intermediary. NASD Rule 271 l(b)(3)(A); NYSE Rule 472(b)(3)(i). This intermediary role may be
satisfied by passing all documents through the legal or compliance department or by copying them
on the documents. Id. If the "fact checking" is done orally, it must be documented and it must be
done either through the firm's legal or compliance department or in their presence. NASD Rule
271 l(b)(3)(B); NYSE Rule 472(b)(3)(ii). The provisions of NASD Rules 271 1(b)(2), (3) and NYSE
Rules 472(b)(2), (3) do not apply to firms that qualify for the Small Firm Exemption. NASD Rule
2711(k); NYSE Rule 472(m). However, firms that qualify for the Small Firm Exemption must
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a similar note, a research analyst may not, subject to specific
exceptions, provide a89draft research report to the subject company
prior to publication.
An analyst's compensation may not be tied to "specific" investment banking transactions. 90 More specifically, firms must establish committees (which must report to the firm's board of directors and may not include representatives from investment banking) to annually review and document research analyst compensation.' 9' The compensation review committee must consider the
following factors, if applicable, when reviewing an analyst's
compensation: (1) the analyst's individual performance (e.g.,
quality of research and productivity); (2) the correlation between
the research analyst's recommendations and stock price performance; and (3) the overall ratings of the analyst from clients, sales
force, independent rating agencies, and peers (but not from investment banking). 92 The compensation review committee may
not consider as a factor the analyst's individual contributions to
the investment banking business. 93 However, the new rules do
permit analysts' compensation to be influenced by the firm's
overall investment banking revenues, so long as that fact is disclosed in the research reports. 94
* Research analysts are prohibited from participating in efforts to
solicit investment banking business. 95 Accordingly, analysts are

maintain records for three years of any communication that, but for the Small Firm Exemption,
would have been subject to NASD Rules 2711 (b)(2), (3) or NYSE Rules 472(b)(2), (3). Id.
189.
NASD Rules 271 l(c)(l), (2); NYSE Rule 472(b)(4). A draft research report may only be
provided to the subject company to verify the accuracy of information in the report and only if: (I) a
complete draft of the report is submitted to the firm's legal or compliance department prior to sending it to the subject company; (2) the draft report actually sent to the subject company excludes the
research summary, the research rating, and the price target; (3) after submission of the draft report to
the subject company, the analyst is subject to additional procedures should she wish to change her
proposed rating or price target; and (4) the firm may not inform a subject company of a proposed
rating change until after the close of trading in the principal market of the subject company one
business day prior to the announcement of the change. NASD Rules 271 I(c)(2), (3); NYSE Rule
472(b)(4). It should be noted that the Small Firm Exemption does not apply to NASD Rule 2711 (c)
nor to NYSE Rule 472(b)(4). See NASD Rule 2711 (k); NYSE Rule 472(m).
190.
NASD Rule 271 l(d)(l); NYSE Rule 472(h)(1).
NASD Rule 271 l(d)(2); NYSE Rule 472(h)(2). While the New NASD/NYSE Regulations
191.
prohibit investment banking personnel from influencing analyst compensation decisions and require
compensation review committees to review and approve analyst compensation, the new regulations
do not indicate who is responsible in the firm for determining analyst compensation. See infra note
200 and accompanying text; see also SEC Release No. 34-48252, supra note 9.
192.
NASD Rule 2711 (d)(2); NYSE Rule 472(h)(2).
193.
Id.
194.
NASD Rule 2711 (h)(2)(A)(i)(a); NYSE Rules 472(h)(1), (k)(l)(ii)(a)(2).
195.
NASD Rule 2711 (c)(4); NYSE Rule 472(b)(5). The prohibition does not apply to communications between the research analyst and the subject company that are solely for the purpose of
due diligence. Id.
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prohibited from, among other things, participating in "pitches" for
prospective investment banking assignments. 196
In addition to the New NASD/NYSE Analysts Regulations, the
global settlement requires each of the ten investment banks to institute a
number of additional structural reforms that are meant to strengthen the
Chinese Wall. 19 7 While many of the reforms required by the global settlement have been superceded by the New NASD/NYSE Analyst Regulations, there are still a number of additional reforms. Highlights of these
additional reforms include:
" Analysts are prohibited from participating in "roadshows" or
other marketing or selling efforts in connection with investment
banking transactions. 198
"

Each firm will create an oversight committee made up of research
management (and may include others, but not personnel from investment banking) to monitor, among other things, the overall
quality and accuracy of the firm's research. 199

" Compensation of analysts will be determined solely by the management of the research group and the firm's senior management. 200 The firms also agreed to a number of principles that will
guide analyst compensation, including: (1) analyst compensation
may not be based directly or indirectly on investment banking
revenues or results (provided that compensation may "relate to
the revenues or results of the firm as a whole") or on input from
investment banking personnel; (2) a significant portion of an analyst's compensation must be based on the quality and accuracy of
the analyst's research; and (3) analyst compensation criteria must
be set forth in writing, and management will document each compensation decision for analysts subject to Regulation AC and for
research management. 2° Finally, investment bankers cannot
evaluate analysts. °2

196.
Id.
197.
Final Judgments, supra note 168.
198.
Addendum A to the Final Judgments, at §§ 1.1La, b [hereinafter Addendum A]; see Final
Judgments, supra note 168. The "road show" is the issuer's marketing trip to investors in a securities
offering, and is typically organized by the issuer's underwriters. See supra note 79 and accompanying text. Notably, within days after the announcement of the global settlement, Bear Steams was
soundly criticized for allowing one of its research analysts to promote the stock of an IPO candidate,
iPayment, during a roadshow. See Ann Davis, Bear Steams Used Analysts to Tout IPO Despite Pact
With Regulators, WALL ST. J., May 12, 2003, at AI. Although the global settlement technically had
not yet taken effect, Bear Steams reacted by delaying the iPayment IPO and barring the analyst from
covering iPayment. Id.
199.
Addendum A, supra note 198, at § 1.12.
200. Id. at 1.5. Unlike the New NASD/NYSE Analyst Regulations, the global settlement specifies who is to determine the compensation for analysts. Id.
201.
Id.
202. Id. at § 1.6.
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* Research must have its own dedicated legal and compliance staff,
although such legal and compliance personnel may be a part of
the firm's overall compliance/legal infrastructure.2 °3
* Research's budget (and the allocation of research expenses) shall
be determined "without input from Investment Banking and without regard to specific revenues or results derived from Investment
Banking, though revenues and results of the firm as a whole may
,2,0
be considered ....
* Investment bankers will have no input into company-specific
coverage decisions, including whether or not to initiate or terminate coverage for a specific company.20 5 With certain exceptions,
potential investment banking revenues may not be taken into account when making company-specific coverage decisions.20 6
b. Prevent promises of favorable research coverage
As a further measure to separate research from investment banking's influence, the New NASD/NYSE Analyst Regulations attempt to
prevent the practice of trading research for investment banking fees.
* A firm may not offer favorable research, a specific rating or a
specific price target to a company, or threaten to change research,
a rating or a price target, as consideration or inducement for the
207
receipt of business or compensation.
" A firm may not (nor may any employee involved with its investment banking activities) retaliate against or threaten to retaliate
against any research analyst for an adverse, negative, or otherwise
unfavorable research report or public appearance written or made
by the research analyst that may adversely affect the firm's present or prospective investment banking relationship with the
company that is the subject of the research.20 8
* The new regulations impose "quiet periods" during which, subject
to certain limited exceptions, 2° 9 firms may not issue research reports on a company, and research analysts may not recommend or
offer an opinion on the company's securities. If the firm acted as
203.
Id. at § 1.2.
204. Id. at § 1.3.
205.
Id. at § 1.7.
206. Id.
207. NASD Rule 2711 (e); NYSE Rule 472(g)(1).
2
208. NASD Rule 2711(j); NYSE Rule 472(g)( ).
209. Subject to federal securities laws and regulations, firms may permit the issuance of research reports and the provision of recommendations and opinions by a research analyst if such
actions are due to significant news or events, provided that such research reports are pre-approved in
writing by the firm's legal or compliance personnel. NASD Rule 2711 (f)(l)(B)(i); NYSE Rule
472(0(5).
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manager or co-manager on an IPO for the company, the quiet period will extend for forty calendar days following the date of the
offering. 10° Also, if the firm acted as manager or co-manager on a
secondary offering for the company, the quiet period will extend
for ten calendar days following the date of the offering of an inactively traded security. 21' If the firm acts as an underwriter (other
than as manager or co-manager) or dealer on an IPO, the quiet period for that firm will be twenty-five calendar days after the date
of the offering.2 12
2. Restrict Personal Trading of Analysts in the Companies They
Cover
In order to address conflicts of interest between an analyst and her
personal trading, the New NASD/NYSE Analyst Regulations provide a
number of restrictions on personal trading by analysts and their "household members. '21 3 Subject to certain limited exceptions,2 14 no research
analyst (or household member) may:
" Purchase or receive an issuer's securities prior to its initial public
offering (i.e., no pre-IPO shares) if the issuer is principally engaged in
the same types of business as companies covered by the
215
analyst.

" Trade in the securities (or derivatives of such securities) of a
company she covers for thirty calendar days prior to and five calendar after she issues a research report on 21the
6 company or
changes a rating or price target for the company.

210.
NASD Rule 2711 (f)(l)(A); NYSE Rule 472(f)(1). The "date of the offering" is defined
under the New NASDJNYSE Analyst Regulations as the later of the effective date of the registration
statement or the first date on which the security was bona fide offered to the public. NASD Rule
2711 (f)(3);
NYSE Rule 472.120.
211.
NASD Rule 271 l(f)(l)(B); NYSE Rule 472(0(2). An "inactively traded" security is one
that does not qualify as actively traded under Rule 101(c)(l) of the Securities Exchange Act of 1934.
See 17 C.F.R. § 242.101(c)(1) (2003). Rule 101 of the Securities Exchange Act is commonly referred to as being part of Regulation M. See id.
212.
NASD Rule 2711(f)(2); NYSE Rule 472(f)(3).
213.
A "household member" is defined as any individual whose principal residence is the same
as the research analyst's principal residence. NASD Rule 271 l(a)(3); NYSE Rule 472.40.
214.
Exceptions include transactions that are pre-approved in writing by the firm's legal or
compliance department due to unanticipated significant changes in the research analyst's (or household member's) personal financial circumstances and transactions in accounts not controlled by the
research analyst (or household member). NASD Rules 271 l(g)(4), (5); NYSE Rule 472(e)(4). However, each exception granted must be in compliance with policies and procedures adopted by the
firm that are reasonably designed to ensure that transactions effected pursuant to these exceptions do
not create a conflict of interest. NYSE Rule 472(e)(4); see also NASD Rule 271 l(g)(4)(B), which
requires the extra policies and procedures for only certain of the possible exceptions. Excepted
transactions are also subject to additional record keeping requirements. See NASD Rule
2711 (g)(4)(C); NYSE Rule 472(e)(6).
215.
NASD Rule 2711 (g)(l); NYSE Rule 472(e)(I).
216.
NASD Rule 2711 (g)(2); NYSE Rule 472(e)(2).
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* Effect a trade contrary to the research analyst's most current recommendation (e.g., if the research analyst has a "buy" rating on a
stock, she cannot sell the stock).21 7
In addition, research supervisory personnel (e.g. research directors),
supervisory analysts, 218 and others who have direct influence or control
in the preparation of research reports and the establishment or change in
ratings or price targets may not effect trades in securities of companies
that are the subject of such research reports, ratings, or price target
changes without the prior approval of the firm's legal or compliance personnel.21 9
On a related note, the New NASD/NYSE Analyst Regulations prohibit the issuance of "booster shot" reports.2 2 ° Specifically, the manager
or co-manager of a securities offering may not issue a research report
(nor make a public appearance) regarding an inactively traded security
within fifteen days before or after the expiration, waiver, or termination
of a lock-up agreement. 22 This thirty-day blackout period is meant to
"mitigate and/or eliminate the incentive for" a sell-side analyst "to issue
positive research reports" to "boost" the price of the stock while large
and influential investors (or employees of the analyst's firm) may be
trying to exit their positions from the company.222
3. Require Analysts to Certify Their Research
Regulation AC requires that research analysts formally take responsibility for the recommendations they make in research reports and in
public appearances. The hope is that this requirement "creates an incentive for analysts to examine, even more carefully, the basis and foundations for his or her recommendations in preparing research reports. 223
Specifically, Regulation AC requires, subject to certain exceptions, 224 that broker-dealers include in their research reports:
e A clear and prominent statement by the research analyst attesting
that all of the views expressed in the report accurately reflect the
217.
NASD Rule 2711 (g)(3); NYSE Rule 472(e)(3).
218.
Supervisory analysts are responsible for approving research reports to ensure their compliance with applicable laws and regulations. See NYSE Rule 472(a)(2).
219.
NASD Rule 2711 (g)(6); NYSE Rule 472(e)(5).
220.
NASD Rule 2711 (f)(4);
NYSE Rule 472(f)(4).
Id. An "inactively traded" security is one that does not qualify as actively traded. 17
221.
C.F.R. § 242.101(c)(1). Rule 101 of the Securities Exchange Act is commonly referred to as being
part of Regulation M. Id. For a description of a lock-up agreement see supra note 119.
222.
NASD and NYSE Rulemaking, Exchange Act Release No. 34-47110, 68 Fed. Reg. 826
(Dec. 31, 2002), available at http://www.sec.gov/rules/sro/34-471 I 0.htm (last visited Oct. 31, 2003).
223.
Regulation AC Press Release, supra note 9.
224.
Regulation AC does not apply to: (I) broker-dealers that distribute research prepared by a
third party research analyst whose employer satisfies certain independence criteria; (2) foreign
persons located outside of the United States who prepare reports pertaining to a foreign security; and
(3) the news media. 17 C.F.R. §§ 242.501(b), 503, 505.
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research analyst's personal views about the company and its securities.225
A statement by the research analyst that discloses whether or not
she has received any compensation, directly or indirectly, related
to the specific recommendations or views in the research report. 226 If the analyst has received compensation based on her
specific recommendations or personal views, additional detailed
disclosure is required regarding the compensation. 227
Of particular note, the official release statement for Regulation AC
clarifies that the analyst's attestation applies to both her summary rating
(e.g., buy, hold, or sell) and to the detailed analysis that explains the basis for the rating.228 Because ratings are often delivered without the detailed analysis, the SEC clarified that in situations where the analysis
significantly qualifies the rating, a communication by the firm or analyst
of just the rating could be misleading.229 Where the analysis actually contradicts the stated rating, both the analyst and the firm could be in violation of the anti-fraud provisions of the federal securities laws, and the
analyst's certification could be deemed to be false and in violation of
Regulation AC.23 °
With respect to public appearances, Regulation AC also requires
that broker-dealers, subject to certain exceptions, 231 collect and maintain
periodic certifications of research analysts that make public appearances.2 32 The broker-dealer is required, within thirty days after any calendar quarter in which one of its analysts made a public appearance, to
make a record that contains the following:
" A statement by the research analyst attesting that all of the views
expressed by the analyst in all public appearances during the calendar quarter accurately reflected the research analyst's personal
views at that time.233
" A statement by the research analyst attesting that no part of the
analyst's compensation was, is, or will be, directly or indirectly
related to the specific recommendations or views expressed by the
research analyst in such public appearances. 2 4

225.
226.
227.
228.
229.
230.
231.
232.
233.
234.

Id. § 242.50 1(a)(I).
Id. § 242.501 (a)(2).
Id. § 242.501 (a)(2)(ii).
Regulation AC Press Release, supra note 9.
Id.
id.
See supra note 224.
17 C.F.R. § 242.502.
Id. § 242.502(a)(1).
Id. § 242.502(a)(2).

2003]

INVESTOR SKEPTICISM V. INVESTOR CONFIDENCE

43

4. Increase Disclosure Requirements
The New NASD/NYSE Analyst Regulations require both more detailed and more frequent disclosure on a number of fronts from both the
analysts and their firms. For example:
" The new regulations clarify that mandatory disclosure obligations
apply not only to classic research reports, but also when analysts
make public appearances, 235 such as when they recommend stocks
on television programs (e.g., CNBC or Bloomberg TV), through
printed media articles, or at investor conferences.2 36
" The following disclosures must be made by firms in each research
report and by research analysts during each public appearance: (1)
if, as of the last day of the month before the publication of the research report or the public appearance (or the end of the second
most recent month if the publication or appearance is less than ten
calendar days after the end of the most recent month), the firm or
its affiliates beneficially own one percent or more of any class of
common equity securities of the subject company; 237 (2) if the research analyst (or a household member) has a financial interest in
the securities of the subject company, and the nature of the financial interest; 238 (3) if the subject company is a client of the firm,
or was a client during the twelve-month period preceding the date
of distribution of the report or date of the public appearance, and
the types of services provided to the subject company; 239 (4) if the
firm, or an affiliate of the firm, received any compensation from
the subject company in the past twelve months from either in240 (5) if
vestment banking or non-investment banking services;
The prior NASD and NYSE regulations were not historically applied to recommendations
235.
made by research analysts through the media, such as recommendations made in television interviews or in the print media. SEC Release No. 34-45908, supra note 152. Television interviews of
analysts, in particular, became common place in the late 1990s. It was a common occurrence on
CNBC or CNN Finance for research analysts to provide "their best picks" with no disclosure given
regarding possible conflicts of interest the analyst might be facing.
See NASD Rule 2711 (a)(4); NYSE Rule 472.50.
236.
NASD Rule 271 I(h)(l)(B); NYSE Rules 472(k)(l)(i)(c), (k)(2)(i)(a).
237.
238. NASD Rule 271 l(h)(l)(A); NYSE Rules 472(k)(l)(iii)(b), (k)(2)(i)(b).
239. NASD Rules 2711(h)(2)(A)(iii)(b), (h)(2)(B)(iii); NYSE Rules 472(k)(l)(i)(d)(l),
(k)(I)(ii)(b)(l), (k)(2)(i)(c)(l). The services may be described as investment banking services, noninvestment banking-securities related services and non-securities services. NASD Rule
2711 (h)(2)(A)(iii)(b); NYSE Rules 472(k)( I)(i)(d)( I), (k)( I)(ii)(b)(I), (k)(2)(i)(c)( I). The disclosure
required for public appearances is subject to a knowledge qualifier by the research analyst. NASD
Rule 271 l(h)(2)(B)(iii); NYSE Rule 472(k)(2)(i)(c). Finally, firms and research analysts are not
required to disclose a client relationship if such disclosure would require material non-public information regarding specific potential future investment banking transactions of the subject company.
NASD Rule 2711 (h)(2)(C); NYSE Rule 472(k)(3)(i).
NASD Rules 271 l(h)(2)(A)(ii)(b), (h)(2)(A)(iii)(a), (h)(2)(A)(iv)-(v), (h)(2)(B)(i); NYSE
240.
Rules 472(k)(1 )(i)(a)(2), (k)(I)(i)(d)(2), (k)(I)(ii)(b)(2), (k)(l)(iii)(a), (k)(2)(i)(c)(2). The disclosure
to be made in public appearances is of a more limited nature than that required in research reports
and is subject to a knowledge qualifier by the research analyst. The disclosure to be made in research
reports is more detailed and, with respect to compensation received by an affiliate of the firm for
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the research analyst received compensation for investment banking services from the subject company in the past twelve
months; 24 1 (6) if the research analyst (or a household member)
serves as an officer, director, or advisory board member of the
subject company; 242 and (7) any other actual, material conflicts of
interest of the research analyst or the firm which the research analyst knows of, or has reason to know of, at the time of the report
24
or appearance. 243
Finally, firms are required to maintain records
of public appearances by research analysts to demonstrate compliance with the regulations related thereto. 2 "
The new regulations also require a number of additional disclosures in all research reports (although this disclosure is not required by research analysts during public appearances). Specifically, firms must disclose: (1) if the research analyst has received
compensation that is based on the firm's overall investment banking revenues; 245 (2) if the firm is making a market in the subject
company's securities at the time that the research report was published; 246 (3) the valuation methods used to determine a price target; 247 (4) the meanings of each of the ratings the firm uses in its
rating system; 248 (5) the percentage of securities assigned to
buy/hold/sell categories and the percentage of companies that fall
within each of these three categories for which the firm has provided investment
banking services within the preceding twelve
months ;249 (6) a price chart that graphically illustrates the histori-

non-investment banking services, is also subject to a knowledge qualifier and includes safe harbors
for satisfying the requirement. NASD Rules 271 1(h)(2)(A)(v)(a), (b); NYSE Rules
472(k)(I )(iii)(a)(I )-(3).
241.
NASD Rules 2711(h)(2)(A)(i)(b), (h)(2)(B)(ii); NYSE Rules 472(k)(l)(ii)(a)(l),
(k)(2)(i)(f).
242.
NASD Rule 271 l(h)(3); NYSE Rules 472(k)(l)(iii)(c), (k)(2)(i)(e).
243.
NASD Rule 271 l(h)(l)(C); NYSE Rules 472(k)(l)(iii)(d), (k)(2)(i)(d). Mandatory disclosure of conflicts of interest by research analysts is not a new concept. See § 17(b) of the Securities
Act of 1933, 15 U.S.C. § 77q(b) (2000). Section 17(b) provides that:
It shall be unlawful for any person ... to publish, give publicity to, or circulate any notice, circular, advertisement, newspaper, article, letter, investment service, or communication which, though not purporting to offer a security for sale, describes such security for a
consideration received or to be received, directly or indirectly, from an issuer, underwriter, or dealer, without fully disclosing the receipt, whether past or prospective, of such
consideration and the amount thereof.
Id.
244.
NASD Rule 271 l(h)(12); NYSE Rule 472(k)(2) (Interpretation-Communications With
the Public).
245.
NASD Rule 271 l(h)(2)(A)(i)(a); NYSE Rule (k)(l)(ii)(a)(2).
246.
NASD Rule 2711 (h)(8); NYSE Rule 472(k)(1 )(i)(b).
247. NASD Rule 271 1(h)(7); NYSE Rule (k)(l)(i)(e). In addition, there must be a reasonable
basis for any price objectives, as well as a discussion of the risks that may prevent achievement of
the target. Id.
248. NASD Rule 2711 (h)(4); NYSE Rule 472(k)(l)(i)(f). As well, each definition must be
consistent with the plain meaning of the rating (e.g., "hold" must mean hold and not be a code word
for "sell"). Id.
249. NASD Rule 2711 (h)(5); NYSE Rule 472(k)( I )(i)(g).
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cal price trends of the covered stock with indications of the dates
on which the firm assigned or changed each rating or price target
and what the rating was in each case; 250 (7) if, in the past twelve
months, the firm managed or co-managed a public offering of securities for the subject company; 25 ' and (8) more detailed information relating to compensation received by the firm, or its affiliates, from the subject company in the past twelve months from either investment banking or non-investment banking services and
if the firm expects to receive or intends to seek compensation for
investment banking services from the subject company in the next
three months 2
* Each of the above disclosures that are required in a research report must be prominently presented on the front page of the research report or the front page must refer to the page on which the
disclosures can be found.253
" The new regulations clarify that firms and research analysts,
whether in a research report or in a public appearance, must provide all other disclosures that are required by applicable law or
regulation, including the antifraud provisions of the federal securities laws.254

* Firms must publicly disclose their decisions to discontinue research coverage of a company. 255 Specifically, the firm must
make available a final research report, subject to limited exceptions, on the subject company, and disseminate that report in the
same manner that it ordinarily uses when providing customers
256
limited exSubject
company.
on that
with
research
257 thereports
in to
scope and debe comparable
must
final report
ceptions,
NASD Rule 271 l(h)(6); NYSE Rule 472(k)(l)(i)(h). The price chart requirement applies
250.
only to:
securities that have been assigned a rating for at least one (I) year, and need not extend
more than three (3) years prior to the date of the research report. The information in the
price chart must be current as of the end of the most recent calendar quarter (or the second most recent calendar quarter if the publication date is less than fifteen (15) calendar
days after the most recent calendar quarter).
NYSE Rule 472(k)(i)(h); see also NASD Rule 2711 (h)(6).
251.
NASD Rule 2711 (h)(2)(A)(ii)(a); NYSE Rule 472(k)( 1)(i)(a)( I).
252. See discussion supra note 240 and accompanying text; see also NASD Rules 271 l(h)(2)
(A)(ii)(b)-(c), (h)(2)(A)(iii)(a), (h)(2)(A)(iv)-(v); NYSE Rules 472(k)(I)(i)(a)(2)-(3), (k)(l)(i)(d)
(2), (k)(I)(ii)(b)(2), (k)(I)(iii)(a), (k)(2)(i)(c)(2). Finns are not required to disclose such investment
banking services if such disclosure would require material non-public information regarding specific
potential future investment banking transactions of the subject company. NASD Rule 2711 (h)(2)(C);
NYSE Rule 472(k)(3)(i).
NASD Rule 2711 (h)(10); NYSE Rule 472(k)(1).
253.
254.
NASD Rule 2711 (h)(9).
255.
NASD Rule 2711 (f)(5); NYSE Rule 472(f)(6).
Id.
256.
A firm shall not be required to produce a comparable report where it is impracticable for
257.
the firm to do so (e.g., if the research analyst covering the company has left the firm or where the
firm has terminated coverage on an entire industry or sector). NASD Rule 2711 (f)(5); NYSE Rule
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tail to prior research reports, and must include a final recommendation or rating.
The global settlement also requires the Ten Investment Banks to
render enhanced disclosures in research reports that are in addition to the
disclosures required by the New NASD/NYSE Analyst Regulations and
Regulation AC.258 These enhanced disclosures relate primarily to potential conflicts of interest that could impact the research and are meant to
serve as a "buyer beware" label.259 Specifically, the firms are required to
include the following disclosures on the first page of each research report: (1) a statement that the firm "does and seeks to do business with
companies covered in its research reports," and "[a]s a result, investors
should be aware that the firm may have a conflict of interest that could
affect the objectivity of [the] report;" (2) an advisory that customers can
"receive independent, third-party research on the company covered in
[the] report, at no cost to them, where such research is available;" and (3)
a caution that "[i]nvestors should consider [the] report as only a single
factor in making their investment decision. ' 26
To enable investors to evaluate and compare the performance of
specific analysts, each of the Ten Investment Banks is also required to
publish on its website "a chart showing its analysts' performance, including each analyst's name, ratings, price targets, and earnings per share
forecasts for each covered
company, as well as an explanation of the
26 1
firm's rating system.",
5. Require Certain Firms to Provide Independent Research
"To ensure that individual investors get access to objective investment advice, 262 each of the Ten Investment Banks is obligated to furnish
independent research to its clients for a five-year period. Specifically,
each of the Ten Investment Banks will be required to contract with no
fewer than three independent providers of research and make available to
its customers this independent research.26 3 The firms must notify customers on their account statements, on the first page of research reports, on
the firm's website, and in connection with solicited orders that the inde264
pendent research is available at no cost to the customer.
An independent consultant shall be appointed for each firm. 265 This independent
con472(f)(6). However, the firm will still be required to provide a final recommendation or rating and
the rationale for the decision to terminate coverage. Id.
258. Addendum A, supranote 198, at § H.1.
259. See id.
260. Id. at §§ I.l.a-c.
261.
SEC Fact Sheet, supra note 173; Addendum A, supra note 198, at § H.2.
262.
Press Release on Global Settlement, supra note 9.
263.
Addendum A, supra note 198, at § 1II.I. There is, however, no requirement that there be
at least three independent research providers for the common stock of each company that is covered
by the firm's research department. Id.
264.
Id. at §§ 111..c, 111.Ig, 111.4.
265.
Id. at § 111.2.
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sultant (who must be approved by the SEC, the NYSE, the NASD, the
President of the NASAA, the New York Attorney General, and the individual firm) shall be responsible for procuring the independent research
providers, and will report annually to regulators on the independent re.
search 266
6. Additional Measures
In addition to the five fundamental changes, the Regulatory Actions
also seek to implement a few additional measures, including:
" The New NASD/NYSE Analyst Regulations now require that research analysts be registered with the NASD and the NYSE and
267
Research analysts are
must pass a qualification examination.
268
also subject to a continuing education requirement.
" A senior officer of the firm must attest annually that the firm has
adopted and implemented procedures to ensure compliance with
the New NASD/NYSE Analyst Regulations.26 9
* The New NASD/NYSE Analyst Regulations define the term "research report" as "a written or electronic communication that includes an analysis of equity securities of individual companies or
industries, and that provides information reasonably sufficient
upon which to base an investment decision., 270 Notably, the definition of research report does not require that the communication
171
include a recommendation.
* Under the global settlement, each of the Ten Investment Banks
must retain, at their own expense, an "Independent Monitor" acceptable to the SEC, the NYSE, the NASD, the NASAA, and the
New York Attorney General's Office, for the purpose of ensuring
that the reforms called for in the global settlement are "executed
Within eighteen
and implemented in a meaningful way ....
the IndeJudgment,
Final
of
the
entry
of
the
months after the date
pendent Monitor shall conduct a review of the firm's compliance
with the undertakings required by the global settlement and will

266.

Id. at §§ 1I.2, 111.3, II1.5.

267.

NASD Rule 1050; NYSE Rule 344. For purposes of these rules, the term "research ana-

lyst" refers to analysts who are primarily responsible for the preparation of the substance of a research report and/or whose name appears on the report. NASD Rule 1050; NYSE Rule 344.10.
NASD Rule 1120; NYSE Rule 345A.
268.
NASD Rule 2711 (i); NYSE Rule 351(0. The attestation must include a certification that
269.
research analyst compensation was reviewed and approved by a committee as required by NASD
Rule 2711 (d)(2) and NYSE Rule 472(h)(2), respectively. NASD Rule 2711 (i); NYSE Rule 351 (f).
NASD Rule 2711 (a)(8); see also NYSE Rule 472.10(2).
270.
See NASD Rule 2711 (a)(8); see also NYSE Rule 472.10(2).
271.
Donaldson Testimony, supra note 9; see also Addendum A, supra note 198, at § 1I.6.
272.
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submit a written report of his or her findings to the SEC, NASD,
and NYSE.27 3

Finally, seven of the Ten Investment Banks will collectively pay
$80 million to finance an investor education fund.2 74 The investor
education fund shall be used, in part, "to support programs designed to equip investors with the knowledge and skills necessary
to make informed investment decisions., 275 "The fund will make
grants to organizations to develop wide-ranging, neutral, and unbiased investor education programs nationwide. 2 76 The fund will
be divided as follows: $52.5 million of the fund shall be administered on a federal level by the SEC, NYSE and NASD, and the
remaining $27.5 million shall be provided to state securities regulators for investor education purposes.277

IV.

THE CASE FOR INVESTOR SKEPTICISM

The foundation for the Regulatory Actions is the hypothesis that
sell-side research analysts provided investors with poor investment guidance due to the severe conflicts of interest that they faced. Specifically,
sell-side analysts were poor predictors of company and stock performance because they lacked independence, in particular from the interests
of investment banking. The primary focus of the Regulatory Actions has
been to render sell-side research more independent so as to promote the
integrity of, and restore confidence in, sell-side research analysts.27 8
A. Predictive Abilities of Sell-Side Analysts-UncertaintyReigns
The regulators got ahead of themselves with the Regulatory Actions. Prior to attempting to restore confidence in sell-side research, one
must first ask the fundamental question: Is sell-side research valuable?
The answer to this question turns out to be both "yes" and "maybe not."
Yes, sell-side analysts provide valuable information that assists the market to efficiently determine the appropriate price for a given stock.
Maybe not, in that sell-side analysts have historically had difficulties
with both forecasting the future performance of companies and making
stock recommendations.
There is really no dispute that sell-side analysts serve a valuable
function to investors in terms of information gathering and pure analysis.
273.
Addendum A, supra note 198, at § l.6.a.
274.
The seven firms are Bear Steams, Goldman, J.P. Morgan, Lehman, Merrill Lynch, SSB,
and UBS. Final Judgments, supra note 168. The investor education payments shall be made in five
equal installments on an annual basis. Id.; see also SEC FactSheet, supra note 173.
275.
SEC FactSheet, supra note 173.
276.
William H. Donaldson, Chairman, Securities and Exchange Commission, Speech Prepared for Delivery at SEC Press Conference Regarding Global Settlement (Apr. 28, 2003), at http://
www.sec.gov/news/speechlspch042803whd.htm (last visited Oct. 31, 2003).
277.
SEC FactSheet, supra note 173.
278.
See supra note 9 and accompanying text.
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Sell-side analysts perform the primary information gathering function for
a substantial number of the publicly-traded stocks in the United States.
These analysts gather information (both publicly available and not publicly available) about the company, its industry, and its competitors, and
this information serves as the foundation for many of the investment
decisions that will be made regarding the specific stock. The Securities
Industry Association describes this information as "the lifeblood of the
markets and of those who participate in them., 279 In addition to information gathering, sell-side analysts also perform the function of analyzing
the information to help investors better understand the dynamics that will
drive a company's future performance. Both the SEC and the U.S. Supreme Court have stated that the "value to the entire market of [analysts']
efforts cannot be gainsaid; market efficiency in pricing is significantly
enhanced by [their] initiatives to ferret out and analyze information, and
thus the analyst's work redounds to the benefit of all investors."28 °
The most difficult task of the sell-side analysts is to take that information and analysis, and put it into action by means of investment advice. It is one thing to serve as an investigator and describe the current
situation. It is entirely another thing to predict how the situation will develop over time. In giving investment advice, however, sell-side analysts
are being asked to predict the future, which is a very difficult task. The
two quantifiable predictions that sell-side analysts make routinely in their
research are earnings forecasts and stock recommendations (e.g., buy,
hold or sell).
Are analysts very good at forecasting the future earnings of the
companies they cover? The expected future earnings of a company are
arguably the single most important factor affecting that company's stock
price. 281 While there are many methods that may be employed to value a
given stock, the most traditional method employed is to examine the
company's future earnings potential. Future earnings potential is so important because it provides guidance as to the company's ability to pay
dividends, buy back stock, and/or accumulate a residual that can be distributed to shareholders upon liquidation.2 82
Academic studies have shown, however, that, as a class, sell-side
analysts are not accurate forecasters of company earnings.283 Rather, sell-

279. Fernandez, supra note 28, at 5.
280. Dirks v. SEC, 463 U.S. 646, 659 n.17 (1983) (quoting Revision of Investment Company
Current Report Forms, Release No. 6283, Exchange Act Release No. 17479, 21 SEC Docket 1401,
1406 (Jan. 22, 1981 )).
281.
MALKIEL, supra note 126, at 173.
282. See id.
283. See Vijay Kumar Chopra, Why So Much Error in Analysts' Earnings Forecasts?, FIN.
ANALYSTS J., Nov./Dec. 1998, at 35; see also David Dreman & Michael A. Berry, Analyst Forecasting Errors and Their Implications for Security Analysis, FIN. ANALYSTS J., May/June 1995, at 30;
DAVID DREMAN, CONTRARIAN INVESTMENT STRATEGIES: THE NEXT GENERATION 91 (1998) (up-
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side analysts have demonstrated a consistent tendency for being significantly overoptimistic with their earnings forecasts.2 4 In particular, these
studies have shown that sell-side analysts have a tendency to substantially over-estimate current-year earnings at the beginning of the year,
and then adjust them downwards towards actual earnings throughout the
year.285 Analysts also have286a tendency to be overoptimistic when projecting earnings growth rates.
Forecasting a company's future earnings is only one measure of an
analyst's worth. For many, the advice they are seeking from an analyst is
not an earnings number, but rather advice on whether the stock is a good
investment or not. For such persons, the question is whether the analyst
will provide them with sound stock picking advice. Academic theory
suggests that investors should not be able to craft profitable trading
strategies based on analyst recommendations as a result of the efficient
market theory. Under the semi-strong form of the efficient market theory
(which is the most widely accepted form by academics), it is believed
that stock prices reflect all of the publicly available information at the
time.287 Since analyst recommendations are publicly available,288 such
dating and reporting Dreman & Berry, supra, at 30) [hereinafter DREMAN, CONTRARIAN
INVESTMENT STRATEGIES].

284. See Chopra, supra note 283, at 36-37; DREMAN, CONTRARIAN INVESTMENT STRATEGIES,
supra note 283, at 91.
285. The Chopra Study reviewed current-year earnings forecasts for the S&P 500 from January
1985 through December 1997, and compared them to the actual earnings. Chopra, supra note 283, at
36. The Chopra Study found that sell-side analysts "overestimated current-year earnings by 6. I
percent in the 1985-97 period." Id. Analysts would typically start the year with extremely high
estimates (on average earnings were over-estimated by 11.2 percent at the beginning of the fiscal
year), and then adjust them downwards towards actual earnings throughout the year. Id. Finally, the
Chopra Study found that the quality of analysts' earnings forecasts appear to have improved in the
1993 to 1997 period (the over-estimation was greatly reduced) compared to the 1985 to 1992 period.
Id. at 35-37. The Dreman & Berry study reviewed 94,251 consensus analyst earnings forecasts that
took place between 1971 and 1996, involving more than 1,500 NYSE, Nasdaq, and AMEX companies. See DREMAN, CONTRARIAN INVESTMENT STRATEGIES, supra note 283, at 91. Specifically, the
study compared the consensus analyst earnings forecasts to the actual, reported earnings. Id. The
study included approximately 500,000 individual analyst estimates. id. The Dreman & Berry study
found that "analysts' estimates were sharply and consistently off the mark ....
Id. The Dreman &
Berry study found that the average analyst error for the sampling (as a percent of reported earnings)
was forty-four percent annually. Id. Finally, the study found that when analysts projections were
wrong, they were four times more likely to be wrong on the high side (i.e., they were overly optimistic), than on the low side. Id. at 97-98. In contradiction to Chopra's findings, the Dreman & Berry
study found that analysts' forecasts are getting worse. Id. at 91-92. Analysts' forecasts were off by
fifty percent (as a percent of reported earnings) from 1988 to 1996, compared to forty-five percent
from 1981 to 1988, and thirty percent from 1974 to 1980. Id.
286.
See, e.g., Chopra, supra note 283, at 38 (finding the average consensus twelve-month EPS
(earnings per share) growth forecast was "double the actual growth rate in [actual] earnings"); see
also David Dreman, Don't Count on Those Earnings Forecasts, FORBES, Jan. 26, 1998, at I10
(discussing a study conducted by Dreman & Erik Lufkin); DREMAN, CONTRARIAN INVESTMENT
STRATEGIES, supra note 283, at 98 (also referencing the Dreman & Lufkin study). The Dreman &
Lufkin study examined analysts' estimates of earnings growth for companies in the S&P 500 between 1982 and 1997. Id. The actual growth annually was 7.8 percent, while the average projected
growth by analysts at the beginning of each year was 21.9 percent. Id.
287.
The other forms of the efficient market theory are: (1) Strong Form: which provides that
the current stock price reflects all relevant information about the stock, even if not publicly avail-
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information should immediately be encapsulated into the price of the
relevant stock, and therefore, no abnormal investing advantage should be
consistently garnered by following analysts' investment advice. Rather,
investment returns should mirror the returns of the market as a whole
(e.g., if the market increases by ten percent, a broadly-based portfolio of
stock based on analysts' recommendations would be expected to increase
by approximately the same amount). 289 Beginning with a landmark study
conducted in 1933 by Alfred Cowles, 290 a number of academic studies
were conducted that supported this theory and found
291 that most sell-side
analysts do not generate returns that beat the market.
Most brokerage firms reject such a pure form of this theory, and
have invested incredible resources in research departments with the purpose of generating returns for their clients that are superior to the returns
of the market as a whole.29 2 The measuring stick is beating the market
(rather than just generating a positive return), because investing in individual stocks involves substantially greater risk than investing in a
broadly diversified basket of stocks. The market as a whole is the broadest possible basket, and can be invested in by purchasing broad-market
index funds (which simulate the performance of the market as a whole or
certain segments of the market). In order to compensate investors for
absorbing the additional risk of investing in individual shares, the investor should expect excess stock returns from following the sell-side analysts' recommendations.
More recently, a few studies have been conducted that have been
more complimentary towards the investment value of sell-side analyst
able; and (2) Weak Form: which provides that the current stock price reflects all past market prices
and data (in effect, technical analysis is of no use).
288.
See, e.g., Boni & Womack, supra note 18, at 100. The authors explain that:
Many analysts' earnings forecasts and recommendations are now readily available to the
general public. For example, the Nasdaq web site (www.nasdaq.com) currently provides
the analyst recommendations (including upgrades, downgrades, and coverage initiation)
from 90 firms for stocks listed on Nasdaq and the New York Stock Exchange (NYSE),
updated three times a day. It also provides the consensus of analysts' recommendations
and earnings forecasts as well as lists of stocks with the largest percentage change in analyst consensus of earnings forecasts and with the highest number of analysts' earnings
revisions for the week.
Id.
289.
On a similar note, the Random Walk Theory espouses that "short-run changes in stock
prices cannot be predicted. Investment advisory services, earnings predictions, and complicated chart
patterns are useless." MALKIEL, supra note 126, at 24. The Random Walk Theory is based on the
notion that markets are moved by news, and news is random and unpredictable by definition. See id.
Once the news is known, it is quickly digested by the market and incorporated in the stocks price. Id.
at 197. As a result, a stock's price moves in a random and unpredictable manner. Id.
290.
Alfred Cowles 3rd, Can Stock Market Forecasters Forecast?, I ECONOMETRICA 309
(1933).
291.
See Clinton M. Bidwell, II, How Good Is Institutional Brokerage Research?, J.
PORTFOLIO MGMT., Winter 1977, at 26; R.E. Diefenbach, How Good Is Institutional Brokerage
Research?, FIN. ANALYSTS J., Jan./Feb. 1972, at 53; Dennis E. Logue & Donald L. Tuttle, Brokerage House Investment Advice, 8 FIN. REV. 38 (1973).
292.
Brad Barber et al., Can Investors Profit from the Prophets? Security Analyst Recommendations and Stock Returns, 56 J. FIN. 531 (2001) [hereinafter Barber et al., Prophets].

DENVER UNIVERSITY LAW REVIEW

[Vol. 8 1:1

recommendations, although with some important caveats. In 1996, Professor Kent Womack conducted a study on the investment value of sellside analysts' recommendations based on an analysis of a large sample of
analyst recommendations from major investment banks in the early
1990s. 293 The Womack study found that initiation of coverage by sellside analysts and changes in their recommendations have "a substantial
impact on stock prices immediately and in subsequent months., 294 Specifically, the study found an immediate price reaction to initiation of or
changes in recommendations, 295 but that reaction was not complete (i.e.,
it was an under reaction) and was followed by a "drift in the direction
recommended by the analysts for one to several months ... creating potentially profitable trading strategies. 296 The study found that prices "react to both buy and sell recommendations in the direction predicted, but
with sell recommendations, initial price changes are greater in magnitude
and prices drift (down) for longer., 297 Interestingly, however, the
Womack Study did not include the impact of transactions costs in its
analysis, which, as demonstrated below, could substantially impact such
potentially profitable trading strategies. In a similar study, Professor
Scott Stickel also found a correlation between sell-side analyst upgrades
298
and downgrades in stock price movement.
In 2001, a study conducted by Professors Brad Barber, Reuven Lehavy, Maureen McNichols, and Brett Trueman analyzed "whether investors can profit from the publicly available recommendations of security
analysts." 299 The study examined whether investors can earn abnormal
returns (i.e., beat the market) by employing trading strategies based on
consensus analyst recommendations. 3°° The four researchers analyzed
stock recommendations for the period from 1985 through 1996, and constructed hypothetical stock portfolios based on owning stocks with the
most favorable consensus recommendations and shorting those with the
least favorable consensus recommendations. 30 The study found that fol-

Womack, supra note 65. Specifically, the Womack Study examined 1,573 recommenda293.
tion changes, by fourteen of the top U.S. brokerage firms, on 822 different companies, during the
period from 1989-1991. Id. at 141-42.
294.
Id. at 165.
295.
The recommendation changes were grouped into four separate categories: (1)added to
buy list; (2) removed from buy list; (3) added to sell list; and (4) removed from sell list. Id. at 142.
296. Boni & Womack, supra note 18, at 101, which summarized the findings of the earlier
Womack Study.
297.
Id.
298. Scott E. Stickel, The Anatomy of the Performance of Buy and Sell Recommendations, FIN.
ANALYSTS J., Sept./Oct. 1995, at 25.
299. Barber et al., Prophets,supra note 292, at 531.
300. Id. at 531-32. Consensus analyst recommendations are "the average of several analysts'
recommendations concerning the securities of a particular issuer." National Association of Securities
Dealers, Inc., Understanding Securities Analyst Recommendations: Glossary of Analyst Research

Report Terms, at http://www.nasdr.conanalyst-glossary.htm (last visited Nov. 12, 2003).
Barber et al., Prophets,supra note 292, at 540-42; see supra note 46 for the definition of
301.
"shorting" a stock. Using data from Zacks Investment Research, the study analyzed over 360,000
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lowing such a strategy, "in conjunction with daily portfolio rebalancing
and a timely response to recommendation changes, yield[ed] annual abnormal gross returns greater than four percent., 30 2 Abnormal return refers
to a return that is in excess of that generated by the CRSP
NYSE/AMEX/Nasdaq value-weighted market index,3 °3 which is meant
to simulate the performance of the market as a whole. In essence, the
study found that following this strategy resulted in returns that significantly beat the market. Because retail investors typically take some time
to react to information changes, the study also analyzed the returns if
portfolio rebalancing did not take place on a daily basis, or if the investor
was delayed in reacting to the changes in the consensus recommendations and found that such delays substantially reduced the portfolio returns.3 °4 Most notably, however, the study found that the proposed investment strategies would:
require a great deal of trading, and generate correspondingly high
transaction costs. After accounting for these costs, [the study found]
that none of [its] strategies generated an abnormal net return that is
reliably greater than zero. This strongly suggests that, although market inefficiencies exist, they are not easily exploitable
by traders,
3 5
thereby allowing these inefficiencies to persist. 0
In 2003, the four authors updated their prior study by analyzing sellside recommendations through 2001 .306 For the period from 1996
through 1999, the second study found market adjusted returns that were
similar to those found in the first study.30 7 Namely, on a gross basis, sell-

side analysts' top stock picks significantly outperformed the CRSP
NYSE/AMEX/Nasdaq value-weighted market index, while the least favored stocks significantly underperformed such index. 30 8 This follow-up
study, however, did not examine the impact of transaction costs on such
a trading strategy. For the years 2000 and 2001, the second study found a
substantial divergence from the earlier results, with the stocks least favored by sell-side analysts substantially outperforming the market, and
the stocks most highly favored substantially underperforming the market. 309 As a result, investors would have been wise to do the opposite of
analyst recommendations, from 269 brokerage firms and 4,340 analysts over this period. Barber et
al., Prophets, supra note 292, at 533.
302. Barber et al., Prophets, supra note 292, at 531. This greater than four percent return was
"after controlling for market risk, size, book-to-market, and price momentum effects." Id. at 561.
303. CRSP is the Center for Research in Securities Prices, a financial research center at the
University of Chicago Graduate School of Business. Center for Research in Securities Prices, at
http://gsbwww.uchicago.edu/research/crsp (last visited Nov. 12, 2003).
304.
Barber et al., Prophets,supra note 292, at 551-53.
305.
Id. at 562 (citation omitted).
306.
Barber etal., Analysts' Recommendations, supra note 45.
307.
Id. at 88-89.
308.
Id. at 94.
309.
Id. at 88. Specifically, the stocks least favored by sell-side analysts outperformed the
CRSP NYSE/AMEX/Nasdaq value-weighted market index by 13.44 percent, while the stocks most
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what analysts were recommending in 2000 and 2001. The study further
concluded that "these poor results were driven, at least in part, by analysts' tendency to recommend small-capitalization growth stocks during
those years, despite the fall of those stocks from favor.",3 10 The authors of
the study raise the question of whether the sell-side analysts' loyalty to
the small-cap growth stocks may have been motivated by a desire to attract and retain potential investment banking clients.3 1
Researchers have also documented that sell-side analysts exhibit
persistence in their relative stock picking ability.31 2 Professors Michael
Mikhail, Beverly Walther, and Richard Willis conducted a study which
found that sell-side analysts "who performed well (poorly) relative to
their peers in the past continue to outperform (underperform) in the future .... ,,3 The study also found that "the length of an analyst's track
record is important-analysts with a five-year winning streak outshine
the performance of those with shorter track records of superior performance." 3 14 Notably, however, Professors Mikhail, Walther, and Willis
were unable to develop a strategy for generating excess returns by folanalysts once
lowing the recommendation revisions of higher ,erforming
5
transaction costs were figured into the equation.P,
While the above studies are informative, whether sell-side analyst
recommendations have consistent investment value remains an open
question. Once transaction costs are included in the equation, it simply is
unclear whether an investing strategy based on sell-side analyst recommendations can be developed that consistently beats the market.
B. Regulatory Actions Do Not Address FundamentalConflicts
Now that it is clear that sell-side analysts' greatest value may not lie
in their forecasts (which are generally overoptimistic) or their recommendations (of which the investment value is unclear), can anything be
done to improve the analysts' predictive capabilities? The regulators
appear to think something can be done. The Regulatory Actions seek to
make five fundamental changes to sell-side research, ostensibly with the
goal of improving its results. Again, these five changes are: (1) clearly
separate sell-side research from investment banking; (2) restrict personal
trading of analysts in the companies they cover; (3) require analysts to
highly recommended by analysts underperformed by the CRSP NYSE/AMEX/Nasdaq valueweighted market index by 7.06 percent. Id. at 88-89.
310.
Id. at 88.
311.

Id.

312.
See Michael B. Mikhail et al., Do Security Analysts Exhibit PersistentDifferences in Stock
Picking Ability?, Social Science Electronic Library (Jan. 2002), at http://papers.ssm.com/sol3 (last
visited Feb. 13, 2004).
313.
Id. at 19. The Mikhail, Walther, and Willis study examined "268,170 recommendation
revisions issued by 4,923 analysts for 7,845 firms during 1985-1999." Id. at 6.
Id. at 27.
314.
315.
See id. at 23-26.
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certify their research; (4) increase disclosure requirements for research;
and (5) require certain firms to provide independent research to their
clients. Because the separation of sell-side research from the influences
of investment banking is clearly the primary focus of the Regulatory
Actions, this Article will address it last and first clear away the "other
four" changes.
First, the restriction on the personal trading of analysts is really
nothing more than a reaction to one well-publicized, and easy to criticize,
practice. While the personal trading of analysts in contradiction to their
ratings has led to a number of well-documented and embarrassing incidents for the research community, 31 6 it would be a far reach to argue that
this practice was a primary driver of analyst underperformance. As a
result, the restriction on the personal trading of analysts is not likely to
have a material impact on analyst performance. On a similar note, requiring analysts to certify their research is also not core to the sell-side analyst issue, and is also not likely to result in any major change in analyst
performance. Putting one's name on a report is a heady experience, and it
is highly unlikely that certification will materially cause analysts "to examine, even more carefully, the basis and foundations for his or her recommendations in preparing research reports" as is hoped by Regulation
AC.3 17 The personal trading restrictions and Regulation AC are mere
window dressing, and are not likely to substantially impact analyst performance either positively or negatively. The concern, however, is that
changes such as these will help to restore investor confidence in sell-side
analysts, which this Article will argue is a substantial negative consequence. Part V of this Article will discuss the danger of restoring investor confidence and how to ensure that it does not occur.
Regarding the increased disclosure requirements called for by the
Regulatory Actions, they show some promise and will be discussed in
more detail below, in Part V, where the author argues for a more effective means of disclosure that should be the centerpiece of any new disclosure requirements. Finally, with respect to the provision of independent research by the Ten Investment Banks, it is solid evidence in favor of
this Article's argument that the Regulatory Actions do not in fact result
in a clear separation of research from investment banking. If they did,
there would be no need to require the Ten Investment Banks to provide
independent research to their clients.
Although Part II of this Article catalogued a number of potential
conflicts that plague sell-side research, the core conflict that faces sell316. A May 2001 New York Times article, for example, chronicled sales by a number of sellside analysts of stocks they covered while maintaining "buy" ratings on the stocks. Morgenson, Buy,
They Say, supra note 105.

317. See Regulation AC Press Release, supra note 9 and accompanying text. This conclusion is
based on the author's personal and professional experience with sell-side analysts.
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side research is the competing pressures put on analysts by their firm's
brokerage clients and investment banking clients. 31 8 As noted earlier,
brokerage clients want "accurate" research that will assist them to invest
profitably, while investment banking clients want "optimistic" research
that will boost their stock price.31 9 With investment banking revenues far
outstripping brokerage revenues in recent years for the most prominent
firms on Wall Street, 320 the fear is that their analysts, which are amongst
the most high profile, are swayed more by their investment banking audience than their brokerage audience. The Regulatory Actions are meant
to ease this pressure on sell-side analysts from the investment banking
side of the business and allow them to focus on serving brokerage clients. While substantial verbiage is given by the regulators to "clearly
separate" research from investment banking, the separation required by
the Regulatory Actions is insubstantial in reality and will do little to alter
sell-side analysts' motivations in the brokerage client/investment banking client conflict.
The Regulatory Actions attempt to separate research from investment banking primarily by reinforcing the Chinese Wall that separates
these two departments and by implementing rules to prevent promises of
favorable research coverage. While noble in spirit, it is doubtful that either of these objectives can be accomplished. Let us begin with reinforcing the Chinese Wall. What is most important to understand about Chinese Walls is that they are not perfect. A Chinese Wall is only as strong
as the individuals who are the subject of the segregation. If the individuals are honest and law-abiding, which describes the vast majority of individuals in Wall Street firms, then the Chinese Wall works nicely. However, because it is impossible to monitor and detect all infractions of a
Chinese Wall, it only takes a few individuals who view the Chinese Wall
as a "formality" or "technicality," and the wall begins to develop cracks
and breaches. 32'
The biggest weakness in the "reinforced" Chinese Wall is the very
same weakness that is at the heart of the current furor: analyst compensa318.
See supra notes 95-96 and accompanying text.
319.
Boni & Womack, supra note 18, at 93.
320.
In 1999, major firms generated $24.6 billion in investment banking fees compared to $9.5
billion in brokerage commissions. Sargent, supra note 96, at 72.
321.
The author finds it curious that the regulators settled on Chinese Walls as the primary
mechanism for restoring confidence in equity, sell-side research. The reason that the regulators have
focused on the sell-side analyst problem was because a number of major investment banks and
research analysts violated existing rules, including: "[iun making a recommendation ... a member
must have a reasonable basis for the recommendation .... " NASD Rule 2120(d)(2)(B)(i). So the
solution to the problem is to establish a set of Chinese Walls that require a substantial amount of
trust to implement. We could not trust Wall Street to follow the prior rules, but now we are being
asked to trust that Wall Street will comply with the Chinese Walls. Interestingly, the Great Wall of
China (for which Chinese Walls are named) was originally built as a defensive fortification to repel
invaders from the north, but was eventually breached by both the Mongols and the Manchurians.
TravelChinaGuide.com, History of the Great Wall, at http://travelchinaguide.com/china-greatwall/
history/index.htm (last visited Nov. 1,2003).
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tion. If analyst compensation can be tied to the analysts' "cooperation"
with the investment banking department (even if only indirectly), the
other elements of the Chinese Wall (e.g., prohibiting investment bankers
from reviewing pending research reports or supervising research analysts) amount to a one-foot high wall over which it is quite easy to step.
How is analyst compensation affected by the Regulatory Actions?
Under the New NASD/NYSE Analyst Regulations, an analyst's compen322
sation may not be tied to "specific" investment banking transactions.
More specifically, firms must establish committees (which must report to
the firm's board of directors and may not include representatives from
investment banking) to annually review and document research analyst
compensation. The compensation review committee must consider the
following factors, if applicable, when reviewing such research analyst's
compensation: (1) the analyst's individual performance (e.g., quality of
research and productivity); (2) the correlation between the research analyst's recommendations and stock price performance; (3) the overall ratings of the analyst from clients, sales force, independent rating agencies,
and peers.323 The compensation review committee may not consider, as a
factor, the analyst's contributions to the investment banking business.324
However, because part of the job responsibilities of a sell-side analyst
involve advising "investment banking departments concerning such matters as whether a potential underwriting client is financially or operationally prepared for an initial public offering, 325 the new rules do permit
analysts to be compensated based upon (among other factors) the firm's
overall investment banking revenues so long as that fact is disclosed in
the research reports.326 Here is an example of such a disclosure that was
included in a recent Merrill Lynch research report: "The analyst(s)
responsible for covering the securities in this report receive
compensation based upon, among other factors, the overall profitability
of Merrill Lynch, including profits derived from investment banking
revenues." 327 Not surprisingly, this disclosure was included at the end of
the Merrill Lynch report and is one of a number of disclosures that are
labeled "important disclosures," but resemble instead boilerplate.328
For the Ten Investment Banks, they must also comply with the
global settlement, which requires that compensation of analysts be determined solely by the management of the research group and the firm's
322.
NASD Rule 271 l(d)(I); NYSE Rule 472(h)(I).
323.
NASD Rule 2711 (d)(2); NYSE Rule 472(h)(2).
324.
Id.
325.
NASD and NYSE Rulemaking, Exchange Act Release No. 34-45526, 67 Fed. Reg.
11,526 (Mar. 8, 2002), available at http://www.sec.gov/rules/sro/34-45526.htm (last visited Nov. I,
2003).
326.
NASD Rule 2711 (h)(2)(A)(i)(a); NYSE Rules 472(h)(1), (k)(I)(ii)(a)(2).
327.
Merrill Lynch & Co., Inc., Cisco Systems Comment-Reading Through the Noise (Feb. 4,
2004) (on file with author).
328.
See id.
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senior management. 329 The global settlement also requires that the Ten
Investment Banks comply with a number of principles that guide analyst
compensation, including: (1) analyst compensation may not be based
directly or indirectly on investment banking revenues or results (provided that compensation may "relate to the revenues or results of the firm
as a whole") or on input from investment banking personnel; (2) a significant portion of an analyst's compensation must be based on the quality and accuracy of the analyst's research; and (3) analyst compensation
criteria must be set forth in writing, and management will document each
compensation decision for analysts subject to Regulation AC and for
research management. 330 Finally, investment bankers cannot evaluate
analysts.3 3'
So, what has changed under the Regulatory Actions regarding analyst compensation? Not very much. Firms must add additional layers of
bureaucracy (e.g., the analyst compensation review committees), and if a
firm wants to compensate an analyst for investment banking activities,
the firm must include the above sentence in the analyst's research reports, and must not tie the compensation to any "specific" investment
banking deal or to the analyst's "specific" contributions to the investment
banking business. In addition, the firm must be careful to document the
rationale for each analyst's compensation, and to fit the compensation
decisions into the individual performance, stock performance, and overall ratings criteria. Notably, there is no required weighting between the
three broad categories. Finally, if the firm is one of the Ten Investment
Banks, it must also be careful to comply with the analyst compensation
principles that were agreed to in the global settlement. In total, there are
a few technical requirements and a number of compensation principles,
all of which can be satisfied while at the same time ignoring the spirit of
the Regulatory Actions.
Let us look at an example to illustrate this point. Assume that the
IPO market comes back strongly in a few years, and it is strongest for the
widget industry. Brokerage Firm X has the most well-known sell-side
analyst for the widget industry, Joe. The analyst is well known because
he appears regularly on CNBC and is very well-connected within the
industry. Joe's forecasting and stock-picking capabilities, however, tend
to be mediocre and it is felt within the firm that Joe may not conduct the
most thorough due diligence of the companies he covers. The perception
is that Joe finds "deals" much more interesting than conducting pure
analysis. Recently, a number of prominent companies in the widget industry have conducted IPOs, and in each case hired Brokerage Firm X as
an underwriter. The widget companies chose Investment Bank X primar329.
330.
331.

Addendum A, supra note 198, at § 1.5.
Id.
Id. at § 1.6.
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ily because they wanted Joe and his fame associated with their companies. The underwriting fees from the deals were roughly $15 million to
Brokerage Firm X, and substantial additional investment banking fees
are expected over the next few years for further IPOs in the widget industry, as well as for financial advisory assignments and follow-on offerings. Because of Joe's popularity with widget investment banking clients, a number of brokerage firms are trying to hire Joe away from Brokerage Firm X.
How would we expect Brokerage Firm X to compensate Joe compared to another of its analysts, Jane, who is an extremely accurate forecaster, but who covers an industry that is out of favor, and therefore,
generates almost no investment banking fees and mediocre brokerage
commissions? Presumably, regulators hope that Joe's compensation
would be inferior to, or at least in line with, Jane's compensation since
Jane's research analysis is superior (although it generates less revenue
for the firm). The management of Brokerage Firm X, however, might
view things differently. It is not hard to imagine that the management at
Brokerage Firm X desperately wants to keep Joe (and the accompanying
investment banking revenue), and chooses to compensate him handsomely. Because compensating an analyst for her contribution to investment banking is improper under the new rules, such a rationale could not
be stated. Joe's ability to generate substantial investment banking revenue would become the pink elephant in the room that no one would mention, but everyone would be aware was there. Of course Brokerage Firm
X's analyst compensation review committee would need to come up with
some rationale other than investment banking revenue for Joe's compensation. For example, the committee might focus more on the "quality" of
Joe's research, which is a subjective criteria that should allow greater
latitude (e.g., the committee could focus on the originality of Joe's investment thesis), and on Joe's ratings with outside services (which are
particularly high with institutional investors because Joe is able to get
them superior access to company management), than on Joe's accuracy.
Moreover, the committee may even be able to credibly downplay Joe's
current history of inaccuracy as being due to a short-term market ineffiit is
ciency-namely, Joe is correct in his analysis and predictions, and
332
just a matter of time before the market catches up to Joe's analysis.
Would Joe's superior compensation be proper? If the regulators
were able to demonstrate that Joe's compensation was based on his indi332.
If Firm X were one of the Ten Investment Banks, it is possible that the Independent Monitors (who are charged with ensuring that the Ten Investment Banks execute and implement the
reforms called for in the global settlement in a meaningful way, see supra notes 272-73 and accompanying text) could impede Joe's compensation. However, such an outcome would require the
Independent Monitor to see a problem with Joe's compensation and to have the actual authority to
stop the procedure (which is not yet clear). And, the Independent Monitors will only be reviewing
the Ten Investment Banks for a six-month window that will take place eighteen months after the
Final Judgment is entered, which dramatically reduces the scope of activity they will see.
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vidual contributions to investment banking, then the compensation would
be a clear violation of the Regulatory Actions. 333 Demonstrating Brokerage Firm X's inappropriate intent in its compensation decision, however,
is not likely to be an easy task. It is not improper for firms to pay different analysts differently, and since the factors that a firm must consider in
setting compensation are largely subjective (e.g., there is no requirement
that the most accurate forecasters must be the highest paid), it should
prove difficult to prove infractions of the new compensation rules absent
some sort of smoking gun. Since firms have been formally put on notice
of the requirements, direct evidence will likely be rare. Presumably, Wall
Street officials will be more careful with their e-mails in the future, and it
would be surprising if any of the documentation produced by the compensation review committees were incriminating. If anything, the new
rules remind the firms to properly "paper" their decisions.
To compound matters, it has been argued that the regulators principally charged with enforcing the separation of research and investment
banking, the NASD and the NYSE, suffer from a serious conflict of interest that may substantially impede their enthusiasm in enforcing the
rules.334 In a recent article, Professors Fisch and Sale argue that the
"NYSE and the NASD are run by, and primarily are accountable to, their
members, the brokerage firms. Given the importance of investment banking business for member firms, it is unrealistic to expect the [NASD and
the NYSE] actively to curtail a structure that promotes these operations. 335
At best, the new compensation rules are aspirational. Hopefully the
brokerage firms will take the spirit of the rules to heart and will truly
compensate analysts for good analysis, and not for investment banking
business. Wall Street's history is checkered with examples of scandals
and misbehavior.336 The Regulatory Actions are simply another reaction
333.
Specifically, Joe's compensation would violate the new analyst compensation rules set
forth in NASD Rules 271 l(d)(l)-(2) and NYSE Rules 472(h)(l)-(2). As well, both the firm and Joe
would be in violation of the new NASD and NYSE disclosure requirements regarding compensation.
If Investment Bank X is one of the Ten Investment Banks, Joe's compensation would also violate
the global settlement. See Addendum A, supra note 198, at § 1.5.
334. Fisch & Sale, supra note 130, at 1096.
335. Id.
336. It was a little more than five years ago that thirty-seven major securities firms (including
each of the Ten Investment Banks) agreed to pay $1 billion (a record at the time) to settle charges of
alleged price-fixing in Nasdaq stocks. Times Wire Services, 30 Brokerages Agree to Pay $1 Billion
to Settle Class-Action Suit Litigation: Firms Deny Charges They Colluded to Fix Prices on Nasdaq.
Move Is Called the Largest Civil Antitrust Deal in History., L.A. TIMES, Dec. 25, 1997, at D1. Even

the recent regulatory attention is not limited solely to improper research analyst practices. The global
settlement, for example, also charged two of the firms (CSFB and SSB) with "spinning" hot IPO
allocations. Press Release on Global Settlement, supra note 9; see also supra note 171 for a detailed
discussion of spinning. Suffice it to say that spinning can be characterized as a form of corporate
bribery. Another current regulatory inquiry involves allegations that a number of firms "laddered"
IPOs during the late 1990s and 2000. Randall Smith, SEC 'Laddering' Inquiry Reaches Two Firms,
WALL ST. J.,
Nov. 6, 2002, at C1. Laddering refers to the practice of underwriters allocating stock in
hot IPOs, to certain investors, in exchange for promises from these investors to purchase additional
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to such misbehavior. Why should we believe that Wall Street, if given
the opportunity, and a low probability of prosecution, will not misbehave
again in the future? Moreover, if compensation can still be influenced by
investment banking revenue, nothing fundamental has changed regarding
the investment banking/research conflict. The sell-side analysts will remain aware of what the firm's investment banking interests are (which is
typically publicly available information), with the knowledge that: (1)
their research could help or hinder possible investment banking revenue
opportunities; and (2) their cooperation (or lack thereof) could materially
impact their compensation-regardless of the spirit of the new rules.
A similar weakness exists in the prohibition against promises of favorable research. Procedural changes are likely to occur, but not substantive ones. For example, while investment bankers cannot make specific
promises to potential IPO clients of favorable research or a specific rating,337 there has been no indication that sell-side analysts will not continue the customary practice of issuing "buy" ratings on companies their
firms take public, even if the quiet period has been lengthened.33 8 Neither
should the new rules substantially curb the practice of issuers engaging
new underwriters for follow-on public offerings (e.g., further offerings of
their common stock following the IPO) in order to "buy additional and
influential [research] coverage from the new lead underwriter[s]. 339 In
each case, what is likely to occur will simply be a change in the procedure: (1) pitch books will have disclaimers in bold stating that no promises regarding research are being made; (2) winks, nods, and bodylanguage will replace direct statements and promises by investment
bankers regarding future research coverage; and (3) research analysts
will be excluded from pitches.
While the Regulatory Actions' separation of research from the influences of investment banking is insubstantial, Wall Street will likely
avoid any truly egregious behavior for the next few years. For example,
shares, in the open-market, at higher prices. Id. The additional purchases at higher prices assist in
driving up the price of the stock (sometimes 200 or 300 percent in a single day), at which point the
investors can sell their shares and realize substantial profits-in particular from the shares received
in the IPO allocation. The underwriters were allegedly able to share in these profits by receiving
extremely high commissions for trades from these investors, which gives the appearance of
kickbacks. Kara Scannell, Deals & Dealmakers: Bid to Dismiss IPO-Market Suits Is Denied by
Judge, WALL ST. J., Feb. 20, 2003, at C5. CSFB, Robertson Stephens, and J.P. Morgan have already
been charged by, and settled with, regulators as a result of laddering and accompanying IPO profitsharing violations. Randall Smith, Morgan Stanley May Face Charges In IPO Investigation, WALL
ST. J., July 14, 2003, at CI. It has been reported that the SEC is currently investigating four to five
other firms for such practice, including Morgan Stanley. Id.
337. NASD Rule 2711 (e); NYSE Rule 472(g)(1).
338. What the author does expect to see are boilerplate insertions in all IPO pitch books that
quote the specific language of NASD Rule 2711 (e) or NYSE Rule 4 7 2(g)(1). For example, the pitch
book may state that the firm may not "offer favorable research, a specific rating or a specific price
target, or threaten to change research, a rating or a price target, to a company as consideration or
inducement for the receipt of business or compensation."
339.
See Laurie Krigman et al., Why Do Firms Switch Underwriters?, 60 J. FIN. ECON. 245,
245 (2001).
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it would not be surprising to see firms make a point to favor accurate
forecasters and recommenders in compensation decisions for the short
term. The regulatory spotlight remains very bright on Wall Street, and
firms and employees will likely be on their best behavior over the next
few years. However, with investment banking business currently down,
there is little impetus on the part of firms to push the edges of the new
rules, and it is easy for firms to behave. The test will not come until investment banking business returns, at which point the lessons of the last
few years may have already started to fade from everyone's memories.
One important characteristic about Wall Street is that it is primarily an
environment for the young, and it involves significant personnel turnover
on a yearly basis. As a result, the lessons of the past are often lost on the
Wall Street personnel of the present. As the late 1990s begin to fade from
memory, and investment banking makes a strong comeback, the practices of the past are likely to resurface.
With the amount of money in investment banking fees that are at
stake, the only way to truly eliminate investment banking's influence
over research is to completely sever research from brokerage firms that
conduct investment banking. If you want to separate research from investment banking's influence in a meaningful way, it would require a
Glass-Steagal134° type of separation, whereby brokerage firms that conduct investment banking activities may not be affiliated with research
activities. Anything less and the influences of investment banking will
still be very clearly felt by research. It is inevitable. But, and this is a big
"but," the ramifications of such a forced separation would be, substantially worse than the status quo arrangement. As will be discussed in Part
IV.C of this Article, rendering sell-side research independent may not be
the panacea that regulators seem to think it is. 34 1 There are other fundamental factors that will continue to plague the predictive abilities of sellside analysts, and it is foolish to believe that making research independent will solve all of the problems.
While the benefit of a complete separation of research from investment banking may not be certain, the cost is certain, and it would be very
high. As noted earlier, sell-side research is not typically a self-supported
department within a brokerage firm. 342 Sell-side research is given to cli340. The Bank Act of 1933, also known as the Glass-Steagall Act, was aimed at restoring
confidence in the U.S. banking system by forcing a separation between commercial banks (e.g.,
those that accept deposits) and brokerage firms. See The National Bank Act of 1933, Pub. L. No. 7366, 48 Stat. 162 (1933) (codified in various sections of 12 U.S.C.). The Glass-Steagall Act was
effectively repealed in 1999 by the Graham-Leach-Bliley Act, Pub. L. No. 106-102, 113 Stat. 1338
(1999) (codified as amended at 12 U.S.C. §§ 1811-1832).
341.
See also Stephen J. Choi & Jill E. Fisch, How to Fix Wall Street: A Voucher Financing
Proposalfor Securities Intermediaries, 113 YALE L.J. 269 (2003). Professors Choi and Fisch question whether independent analysts are truly independent and whether they are more accurate forecasters than analysts affiliated with investment banks. Id. at 284-85.
See supra note 60 and accompanying text.
342.
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ents for free, with the goal of recovering the cost of the research through
brokerage commissions and investment banking fees. If investment
banking fees are removed from the equation, the basic business model
for providing sell-side research would have to be dramatically changed.
Sell-side research would be required to either find a new source of revenue to support it, or decrease the cost of providing research. The most
likely new source of revenue would be to sell the research, rather than
give it away for free, but it is not clear whether there is a substantial
enough market for sell-side research that is not free. 343 If the demand is
not there, the outcome would be a substantial scaling-back of sell-side
research, both in number of analysts and analyst compensation, which is
likely to lead to a significant decrease in the quality of such research.
Since sell-side analysts provide the market with a substantial amount of
the information and pure analysis that goes into determining the stock
price for a significant portion of publicly-traded stocks, reducing the
quality of the research harms both companies and investors.3
C. Value of Rendering Sell-Side Research More Independent is Unclear
The above analysis assumes that rendering sell-side research more
independent will substantially improve the quality of such research. This
assumption seems logical, and is supported by a large amount of anecdotal (and highly inflammatory) evidence that was obtained in the investigation for the global settlement.34 5 While the global investigation demonstrated that there were a number of bad actors amongst the thousands of
sell-side analysts on Wall Street, and while it is clear that research operates in the middle of a fundamental conflict of interest between a firm's
investment banking clients and its brokerage interests, 346 it remains nec343. See Boni & Womack, supra note 18, at 121; see also Choi & Fisch, supra note 341, at
286. Professors Choi and Fisch explain that sell-side research is difficult to sell for full value because it has the quality of a public good.
Once an analyst's research has been released to some investors, other nonpaying investors may learn of the research, either directly from the initial purchasers (who have every
incentive to disseminate the information once they have traded based on it), or indirectly
through changes in stock price. Subsequently, the analyst can no longer sell the information.
Id. (citations omitted).
344. See Draho, supra note 70.
345. For example, some of the more oft-quoted e-mails that came out of the Merrill Lynch
investigation include the following from a Merrill Lynch Analyst:
if 2-2 [accumulate/accumulate rating] means that we are putting half of merrill retail into
this stock because they are accumulating it then i don't think that's the right thing to do.
we are losing people money and i don't like it. john and mary smith are losing their retirement because we don't want todd [Tappin, GoTo CFO] to be mad at us.

the whole idea that we are independent from banking is a big lie-without banking this
would be a 3-2.
Dinallo Affidavit, supra note 139, at 26.
346. See supra notes 95-96 and accompanying text.
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essary to ask the following question: Does the influence of investment
banking result in a consistent and significant bias in sell-side research?
A number of academic studies have been conducted which shed
some light on the impact of investment banking on the performance of
sell-side analysts. While these studies cover periods prior to the late
1990s (when investment banking's pressure on research appears to have
been at its greatest), they still provide some useful information. One example is a study published by Professors Roni Michaely and Kent
Womack in 1999, which examined "buy" recommendations on 391
IPOs, during 1990 and 1991.347 The study found that "buy" recommendations from sell-side analysts of the investment banks that underwrote the
IPO performed "more poorly than 'buy' recommendations by unaffiliated brokers prior to, at the time of, and subsequent to the recommendation date.

34 8

Specifically, the study found that:

1. When the lead underwriter recommends "buy," the IPO stock increases 2.7% on average at the time of the "buy" recommendation.
When analysts from non-lead banks recommend "buy," the increase
is 4.4%.
2. In the months before a "buy" recommendation, the stocks recommended by lead underwriters had gone down 1.6% on average. In
contrast, stocks recommended by non-lead bank analysts had gone up
4.1%.
3. In the one-year period after the buy recommendations, the underwriter recommended stocks underperformed the market by 5% on
average, while the stocks recommended by non-underwriters outperformed the market by 13%.
4. For twelve out of fourteen brokerage firms... examine[d], the average one-year market-adjusted return after buy recommendations
where they were the lead underwriter was lower
than the return after
34 9
their recommendations on other banks' IPOs.
The report concluded that "recommendations by underwriter analysts show significant evidence of bias., 350 It should be noted that the
Michaely and Womack study focused solely on sell-side recommendations in relation to IPOs, 35 1 which represents a very small fraction of
companies receiving research coverage.
The Michaely and Womack study, however, only begins the discussion on the impact of investment banking's impact on research. Assuming that Michaely and Womack's findings can be more broadly general347.
348.
349.
350.
351.

Michaely & Womack, supra note 28, at 660.
Id. at 653.
Id. at 684 (emphasis omitted).
Id. at 653.
Michaely & Womack, supra note 28.
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ized for all "investment banking" analysts, how strong is this bias, and
how severely does it impact the investment quality of the research? 352 A
1998 study by Professors Hsiou-wei Lin and Maureen McNichols examined "the effect of underwriting relationships on [sell-side] analysts'
earnings forecasts and recommendations. 3 53 The study analyzed 2,400
follow-on equity offerings (i.e., public equity offerings that take place
after the IPO) that took place in 1989-1994, and found that growth forecasts and recommendations from sell-side analysts of the firms who
acted as lead or co-underwriter for a company were significantly more
favorable than those made by unaffiliated analysts-although their nearterm earnings forecasts were not generally greater.354 Notably, however,
the study found that "although affiliated analysts' recommendations are
more favorable on average, an investor would not experience weaker
investment performance by following their recommendations than by
following unaffiliated recommendations. 3 55 A study published in Fall
1995 by Professors Amitabh Dugar and Siva Nathan also found that sellside analysts of firms that provide investment banking services to a company "are optimistic, relative to other (noninvestment [sic] banker) analysts, in their earnings forecasts and investment recommendations." 356
However, the Dugar & Nathan study also found that returns earned by
following the investment recommendations of investment banker analysts are not significantly different from those of non-investment banker
analysts.35 7 Finally, the Dugar & Nathan study found that in spite of the
greater optimism of investment banker earnings forecasts, their "forecasts are, 358
on average, as accurate as those of noninvestment [sic] banker
analysts.
While the academic studies support the notion that "investment
banker" sell-side analysts exhibit an over-optimism compared to noninvestment banker analysts, how strong that bias is appears to be debatable. More importantly, however, is the question of whether the investment banking conflict is the sole answer for analyst underperformance. If
the Regulatory Actions were to truly eliminate the pressures of investment banking on sell-side research (which they do not), should we expect
a dramatic improvement in the research? Or, are there other factors that
352.
Professors Michaely and Womack considered the "credible alternative theory"-that an
investment banking relationship could positively impact sell-side research, rather than bias it, due to
a superior information advantage for underwriter analysts. Id. at 656.
353.
Hsiou-wei Lin & Maureen F. McNichols, Underwriting Relationships,Analysts' Earnings
Forecastsand In vestment Recommendations, 25 J. Acr. & ECON. 101, 101 (1998).

354.
355.
356.

Id. at 124.
Id. at 125.
Amitabh Dugar & Siva Nathan, The Effect of Investment Banking Relationshipson Finan-

cial Analysts' Earnings Forecasts and Investment Recommendations, 12 J. CAN. ACAD. ACCT.

Ass'N 131, 131 (1995). The study analyzed 102 companies having relationships with eighteen
different brokerage firms from 1983-1988. Id. at 137-38. The non-investment banker analysts came
from an additional thirty-three brokerage firms. Id.
357.
Id. at 131.
358.
Id. at 154.
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impact the performance of sell-side research that are just as important, if
not more important, than the investment banking conflict? Would sellside analysts continue to struggle with the predictive function of their
jobs in an environment without investment banking conflicts? There are
a number factors that both professionals and academics have long understood to impact the accuracy (or inaccuracy) of sell-side analysts' forecasts and recommendations other than conflicts of interest, including:
9 Efficient Market Theory and Random Walk Theory - The efficient
market theory espouses that market prices reflect all of the publicly available information at the time. Since analyst recommendations are publicly available,35 9 such information should immediately be encapsulated into the price of the relevant stock, and
therefore, no abnormal investing advantage should be consistently
garnered by following analysts' investment advice. 360 Rather, investment returns should mirror the returns of the market as a
whole (e.g., if the market increases by ten percent, a broadlybased portfolio of stock based on analysts' recommendations
would be expected to increase by approximately the same
amount). As a result, a random selection of securities should perform just as well as a portfolio chosen upon the advice of research
analysts. On a similar note, the Random Walk Theory provides
that "short-run changes in stock prices cannot be predicted. Investment advisory services, earnings predictions, and complicated
chart patterns are useless.",36 1 The Random Walk Theory is based
on the notion that markets are moved by news, and news is random and unpredictable by definition. 362 Once the news is known,
it is quickly digested by the market and incorporated in the
stock's price.363 As a result, a stock's price moves in a random
and unpredictable manner, 364 and analysts should not be expected
to have extraordinary forecasting abilities.
Human Tendency to be Overoptimistic - Some have pondered
whether sell-side analysts' failures may be due, at least in part, to
the basic human tendency to be overoptimistic. For example,
David Dreman, in his book "Contrarian Investment Strategies,"
wrote that:
[T]he literature on overconfidence turns up three major reasons for a wide-ranging optimistic bias. First, people have
Boni & Womack, supra note 18, at 99.
359.
360. See supra notes 287-89 and accompanying text (discussing the efficient market theory).
361.
MALKIEL, supra note 126, at 24. Taken to its logical extreme, under the Random Walk
Theory, analysts' predictions (whether regarding stock recommendations or earnings forecasts) are
viewed to be useless. Id.
362.
Id. at 197.
Id.
363.
364.
Id.
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unrealistic optimism about future events. Second, they have
unrealistically positive self-evaluations. Third, they have unrealistic confidence in their ability to control a situation....
People also overestimate the skills and the resources at their
disposal to ensure a favorable outcome, while they underestimate
the likelihood of problems affecting them person36 5
ally.

While an analyst may be aware of the negative repercussions for
overly optimistic projections and of the tendency for a significant
percentage of companies to miss projections, it could be that the
analyst is simply too confident in her ability to pick the good
companies from the bad, and does not adequately discount for
bad things to occur.
9 "Inside" View - Some researchers have argued that decision
makers tend to have an over-optimism bias due to their strong
tendency to adopt an "inside view" when reviewing problems. 36
Under the "inside view," the decision maker views problems as
unique, rather than treating them as "an instance of a broader
category," which characterizes the "outside view." 367 Under the

inside view, problems are viewed individually, and are resolved
by considering the specific details of the problem and then con368
structing future scenarios and outcomes based on those details.
Under the outside view, the specific details of the individual
problem are largely ignored, and instead the decision is reached
by focusing "on the statistics of a class of cases chosen to be
similar in relevant respects to the present one., 369 Essentially, under the outside view, the problem is treated as one instance in "an
ensemble of similar problems. 370
The result of applying a predominantly inside view is an overoptimism bias, due to the decision maker ignoring past failures in
similar instances.37' It turns out that research analysts tend to approach their forecasts and recommendations from an inside
view. 372 For example, if the analyst is trying to develop an earnings forecast for a company, she would typically consider the
company's historical earnings and earnings growth rate, the company's expected market share, expected growth rate, general ecoDREMAN, CONTRARIAN INVESTMENT STRATEGIES, supra note 283, at 15.
Daniel Kahneman & Dan Lovallo, Timid Choices and Bold Forecasts: A Cognitive Per366.
spective on Risk Taking, 39 MGMT. ScI. 17 (1993).
367. Id. at 29-30.
368. Id. at 25.
369. Id.
370. Id.
See id. at 26-27; see also DREMAN, CONTRARIAN INVESTMENT STRATEGIES, supra note
371.
283, at 110.
DREMAN, CONTRARIAN INVESTMENT STRATEGIES, supra note 283, at 110.
372.
365.
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nomic outlook, and other similar matters. 373 If the analyst were to
take an outside view (which is not typical), she might consider
"how accurate earnings forecasts have been overall, or how accurate they have been for a specific industry or for the company itself, in deciding how precisely the analyst can estimate and the
reliance that can be placed on the forecast., 374 While neither the
inside nor the outside view is perfect, the major problem with the
inside view is that it is based on the idea that the analyst can predict all of the relevant factors for a particular company, comprehend how each of these factors will interrelate, and predict their
outcome. Unfortunately:
[t]he number of possible outcomes when dozens or hundreds
of factors interact in the marketplace is almost infinite. Even
if one could foresee each of the possibilities, the probability
of any particular scenario is negligible. Yet this is precisely
what the analyst375is trying to accomplish with a single, precise prediction.
"

Overreaction/Underreactionto Information Shocks - Research
has shown that analysts have a tendency to overreact to current
news (i.e., they overweight the significance of recent news and
underweight the significant of prior data).37 6 When applied to analysts, this tendency results in analysts disproportionately adjusting
their forecasts due to short-run economic developments.

* Inaccurate Data Provided by Companies - If the data that analysts are employing to analyze companies are inaccurate, it is
highly likely that the analysts' conclusions will be inaccurate as
well. While deliberate falsification of data by companies occurs
on occasion (e.g., Enron and WorldCom) and receives lots of attention, it is the exception and not the rule. 3 77 The more troublesome source of inaccurate data arises from companies' use of aggressive accounting techniques when reporting their results. Recent examples have involved the overuse by companies of "nonrecurring charges '378 and "pro forma results. 37 9 Other areas of
373.
374.
375.
376.

Id.
Id.
Id. at 111.
Werner F. M. De Bondt & Richard H. Thaler, Do Security Analysts Overreact?, 80 AM.

ECON. REV. 52 (1990).

377.
Fernandez, supra note 28, at 6.
378.
A non-recurring charge is a one-time charge that is not meant to occur again. Nonrecurring charges are broken out from a company's financial statements, to allow investors to understand how the company would perform in a normal year without such extraordinary charges. Some
companies have taken to over-using these non-recurring charges (i.e., normal charges are labeled
non-recurring), which inflates the expected prospects for the company.
379.
Pro forma results are a description of a company's financial statements based on a set of
assumptions. Pro forma results are often used in conjunction with non-recurring charges to show
what the company's performance would have been without the non-recurring charges.
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concern include goodwill accounting, accounting for employee
stock option plans, and the general transparency of financial
statements.38 °
" Herding Effect - It has long been presumed that "herding" may
influence the forecasts and recommendations of research analysts.
"Herding," with respect to research analysts, refers to such analysts possibly underweighting (or ignoring) private information at
their disposal, and instead conforming their forecasts and recommendations with the consensus. The idea is that if an analyst is
going to be wrong, it is much more comfortable if everyone else
was wrong with her.381
* Loss of Best Sell-Side Analysts to Other Positions - Many of the
best sell-side analysts are hired away by institutional investors to
become portfolio managers. Not surprisingly, there is generally
more prestige and better pay to be the person "running the
money," rather than acting as the adviser.382
While there is little doubt that the conflicts faced by research analysts have had some negative impact on their performance, it is entirely
unclear what the extent of this impact has been and whether the conflicts
substantially impacted the investment value of sell-side research as a
whole. A likely explanation is that analysts' difficulty in forecasting the
future is a combination of many of the above factors, which are not mutually exclusive. Predicting the future will always entail a substantial
amount of error.
V. A SIMPLER SOLUTION TO THE SELL-SIDE RESEARCH ISSUEELIMINATE THE INFORMATION GAP

A. Retail Investors Are in the Dark
The concept that the true value of sell-side analysts may lie in their
information gathering and analysis, rather than their one-word summary
ratings (e.g., buy, hold, or sell) or earnings forecasts, is well understood
by certain investors, but unfortunately, not all. Broadly speaking, investors can be grouped into two categories: institutional investors and retail
investors. Institutional investors are entities with large amounts of money
to invest, such as mutual funds, insurance companies, pension funds, and
investment banks. Retail investors are basically everyone other than

380. The concept is that some corporate executives will try to boost their company's share
price by manipulating its earnings numbers and earnings growth rates, even though nothing has
changed in the company's underlying business to increase its actual profitability or growth rate.
381.
Studies that examine herding include: Ivo Welch, Herding Among Security Analysts, 58 J.
FIN. ECON. 369 (2000); Harrison Hong, et al., Security Analysts' Career Concerns and Herding of
Earnings Forecases, 31 RAND J. ECON. 121 (2000).

382.

MALKIEL, supra note 126, at 183.
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institutional investors.38 3 Of note, retail investors constitute a significant
and ever-growing portion of the stock market, as "[a]lmost half of all
households own stock, up by 60% in the past 15 years. 384
The Regulatory Actions should do little to change the confidence of
institutional investors in sell-side research because, as a general rule,
institutional investors have traditionally discounted the value of investment advice from sell-side research analysts. 385 The predictive difficulties of sell-side research analysts have not been a secret to institutional
investors, as most claim: (1) to have long understood the biases under
which sell-side analysts operate; 386 and (2) that they are able to "de-bias"
the research. Such an outcome should not be surprising when you look at
how institutional investors operate. Institutional investors (or, at least
good institutional investors) are professional investors who make their
own investment decisions and who often employ their own buy-side analysts to assist with investment decisions. Rather than use sell-side analysts for pure investment decisions, institutional investors use sell-side
analysts for information, analysis, and ideas. 387 Sell-side research is only
one of many factors that an institutional investor typically will consider
in making an investment decision. A New York Times editorial described the relationship between sell-side analysts and institutional investors as follows: "Fund managers are not schoolchildren looking for instructions on what to buy. They 388
look to [sell-side] analysts for specific
information and general insight.,
Where investor confidence levels are likely to be impacted are with
retail investors. However, that confidence may be misplaced, and is
likely to prove to be a substantial harm to those investors. Where institutional investors appear able to de-bias sell-side research, retail investors
have not shown such an ability. 389 To explain this concern, it is useful to
break down the sell-side analyst issue into its fundamental components,
which are roughly as follows:

383.
One could also include government entities and corporate (but non-institutional) investors
as additional types of investors, but for simplicity's sake, this Article focuses solely on the institutional investor/retail investor split.
384.
United States Senators Max Baucus, Charles Grassley, and John McCain, A Second Betrayal, WALL ST. J., Mar. 13, 2003, at A12.
385.
Cheryl Winokur Munk, Settlement Does Little to Improve Street's Credibility on Research, WALL ST. J., May 14, 2003; see also Boni & Womack, supra note 18, at 104; Dinallo Affidavit, supra note 139, at 10; Leslie Boni & Kent L. Womack, Solving the Sell-Side Research Problem: Insights from Buy-Side Professionals 10 (Aug. 8, 2002), at http://www.unm.edu/-boni/
RPAWP/RPAWP.htm (last visited Nov. 14,2003).
386.
These biases include those caused by investment banking influences and others discussed
supra Part IV.C.
387.
See Laurie Meisler, Why Investors Pick Thinkers Over Stock Pickers, (June 19, 2000),
TheStreet.com, Inc., at http://www.thestreet.com/markets/analystrankings/962962.html (last visited
Nov. 14, 2003).
388.
Sernovitz, supra note 19.
389.
Boni & Womack, supra note 18, at 115.
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" Prior to the recent stock market meltdown, sell-side analysts enjoyed a privileged status on Wall Street, primarily with average
retail investors, as "informal advisers and stock-picking gurus to
the masses.

39 °

* The stock market suffered a substantial meltdown, beginning in
March 2000, resulting in the loss of trillions of dollars of market
capitalization.
* Sell-side analysts failed to warn investors of the market meltdown.
" Historically, sell-side analysts have had difficulty at forecasting
and making recommendations. Conflicts of interest have likely
had some impact on this weakness of sell-side analysts, although
the extent of this impact is unclear.
* To truly render sell-side research independent would require a
complete separation of research from investment banking, which
would likely have a very negative impact on sell-side research.
* It is unclear whether rendering sell-side research more independent would provide a substantial benefit.
* Confidence in sell-side analysts appears to have decreased for retail investors. As an example of retail investors' increased skepticism, a 2002 Wall Street Journal/NBC News poll found that only
thirty-seven percent of Americans "believe that recommendations
from financial advisers are 'primarily motivated' by a desire to
help their clients make money.",39' It does not appear that confidence in sell-side analysts was ever that substantial for institutional investors.
Given this state of events, it appears that the market was properly
taking care of the sell-side analyst issue. Retail investors were getting on
the same page as institutional investors and becoming aware that sellside analysts cannot be viewed as oracles when it comes to investing
advice. It was an extremely expensive lesson to learn, but it was being
learned.
While many ideas have been floated as to why sell-side analysts as
a class have underperformed, we simply do not yet know the answer.
And, since we do not yet know the cure for resolving sell-side analysts'
underperformance, it is reckless for the regulators to establish a large and
well-publicized regulatory schema with the stated purpose of restoring
390. Regan, supra note 21.
John Harwood, Americans Distrust Institutions in Poll: Low Marks Go to Corporate
391.
Executives, Brokers, Drug and Oil Industries, the Catholic Church, WALL ST. J., June 13, 2002, at
A4.
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confidence in sell-side analysts. The Regulatory Actions perpetuate a
very dangerous information imbalance that was beginning to erode. Institutional investors will continue to understand the limitations of sell-side
research, while retail investors are encouraged to once again have confidence in a very fallible system. By implementing a major overhaul of the
sell-side research regulatory environment, the regulators have given the
message that sell-side research has been materially improved. As a result,
when the bulls retake control of Wall Street, retail investors will be
primed to once again unquestioningly believe in the words of the sage
sell-side analysts, only to be disappointed when the next bear market
strikes.
The global settlement did include $80 million for investor education
programs. 392 Presumably, one purpose of these programs will be to educate retail investors that sell-side analysts should not be relied upon
blindly. While such programs serve as nice talking points for politicians,
this author is extremely skeptical that anything effective will come from
the investor education programs. To demonstrate this point, one need
only look at the results from an investor survey that was recently conducted by the NASD.393 In the survey, the NASD "asked 1,086 [retail]
investors more than 50 basic . ..questions about investing in stocks,

bonds and mutual funds.
survey include:

3 94

Some of the more shocking findings of the

" Nearly 50 percent [of respondents] thought stock market losses
were insured.
" Seventy percent of investors failed to understand that when you
buy on margin, you can lose all of your investment even if the
value of your shares does not go to zero.
" Nearly 80 percent did not understand fully the meaning of "no
395
load" mutual funds.

Based on the NASD survey, retail investors appear to be so poorly
informed about basic investment information that it is simply not realistic
to believe that they can be educated sufficiently to debias the weaknesses
and conflicts that plague sell-side research.

392. See supra notes 274-77 and accompanying text.
393. NASD Investor Literacy Research (Executive Summary), Prepared by Applied Research
& Consulting LLC (2003), available at http://www.nasdr.com/pdf-text/surveyeyecsum.pdf (last
visited Jan. 31, 2004); see also NASD News Release, NASD Announces $10-Million Education
Fund-Investor Survey Underscores Importance of Education, Dec. 2, 2003, available at http://

www.nasdr.com/news/pr2003/release_03_054.html (last visited Jan. 31, 2004) [hereinafter NASD
News Release].
394.
NASD News Release, supra note 393.
395.
Id.
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B. Mandatory Warning Label
Until now, this Article has focused on criticizing the approach taken
by the Regulatory Actions to address the sell-side analyst problem. Now
it is time to offer a dramatically simpler solution to the problem. The
most effective solution is the most traditional one: disclosure. As Louis
Brandeis so eloquently put it, "Publicity is justly commended as a remedy for social and industrial diseases. Sunlight is said to be the best of
disinfectants; electric light the most efficient policeman."3 96 Sell-side
research should be required to carry a warning label ("Mandatory Warning Label") that clearly points out the possible failings of sell-side research, and puts retail investors, as much as possible, on the same informational footing as institutional investors. The Mandatory Warning Label should read roughly as follows:
SEC WARNING: The Securities and Exchange Commission warns
investors that: (1) it is unclear whether investing strategies based on
research analysts' recommendations will consistently outperform the
market; (2) research analysts have consistently proven to be overly
optimistic about the future performance of the companies they cover;
and (3) research analysts operate under a multitude of conflicts and
biases that negatively impact the quality of their research. Before
making an investment decision, you should conduct your own research, rather than rely solely on the advice of a research analyst. If
you are not capable of conducting your own research, you should
consider less risky investments than individual stocks.
Since sell-side analysts' forecasting and recommendation functions
have shown consistent and material weaknesses, 397 and since it is unclear
whether there is a ready fix to these weaknesses,

398

the solution to the

sell-side research issue should focus on warning research recipients of
these weaknesses. For investors that are able to conduct their own research and de-bias the sell-side research of its weaknesses, they have
been clearly warned and can take appropriate precautions when considering sell-side research. They can profit from the value of the research,
while at the same time protect themselves from the weaknesses. For
those investors who are not capable of conducting such independent research, they have been formally warned that it may be advisable to find a
less risky investment than individual stocks. Rather than leave vulnerable
investors to deal with myths and misunderstandings about the value of
sell-side research, the Mandatory Warning Label would clearly and succinctly put them on notice.

396.

Louis D. BRANDEIS, OTHER PEOPLE'S MONEY AND HOW THE BANKERS USE IT 92 (Fre-

derick A. Stokes Comp., 10th prtg. 1934).
397. See discussion supra Part IV.A.
398. See discussion supra Parts IV.B and C.
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The Mandatory Warning Label would also serve to better align the
desired behavior of both the recipients and producers of sell-side research. For the recipients of sell-side research, the desire should be that
they not behave recklessly in their investment decisions. As noted above,
the Mandatory Warning Label clearly and succinctly puts them on notice
of the weaknesses of sell-side research. For the producers of sell-side
research, the desire should be that they produce an abundance of accurate
research. Therefore, any approach to the sell-side research issue should
avoid overly burdening the producers of research (which would lead to
substantially reduced resources being committed to sell-side research),
while at the same time encouraging the producers to find ways to improve the accuracy of their product. Rather than have regulators theorize
about what is necessary to improve research, the Mandatory Warning
Label would squarely place the burden of improving the quality of research on the producers. Forcing producers of research to carry the Mandatory Warning Label should provide ample incentive (at least for those
who market their research to retail investors) to develop concrete mechanisms and evidence that demonstrates the value of their research, so as to
overcome the Mandatory Warning Label.
To give the Mandatory Warning Label maximum effect, it should
be given by the SEC. Just as the Surgeon General is able to lend credibility to the warnings on cigarette packages, the SEC, as the most prominent administrative agency that oversees the capital markets, should be
able to provide a similar function for the Mandatory Warning Label.
Moreover, the SEC should be charged with continuing to follow the research analyst issue and adjusting the Mandatory Warning Label as new
developments arise.
Because the Mandatory Warning Label is aimed at retail investors,
it is crucial that it be clear and concise. While there is an abundance of
disclosure regarding research analysts and their historical performance in
the Regulatory Actions, it is likely that much of this disclosure will be
lost on retail investors. As is so often the case with new disclosure requirements, the focus of the requirements is on producing a large volume
of raw data, rather than providing easily digestible information. 399 For
example, the New NASD/NYSE Regulations require firms in each research report (and research analysts during each public appearance) to
make a number of different disclosures which are meant to indicate possible conflicts of interest that the research analyst or her firm might have
399.
See Joseph Bartlett, Sarbanes-Oxlev: Too Much Disclosure?, VC EXPERTS (Dec. 10,
2002), at http://vcexperts.com (examining the issue of too much disclosure) (subscription required)
(article on file with author). In the article, Joseph Bartlett ponders whether new disclosure requirements are motivating companies to produce so much disclosure that it becomes virtually "unreadable
to anybody other than a financial professional." Id. To illustrate his point, Mr. Bartlett discussed a
recent public disclosure filing by AT&T in connection with the merger of AT&T Broadband with
Comcast which was 800 pages long. Id.
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vis-a-vis the subject company, including: (1) equity ownership in the
subject company by either the firm or the research analysts; 400 (2) client
relationships, and compensation arrangements, with the subject company; 40 and (3) officer, director, or advisory board positions held by the
research analyst in the subject company. °2 While such information may
be valuable to an institutional investor who is experienced at de-biasing
sell-side research (and knows where to look for it in the research report),
it is not so clear how helpful it is to retail investors. First, while such
disclosure indicates possible conflicts of interest that the analyst may
have, it provides no explanation of the correlation between those conflicts and their historical impact on sell-side research. For disclosure to
be meaningful, it must be plain and clear, rather than simply technically
accurate. Is every retail investor supposed to know that sell-side analysts
of firms, which have an investment banking relationship with the covered company, have demonstrated a historical tendency to be overoptimistic in their forecasts and recommendations? Some informed academics have considered as a credible theory that "investment banking"
sell-side analysts might be "not only unbiased but also more accurate,"
due to a superior information advantage.40 3
Even some of the more interesting new disclosure requirements will
likely be hard to understand for most retail investors. For example, the
New NASD/NYSE Regulations require that firms disclose in all research
reports (although this disclosure is not required by research analysts during public appearances): (1) the percentage of securities assigned to
buy/hold/sell categories and the percentage of companies within each of
these three categories for whom the firm has provided investment banking services within the past twelve months ;44 and (2) a price chart that
graphically illustrates the historical price trends of the covered stock,
with indications of the dates on which the firm assigned or changed each
40 5
Once
rating or price target, and what the rating was in each case.
again, this can be very valuable raw data that can be very beneficial to
sophisticated investors who are skilled at de-biasing research. However,
it too falls short of the needs of less sophisticated retail investors, who
need more than raw data. For many investors, their need is digested conclusions, which is the whole reason that they became so reliant on the
advice of the research analysts in the first place. The Mandatory Warning

400.
(b).

NASD Rules 2711 (h)(I)(A)-(B); NYSE Rules 472(k)(l)(i)(c), (k)(l)(iii)(b), (k)(2)(i)(a)-

NASD Rules 2711 (h)(2)(A)-(B); NYSE Rules 472(k)(l)(i)-(iii), (k)(2)(i)(b), (c), (f).
401.
NASD Rule 271 l(h)(3); NYSE Rules 472(k)(1)(iii)(c), (k)(2)(i)(e).
402.
Michaely & Womack, supra note 28, at 656; see also Joseph McLaughlin, The Changing
403.
Role of the Securities Analyst in Initial Public Offerings, INSIGHTS, Aug. 1994, at 6 (discussing the
benefits of having sell-side analysts involved in the IPO process).
NASD Rule 271 l(h)(5); NYSE Rule 472(k)(l )(i)(g).
404.
NASD Rule 271 1(h)(6); NYSE Rule 472(k)(l)(i)(h); see also supra note 250 and accom405.
panying text.

DENVER UNIVERSITY LAW REVIEW

[Vol. 81:1

Label is meant to provide these most vulnerable investors some very
valuable digested conclusions-namely, that analysts can be wrong.
Finally, the new disclosure falls prey to a constant nemesis of meaningful disclosure-it looks like boilerplate. With respect to the new disclosure in written reports, it more closely resembles the fine print on the
back of a contract of adhesion 40 6 than it does meaningful information.
Since the New NASD/NYSE Regulations permit the new disclosure to
be included anywhere in the research report (including on the last page),
so long as the front page indicates where the disclosures can be found, it
is not surprising that most firms have taken to burying the disclosure on
the last page, where it is unlikely to be read by any but the most sophisticated investors. The disclosures made in public appearances by research
analysts fare no better in the battle against boilerplate. Much of the required disclosure (such as buy, hold, and sell ratios, and historical performance of the research analyst) is not required to be made in public
appearances; 407 presumably because it is too long and cumbersome for
such a forum. Even for the disclosure that is made in public appearances,
all one has to do is watch a few analyst interviews on CNBC to see the
bored expression of both the analyst and the interviewer as the analyst
recites her prepared disclosure statement.
The Mandatory Warning Label, which is as easily delivered in print
as it is orally, is meant to break through the impact of such bored recitals,
and instill skepticism in the class of investors that most needs to take a
skeptical approach when investing in individual stocks. Retail investors
should be aware of the substantial amount of risk that is involved when
investing in individual stocks-that analysts do not have mystical fortune-telling powers, and that less risky alternatives are available. With
respect to written reports, the Mandatory Warning Label should be included at the top of the front page (no exceptions), in large, clear fonttype, of any research report that includes a projection, recommendation,
or price target. The Mandatory Warning Label should also be required
for: (1) any public appearance by a research report where a projection,
recommendation, or price target is delivered; and (2) any conversation
(including via telephone) where a broker refers to a research report when
recommending a particular investment strategy to a client. Since many
investors receive their investment advice from talking with their broker,
rather than from reading a research report, it is critical that broker conversations be subject to the Mandatory Warning Label requirement.

406.
A contract of adhesion is a standard form printed contract that is typically not negotiable.
I ARTHUR LINTON CORBIN, CORBIN ON CONTRACTS § 1.4 (3d ed. 1993). They are "take-it or leaveit" contracts, such as insurance policies, the contract you sign to open a bank account, the contract
you sign to purchase a television, etc. See id.
407.
See NASD Rules 2711 (h)(5)-(6); NYSE Rules 472(k)(l)(i)(g)-(h), (k)(2).
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The Mandatory Warning Label would operate nicely with much of
the Regulatory Actions, including the increased disclosure requirements,
the personal trading restrictions, and Regulation AC. As noted earlier,
while the new analyst trading restrictions and Regulation AC are not
likely to materially improve the quality of sell-side research, neither are
these changes likely to result in major negative repercussions, so long as
they do not materially restore investor confidence in sell-side research
(which should be taken care of by the Mandatory Warning Label). With
regards to the Regulatory Actions that involve separating research from
investment banking, they should be largely eliminated. We need to be
honest about what can be enforced and what cannot be enforced. Setting
up rules that can be easily circumvented is likely to further the information imbalance that the Mandatory Warning Label would be addressing
(since more knowledgeable investors are more likely to become aware
that the rules are being circumvented). Additionally, easily circumvented
rules degrade respect for securities regulations amongst Wall Street professionals as lack of true compliance with the rules becomes more prevalent.
CONCLUSION

Not every problem is fixable. Sometimes the best solution is simply
to provide an effective warning. The key to understanding what to do
about sell-side research is to recognize it for what it is. Sell-side research
is a product, and like many products, it has both strengths and weaknesses. Take aspirin for example. Aspirin is an incredibly valuable drug
with numerous applications to assist in furthering the health and wellbeing of people. Aspirin also has a number of very serious side effects,
including the ability to kill people who take too much aspirin. How do
we deal with the side effects for aspirin? Do we require aspirin manufacturers to fundamentally change how aspirin is manufactured, but in the
process risk destroying the value of aspirin? Or even worse, do we give
false comfort that the dangers of aspirin have been removed? Of course
not. Instead, we require aspirin manufacturers to disclose the risks of
using aspirin, allowing consumers to make an informed choice on
whether or not to take it. There is no reason to treat sell-side research any
differently. By providing a clear warning of sell-side research's weaknesses, maybe retail investors could then view sell-side analysts more
realistically-they are valuable sources of information, not clairvoyants
with the ability to see the future.

SEX PLUS AGE DISCRIMINATION: PROTECTING OLDER
WOMEN WORKERS
NICOLE BUONOCORE PORTERt
INTRODUCTION

There is little doubt that sexism and ageism still exist. To remedy
these "isms," there are laws to protect both women and older workers
from discrimination in the workplace, namely Title VII of the Civil
Rights Act of 1964 ("Title VII"),' which prohibits sex discrimination as
well as discrimination based on many other protected categories, 2 and the
Age Discrimination in Employment Act of 1967 ("ADEA"), 3 which prohibits age discrimination.4 Despite these protections, an older woman
cannot bring a claim based on the fact that she feels she was discriminated against because she is an older woman. In other words, her claim
must be brought either on the basis of her sex or on the basis of her age,
but not on the basis of both her sex and age combined. 5 This Article proposes to remedy what this Author believes is a serious shortcoming in
our employment discrimination laws.
In 1980, courts first recognized that Title VII should protect black
women as a separate protected category, distinct from protections afforded sex or race alone. 6 In other words, the courts realized that black
women were discriminated against differently from other women, and
differently from black men. Accordingly, in cases where a race discrimination claim or gender discrimination claim would fail (because statistics
revealed that race or gender alone was not an indicia of discrimination),
7
courts were willing to consider black women as a protected subclass.
This is often referred to as "sex plus race" discrimination, and courts

Assistant Professor of Law, Saint Louis University School of Law, Effective July 2004.
t
B.A., 1992 Michigan State University; J.D. 1998, magna cum laude, Order of the Coif, University of
Michigan Law School.
1. Civil Rights Act of 1964, 42 U.S.C. §§ 2000e to 2000e-17 (2000).
Id. § 2000e-2(a) (prohibiting discriminatory employment practices based on "race, color,
2.
religion, sex, or national origin").
Age Discrimination in Employment Act of 1967, 29 U.S.C. §§ 621-634 (2000).
3.
Id. §§ 623(a)-(c).
4.
This is not to suggest, however, that her complaint cannot allege both sex discrimination
5.
and age discrimination, only that each claim will be analyzed separately.
6.
See, e.g., Jefferies v. Harris County Cmty. Action Ass'n, 615 F.2d 1025, 1032-33 (5th Cir.
1980) (explaining that the purposes of the statute would not be served if a black woman was discriminated against but could not gain relief because she could not establish a claim based on sex or
race alone).
See id.
7.
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have allowed plaintiffs to plead a prima facie case of discrimination
based not on their race or sex 8 alone, but on their sex plus their race. 9
This Article proposes that sex plus age should be treated as a separate protected subclass much in the same way as sex plus race is considered. This proposal is based on this Article's thesis that older women are
treated differently (and much more negatively) than older men and
younger women, both in employment situations and by society as a
whole.
Part I of this Article will discuss general employment discrimination
theories and principles, and then will outline the emergence of the sexplus theory of discrimination. Part I will also discuss the dearth of case
law dealing with the sex plus age theory of discrimination. 0 Part II will
look at the experiences of older women from a social and economic perspective, and propose that those experiences are truly unique from the
experiences of older men or younger women. Finally, Part III will conclude that because older women are discriminated against in a manner
different from their older male or younger female counterparts, they
should be protected as a separate category, just as black women are protected. Once courts recognize this theory of discrimination, perhaps the
more subtle discrimination suffered by older women (not only in employment, but by society as a whole) will be brought to the forefront and
addressed. "1
I. STATE OF THE CASE LAW

A. Introduction to Employment DiscriminationPrinciples
For a reader unversed in discrimination law theory and principles,
some background is necessary. It has already been stated that Title VII of
the Civil Rights Act of 1964 prohibits sex discrimination, as well as discrimination based on race, color, religion, and national origin or ethnicity. 2 Specifically, Title VII makes it an unlawful employment practice
for an employer, employment agency, or labor organization to refuse to
hire, discharge, or otherwise discriminate, limit, segregate, or classify
employees on the basis of their race, color, religion, sex, or national origin.' 3 While the legislative history regarding sex as a protected category
under Title VII is scant, it does reveal that "sex" was added to Title VII
8. Gender and sex are used interchangeably throughout this Article.
9.
Courts have also considered sex plus other characteristics. See infra Part I.B.
10.
This shortage may be in part blamed on the fact that two different statutes cover sex and
age discrimination. 42 U.S.C. § 2000e-2(a) (prohibiting sex discrimination); 29 U.S.C. §§ 623(a)-(c)
(prohibiting age discrimination).
1I. Of course, this Article does not address, much less propose to remedy, the societal discrimination against older women. It only seeks to remedy a deficiency in the employment discrimination laws.
12.
See supra note 2 and accompanying text.
13.
42 U.S.C. §§ 2000e-2(a) to 2000e-2(c).
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as an attempt to defeat the passage of the entire Act. 14Those who suggested the addition of sex to the Act were sure that even the proponents
of the racial protections of the Act would cave when faced with the
proposition of women becoming a protected class.' 5
Nevertheless, scholars have given Title VII a very broad reading:
In brief, Title VII demands a broad definition of discriminationbroad enough to protect every individual from the deprivation of any
form of employment opportunity by any means, device, practice, or
policy. Furthermore, if even one individual suffers, the statute is violated-regardless of whether that individual's race, gender, or ethnic
group is represented in the applicable workforce; regardless of
whether the plan or policy is voluntary or mandatory; and regardless
16
of whether any nondiscriminatory options are available.
Consistent with this broad reading, the Supreme Court, through several
cases, has established two primary methods to evaluate all discrimination
complaints, including 7sex discrimination complaints: disparate treatment
and disparate impact.'
1. Disparate Treatment
In order to establish a disparate treatment case of discrimination (by
far, the most popular theory used), 18 the plaintiff must prove that the employer's action was taken with intent to discriminate.' 9 Sometimes, this
intent can be gleaned from what is referred to as "direct evidence" of
discrimination. One example of direct evidence would be credible proof
that the employer stated, "We are firing Amy Smith because she is a
woman." Of course, proof of this type is rarely available, and certainly
never so bluntly stated. More often, direct evidence might manifest itself
in "written or spoken words demonstrating bias against a protected
group, such as 'women should not work outside of the home,' 'blacks

See Developments in the Law-Employment Discrimination and Title VII of the Civil
14.
Rights Act of 1964, 84 HARv. L. REV. 1109, 1167 (1971) (citing 110 CONG. REC. 2581 (1964)

(statement of Rep. Green explaining that the inclusion of "sex" to Title VII would "clutter up the bill
and ... be used to help destroy.., the bill")).

15.
16.

See id.
Peter Brandon Bayer, Mutable Characteristicsand the Definition of Discrimination Un-

der Title VII, 20 U.C. DAVIS L. REv. 769, 794 (1987).

17. See e.g., Price Waterhouse v. Hopkins, 490 U.S. 228, 250-51 (1989) (applying disparate
treatment analysis to hold that a woman denied a partnership position in an accounting firm because
she did not match a sex stereotype had an actionable claim under Title VII); Dothard v. Rawlinson,
433 U.S. 321, 329-31 (1977) (applying disparate impact analysis to find that Alabama's statutory
height and weight requirements for prison guards disparately affected women in violation of Title
VII). Generally, the principles and theories used for analyzing sex discrimination claims are also
used to analyze claims brought pursuant to the ADEA. See Ercegovich v. Goodyear Tire & Rubber
Co., 154 F.3d 344, 350 (6th Cir. 1998).
18. Int'l Bhd. of Teamsters v. United States, 431 U.S. 324, 335-36 n.15 (1977).
19. Teamsters, 431 U.S. at 335-36 n. 15.
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can't do this job,' or 'I would never hire a foreigner. ' ' 20 In order to
establish discriminatory intent, "[t]he plaintiffs evidence must be able to
connect the expressed bias to the challenged employer action ....
Only after the plaintiff presents direct evidence of discriminatory intent
will a prima facie case of discrimination be established. 22 If direct evidence can be proven, the employer is subject to liability for the discrimination.
Sometimes, cases involve not only proof of some direct evidence of
an illegal or discriminatory motive, but also some evidence of a legitimate motive for the employment decision.24 These cases are referred to
as "mixed motive" cases. 25 In these cases, once the illegal motive is connected to the employer action, the burden of production shifts to the employer, whereby the employer must prove that it would have made the
same decision even absent any illegal motive.26
Employers are fairly savvy these days. Often, there is no direct evidence that the employer had a discriminatory motive. Because it is difficult, if not impossible, to read the minds of the employer's decision makers, the Supreme Court articulated a three-step analytical framework for
establishing indirect evidence of a discriminatory motive.2 7
In cases where there is no direct evidence of discrimination, the
plaintiff must first establish a prima facie case of discrimination by
showing: (1) membership in a protected group; (2) that she applied and
was qualified for a job which the employer had available; (3) that she
was rejected; and (4) that following the rejection, the employer continued
to seek applicants or eventually filled the position with someone outside
the plaintiffs protected classification.2 8
Once the plaintiff has met this burden of establishing a prima facie
case, the burden of production shifts to the defendant employer to establish a legitimate, non-discriminatory reason for its action. 9 At this point,
20.
Sabina F. Crocette, Considering Hybrid Sex and Age Discrimination Claims by Women:
Examining Approaches to Pleading and Analysis-A Pragmatic Model, 28 GOLDEN GATE U. L.

REV. 115, 127 (1998).
21.
Id.
22.
See id.; Trans World Airlines, Inc. v. Thurston, 469 U.S. 11I,121 (1985) (citing Teamsters, 431 U.S. at 358 n.44).
23.
See Crocette, supra note 20 at 127.
24.
Id. at 128.
25.
Id.
26.
See Hopkins, 490 U.S. at 252; 42 U.S.C. §§ 2000e to 2005(g)(2)(b)(i) & (ii) (1994).
27.
See McDonnell Douglas Corp. v. Green, 411 U.S. 792, 802-07 (1973).
28.
McDonnell Douglas, 411 U.S. at 802. Of course, this prima facie case framework is
modified in cases of termination or other types of adverse employment action. See, e.g., Ercegovich,
154 F.3d at 350 (demonstrating the prima facie framework for a termination action). For instance, in
a termination case, the second prong of the framework would simply be that the plaintiff was qualified for the position, the third prong would be modified to read that "she was terminated," and the
fourth prong would be modified to state that the plaintiff was replaced by someone outside her
protected classification. Id.
29.
McDonnell Douglas, 411 U.S. at 802.
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the inference of discrimination established by a plaintiffs prima facie
case is destroyed. 30 The plaintiff still has one final opportunity to prove
by a preponderance of the evidence that the employer's explanation for
its action is not the true reason, and that it is more likely than not that
discrimination was the real reason for the challenged action. 31 The plaintiffs burden of persuasion may be met by establishing that the defendant's reason is not worthy of credence, that it was insufficient to cause
the adverse action, or that it is more likely than not that discrimination
was the real reason.32
2. Disparate Impact
Disparate impact cases do not involve a claim of intentional discrimination. Instead, the plaintiff in such cases will allege that an employment practice or requirement, while neutral on its face, disproportionately affects one protected group over another.33 The Supreme Court
first recognized this theory of discrimination in Connecticut v. Teal,34
where the Court held that requiring applicants to take a written examination in order to be eligible for consideration as a supervisor operated to
exclude a disproportionate number of black employees over white employees, and therefore, had a disparate impact on the black plaintiffs.3 5
Once a plaintiff has made a prima facie case of discrimination under the
disparate impact theory, the burden shifts to the employer to prove that
the challenged practice or policy is related to job performance. 36 In order
to do this, an employer has to use "professionally accepted methods" to
demonstrate that its hiring or employment practices are predictive or
significantly correlated with important elements of work behavior that
are relevant to the job.
There are three different techniques for an employer to demonstrate
a significant correlation. 38 First, the employer can use "content validation," which demonstrates that a hiring test, for instance, actually measures performance of tasks that are relevant to the job.39 The second, and
30. See id. at 802-03.
31.
Id. at 804.
32. Manzer v. Diamond Shamrock Chems. Co., 29 F.3d 1078, 1084 (6th Cir. 1994) (quoting
McNabola v. Chicago Transit Auth., 10 F.3d 501, 513 (7th Cir. 1993)).
33. See Connecticut v. Teal, 457 U.S. 440, 446 (1982).
34. 457 U.S. 440 (1982).
35. Teal, 457 U.S. at 455-56.
36. Thompson v. Miss. State Pers. Bd., 674 F. Supp. 198, 209 (N.D. Miss. 1987); see also
Griggs v. Duke Power Co., 401 U.S. 424, 432 (1971) ("Congress has placed on the employer the
burden of showing that any given requirement must have a manifest relationship to the employment
in question.").
37.

Joanne Bal, Proving Appearance-Related Sex Discrimination in Television News: A

DisparateImpact Theory, 1993 U. CH. LEGAL F. 211, 224 (citing Albemarle Paper Co. v. Moody,
422 U.S. 405,431 n.29 (1975)).
38. Id.
39. Id. (citing Elizabeth Bartholet, Application of Title VII to Jobs in High Places,95 HARV.
L. REV. 945, 1016 (1982)).
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most used technique, is "criterion-related validation," which "analyzes
'the relationship between performance on a test or other 'predictor' and
performance on the relevant job,' to ensure that the predictor actually
predicts job performance." 4° Finally, "construct validation" focuses on
measuring "mental capacities presumed important for job performance,
to ensure that these 'constructs' actually bear on job performance. '" '
The case of Christine Craft is an example of how this theory might
work in a sex discrimination case. Ms. Craft was an anchorwoman who
was demoted to a reporter because she did not meet the appearance standards that her television station employer set for her.42 She filed suit
against her employer, based on a disparate treatment theory, alleging that
the appearance-related requirements set by her employer were more
strictly enforced on women than men.43 The court held, however, that
there was no evidence that the standards were more harsh for women
than men because both parties were subject to some input on their clothing, hair, and make-up. 44 Accordingly, her claim failed.45
One legal theorist opined that if Craft had brought her case under a
disparate impact theory, rather than the disparate treatment theory, she
may have been successful in her claim. 46 In the theorist's opinion, the
focus groups used by the television station, which operated to cause Ms.
Craft's demotion, had a disproportionately disparate effect on women
over men because they took into account society's biases and prejudices
about the way women are supposed to look.4 7 It is unclear, of course,
whether such a theory would have succeeded, but it does serve to illustrate the difference between the two theories.
B. Emergence of the Sex-Plus DiscriminationTheory
Having discussed the various frameworks under which discrimination cases are brought, the reader is better prepared to discuss the sexplus theory. The sex-plus discrimination theory is based on a disparate
treatment model rather than a disparate impact model. In a sex plus discrimination case, the "plaintiff does not allege that an employer discriminated against a protected class as a whole [(e.g., women)], but
rather that the employer disparately treated a subclass within the protected class.' 48 This theory was first recognized by the U.S. Supreme
Court in Phillips v. Martin Marietta Corp.49 In that case, the defendant
40.
41.
42.
43.
44.
45.
46.
47.
48.
49.

Id. (quoting Bartholet, supra note 39, at 1018).
Id. (citing Bartholet, supra note 39, at 1019).
Craft v. Metromedia, Inc., 766 F.2d 1205, 1207 (8th Cir. 1985).
Craft, 766 F.2d at 1210.
Id. at 1215.
Id.
Bal, supra note 37 at 226, 231-32.
Id.
Arnett v. Aspin, 846 F. Supp. 1234, 1238 (E.D. Pa. 1994).
400 U.S. 542 (1971).
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had a policy of refusing to hire women with pre-school age children.5 °
The defendant was honest about the fact that it did not place a similar
limitation on men with pre-school age children, but a "straight-up" sex
discrimination claim failed in the court below because the vast majority
of applicants hired for the position were women, albeit women without
pre-school age children. 5'
The Supreme Court vacated the grant of summary judgment to the
defendant and held that even though not all women were affected, Title
VII did not permit one hiring policy for men and another for women.52
Accordingly, courts have interpreted this case as establishing a rule
whereby if a plaintiff can prove that she would have been offered the
position if she were a man, she can establish a prima facie case of discrimination even if other women were offered the same position. 53 In
order to determine whether there was disparate treatment, "the plaintiffs
class is defined as a subclass of women, for example, women with preschool children., 54 This theory has been coined the "sex-plus" theory of
discrimination.5 5
This theory was used again in a case where the defendant, an airline, required that all of its female flight attendants be unmarried, but did
not require the same of male flight attendants.56 The Seventh Circuit,

50. Phillips, 400 U.S. at 543.
51.
Phillips v. Martin Marietta Corp., 441 F.2d 1,4 (5th Cir. 1969).
52. Phillips, 400 U.S. at 544.
53.
See Arnett, 846 F. Supp. at 1238-39.
54. Id. This reasoning makes sense when one considers the legislative history behind Title
VII. The courts have made clear that it is irrelevant whether other employees in the protected class
were unharmed. It matters only whether the plaintiff was harmed because of a protected characteristic. See Bayer, supra note 16, at 794.
55.
See Phillips, 400 U.S. at 542. When discussing this proposed Article with a colleague,
who was unfamiliar with the sex-plus theory of discrimination, he argued that the courts should have
never expanded the law to allow sex-plus cases. Using the Phillips case as an example, he argued
that instead of using the sex-plus theory, the court should have simply looked at whether men were
treated differently than women, regardless of whether one looks at some women or all of the women.
His argument, at first blush, made sense, until I belatedly remembered the framework for establishing a prima face case using indirect evidence of discrimination. See McDonnell Douglas, 411 U.S. at
802-07. As stated above, supra Part I.A. 1,courts must first look at whether a plaintiff can establish a
prima facie case. See McDonnell Douglas, 411 U.S. at 802-07. In a hiring case, for example, in order
to establish a prima facie case, the court would look at whether: (1)the plaintiff belongs to a protected class; (2) the plaintiff was qualified for, and applied for, the position; (3) the plaintiff was
rejected for the position; and (4) the position was either held open or given to someone outside the
protected classification. Id. at 802. Using this framework in the Phillips case, it becomes clear why
the Court needed to adopt the sex-plus theory. Turning to the fourth prong of the prima facie test,
whether the position was given to someone outside the protected classification, in Phillips, the
positions were given to women, albeit women who did not have pre-school children. See Phillips,
400 U.S. at 543-44. Therefore, the plaintiffs case would have failed, just as it did in the court below.
See Phillips, 441 F.2d at 4. Accordingly, the argument that the sex-plus theory was an unnecessary
judicial expansion of the law fails when one considers the framework under which discrimination
cases are decided. This Article does not attempt to defend or even analyze in great detail the merits
of the McDonnell Douglas framework.
56. Sprogis v. United Air Lines, Inc., 444 F.2d 1194, 1196 (7th Cir. 1971).
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following the precedent set down by Phillips,held that the airline's employment policy violated Title VII. 57 The court stated:

[Title VII] is not confined to explicit discriminations based "solely"
on sex. In forbidding employers to discriminate against individuals
because of their sex, Congress intended to strike at the entire spectrum of disparate treatment of men and women resulting from sex
stereotypes. [Title VII] subjects to scrutiny and eliminates such irrational impediments to job opportunities and enjoyment which have
plagued women in the past. The effect of the statute is not to be diadversely affects only a portion of the
luted because discrimination
58
protected class.

In keeping with the sex-plus terminology, this case can be referred to as
"sex plus marital status" discrimination.59
Finally, in 1980, the Fifth Circuit decided the first sex plus race discrimination case. 60 In this case, the plaintiff argued that the defendant
discriminated against her on the basis of both her race and sex because
she was a black woman. 6 1 The district court separated her one claim into
two separate claims---one for race discrimination, and one for sex discrimination-and, therefore, dismissed her complaint.6 2 The Plaintiff
could not prove that either her sex alone or her race alone was used in
hiring decisions.6 3 On appeal, the Fifth Circuit held that the court had
failed to address the plaintiffs claim based on both race and sex combined, reasoning that:
In the absence of a clear expression by Congress that it did not intend
to provide protection against discrimination directed especially toward black women as a class separate and distinct from the class of
women and the class of blacks, we cannot condone a result which
leaves black women without a viable Title VII remedy. If both black
men and white women are considered to be within the same protected
class as black females for purposes of the McDonnell Douglas prima
facie case and for purposes of proof of pretext after an employer has
made the required showing of a legitimate, non-discriminatory reason
for disfor the adverse employment action, no remedy will exist
64
crimination which is directed only toward black females.

57. Sprogis, 444 F.2d at 1198.
58.
Id. (footnote omitted).
59. See id. at 1199.
60. Jefferies v. Harris County Cmty. Action Ass'n, 615 F.2d 1025 (5th Cir. 1980).
61.
Jefferies, 615 F.2d at 1029.
62. Jeffries v. Harris County Cmty. Action Ass'n, 425 F. Supp. 1208, 1213-15 (S.D. Tex.
1977). Please note that the district court spelled the plaintiff's name differently than the Fifth Circuit:
"Jeffries" as opposed to "Jefferies." This Article will use each spelling depending upon which court
is being cited.
63. Jeffries, 425 F. Supp. at 1215.
64. Jefferies, 615 F.2d at 1032-33.
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Thus, the court held that discrimination against black females can exist
even in the absence of discrimination against black men or white women,
and that for purposes of establishing a prima facie case, black men and
white women must be treated as persons outside the plaintiffs protected
class.65 Other cases have similarly upheld the sex plus race theory of
discrimination. 66 The rule of law that can be gleaned from the sex-plus
line of cases is that plaintiffs can bring a Title VII discrimination claim
based on a sex-plus theory "if they can demonstrate that the defendant
discriminated against a subclass of women .. .based on either (1) an
immutable characteristic [(e.g., race)] or (2) the exercise of a fundamental right [(e.g., the right to marry or have children)]. 67
68
C. The Sex Plus Age Theory in the Court[s]

Despite the many cases discussing the sex-plus theory, few courts
have addressed the sex plus age theory of discrimination. One of the first
courts to address this issue in any detail was the Eastern District of Pennsylvania in Arnett v. Aspin.69 In that case, the court, after analyzing other
sex-plus cases, held that the above-stated rule-that a sex discrimination
claim should survive if the defendant discriminated against a subclass of
women based on either an immutable characteristic or the exercise of a
fundamental right-should also apply in70 the sex plus age analysis because age is an immutable characteristic.
In Arnett, the plaintiff alleged that she was discriminated against as
an older woman since she was passed up for a transfer to a position that
was given to younger women or men over the age of forty. 71 The defendants sought summary judgment, arguing that because Title VII does not
allow sex plus age discrimination claims, plaintiffs claim should be
viewed as two separate counts-one for sex discrimination and one for
age discrimination. 72 According to the defendants, those claims fail because (1) the persons chosen for the position were women (hence, the sex
discrimination claim must fail) and (2) the plaintiff only brought the

65. See id.
66. See, e.g., Hicks v. Gates Rubber Co., 833 F.2d 1406, 1416-17 (10th Cir. 1987) (allowing,
on remand, the consideration of racial and sexual harassment evidence "to determine whether there
was a pervasive discriminatory atmosphere" in violation of Title VII).
67. Arnett, 846 F. Supp. at 1239. The court in Arnett announced the above rule when it was
discussing sex plus age discrimination. See id. at 1240-41. This will be discussed more fully below.
See infra Part I.C.
68. As will be seen below, only one court, the Federal District Court for the Eastern District
of Pennsylvania, has actually discussed and decided the issue of whether the law should recognize a
sex plus age theory of discrimination. Other courts have given it only cursory treatment. See infra
notes 83-91 and accompanying text.
69.
846 F. Supp. 1234 (E.D. Pa. 1994).
70.
Arnett, 846 F. Supp. at 1241.
71.
Id. at 1236.
72.
Id. at 1237-38.
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claim under Title VII, which does not prohibit age discrimination. 73 The
plaintiff, in turn, argued that she is a member of a protected subclass
under Title VII: older women. In doing so, the plaintiff relied on a sex
plus age theory.74
The Amett court first discussed the emergence of the sex-plus theory and then discussed the rule mentioned above-that a plaintiff can
bring a sex discrimination claim under Title VII if she can demonstrate
that the defendant discriminated against a subclass of women based on
either (1) an immutable characteristic or (2) the exercise of a fundamental right. 75 The plaintiff claimed that because age is an immutable characteristic, she has a viable sex plus age discrimination claim under Title
VII.7 6 In response, the defendants argued that the plaintiffs case was
different "because it combines a classification afforded protection by
Title VII with a classification afforded protection by the ADEA, a completely separate statute., 77 The defendants noted that other sex-plus cases
combine sex with an unprotected classification, such as marital status, or
with a classification also protected by Title VII, such as race. 8
The court found the distinction irrelevant, and looked towards the
reasoning of the sex-plus line of cases to justify the result.79 The court
noted that the sex-plus line of cases did not create a new remedy, but
rather, closed a loophole that allowed employers to discriminate against
80
some women as long as they did not discriminate against all women.
8
As the court aptly stated, "Such a result cannot be condoned." ' Accordingly, the court found that "the current line drawn between viable and
nonviable sex-plus cases"-that is, whether the discrimination was
against a subclass of women "based on either an immutable characteristic
or the exercise of a fundamental right"-was adequate, and denied the
defendants' motion for summary judgment.8 2
Very few other courts have addressed the issue of whether a plaintiff can allege a sex plus age theory of discrimination. Of the courts that
have had the opportunity to address the issue, they have either declined
the invitation to decide the issue, or have recognized the cause of action
73.
Id. at 1237. Age discrimination is prohibited by the ADEA. 29 U.S.C. §§ 623(a)-(c). It is
unclear whether the plaintiff could have alleged an age discrimination claim pursuant to the ADEA.
See Arnett, 846 F. Supp. at 1235-36. The defendants admitted that all of the persons selected for the
positions were women under forty or men over forty. Id. at 1236. Because there were men over forty
chosen for the positions, any age discrimination claim the plaintiff might have alleged would likely
fail. See id. at 1236-37.
74. Arnett, 846 F. Supp. at 1238.
Id. at 1239.
75.
76. Id. at 1240.
77. Id.
Id.
78.
Id.
79.
80.
Id.
Id.
81.
82.
Id. at 1241.
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with little or no discussion.83 As an example of the latter, the Eastern
District of Missouri simply followed the precedent of Arnett, without any
further discussion, and held that the "[p]laintiff can proceed under Title
VII on a theory of sex-plus-age discrimination. 8 4 In another case,
O'Regan v. Arbitration Forums, Inc.,85 the plaintiff alleged that the defendants favored young, attractive, inexperienced males over their older
female counterparts.86 The court never decided whether the plaintiffs
sex plus age claim was viable as a matter of law. In fact, it presumably
assumed it was and turned immediately to the factual merits, finding that
the plaintiff had established enough proof to withstand the defendants'
motion for summary judgment.87
Finally, the Sixth Circuit in Sherman v. Am. Cyanamid Co.,88 refused to accept the plaintiffs invitation to recognize a sex plus age theory of discrimination.89 In keeping with the court's philosophy of judicial
restraint, the court stated:
[T]he Plaintiff appealed, asking us to recognize a new cause of action
for sex plus age discrimination, or discrimination against "older
women." We decline the invitation to decide the issue, partly because
it is unnecessary for us to do so. Assuming [plaintiff] made out a
primafacie case for such a claim, she nevertheless was not able to establish that the defendant's 9reason
for discharging her (a reduction in
0
work force) was pretextual.
The court later stated that not only was it unnecessary to decide whether
the plaintiff had established a prima facie case (because the plaintiff
could not prove pretext), but also noted that no federal court of appeals
had ever recognized such a cause of action. 9'
I was clerking for the Judge who wrote this opinion, the Honorable
James L. Ryan, when this case was decided. While I completely respect
and agree with Judge Ryan's judicial restraint philosophy, it is unclear
83.
1998).
84.
85.
86.

See, e.g., Hall v. Missouri Highway & Transp. Comm'n, 995 F. Supp. 1001 (E.D. Mo.
Hall, 995 F. Supp. at 1005.
121 F.3d 1060 (7th Cir. 1997).
O'Regan, 121 F.3d at 1065.

87. See id. Although this case describes the type of discrimination from which the plaintiff
suffered as discrimination against "older women," in all fairness, it appears that the plaintiff could
have alleged both sex and age discrimination claims separately. Id. The court was not at all clear
whether it was considering plaintiff's sex and age claims together or separately. See id. The district
court, on remand, sheds some light on the issue by revealing that the plaintiff did allege claims under
both Title VII and the ADEA. O'Regan v. Arbitration Forums, Inc., No. 95 C 6464, 1999 WL
731775, at *1 (N.D. I11.
Aug. 30, 1999). Nevertheless, even this court lumped the counts together
when analyzing the plaintiffs case. See O'Regan, 1999 WL 731775, at *3.
88.
No. 98-4035, 1999 WL 701911, at * 1 (6th Cir. Sept. 1, 1999).
89.

Sherman, 1999 WL 701911, at*1.

90. Id.
91.
Id.at *5.It is one of the author's goals (as presumptuous and ambitious as it may be) to
change this fact.
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whether this court would have recognized the sex plus age theory even if
it had been required to decide the issue. I suggested in my bench memorandum to the judge that, in my opinion, older women are discriminated
against differently than older men and younger women in much the same
way as black women are treated differently than black men and white
women. It is this opinion that will be justified in the next Part of this Article.
II. OLDER WOMEN'S EXPERIENCES-AGEISM AND SEXISM MERGE
This Part will provide justification for the author's assertion that
older women are treated differently than older men by society as a
whole, which often leads to discrimination in employment. Part III will
then argue that the discrimination laws should recognize older women as
a protected subclass, using the sex plus age theory of discrimination.
It is doubtful that anyone would argue that we have completely
eradicated sexism and ageism in our society. But the question is: is the
combination of these two types of discrimination worse than each type of
discrimination on its own? Otherwise put: is the sum greater than its
parts? In order to answer that question, we must first look at the views
and stereotypes that define each type of discrimination, and then determine whether the discrimination against older women is different than
that against older men or younger women.
A. Ageism Defined
"Ageism ...

is a constriction that rearranges power relationships,

just like any other kind of discrimination or prejudice. When one ages,
one may gain or lose. With ageism, one is shaped into something that is
always less than what one really is."992 Ageism has also been defined as a
"socially constructed way of thinking about older persons based on negative stereotypes about aging as well as a tendency to structure society as
though everyone is young., 93 Whereas age discrimination refers to actions taken by employers that disparately affect older persons, ageism
refers primarily to attitudinal barriers. 94 "Preconceived notions, myths
and stereotypes about the aging process and older persons persist and
give rise to discriminatory treatment." 95 Simply put, ageism is a belief,
largely unsupported by fact, that older people are "something" that they
are not. How we define that "something" is not all that important. The
"something" could be "frail," "sick," "unproductive," "resistant to

92.

FRIDA KERNER FURMAN, FACING THE MIRROR: OLDER WOMEN AND BEAUTY SHOP

CULTURE 117 (Routledge 1997).
ONTARIO HUMAN RIGHTS COMMISSION, POLICY ON DISCRIMINATION AGAINST OLDER
93.
PERSONS BECAUSE OF AGE 4 (2002), available at http://www.ohrc.on.ca/english/publications/agepolicy.pdf (last visited Oct. 29, 2003) [hereinafter ONTARIO HUMAN RIGHTS COMMISSION].

94.
95.

Id. at 4-5.
Id. at 2.
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change," "slow," or "unable to learn new things." Regardless of what
label one uses to describe older people, that label will most likely be inaccurate. Using labels about older persons based on beliefs not grounded
in fact is ageism. 96 Ageism attitudes often lead to age discrimination,

which are actions that treat older persons unequally due to their age.97
With respect to our workplace, assumptions and stereotypes are all
too prevalent. "Older workers are often unfairly perceived as less productive, less committed to their jobs, not dynamic or innovative, unreceptive to change, unable to be trained or costly to the organization due
to health problems and higher salaries. 9 8 In fact, however, there is substantial evidence that older workers:
" are highly-productive, offering considerable on-the-job experience;
" do as well or better than younger workers on creativity, flexibility,
information processing, accident rates, absenteeism and turnover;
* can learn as well as younger workers with appropriate training
methods and environments; and
99
" do not fear change but rather fear discrimination.
When discussing the lack of proof to support employers' beliefs regarding older workers' skills and attributes, one author concluded, after
looking at many studies of older employees at work (which included
more than 60,000 subjects), that there is "an exceedingly weak relationship between age and performance."' 0 0 For instance, the studies revealed
that older workers are absent less often and have a lower frequency of
accidents in the workplace than their younger counterparts.' 0 1 Furthermore, the studies revealed that age-related declines in intellectual ability
are minimal and are more often related to disease than age. 102 Finally, the
10 3
studies found little proof that older workers cannot learn new tasks.
Because "[a]ging is a highly individual experience ... it is not possible
to generalize about the skills and abilities of a person based on his...
age... ."104

96. See id. at 10 ("In the past, many standards, factors, requirements and qualifications that
discriminate on the basis of age have been justified on the basis of presumed characteristics associated with aging.").
97. See id. at 4-5.
98.
Id.at I0-1I1.
99.
ld. at 11 (footnotes omitted).
100.
Howard C. Eglit, The Age Discriminationin Employment Act at Thirty: Where It's Been,
Where It Is Today, Where It's Going, 31 U. RICH. L. REV. 579, 679 (1997).

101.
102.

Id. at 680-81.
Id. at 682 (quoting Dorothy Fleisher & Barbara H. Kaplan, Characteristicsof Older

Workers: Implications for Restructuring Work, in WORK AND RETIREMENT: POLICY ISSUES 140,

151, 152 (Pauline K. Ragan ed., 1980) (citations omitted)).
103.
See id. at 683 (quoting Fleisher & Kaplan, supra note 102, at 152-55).
104.
ONTARIO HUMAN RIGHTS COMMISSION, supra note 93, at 11.
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However, because employers are unlikely to know of the above referenced studies, it is likely that they will continue to make negative assumptions.10 5 Accordingly, despite the reality that older people can be
and are very good employees, age discrimination will likely remain very
prevalent.'°6
B. Sexism Defined
Turning our attention from ageism to sexism, despite the difficulty
in defining it, most people know it when they see it. Just as ageism reflects negative and mostly inaccurate perceptions and stereotypes about
older people, sexism reflects negative, demeaning, and inaccurate stereotypes about women. Some of these stereotypes include: (1) that a
woman's place is in the home; 07 (2) that a woman's worth is based in
part on her appearance and sexuality;' 0 8 and (3) that a woman's worth is
based on her reproductive ability.'09
The most common theory employed by courts in combating sexism
has been called gender differentiation. °0 The theory is based on the assumption "that there are real differences between the sexes, usually biological or natural," and that only those differences can be the basis of a
gender-based decision."' The renowned feminist theorist, Catharine A.
MacKinnon, in Feminism Unmodified: Discourses on Life and Law, explains this theory of feminism:
Upon these differences [between the sexes], society has created some
distorted, inaccurate, irrational, and arbitrary distinctions: sex stereo105. Eglit, supra note 100, at 683.
Id. at 668. Eglit's article explored the ADEA in some depth, including an in-depth analy106.
sis of all cases filed under the ADEA in 1996. Id. at 590-663. As one of his conclusions, the author
speculated about the future of age discrimination and lawsuits brought on that basis. Id. at 664-706.
He stated that the most likely scenario is that the same misperceptions and negative attitudes that
exist today will persist. Id. at 668. He concluded this discussion with the following somewhat pessimistic, albeit probably true, prediction:
That speculation ... leads to the unfortunate conclusion that the perceived age bias that
(I) prompted enactment in 1967 of the Age Discrimination in Employment Act, and that
(2) has allegedly motivated employer decisions and actions which in turn have prompted
the filing with the EEOC of thousands of charges of discrimination over the years, and
that (3) has generated hundreds of cases over the years . . . in which ADEA plaintiffs
have prevailed, is likely to persist into the foreseeable future.
Id.
107.
See UN Says: Gender Discrimination Must End, INVESTING FOR WOMEN, at http://
womeninvest.about.com/library/weekly/aa92I00a.htm (last visited January 19, 2003) [hereinafter
UN Says] (stating that ideas about "'real men' and 'a woman's place' are instilled at an early age and
are difficult to change. These restrictions take a heavy toll").
108.

See NAOMI WOLF, THE BEAUTY MYTH: How IMAGES OF BEAUTY ARE USED AGAINST

WOMEN 3-8 (Perennial 2002).
REVISIONING AGING: EMPOWERMENT OF OLDER WOMEN 18 (Jenny Onyx, et al., eds.,
109.
Peter Lang Publishing, Inc., 1999) [hereinafter REVISIONING AGING] (noting that in a society that
emphasizes sexuality and reproductive powers, an older man, unlike an older woman, is still considered a sexually potent person).
110.

CATHARINE A. MACKINNON, FEMINISM UNMODIFIED: DISCOURSES ON LIFE AND LAW

117 (Harvard University Press 1987).
Id.
IlL.
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types or sex roles. To eliminate sex inequality, in this view, is to
eliminate these wrong and irrational distinctions. The evil and dynamic of sexism here is the twisting of biological males and females
into masculine and feminine sex roles. These roles are thought to
shape men in one way and women in another way, but each sex
equally. Implicit here is the view that initiatives toward sex equality
are limited to or constrained by real underlying differences.
"Arbitrariness" of treatment in social life is measured by implicit
reference to these differences. This is liberal feminism's diagnosis of
the condition of women. The solution that responds to this diagnosis
is that we need to ignore or eliminate these distortions so that people
can realize their potential as individuals ....

The way you know the

wrong of stereotyping is distortion is that there is something
preexisting to distort. Liberal feminist strategies for change
correspond 1 2to its critique: ignore or eliminate irrational
differences. 1
The desire and attempt to eliminate irrational and stereotypical assumptions about women is the basic goal behind most of our discrimination
laws." 3 It is evidenced most prominently in the bona fide 4 occupational
qualification ("BFOQ") defense to a discrimination claim.' 1
The BFOQ is a statutory defense to a prima facie claim of disparate
treatment." 5 It allows an employer to intentionally choose employees
based on the employees' sex if the sex or the sexual traits are reasonably
necessary to the normal operation of that particular business." 16 The
BFOQ defense assumes that there are real biological differences between
the sexes and that occasionally those differences will result in only one
sex being qualified for a particular job. The most obvious example of a
legitimate use of the BFOQ defense is for the position of a wet nurse,
where only women would be qualified to perform such a position." 8 An
employer cannot prohibit women from working a particular job if such a
prohibition is based simply on sexual stereotypes, rather than biological
fact. 119

Laws prohibiting discrimination based on sex have as their goal ridding sexism from the workplace, but the research makes clear that we
still have much to accomplish to truly combat sexism, and an even
112.

Id. at 117-18.

113. See, e.g., Pond v. Braniff Airways, Inc., 500 F.2d 161, 166 (5th Cir. 1974) ("[1]f the
employer in any way permits stereotypical culturally-based concepts of the abilities of people to
perform certain tasks because of their sex to creep into its thinking, then Title VII will come to the
employee's aid.").
114. 42 U.S.C.A. § 2000e-2(e)(I) (1982).
115.

116.
117.

Id.

Id.
A wet nurse is a woman "that cares for and suckles young not her own." WEBSTER'S
THIRD NEW INTERNATIONAL DICTIONARY 2598 (Merriam-Webster Inc. 1986).
118. Another classic example of a legitimate BFOQ is gender restrictions on applications for
casting acting roles in the entertainment industry. See MARK A. ROTHSTEIN ET AL., EMPLOYMENT
LAW 118 (West Publishing Co. 1994).
119. See 42 U.S.C. § 2000e-2(e)(l) (2000).
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greater hurdle to leap in ridding the gender hierarchy that is still so
prevalent in our society today. 20 For instance, consider this statistic:
Women encompass one-half of the population, and when housework is
accounted for, women "perform nearly two-thirds of all working hours,
receive only one-tenth of world income and own less than one percent of
world property."' 2' It is difficult to argue that sexism does not exist when
faced with these statistics.
C. Ageism and Sexism-The Effect on Older Women
This subpart will demonstrate how the biases, prejudices, and
stereotypes associated with ageism and sexism become more unbearable
when combined. In other words, it will reveal how the sum really is
greater than its parts.
1. Appearance Matters
Despite our laws prohibiting age discrimination and sex discrimination, one only has to look as far as the television in one's home to see an
example of how the merging point of sexism and ageism has really affected older women in a very unique, and unfortunately, very negative
way. In 1970, the Federal Communications Commission (F.C.C.) established regulations prohibiting discrimination against women in the employment practices of broadcast licensees. 22 Despite these regulations,23
anchorwomen over age forty remained the subject of discrimination.
Statistics revealed that in 1985, forty-eight percent of the men and only
three percent of the women who were local news anchors were over
forty. 124
The reason for such disparate statistics is apparently based on the
appearance of older women. Women over age forty are regarded as "'too
old' and 'too unattractive' to anchor the news."' 125 While for "male anchors, 'gray hair and ... wrinkles are considered marks of distinction,..
. for women they're the kiss of death."" 126 Based on these stereotypes,
and the discriminatory treatment resulting from the stereotypes, one author argued that older anchorwomen should be able to pursue a cause of
action based on sex plus "age related appearance" as the basis for the
120.
See, e.g., UN Says, supra note 107 (noting that discrepancies in pay are significant, and
even more entrenched in developed countries).
121.
See WOLF, supra note 108, at 23 (quoting the Humphrey Institute of Public Affairs (citations unavailable)).
122.
In the Matter of Petition for Rulemaking to Require Broadcast Licensees to Show Nondiscrimination in Their Employment Practices, 23 F.C.C.2d 430 (1970) (codified at 47 C.F.R. §
73.2080 (1982)).
123.
Patti Buchman, Title VII Limits on Discrimination Against Television Anchorwomen on
the Basis ofAge-Related Appearance, 85 COLUM. L. REV. 190, 190 (1985).
124.
Id. (citing Sally Bedell Smith, Television Newswoman's Suit Stirs a Debate on Values in
Hiring,N.Y. TIMES, Aug. 6, 1983, at44,col.1).
125.
Id. at 191.
126.
Id. (citations omitted).

2003]

SEX PLUS AGE DISCRIMINATION

discriminatory treatment.127 Using the rule that sex plus an immutable
characteristic should result in a legally permissible basis for a prima facie
28
case
of sex
discrimination,1
the argument
pearance
is as
immutable as simply
age.129 is made that age-related apA similar argument was made in another Note, which emphasized
that the discrimination against older women in news casting is often related to the preferences of the viewing public, which demonstrates that
society as a whole treats older women negatively.1 30 In arguing for a sex
plus age (or age related appearance) theory by the courts, Gielow states:
Comments by various news industry personnel indicate that sex-plus
discrimination against female anchors does, in fact, occur frequently.
According to one news consultant, "Women in this business face
pressures that men do not, but those pressures often stem from the
public." Others admit, "Appearance is a heck of a lot more of a factor
in hiring a woman than a man," and "[i]t is a fact of life that men
have an easier time of it in this business in terms of aging than
women do." Finally, a female newscaster complains, "If I'm as aggressive as I think I should be in a particular situation, a lot of people
get annoyed or write in and ask me, 'Don't I know how ladies behave?"' These comments suggest that women news personnel are
subject to different criteria than are their male counterparts. Specifically, women not meeting certain age, appearance, and demeanor requirements may lose their jobs (or not get hired at all), while men
with the same characteristics do not suffer any adverse consequences.131
These Notes suggest that, especially when in occupations where appearance is believed to be important, the treatment of32 older women is much
worse than that of older men or younger women.
Even outside the TV news business, older women are treated differently than older men, presumably because of their age-related appearance. For instance, one survey found appearance to be the single most
important factor in employee selection for a wide variety of jobs.' 33 The
127.

Id. at 196-98.

128.

See supra Part I.C.

129.

Buchman, supra note 123, at 197.

130.

See Leslie S. Gielow, Sex Discrimination in Newscasting, 84 MICH. L. REv. 443, 444

(1985) (stating that television broadcasters believe that "the public prefers women with certain
traits-for example, youth, beauty, and nonaggressive behavior-but that the public does not demand these qualities of male newscasters, or at least not to the same degree as of women" (citations
omitted)).
131.
Id. at 453-54 (citations omitted); see also Bal, supra note 37, at 211 (arguing that a double
standard exists in television news because anchorwomen are forced to conform to a "narrower and
more demanding ideal of youth and beauty" than are men).
132.
See also Bal, supra note 37, at 214 (noting that appearance related standards are far more
prevalent for anchorwomen than men, and noting that male anchors are generally twenty years older
than females).
133.
See Elizabeth M. Adamitis, Appearance Matters: A Proposal to Prohibit Appearance
Discriminationin Employment, 75 WASH. L. REV. 195, 195 (2000) (citing FacialDiscrimination:
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"study found that attractive attorneys earned more than their less attractive classmates after five years of practice," and the "gap increased after
fifteen years of practice," which suggests that there is a correlation beand that correlation will affect women
tween age and attractiveness,
134
more negatively than men.
Other literature also looks to age-related appearance as a significant
reason why older women are devalued more than older men. For example, in Facing the Mirror."Older Women and Beauty Shop Culture, author Frida Kerner Furman discusses her ethnographic study of older
women in the setting of a beauty salon.135 She undertook this study to
open up a discussion of older women's experiences and how they differ
from the experiences of younger women, noting that stereotypes 3and
6
experiences of older women are often absent in feminist scholarship. 1
Furman suggests that women's self image is based on perceptions
and standards set by men and youthful women and notes that "physical
appearance is a chief measure of women's worth throughout the life cycle."' 37 She summarizes her study by stating:
In this book we have seen that in our socio-cultural order, older
women must cope, not only with ageism, but with its conjunction
with sexism, as well. We have witnessed repeatedly in these pages
that the systemic devaluation of old age and of women's intrinsic
worth have serious consequences for the well-being of older
138
women.
Furman notes that while many of the subjects of her study personalize their negative experiences, it is very likely that those experiences are
39
brought on by an ageist society---one that worships youth and beauty.1
Of course, as noted above, if age was the main impetus in the negative
treatment of older women, then older men would suffer similarly. 40 One
only has to look as far as our politicians and the CEOs of the world to
note that age has not truly affected the power or status of older men.
Extending Handicap Law to Employment Discrimination on the Basis of Physical Appearance, 100
HARV. L. REV. 2035, 2040 (1987)).

Id. (arguing that appearance attributes are associated with sex and age based on the fact
134.
that the largest number of appearance related claims appear to involve sex or gender in some respect,
and stating "further, for women in particular, age and beauty often may be intertwined in an appearance-related discrimination claim"); see also ONTARIO HUMAN RIGHTS COMMISSION, supra note 93,
at 2 (noting that often age works in "combination with other grounds of discrimination to produce
unique forms of disadvantage;" specifically, women experiencing aging differently than men face
compounded disadvantage). The ONTARIO HUMAN RIGHTS COMMISSION, supra note 93, at 5, gives

the example of a fifty-five year-old woman who is refused a waitress job because she does not fit the
image of the restaurant, which hires older men for maitre d's and younger women as waitresses.
135.
See generally FURMAN, supra note 92.
136.
See id. at 2-3.
137.
Id. at 117.
138.

Id. at 1.

139.
140.

See id. at 117.
See supra text accompanying notes 122-26.
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Interestingly, when we discuss the treatment by society of older
women, we are not just discussing treatment by men. Many believe that
younger women are also guilty of a form of discrimination against their
older sisters. One author stated that there is a competition between older
women and younger women.141 Some believe this competition is because
of the inherent conflict between mothers and daughters.' 42 Naomi Wolf,
in The Beauty Myth, states that women are taught to dismiss their moththey believe that their mothers have
ers' teachings about beauty since
43
aging.1
own
their
through
failed
Other evidence of discrimination against older women by younger
women is evidenced in women's magazines, which are run predominantly by women. 44 These magazines perpetuate the stereotype that
"young equals beautiful" because advertisers, who are trying to sell
women their beauty-enhancing products, dictate the content of the magazines. 145 Even women's magazines ignore older women. 146 One of the
ways they do this is by airbrushing age off the faces of the older women
portrayed in the magazines, even when the content of the article or the
advertisement calls for an older woman. 147 Wolf believes this practice
freedom to imagine
takes away one of the fundamental freedoms-"the 148
life.'
own
one's
of
proud
be
to
and
future
one's own
2. Financial Woes of Older Women
It is not just beauty, or the perceived lack of beauty, that causes
older women to be in a more precarious situation than older men. The
marginalization of older women also appears to be based on, or is the
consequence of, their lack of status within the community, which is
based in large part on factors over which older women have no control.
One factor that leads to their inferior status is their poverty. This is
caused in large part because women live longer than men. Women in the
sixty-five and over age group are the fastest-growing segment of the
population. 49 Furthermore, because women live longer than men, onehalf of all women who live to be over sixty-five can expect to be wid141.
142.

See WOLF, supra note 108, at 14.
See, e.g., id. at 74; see also Judy Klemesrud, 'If Your Face Isn't Young': Women Confront

Problems of Aging, N.Y. TIMES, Oct. 10, 1980, at A24 (describing a counselor's story of how "she
had encountered much discrimination against older women by younger women, 'because of the
mother bond,' referring to common mother-daughter conflicts").
143.

WOLF, supra note 108, at 74.

144.
See id. at 81.
See id. 81-82.
145.
146.
Id. at 82.
147.
Id.
148.
Id. at 83 ("Airbrushing age off women's faces has the same political echo that would
resound if all positive images of blacks were routinely lightened. That would be making the same
value judgment about blackness that this tampering makes about the value of female life: that less is
more.").
Klemesrud, supra note 142, at A24.
149.
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As aptly stated: "America continues to look the other way rather
than look151at the true face of poverty . . . . It belongs to an older
woman."

There are several frightening statistics about older women's financial status, as compared to that of men or of younger women. For example, women over forty-five "earn an average of less than 60 percent of
salaries paid to men the same age."'' 52 Women's median earnings peak at
age forty-four, rather than fifty-five for men. 53 "Men ages 45 to 54 earn
8 percent more than younger men; however, women ages 45 to 54 earn 2
percent less than women ten years their junior."'' 5 4 "Older women are
clustered in low-paying, traditional 'women's' jobs, such as sales and
clerical positions," and even in those positions, men earn thirty-three
percent more than their female co-workers. 55 Perhaps one of the most
surprising statistics is that "[c]ollege educated women ages 45 to 64
earned 8 percent less than male high school graduates of the same
age."' 156 Simply put, "[d]espite their burgeoning ranks in the workforce,
' 57
[older women] grow poorer-and glamorless-as they grow older."'
Women's lack of financial status is also affected by their lack of
opportunities when they were young. "[A] history of little education,
alcoholic or violent husbands, and heavy childcare responsibilities has
left [women] with few opportunities for obtaining self-sufficiency before
old age."'' 58 Another author stated: "Although women seeking work face
the double hurdle of sex discrimination and age bias, the real problemthe major barrier to finding work-is the lack of marketable skills."' 59
Also presenting a disadvantage to older women is the fact that employers, when making hiring decisions, often consider gaps in employment
history as a negative mark against the candidate. 16° "This can be a particular problem for older women who have re-entered the workforce after
childbearing ....
,,6

150.

Id.

151.
Darlene G. Stevens & Barbara Sullivan, Age Old Problem: Job Gains Made by Young
Don't Translate to Later Years, CHI. TRIB., May 12, 1991, at 12.
152. Id.
153.
Id.
154. Id.
155. Id.
156. Id. Perhaps this statistic is not so surprising if many of the women in this study had taken
considerable time off work to raise children. However, the fact that this role (raising children) is
consistently left to women perpetuates the inferior status of older women in the workforce.
157.
Id.
158. REVISIONING AGING, supra note 109, at 89.
159.

ROBERT S. MENCHIN, NEW WORK OPPORTUNITIES FOR OLDER AMERICANS 240 (Prentice

Hall 1993).
160.

ONTARIO HUMAN RIGHTS COMMISSION, supra note 93, at 14.

161.

Id.
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3. Gender vs. Age
One question that comes to mind when discussing the disparate
treatment suffered by older women is whether the biases and discrimination endured by them can be blamed more on their sex, their age, or both
equally. Some believe it is the sex that matters. One author makes clear
that while "the marginalization of older women can be attributed to both
sexism and ageism, the primary factor in their inferior status is that of
gender .... ,, The reasoning for this theory is based largely on the favorable treatment received by older men over older women:
[A]n older man is regarded more favorably by our culture, reflecting
the privileging of the male throughout the lifespan. He is usually
healthier though shorter lived, more mobile, financially more secure,
and more likely to have a partner. In a society that emphasizes sexuality and reproductive powers, he is, unlike the older woman, considered a sexually potent being. He is also considered to have carried
out a socially useful role in that he has "worked," whereas the
women whose lives have centered around childbearing and housekeeping are considered never to have "worked" or to have been
"kept." Women who have been in the workforce have had their contribution to the finances considered adjunctive to their family duties.
Again the old adage, "a woman's place is in the home," has contributed to the belief that for a woman there is no problem with the transition to the retirement years. Until recently, most research on the
aged was centered on men's adjustment to retirement and loss of
work role. 163
These authors also noted that the second wave of feminism, with the
maturing of the feminists of the seventies, finds older women at the forefront of the challenge of dealing with the combination of age and sex
bias.' 64 These feminists are beginning to direct their attention "to the fact
that the discrimination and devaluation of older women is the culmina165
tion of a lifetime of attempted subordination of women."
Another theory for the conclusion that gender is more of a factor in
discrimination against older women than age is the fact that age discrimination is not always seen as having the same type of animus that
66
other types of discrimination, namely race or sex discrimination, have.'
While it may be "true that hiring officials are not immune to the brightness, vigor, and attraction of youth, nor always above exploiting these
attributes for commercial advantage, . . . [these] choices involve prefer-

162. REVISIONING AGING, supra note 109, at 18.
163. Id. (citation omitted).
164. Id. at 18-19.
165. Id.
166. See Eglit, supra note 100, at 676 (stating that deep-seated animus has been rejected as the
reason for age bias).
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ences for one group, rather than antagonism against another.' 67 This
theory supports the conclusion that it is more the sex than the age that
matters.
However, if one takes into consideration the fact that older women
are often subjected to discrimination from other, younger women, one
would arguably be left with the conclusion that it must be age that matters because younger women would not (presumably) discriminate
against their own gender. Younger women are probably aware (at least at
a subconscious level) that their own aging will likely lead them to be in
the same position that they view (often with disdain) other older women
68
they know and meet. But, just as in many other areas of our society,
younger women like to believe that they will never become the "older
woman" because they will be more successful at combating age than the
older women they know. Of course, this theory recognizes that these
women do not actually think they can find some eternal fountain of
youth. They know they will age, but they believe they can combat the
physical signs of aging, which in their mind, will lead to an avoidance of
the negative stereotypes associated with being an older woman. Perhaps,
then this theory leads us full circle back to the argument that appearance
and the "beauty myth" really are a major cause of discrimination against
older women. Thus, because appearance-related discrimination is more
often directed at women, 169 one would assume that the sex matters more
than the age. Certainly, attempting to figure out whether it is the sex or
the age that leads to the significantly greater marginalization of older
women is an interesting debate. However, it is unnecessary for us to undergo these mental gymnastics. What matters is the cumulative effect of
the marginalization of older women.
4. Cumulative Effect of Sex and Age Discrimination
This subpart has focused on the reasons why older women are marginalized in our society-namely, because "appearance matters" and
because generational differences have caused older women to be financially inferior to older men. It is important, however, to emphasize just
how serious this marginalization is in society.
As stated by one author: "a steadily increasing body of discourse
has considered and found support for the proposition that older women
face employment and societal discrimination that is separate and distinct

167.
Id. at 677 (quoting SECRETARY OF LABOR, THE OLDER AMERICAN WORKER-AGE
DISCRIMINATION IN EMPLOYMENT, REPORT TO CONGRESS UNDER SECTION 715 OF THE CIVIL
RIGHTS ACT OF 1964, at 5-6 (1965)).
168. One example of society's ignorance of its own fate is a constant belief that the random
violence or disease that we all see and hear will never happen to us.
169. See generally Adamitis, supra note 133, at 206 (stating that "consideration of appearance.
may impact women disproportionately").
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from that of older men and younger women."'' 70 Certainly, women in any
occupation where appearance matters find significant discrimination in
As stated earlier, in 1985, forty-eight percent of men
the workplace.
of women who were local news anchors were over
and only three percent
17 2
the age of forty.
But even in areas where appearance should not be considered a primary job function, older women still do not fare well. This is evidenced
primarily by the difference in incomes between older women and older
men. 173 Recall from above the troubling statistic that women over fortyfive earn an average of less than sixty percent of salaries paid to men the
same age. 174 Older women also earn less than younger women. 175 In our
society where income and net worth determine one's status, these statistics speak loud and clear.
Finally, we only have to look as far as the images conjured up in our
heads when picturing our grandparents to realize just how much we all
marginalize older women. While most of us love our grandmothers and
have very fond memories of her, how many of us can say that the image
conjured up in our heads was one of a powerful, independent, intelligent,
and capable woman? Compare that image to one of our grandfathers, or
other older men we know, who are much more likely to be running our
businesses and our government, and it is easy to see how society
marginalizes older women.
Having established the reasons for, and the magnitude of, the marginalization of older women, the question remains: What do we do about
it? Is the sex plus age theory the best way to combat this type of discrimination?

III. RECOGNIZING THE SEX PLUS AGE THEORY
Having established a difference in treatment by society and by employers of older women as compared to older men and younger
women, 176 this Part will argue that the sex plus age theory is not only
necessary (as it is the only way to protect this subclass of women), but is
also justified by current legal precedent.
When advocating for either a new law or an expansion of current
case law, several questions must be answered. First and foremost, one
must look at whether there is a compelling need for recognized judicial
expansion of the law. Above, we saw that discrimination against older
170.
171.
172.
173.
174.
175.

Crocette, supra note 20, at 116.
See Buchman, supra note 123, at 190.
Id.
See Stevens & Sullivan, supra note 151, at 12.
Id.
Id.

176.

See supra Part II.C.
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women is fundamentally different and worse than that against older men
or younger women. 7 7 But does that necessarily lead us to the conclusion
that we need to recognize the sex plus age theory? Is there not adequate
protection under our current laws, namely Title VII against sex discrimination, 178 and the ADEA against age discrimination? 7 9 This Part will
seek to answer these questions, concluding that our current discrimination theories are inadequate to protect older women and courts need to
recognize the sex plus age theory.
An equally important question is whether such an expansion of the
existing law is legally justifiable. This Part will also address this issue,
concluding that legal precedent not only supports the finding of a sex
plus age theory, but also demands it.
A. The Necessity of the Sex Plus Age Theory
Having concluded in Part II that the discrimination against older
women really is different and distinct from that against older men or
younger women, the question remains: so what? The reader might wonder why the sex plus age theory is necessary to protect older women.
After all, it is true that under current law an older woman could sue under Title VII and the ADEA to cover both her sex and age discrimination
claims. 80 Accordingly, we should first look to whether a lawsuit brought
under both of those statutes would be successful without the use of the
sex plus age theory.
Some evidence indicates that older women might be quite successful in their lawsuits brought under the ADEA. For instance, in Eglit's
article, The Age Discriminationin Employment Act at Thirty: Where It's
Been, Where It Is Today, Where It's Going,181 Eglit found that more
82
women were successful in their age discrimination lawsuits than men.1
In fact, as one of the conclusions for his study, Eglit stated that there was
a "feminization . . . of the ADEA," and that that the number of female
plaintiffs had increased dramatically. 83 This study would seem to indicate that older women have plenty of success bringing age discrimination
lawsuits and that there is no need for the sex plus age theory.' 84 How177.
Id.
178.
42 U.S.C. §§ 2000e-2(a) to 2000e-2(c).
179.
29 U.S.C. §§ 623(a)-(c).
180.
See supra Introduction and Part I.A; 42 U.S.C. §§ 2000e-2(a) to 2000e-2(c); 29 U.S.C. §§
623(a)-(c).
181.
See Eglit, supra note 100.
182.
Id. at 659-60 (quoting Michael Schuster, Joan A. Kaspin, & Christopher S. Miller, The
Age Discriminationin Employment Act: An Evaluation of Federal and State Enforcement, Employer

Compliance, and Employee Characteristics, A Final Report to the NRTA-AARP Andrus Foundation
47-48 (unpublished June 30, 1987)). Eglit's study looked at every published ADEA decision in all
federal and state courts during 1996. Id. at 590-91.
183.
Id. at 663.
184.
See generally id. at 590-91, 599-612, 657-63 (recognizing female plaintiffs had greater
success in ADEA suits than male plaintiffs).
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ever, it is not clear that this one study is indicative of older women's
success in age discrimination lawsuits.
First of all, even though female plaintiffs won in more age discrimination lawsuits than did men, the win rate is still not very impressive.
Older women bringing age discrimination lawsuits in 1996 won only
twenty-three percent of the total cases filed.1 85 Some might argue that a
win rate of twenty-three percent is a successful statistic. This might be
true when compared to some areas of employment law, where plaintiffs
win much less frequently, such as in cases brought under the Americans
with Disabilities Act (ADA). 186 However, when one considers that seventy-seven percent of female plaintiffs over age forty are not successful
with their claims, one must question why. 187 While employers have an
array of legitimate business defenses to discrimination claims, one is still
left wondering how it is possible that seventy-seven percent of all female
plaintiffs over age forty 88 were either less qualified than another employee, or (even less likely) engaged in some type of misconduct sufficient to warrant their discharge. Furthermore, and more importantly, an
older woman's lawsuit brought pursuant to the ADEA will only be successful if the individual that replaced her (assuming a termination case)
was younger.' 89 Obviously, her suit under the ADEA would fail if an
older man replaced the older woman. 190
Similarly, a woman claiming sex discrimination pursuant to Title
VII will only prevail if she is replaced by a man. ' 91 These types of cases
are fairly straightforward and would likely not require a sex plus age
analysis, because either a straightforward sex discrimination claim or age
discrimination claim would allow the older woman to prevail (assuming

Id. at 660.
185.
186. The Americans with Disabilities Act of 1990, 42 U.S.C. §§ 12101-12213 (2000); Ruth
Colker, The Americans with Disabilities Act: A Windfall for Defendants, 34 HARV. C.R.-C.L. L.
REV. 99, 100 (1999) (stating that defendants prevail in more than 93% of cases brought against
them). There are more significant hurdles to bringing an ADA claim than an age discrimination
claim. Under the ADA, a plaintiff has to prove that she is a qualified individual with a disability, see
42 U.S.C. § 12112, which is much more difficult than meeting a prima facie age discrimination
claim where the plaintiff only has to be over forty years old. 42 U.S.C. § 631(a). In both claims, of
course, there are other requirements, such as proving that the plaintiff suffered an adverse employment action and was treated differently than an employee not in the protected category. See supra
Part I.A.
See Eglit, supra note 100, at 660.
187.
188. Id.
ROTHSTEIN ET AL., supra note 18, at 176.
189.
I realize that the term "older" is a relative term. The ADEA protects individuals who are
190.
forty years of age or older. 29 U.S.C. § 631(a). However, if a woman who was sixty years old was
fired and replaced by a man who was forty years old, she would still meet her prima facie case of
discrimination under the ADEA because, although he is also in the protected class (those over forty),
he is substantially younger than the female employee. See, e.g., Balderston v. Fairbanks Morse
Engine Div. of Coltec Indus., 328 F.3d 309, 321 (7th Cir. 2003) (recognizing that a plaintiff who is
replaced by someone "substantially younger" is a reliable indicator of age discrimination but ultimately holding that a six year age difference was not "substantially younger").
191.

See ROTHSTEIN ET AL., supra note 118, at 109.
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she could prove that it92 was her sex or her age that motivated the adverse
employment action.)1
The fact that there are laws to prevent both age and sex discrimination claims is probably the most likely argument against the expansion of
the law to allow sex plus age claims. While there is no current literature
or case law specifically arguing that the sex plus age theory is unwarranted (unless it was unnecessary to decide a particular case), one would
assume that one of the primary counter-arguments against the theory is
that the sex and age discrimination laws (Title VII and the ADEA, respectively) adequately protect older women who feel they have been
discriminated against. As stated earlier, these laws might be adequate in
some circumstances, such as if an older woman was replaced by a
younger man.193 In that scenario, her complaint could allege both age
discrimination and sex discrimination separately and (assuming the employer did not have a legitimate reason for her termination or she was
able to prove pretext), both claims would succeed. However, a simple
factual scenario such as this is only one possible type of circumstance
under which an older woman might experience discrimination.
Analyzing a much more troubling scenario of the all-too-common
reduction in force, where an older woman falls victim to corporate downsizing, reveals a very different result. Let us assume that an older woman
was the only employee let go in her sales department, and the department
is now left with ten employees. Assume further, for simplicity's sake,
that of the ten employees left in the department after the reduction in
force, five of them are younger women (under age forty) and five of
them are older men (over age forty). We will also assume (in an attempt
to draft the perfect scenario to illustrate the point) that our older woman
finds proof that managers made comments while discussing the terminations, such as: "The best sales people are either established, powerful
men who can persuade and pressure the sale, or the pretty young things
who can mesmerize the customer long enough to trick him into the
sale."' 194 Before the fresh-out-of-law-school plaintiffs attorney runs into
court with this factual scenario, a few words of caution-"not so fast!"
Despite the fact that it seems as though the perfect case of discrimination against an older woman has been created, this case will neverthe192.

It is not enough for a plaintiff to prove that she was terminated, or passed up for a promo-

tion, or not hired, and that someone in her protected classification was treated better than she was.
See supra Part I.A. Assuming the employer can articulate a legitimate, non-discriminatory reason for
its adverse employment decision, the burden will still be on the plaintiff (in our case, the older
woman) to prove that it was her sex or her age that motivated the employer. Id.
193.
See supra note 28 and accompanying text.
194.
A much easier example would be if the manager had simply stated: "Let's get rid of the
old bag-she's a woman not capable of the high-pressure sales tactics and she's way too old-so
much past her prime." I did not choose such a stark comment because it could be seen as direct
evidence of discrimination, and no prima facie case analysis would be necessary. See supra notes
18-23 and accompanying text.
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less not make it past a motion for summary judgment. 95 Under our current law, with rare exception,1 96 a court would consider this case under
two separate theories: (1) an age discrimination theory and (2) a sex discrimination theory. Let us take each one in turn.
In order to make out a prima facie case of age discrimination in a
reduction in force case, 197 the plaintiff must establish that: (1) she was at
least forty years of age at the time of her dismissal; (2) she was qualified
for the position; (3) she was discharged; and (4) additional direct, circumstantial, or statistical evidence tending to indicate that the employer
singled out the plaintiff for discharge for impermissible reasons., 98 This
fourth element is met when the employee can demonstrate that comparable employees not in the protected group were treated more favorably.' 99
To prove this fourth prong, the older woman in our scenario would
have to show evidence that younger employees were favored over older
employees. 200 However, in our scenario, half of the employees left in the
department after the reduction in force are over age forty. Accordingly,
the plaintiff could not establish a prima facie case of age discrimination.
Likewise, the older woman's sex discrimination claim would fail
because the same number of women were retained (and therefore, received favorable treatment) as were men. 20 1 Accordingly, as the reader
can see, even with the very strong evidence that the older woman was
being discriminated against because she is an older woman, the plaintiff's Title VII and ADEA claims would both fail if analyzed separately. 202
Contrast that result with the result that would arise if the older
woman in our scenario could use a sex plus age theory of discrimination.
In this instance, the group of comparables for establishing a prima facie
case would be both the older men and the younger women.20 3 Because
the plaintiff in our hypothetical was the only older woman terminated out
Unless, of course, the court in which it is brought is the United States District for the
195.
Eastern District of Pennsylvania, which has already recognized a sex plus age theory, see Arnett v.
Aspin, 846 F. Supp. 1234, 1241 (E.D. Pa. 1994); supra Part I.C., or the court in which this case is
brought is foresighted enough to recognize that this is the perfect test case for a sex plus age theory.
Thus, despite my conclusion that this hypothetical case would not make it past a motion for summary judgment, if any plaintiff's attorney gets a case with facts this good, the attorney, in my opinion, should definitely run with it.
196. See Arnett, 846 F. Supp. at 1241; supra Part I.C.
The framework is different in a reduction in force case because no one replaces the em197.
ployee who was terminated as part of the downsizing. For example, compare the framework in notes
27-30 and their accompanying text with Ercegovich v. Goodyear Tire & Rubber Co., 154 F.3d 344,
350 (6th Cir. 1998).
198. Ercegovich, 154 F.3d at 350.
199. Id.
200.

See id.

201.
202.
203.

See supra note 28 and accompanying text.
Id.
See Arnett, 846 F. Supp. at 1240 n.7.
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of the department, she has proof that both younger women and older men
were treated more favorably. Accordingly, she could definitely establish
a prima facie case, and even if the employer alleged that it had a good
reason for terminating her (e.g., lack of performance, etc.), she would
have fairly strong evidence-management's offensive and discriminatory
comments-that the employer's reason was pretextual.2 °4
Hence, the reader can see how it is possible to go from not being
able to survive summary judgment, if the sex and age discrimination
claims are brought separately, to not only establishing a prima facie case,
but very possibly winning a jury trial if the case is brought under a sex
plus age theory. (5
Having said that, is it enough to show that one factual scenario
would come out differently if the sex plus age theory is used? Perhaps
the more important question is: how common is this type of discrimination?
Some commentators believe that this type of discrimination is not
only common but bound to get worse. For example, in one study by the
Women's Legal Defense Fund, involving 335 cases alleging both sex
and age discrimination, only ten of those cases involved a combination of
the two theories. °6 Furthermore, as mentioned above, no federal appellate court has extended protection under Title VII to older women under
the sex plus age theory, evidencing a failure in the law to adequately
protect this subclass of women.20 7 Crocette argues for hybrid sex plus age
claims because, as she states: "[U]nless the current analytical structures
under Title VII and the ADEA evolve to more adequately consider the
hybrid nature of cases brought by many older women, the lack of adequate redress will become worse., 20 8 She also notes what was noted
above in our hypothetical scenario-that considering sex and age claims
separately allows employers to defeat older women's claims by showing

204. See supra note 28 and accompanying text.
205. Of course, there are no guarantees that this hypothetical plaintiff would win her sex plus
age discrimination lawsuit. Suffice it to say, however, that having spent the vast majority of my legal
career representing employers in legal discrimination lawsuits, this would definitely be considered a
"bad" case from the employer's perspective-one which would likely lead to an early and substantial settlement.
206.
See Crocette, supra note 20, at 115-16. Of course, this argument could also cut the other
way. Arguably, the fact that so few women have brought this type of claim indicates that there are
few women who feel as if they have been discriminated against as older women. However, it is just
as likely a theory that women who could possibly have a "sex plus age" claim (but who do not have
a good case if the sex and age claims are brought separately) are told by their attorneys that there is
no such cause of action.
207.
Id. at 140; see also supra Part I.C. Similarly, although courts have addressed the issue of
age-plus discrimination, those courts rejected the proposition that age-plus claims are valid under the
ADEA. Crocette, supra note 20, at 149; see also Luce v. Dalton, 166 F.R.D. 457, 461 (S.D. Cal.
1996) (rejecting an age-plus theory).
208.
See Crocette, supra note 20, at I 18.
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older men and younger women who are treated favorably, even though
2°9
unfavorable treatment of older women exists simultaneously.
Another argument demonstrating the need for the sex plus age thediscriminaory is the plethora of literature describing appearance-related
tion. While it is certainly true that an employer could discriminate
against the appearance of men and younger women, the literature above
supports the fact that it is far more common for older women to be the
victims of appearance-related discrimination than for older men or
2
younger women to fall victim to this phenomenon. '
For example, one author argues that "for women in particular, age
and beauty often may be intertwined in an appearance-related discrimination claim. '' 21 2 The same author also points out that given the common
correlation of beauty to youth, appearance- related claims also disproportionately affect older women.21 3 This literature suggests that if the
"beauty myth" and appearance-related discrimination exist, then it only
follows that older women will suffer the majority of the harm.
B. Legal Justificationfor the Sex Plus Age Theory
Even if the reader accepts the theory that discrimination against
older women is prevalent and unremedied by the current legal principles,
it is nevertheless necessary to offer legal justification for the proposition,
rather than simply revealing that this is a social wrong that should be
remedied.
In order to provide this legal justification, we shall first look at what
the current law states. As stated earlier, only one case thoroughly discussed the sex plus age theory and conclusively recognized the theory as
a legitimate method of establishing a prima facie case of discrimina214
tion. This court found that there is no rational reason to not apply the
2t 5
sex plus age to the sex-plus line of cases. The court followed the rule
that the sex-plus theory is available when the plaintiff is able to prove
she was discriminated against because of her sex plus an immutable
characteristic. 2 16 The court was simply following the rule established in
the sex plus race line of cases.2 17 However, this holding was found by
only one federal district court, and it cannot, therefore, be conclusively

209. Id. at 118-19.
210. See, e.g., Adamitis, supra note 133 (arguing that states should include protection for
appearance-related discrimination in their employment discrimination laws); see also supra Part
II.C. 1.(discussing the role appearance plays in society and the working world).
See supra Part II.C.l.
211.
Adamitis, supra note 133, at 207.
212.
Id. at 209.
213.
See A rnett, 846 F. Supp. at 1241; see also supra Part I.C.
214.
215. Arnett, 846 F. Supp. at 1241.
Id.
216.
See id. at 1238-41.
217.
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relied upon as precedent. Therefore, it is necessary for us to undergo the
same analysis the Arnett court did.
The court in Arnett, and all the sex-plus cases before it, turned to the
first Supreme Court pronouncement on the subject, which was Phillips v.
Martin Marietta Corp.2 18 As discussed earlier, in Phillips, the Court
stated that an employer cannot have one standard for females and a different standard for males. 219 Accordingly, if a plaintiff can prove that she
would have been offered the position (or not fired, promoted, etc.) if she
were a man, she can establish a prima face case of discrimination even if
other women were treated better than she was. 220 Using this rule in the
sex plus age theory, an older women should be able to prove that, had
she been an older man, she would have been treated differently, even if
there were plenty of younger women who were treated better than she
was. Simply following precedent leads us to the conclusion that the sex
plus age theory should be recognized.
Turning to the sex plus race line of cases, in Jefferies v. Harris
County Community Action Ass'n,22 1 the court found that Congress, when
it refused to modify the word sex with "solely" in the statute, did not
intend to leave black women without a remedy.222 Accordingly, the court
found that, without a finding of a sex plus race discrimination theory,
black women would be left without a remedy.223 The court concluded by
announcing the rule that a sex-plus theory should be used when the discrimination is against a subclass of women based on either (1) an immutable characteristic (e.g., race) or (2) the exercise of a fundamental right
(e.g., the right to marry or have children).2 24
It is not only this rule but also the reasoning behind the rule that
leads to the conclusion (just as it led the court in Arnett v. Aspin) that sex
plus age should be a recognized theory of establishing a prima facie case
of discrimination. One of the arguments that has been made against extending the sex-plus theory to protect the subclass of older women is that
older women are not discriminated against as a subclass as are black
women. 225 Of course, after examining the plethora of literature on the
subject, it is plain to see that this is not simply an accurate statement or a
convincing argument against recognizing a sex plus age theory.

218. 400 U.S. 542 (1971).
219. Phillips, 400 U.S. at 544.
220. See id.; see also Arnett, 846 F. Supp. at 1238-39.
221.
615 F.2d 1025 (5th Cir. 1980).
222. Jefferies, 615 F.2d at 1032.
223. Id. at 1032-33.
224. Id. at 1033. The court felt these limitations were necessary to avoid claims such as "sex
plus hair length." Id.
225.
To the contrary, one older woman states that, because she often experiences marginalization by the public, she seeks help from African-American women, whom she believes will empathize
with her feeling of marginality. FURMAN, supra note 92, at 118.
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One other argument that has been made against finding a sex plus
age theory is that age is protected in a separate statute from sex and race
(as well as the other categories protected by Title VII). 226 However, as
the court stated in Arnett, the defendants in that case failed to identify
why that argument reveals a distinction with a difference.22 7 In fact, as
the court stated in Jefferies:
It is beyond belief that, while an employer may not discriminate
against... subclasses of women, he could be allowed to discriminate
against black females as a class. This would be a particularly illogical
result, since the "plus" factors in the former categories are ostensibly
"neutral" factors, while race itself is prohibited as a criterion for em22 8
ployment.
Under this reasoning, the word "race" can easily be replaced by
"age." Age is a protected classification, regardless of the fact that age is
protected by a different statute than race.229
Other sex-plus cases also support the finding of a sex plus age theory. For instance, in Lam v. University of Hawai'i,230 the Ninth Circuit
recognized a sex plus race claim, not on behalf of an African-American
woman, but on behalf of an Asian woman.23' In so finding, the court recognized what the Jefferies court implied-that there are peculiar stereotypes associated with subclasses of women. 232 "Like other subclasses
under Title VII, Asian women are subject to a set of stereotypes and assumptions shared neither by Asian men nor by white women., 23 3 These
unique discriminatory biases justify subclass treatment under Title VII to
ensure that an employer is not permitted to avoid liability for discrimina-

226. See Arnett, 846 F. Supp. at 1240. This reasoning has also been used to find that the law
does not recognize an age-plus claim. See, e.g., Luce, 166 F.R.D. at 457 (refusing to recognize an
age plus disability cause of action). The court stated that:
Congress has not drafted one statute to govern all claims of employment discrimination,
regardless of whether those claims are based upon any of the protected classifications of
race, sex, religion, national origin, age, and disability.... If Congress had intended to allow plaintiffs to mix and match theories of liability for employment discrimination, regardless of whether such claim was based upon race, sex, religion, national origin, age, or
disability, it could have amended Title VII to provide protections to older Americans and
Americans with disabilities within the confines of that statute .... Therefore, the arguments of the courts based upon the interpretation of Title VlI's explicit language as barring discrimination based upon race, sex, national origin, or religion cannot be extended
to support "age-plus" theories of discrimination.
Id. at 46 1.
227. Arnett, 846 F. Supp. at 1240.
Jefferies, 615 F.2d at 1034.
228.
See 29 U.S.C. §§ 623(a)-(c).
229.
230. 40 F.3d 1551 (9th Cir. 1994).
Lam, F.3d at 1562.
231.
See id.
232.
Id.
233.
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tion by 3 4merely showing that it has not discriminated against all
2
women.

This line of reasoning is just as appropriate with respect to sex plus
age discrimination. Because there are unique discriminatory biases associated with older women, 235 and because legal precedent calls for a finding of a sex-plus discrimination theory when the "plus" factor is an immutable characteristic (which, of course, age is), 23 6 it only follows that
recognizing the sex plus age theory is legally justifiable.
CONCLUSION

As argued above, the courts' recognition of a sex plus age theory for
discrimination lawsuits brought under Title VII is legally justifiable, warranted, and it is the right thing to do. In Part II, we saw various literature 237 that all supported the fact that there is not only a problem of discrimination against older women, but also that older women are victims
of more severe and more frequent disparate treatment than older men or
238
younger women.
This legal and factual truth serves two purposes for this Article's
main proposition. First, it supports the argument that protecting older
women from the unique type of discrimination suffered only by them is
the right thing to do. Second, and perhaps more importantly from a legal
theorist point of view, the fact that older women are discriminated
against as older women (and distinct from the discrimination against
older men and younger women) supports following the reasoning in the
precedent set by the sex plus race cases. Just as black (or Asian) women
suffer from unique forms of discrimination as a subclass, so do older
women.
From the moment I worked on the Sherman case,239 this theorythat the law should recognize sex plus age discrimination-seemed so
obvious to me that I was shocked to find several years later that very
little had been written about the subject and very few courts had considered it. The lack of discussion of this area could mean one of two things:
either the problem is not big enough for anyone to worry about, or, the
more likely reason, in my opinion, older women really are a silent minority.

234.

See id.

235. See supra Part I.C.
236. Jefferies, 615 F.2d at 1033.
237.
Interestingly, in all my research, I never found a source that disputed the unique discrimination suffered by older women.
238. See supra Part n.c.
239. See Sherman v. Am. Cyanamid Co., No. 98-4035, 1999 WL 701911, at *1 (6th Cir. Sept.
I, 1999); see also supra pp. 89-90.
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The older women of the past decade were often taught to not seek
careers or challenge male authority. Thus, it is no surprise that if and
when they are discriminated against in favor of older men (who are
thought to age gracefully and gain power and wisdom with age), or in
favor of younger women (who have their beauty and none of the negative
stereotypes associated with older women), they either do not recognize
the discrimination, or do not believe that there is anything they can do
about it.
In fact, as we saw above, without the recognition of the sex plus age
theory, there often is very little that can be done to remedy the discrimi24
nation against older women. 4° Only when the law and society begin to
recognize this very real, underprivileged subclass of women, will older
women really be given the benefit of equal opportunity in employment.
This, in turn, will hopefully serve to rid the negative stereotypes attributed to older women.

240.

See supra Part III.A.

CIRCUIT-SPECIFIC APPLICATION OF THE INTERNAL

REVENUE CODE: AN UNCONSTITUTIONAL TAX
JEFFREY

S. KINSLER'

INTRODUCTION

The federal government's power to tax is omnipotent. It can assess
taxes in any amount on anything or anyone for any reason.' For all practical purposes, the Constitution prescribes only one limit on the federal
government's power to tax: the Uniformity Clause, which requires that
indirect taxes, such as income and excise taxes, be "uniform throughout
the United States ... ,,2 Uniformity should not be confused, however,
with fairness or equality. There is no requirement that rich people pay the
same tax as poor, or that oil companies pay the same tax as pharmaceutical companies, or that married couples pay the same tax as singles. The
Uniformity Clause merely requires geographic uniformity. 3 It is violated,
therefore, only if the federal government imposes a different tax on the
residents of one state than it imposes on the residents of another.
It is exceedingly rare for a federal tax law to violate the Uniformity
Clause. 4 The Internal Revenue Code does not fix different taxes for different states, as Congress has carefully crafted the tax laws to avoid geographical distinctions.5 Unfortunately, the Internal Revenue Service
("IRS") has not always been so careful. In recent years, the IRS has
adopted a practice of applying different tax laws to different states. This
t
Professor of Law, Appalachian School of Law. Director, Native American Tax Law
Institute. This Article was presented at the 2003 Summer Forum, University of Tennessee College of
Law.
I.
See, e.g., Penn Mut. Indem. Co. v. Commissioner, 277 F.2d 16, 19 (3d Cir. 1960) (noting
that Congress' taxing power "is exhaustive and embraces every conceivable power of taxation"
(quoting Brushaber v. Union Pac. R.R. Co., 240 U.S. 1,12 (1916))); United States v. Robinson, 107
F. Supp. 38, 39 (E.D. Mich. 1952) ("Congress may select any object, occupation or transaction as
the subject matter of an indirect tax.").
2. U.S. CONST. art. 1,§ 8, cl.I. The Constitution also requires that direct taxes be apportioned among the states, but this limitation has little practical significance and was largely repealed
In addition, the federal government is
by the Sixteenth Amendment. See discussion infra Part I.B.
5;
barred from taxing exports, but this limitation has a very limited scope. U.S. CONST. art. I, § 9, cl.
see discussion infra Part I.A.
Fernandez v. Wiener, 326 U.S. 340, 359 (1945) ("[T]he uniformity in excise taxes exacted
3.
by the Constitution is geographical uniformity, not uniformity of intrinsic equality and operation.").
4.
In fact, the Supreme Court has never used the Uniformity Clause to invalidate a tax law.
Thomson Multimedia, Inc. v. United States, 219 F. Supp. 2d 1322, 1325 (Ct. Int'l Trade 2002).
5.
But see United States v. Ptasynski, 462 U.S. 74, 77 (1983) (upholding tax on domestic oil
despite the fact that it exempted oil produced "from a well located on the northerly side of the divide
of the Alaska-Aleutian Range and at least 75 miles from the nearest point on the Trans-Alaska
Pipeline System" (quoting 26 U.S.C. § 4994(e))); Amoco Oil Co. v. United States, 63 F. Supp. 2d
1332, 1340-41 (Ct. Int'l Trade 1999) (upholding Harbor Maintenance Tax despite exemptions for
Alaska and Hawaii, where exemptions were not discriminatory in nature).
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occurs when the IRS issues a formal opinion declaring that it will not
enforce certain provisions of the
Internal Revenue Code in states located
6
within certain federal circuits.
This Article submits that the IRS's non-uniform application of the
tax law violates the Uniformity Clause of the U.S. Constitution. In an
endeavor to substantiate this hypothesis, Part I will analyze the constitutional restrictions on the federal government's power to tax and the effect
of the Sixteenth Amendment on those restrictions. Part II will offer examples of the IRS's practice of applying tax laws in a non-uniform manner. Part III will demonstrate why the IRS's practice violates the Uniformity Clause. Part IV will propose a practical and constitutional solution to the IRS's arguably unconstitutional practice.
The IRS is not totally to blame for its circuit-specific application of
the tax law. The true culprit is a judicial system in which the Internal
Revenue Code is interpreted, often finally, by thirteen different federal
circuit courts. As a result of this structure, the IRS is often forced to apply different tax laws in different circuits in violation of the spirit, if not
the letter, of the Uniformity Clause of the Constitution.
There is a simple, practical, and constitutional solution to this problem. This Article proposes that Congress amend 28 U.S.C.A. § 1295(a)
(2000), by adding a provision granting exclusive jurisdiction of federal
tax appeals to the Court of Appeals for the Federal Circuit. Such an
amendment would not only unify and stabilize the tax law, it would permanently solve the Uniformity Clause problem identified in this Article.
Whether the IRS's circuit-specific application of the tax law violates the Uniformity Clause is an issue of first impression. It has not been
addressed by courts, except for an oblique reference in Peony Park, Inc.
v. 0'Malley,7 but that court sidestepped the issue by refusing to assume,
despite unambiguous evidence, that the IRS was applying different tax
laws in different states. 8 It also has been largely ignored by scholars, but
that is not altogether surprising since tax scholars, as Professor Bittker
explains, generally pay little attention to constitutional law. "[I]n law
school courses, once the instructor has finished flogging Eisner v.
Macomber, [252 U.S. 189 (1920),] the class usually moves on to the
'real' issues of federal income taxation, leaving the Constitution, including the sixteen [sic] amendment, behind." 9

6. See discussion infra Part U.
7. 121 F. Supp. 690, 695 (D. Neb. 1954), affld, 223 F.2d 668 (8th Cir. 1955).
8.
Peony Park, 121 F. Supp. at 695 ("Insofar as the Commissioner adopted an enforcement
policy contrary to the statute, the enforcement policy was unlawful.").
9.

Boris I. Bittker, Constitutional Limits on the Taxing Power of the Federal Government, 41

TAX LAW. 3, 4 (1987). Professor Bittker, Professor of Law Emeritus at Yale Law School, is one of
the leading tax scholars in America. See also Leo P. Martinez, "To Lay and Collect Taxes": The
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1.THE

CONSTITUTION'S TAXATION PROVISIONS

Under the Articles of Confederation, the federal government did not
possess the power to tax individuals or property.10 Rather, the federal
government was forced to rely exclusively upon state governments for
revenue, a mechanism that quickly proved ineffectual.
Congress could not, under the old confederation, raise money by
taxes, be the public exigencies ever so pressing and great. They had
no coercive authority-if they had, it must have been exercised
against the delinquent states, which would be ineffectual, or terminate in a separation. Requisitions were a dead letter, unless the state
legislatures could be brought into action; and when they were, the
sums raised were very disproportional. Unequal contributions or
payments engendered discontent, and fomented state-jealousy. I

The inability of the federal government to raise revenue was one of
the reasons for the Constitutional Convention of 1787.12 At that convention, the Framers of our current Constitution vested in Congress broad,
general powers to lay and collect taxes. 13 These powers are contained in
the first clause of Article I, Section 8 of the Constitution, which provides:
"The Congress shall have Power To lay and collect Taxes, Duties, Imposts and Excises, to pay the Debts and provide for the common Defence
and general Welfare of the United States ....
Constitutional Case for Progressive Taxation, 18 YALE L. & POL'Y REV. 111,
114 (1999) (noting
"the existence of an uneasy relationship between constitutional law scholars and tax scholars").
10.
EEOC v. Wyoming, 460 U.S. 226, 268 n.4 (1983) (Powell, J., dissenting) ("A major
weakness of the system created by the Articles of Confederation was the central government's
inability to collect taxes directly. Remedying this defect was thus one of the most important purposes
of the Constitutional Convention." (citations omitted)). In the Articles of Confederation, the power
to tax was conferred upon the states.
All charges of war, and all other expenses that shall be incurred for the common defence or general welfare, and allowed by the United States in Congress assembled, shall
be defrayed out of a common treasury, which shall be supplied by the several States, in
proportion to the value of all land within each State, granted to or surveyed for any person, as such land and the buildings and improvements thereon shall be estimated according to such mode as the United States in Congress assembled, shall from time to time direct and appoint. The taxes for paying that proportion shall be laid and levied by the authority and direction of the Legislatures of the several States within the time agreed upon
by the United States in Congress assembled ....
ARTICLES OF CONFEDERATION art. VIII, (U.S. 1781).
I1. Hylton v. United States, 3 U.S. (3 Dall.) 171, 178 (1796) (seriatim opinions) (upholding
federal tax on carriages as a uniform indirect tax).
12.
Springer v. United States, 102 U.S. 586, 595-96 (1880) ("Many of the provisions of the
Articles of Confederation of 1777 were embodied in the existing organic law. They provided for a
common treasury and the mode of supplying it with funds. The latter was by requisitions upon the
several States. The delays and difficulties in procuring the compliance of the States, it is known, was
one of the causes that led to the adoption of the present Constitution.").
13. U.S. CONST. art. I,§ 8, cl.I.
14. Id. The Supreme Court has held that Congress' power to tax is not limited to the other
enumerated powers in Article I, Section 8, but extends to any tax that is in the general welfare of the
nation. United States v. Butler, 297 U.S. 1, 65-66 (1936). In Veazie Bank v. Fenno, the Court held
that the Framers intended to give Congress the power to tax in "its fullest extent." 75 U.S. (8 Wall.)
533, 540 (1868). The Court continued:
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The federal government's authority to tax "is exhaustive and em,,5 The expansive nature
braces every conceivable power of taxation ....
of this power was acknowledged by the Supreme Court as early as 1796
when Justice Paterson observed that it was "obviously the intention of
the framers of the Constitution, that Congress should possess full power
over every species of taxable property, except exports."' 6 More than a
century later, Justice Cardozo, elaborating on the breadth of the federal
government's power to tax, stated: "The subject-matter of taxation open
to the power of the Congress is as comprehensive as that open to the
power of the states, though the method of apportionment may at times be
different.17 . . . [It] include[s] every form of tax appropriate to sovereignty."
The Taxing Clause is construed liberally and flexibly in favor of the
federal government. 18 Any tax designed to promote the general welfare
of the nation is constitutional, and it is for Congress, not the courts, to
decide which taxes promote the general welfare. "The discretion belongs
to Congress, unless the choice is clearly wrong, a display of arbitrary
power, not an exercise of judgment."' 9 Specifically, the power to choose
"one welfare over another," or a particular welfare over a general one,
lies with Congress.20 Accordingly, Congress has broad powers to tax for

The comprehensiveness of the power, thus given toCongress, may serve to explain,
at least, the absence of any attempt by members of the Convention to define, even in debate, the terms of the grant. The words used certainly describe the whole power, and it
was the intention of the Convention that the whole power should be conferred. The definition of particular words, therefore, became unimportant.
Veazie Bank, 75 U.S. (8 Wall.) at 541.
15.
Brushaber v. Union Pac. R.R. Co., 240 U.S. I, 12 (1916) (upholding 1913 federal income
tax act, the Revenue Act of 1913, ch. 16, 38 Stat. 166).
16. Hylton, 3 U.S. (3 DalI.) at 176. Justice Paterson continued:
The term taxes, is generical, and was made use of to vest in Congress plenary authority in
all cases of taxation. The general division of taxes is into direct and indirect. Although
the latter term is not to be found in the Constitution, yet the former necessarily implies it.
Indirect stands opposed to direct.
Id.
17. Charles C. Steward Mach. Co. v. Davis, 301 U.S. 548, 581 (1937) (upholding taxes on
employers pursuant to Social Security Act, ch. 531,49 Stat. 620 (1935)).
18. La Croix v. United States, II F. Supp. 817, 821 (W.D. Tenn. 1935) ("It is the opinion of
this court that it was the purpose of the framers of the Constitution that this clause, giving the right to
levy taxes to pay the public debts, provide for the common defense and general welfare, was to be
applied as a liberal and flexible means of providing for the welfare of the United States in times of
disaster; provided, of course, that no other and restraining clause was violated.").
19. Helvering v. Davis, 301 U.S. 619, 640 (1937) (upholding Social Security Act, ch. 531, 49
Stat. 620 (1935)); Mathews v. de Castro, 429 U.S. 181, 185 (1976) ("The basic principle that must
govern an assessment of any constitutional challenge to a law providing for governmental payments
of monetary benefits is well established. Governmental decisions to spend money to improve the
general public welfare in one way and not another are 'not confided to the courts. The discretion
belongs to Congress, unless the choice is clearly wrong, a display of arbitrary power, not an exercise
of judgment."' (quoting Helvering, 301 U.S. at 640)).
20. Helvering, 301 U.S. at 640 ("The line must still be drawn between one welfare and another, between particular and general. Where this shall be placed cannot be known through a formula
in advance of the event. There is a middle ground or certainly a penumbra in which discretion is at
large. The discretion, however, is not confided to the courts. The discretion belongs to Congress,
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the general welfare so long as it does not violate other constitutional provisions.
[Als this court repeatedly has held, the power to tax carries with it
'the power to embarrass and destroy'; may be applied to every object
within its range 'in such measure as Congress may determine'; enables that body 'to select one calling and omit another, to tax one
class of property and to forbear to tax another'; and may be applied
in different ways to different objects .... 21
The federal government's power to tax, however, is not without
limits. According to a common reading of the Constitution, "Congress
cannot tax exports, and it must impose direct taxes by the rule of apportionment, and indirect taxes by the rule of uniformity. 22 Thus, the Constitution prescribes three limits on the federal government's power to
tax. 23 The first limitation prevents Congress from taxing exports. 24 The
second limitation mandates that capitation taxes and other direct taxes be
apportioned among the several states based on population. The third
limitation guarantees that duties, imposts, excises, and other indirect
taxes be uniform throughout the United States.26 In order to provide a
unless the choice is clearly wrong, a display of arbitrary power, not an exercise of judgment. This is
now familiar law.").
21.
Evans v. Gore, 253 U.S. 245, 256 (1920) (upholding federal income tax despite the fact
that it effectively reduced the salaries of Article III judges, which the Constitution generally prohibits) (citations omitted).
22. Kelly v. Lewellyn, 274 F. 108, 110 (W.D. Pa. 1921); accord Hylton, 3 U.S. (3 DalI.) at
174 ("[Tlwo rules are prescribed for [the power to tax], namely, uniformity and apportionment:
Three kinds of taxes, to wit, duties, imposts, and excises by the first rule, and capitation, or other
direct taxes, by the second rule.").
23. Tax laws are also subject to the Due Process and Equal Protection Clauses. Such clauses
are rarely used, however, to invalidate tax laws. See, e.g., Mathews, 429 U.S. at 189 (finding that
Social Security Act, which treats divorced males differently than females, does not violate the Equal
Protection Clause); Brushaber,240 U.S. at 20 (holding that 1913 income tax act, which was retroactive, did not violate the Due Process Clause).
24. U.S. CONST. art. I, § 9, cl. 5.
25. Id. art. I, § 2, cl. 3; id. art. I, § 9, cl. 4.
26. Id. art. I, § 8, cl. 1. In 1916, the Supreme Court observed that the requirements of apportionment and uniformity are not so much limitations "upon the complete and all-embracing authority
to tax," but "simply regulations concerning the mode" by which the plenary power is to be exerted.
Brushaber, 240 U.S. at 13. Later decisions have called this liberal interpretation of the Uniformity
Clause into question.
The fact that the Supreme Court in 1916 categorized the Uniformity Clause as a regulation does not convince this Court that the Uniformity Clause is not also a limitation as the
Supreme Court used the word in Flast [v. Cohen, 392 U.S. 83 (1968)]. The Uniformity
Clause restricts the method by which the Congress can assess taxes. Thus, it is a limitation on the means by which Congress can tax. This view of the Uniformity Clause is consistent with other Supreme Court decisions. United States v. Ptasynski, 462 U.S. 74, 80,
103 S.Ct. 2239, 2242, 76 L.Ed.2d 427 (1983) ("The Uniformity Clause conditions Congress' power to impose indirect taxes."); Flint v. Stone Tracy Co., 220 U.S. 107, 150, 31
S. Ct. 342, 348, 55 L.Ed. 389 (1911) (the Uniformity Clause allows Congress "to lay and
collect ... taxes, duties, imposts, and excises, upon which the limitation is that they shall
be uniform throughout the United States."); Knowlton v. Moore, 178 U.S. 41, 85[-86], 20
S.Ct. 747, 765, 44 L.Ed. 969 (1900) ("The tax imposed upon the distiller is in the nature
of an excise, and the only limitation upon the power of Congress in the imposition of
taxes of this character is that they shall be 'uniform throughout the United States."').
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complete picture of the constitutional limits on Congress's power to tax,
all three of these limitations are examined in the next sections. The Uniformity Clause, however, is the primary focus of this Article.
A. The Export Clause
The Export Clause plainly states: "No Tax or Duty shall be laid on
Articles exported from any State."927 It categorically bars Congress from
imposing taxes on exports. 28 "[T]he Export Clause was originally proposed by delegates to the Federal Convention from the Southern States,
who feared that the Northern States would control Congress and would
use taxes and duties on exports to raise a disproportionate share of federal revenues from the South. ' 29 To allay such fears, the Framers
couched the Export Clause in unconditional language that protects all
exports from federal tax burdens. 30 Along with the Import-Export
Clause,31 which prohibits states, without the consent of Congress, from
laying "any Imposts or Duties on Imports or Exports, 32 the Export
which. . . made possible the adopClause was "one of the compromises
33
tion of the Constitution.,
The Export Clause "specifically prohibits Congress from regulating
international commerce through export taxes, [and] disallows any attempt to raise federal revenue from exports, ...[but] has no direct effect
on the way the States treat imports and exports. 34 In other words:
[The Constitution] left to the states a greater power over exports than
congress had; for, by the ninth section of the first article, they were
Apache Bend Apartments, Ltd. v. United States, 702 F. Supp. 1285, 1292 (N.D. Tex. 1988) (footnotes omitted), afftd, reh 'g granted, affd in part, rev'd in part, 987 F.2d 1174 (5th Cir. 1993).
27.
U.S. CONST. art. I, § 9, cl.5.
United States v. United States Shoe Corp., 523 U.S. 360, 363 (1998). 'The Clause, how28.
ever, does not rule out a 'user fee,' provided that the fee lacks the attributes of a generally applicable
tax or duty and is, instead, a charge designed as compensation for Government-supplied services,
facilities, or benefits." United States Shoe, 523 U.S. at 363 (citing Pace v. Burgess, 92 U.S. 372,
375-76 (1876)).
29. United States v. IBM Corp., 517 U.S. 843, 859 (1996) (citing 2 THE RECORDS OF THE
FEDERAL CONVENTION OF 1787, at 95, 305-08, 359-63 (Max Farrand ed., 1966)). Mr. Gerry, a
delegate from Massachusetts, thought the legislature would ruin the country if entrusted with the
power to tax exports, by exercising the power partially, raising one part of the country and depressing another. RECORDS OF THE FEDERAL CONVENTION OF 1787, supra, at 307. Mr. Mason, a delegate
from Virginia, "urged the necessity of connecting with the power of levying taxes ...[so] that no
tax should be laid on exports." Id. at 305.
30. IBM, 517 U.S. at 859-60; Fairbank v. United States, 181 U.S. 283, 292-93 (1901) ("So it
is clear that the framers of the Constitution intended, not merely that exports should not be made a
source of revenue to the national government, but that the national government should put nothing in
the way of burden upon such exports. If all exports must be free from national tax or duty, such
freedom requires, not simply an omission of a tax upon the articles exported, but also a freedom
from any tax which directly burdens the exportation; and, as we have shown, a stamp tax on a bill of
lading, which evidences the export, is just as clearly a burden on the exportation as a direct tax on
the article mentioned in the bill of lading as the subject of the export.").
U.S. CONST. art. I, § 10, cl. 2.
31.
Id.
32.
33.
Fairbank, 181 U.S. at 290.
IBM, 517 U.S. at 859.
34.
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prohibited from taxing exports, without any qualification, even by the
consent of the states; whereas, with the consent of congress, any state
can impose
such a tax by a law, subject to the conditions pre35
scribed.

The Export Clause is not limited to taxes imposed exclusively on
exports. It also applies to "the imposition of a generally applicable, nondiscriminatory federal tax on goods in export transit. '' 36 That is, the Export Clause exempts "from federal taxation not only export goods, but
also services and activities closely related to the export process. 37 Accordingly, even those taxes that are imposed equally on exports and imports or other articles of commerce may be prohibited by the Export
Clause,38 for exports are not to be obstructed by the burdens of federal
taxation.3 9

The Export Clause does not, however, preclude federal taxation of
pre-export goods and services. 40 Thus, general excise taxes on property,
such as a tax on all distilled spirits, and income taxes derived from the
exporting business, are not prohibited by the Export Clause, 4 1 as that
Clause applies only to taxes laid on exports, or matters related to exports,
and not
on taxes laid generally on the manufacture or handling of prod42
ucts.

Although the Export Clause is a genuine limitation on the federal
government's power to tax, its scope is quite limited.4 3 The Export
Clause applies only to international commerce, an and is limited to goods,
35. Mayor of New York v. Miln, 36 U.S. (II Pet.) 102, 153 (1837) (Baldwin, J., concurring);
see also Williams v. Fears, 179 U.S. 270, 276 (1900).
36. IBM, 517 U.S. at 845.
37. Id. at 846.
38. Id. at 860 ("The better reading [of the Export Clause], that adopted by our earlier cases, is
that the Framers sought to alleviate their concerns by completely denying to Congress the power to
tax exports at all."). To determine whether a tax is an export tax, as compared to a general tax on
property, a "court must examine the immediacy of exportation" and the "proximity of the tax imposed to the value of the articles exported." United States Shoe Corp. v. United States, 19 Ct. Int'l
Trade 1284, 1294 (1995), affd, 114 F.3d 1564 (Fed. Cir. 1997), af'd, 523 U.S. 360 (1998).
39.
R.J. Reynolds Tobacco Co. v. Robertson, 14 F. Supp. 463, 464 (M.D.N.C. 1935). Although the Supreme Court has allowed states to impose nondiscriminatory taxes under the ImportExport Clause and the Commerce Clause, it has consistently barred all federal taxes, discriminatory
and nondiscriminatory, under the Export Clause. IBM, 517 U.S. at 850-62.
40.
Cornell v. Coyne, 192 U.S. 418, 427 (1904) ("The true construction of the constitutional
provision is that no burden by way of tax or duty can be cast upon the exportation of articles, and
does not mean that articles exported are relieved from the prior ordinary burdens of taxation which
rest upon all property similarly situated.").
41.
Thompson v. United States, 142 U.S. 471, 478 (1892) (upholding tax on distilled spirits,
some of which are exported); William E. Peck & Co. v. Lowe, 247 U.S. 165, 174 (1918) (upholding
income tax on profits derived from exporting goods).
42.
United States v. W. Tex. Cottonoil Co., 155 F.2d 463, 466 (5th Cir. 1946) (upholding
penalty on excess cotton, regardless of whether such cotton was sold in the United States or abroad).
43.
The Sixteenth Amendment had no effect on the Export Clause. Metcalf & Eddy v.
Mitchell, 269 U.S. 514, 521 (1926) ("[T]he Sixteenth Amendment did not extend the taxing power
to any new class of subjects .... ").
44.
Fla. Sugar Mktg. & Terminal Ass'n, Inc. v. United States, 220 F.3d 1331, 1335-37 (Fed.
Cir. 2000) (finding Export Clause does not bar tax on interstate shipments). Exports destined for
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services, and "activities closely related to the export process. ''4 It does
not apply to passengers. 46 It applies exclusively to taxes on the international exportation of goods. As such, it plays no significant role in the
IRS's circuit-specific application of the tax law which, of course, is the
focus this Article.
B. The Apportionment Clauses

The Constitution provides that "direct Taxes shall be apportioned
among the several States which may be included within this Union, according to their respective Numbers"47 and that "[n]o Capitation, or other
direct, Tax shall be laid, unless in Proportion to the Census or Enumeration herein before directed to be taken." 48 These clauses are designed to
ensure that the citizens of each state pay no more than their proportional
share of direct taxes. 49

The apportionment clauses were proposed by southern states to prevent the federal government from imposing a tax on land or slaves,
which would disproportionately burden southerners.
[The southern states] possessed a large number of slaves; they had
extensive tracts of territory, thinly settled, and not very productive. A
majority of the states had but few slaves, and several of them a limited territory, well settled, and in a high state of cultivation. The
southern states, if no provision had been introduced in the Constitution, would have been wholly at the mercy of the other states. Congress in such case, might tax slaves, at discretion or arbitrarily, and
land in every part of the Union after the same rate or measure: so
much a head in the first instance, and so much an acre in the second.
To guard them against imposition in these particulars, was the reason
50
of introducing the clause in the Constitution ....

As a result, the Framers insisted that direct taxes be apportioned
among the states based on population. 5' Assume Congress, for example,
enacts a direct tax, such as a federal property tax, to raise $50 million.
U.S. territories are not subject to the Export Clause. See, e.g., Hooven & Allison Co. v. Evatt, 324
U.S. 652, 685-86 (1945) (exports to Philippines); Dooley v. United States, 183 U.S. 151, 155-57
(1901) (exports to Puerto Rico).

IBM, 517 U.S. at 846; United States Shoe, 523 U.S. at 367 ("[T]he Export Clause allows
45.
no room for any federal tax, however generally applicable or nondiscriminatory, on goods in export
transit.").
46.
Carnival Cruise Lines, Inc. v. United States, 200 F.3d 1361, 1364 (Fed. Cir. 2000) ("The
passengers on Carnival's cruise ships are neither 'articles' nor 'goods.' They are people. The application of the Harbor Tax to them would not involve the laying of any tax upon 'Articles' exported
from any state. 'Articles' and 'goods' relate to items of commerce, not people. To apply the Export
Clause to people would be inconsistent with the basic purpose of the Clause.").
3.
47.
U.S. CONST.art. 1,§ 2, cl.
4.
Id. art. I, § 9, cl.
48.
See Knowlton v. Moore, 178 U.S. 41, 96 (1900); see also Hylton, 3 U.S. (3 Dall.) at 178
49.
("[E]ach state will be debited for the amount of its quota of the tax, and credited for its payments.").
Hylton, 3 U.S. (3 Dall.) at 177.
50.
51. Id. at 174.
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For this tax to be constitutional, its burden must be apportioned among
the fifty states based on population.52 A sparsely populated state like
South Dakota cannot be required to pay the same amount (e.g., $1 million) as a densely populated state like California. Rather, the citizens of
each state must pay only a proportional amount of the federal tax burden
based on that state's population.53
Not long after the Constitutional Convention, it became apparent
that compliance with the apportionment clauses would be difficult, if not
impossible, to achieve:
It appears to me, that a tax on carriages cannot be laid by the rule
of apportionment, without very great inequality and injustice. For example: Suppose two States, equal in census, to pay 80,000 dollars
each, by a tax on carriages, of 8 dollars on every carriage; and in one
State there are 100 carriages, and in the other 1000. The owners of
carriages in one State, would pay ten times the tax of owners in the
other. A. in one State, would pay for his carriage 8 dollars,
but B. in
54
the other state [sic], would pay for his carriage, 80 dollars.
Compliance with the apportionment clauses, therefore, was a formidable
obstacle to direct federal taxes, ultimately prompting the Sixteenth
Amendment.
1. What Are Direct Taxes?
Originally, direct taxes were defined to include only capitation taxes
(e.g., poll taxes) 55 and taxes on real property imposed solely by reason of
ownership by the taxpayer.56 Later, the Supreme Court in Polock v.
Farmers' Loan and Trust C0.57 held that taxes on personal property, and
taxes on the income from both real and personal property, such as rents
and interest on bonds, were direct taxes.5 8
Direct taxes are levied upon persons and their possession or enjoyment of rights, whereas indirect taxes are levied upon events, such as

52. U.S. CONST. art. I, §§ 2, cl. 3 & 9, cl. 4.
53. See Hylton, 3 U.S. (3 Dali.) at 174.
54. Id.
55. Even if a poll tax were to pass muster under the apportionment clauses, it is highly
unlikely that a poll tax could survive an equal protection challenge. See, e.g., Harper v. Va. State Bd.
of Elections, 383 U.S. 663, 670 (1966) (holding that Virginia's poll tax violated the Equal Protection
Clause).
56. THE FEDERALIST No. 21 (Alexander Hamilton) ("Those of the direct kind, which principally relate to land and buildings, may admit of a rule of apportionment. Either the value of land, or
the number of the people, may serve as a standard."); Hylton, 3 U.S. (3 Dali.) at 176 (concluding that
direct taxes are limited to capitations and taxes on land); Simmons v. United States, 308 F.2d 160,
166 (4th Cir. 1962) ("A direct tax is a tax on real or personal property, imposed solely by reason of
its being owned by the taxpayer.").
57.
157 U.S. 429 (1895).
58. Pollock, 157 U.S. at 583.
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transferring, exchanging, or usingproperty. 59 Indirect taxes are not subject to the apportionment clauses. Examples of direct taxes include local property taxes, state ad valorem taxes, and, presumably, Europeanstyle wealth taxes. 61 These taxes are imposed directly on the taxpayer or
his or her property, but they are not imposed on transfers or exchanges of
property.62
For all practical purposes, there are only two types of direct taxes:
capitation taxes, such as poll taxes, and taxes on real and personal property ownership, such as real estate or ad valorem taxes.6 3 As a result, the
apportionment clauses have little relevance to modern federal taxation
because there are no federal poll taxes or federal property taxes.64 Instead, the federal government raises most, if not all, of its internal revenue via indirect taxes, such as excise taxes, death taxes, and income
taxes.65 The Supreme Court has consistently held that excise and death
taxes are not direct taxes and, therefore, are not subject to the apportionment clauses.66 The law has been less certain, however, with regard to
income taxes.
Prior to the passage of the Sixteenth Amendment, there was consid67
erable uncertainty over whether income taxes were direct or indirect.
As early as 1874, a federal court held that a tax upon income was a duty
rather than a direct tax, and thus, federal income taxes were not required
to be apportioned among the states.68 The Supreme Court affirmed this
Id. at 558 ("[A]II taxes paid primarily by persons who can shift the burden upon some one
59.
else, or who are under no legal compulsion to pay them, are considered indirect taxes; but a tax upon
property holders in respect of their estates, whether real or personal, or of the income yielded by
such estates, and the payment of which cannot be avoided, are direct taxes."); Knowlton, 178 U.S. at
47 ("Direct taxes bear immediately upon persons, upon the possession and enjoyments of fights;
indirect taxes are levied upon the happening of an event or an exchange.").
David F. Shores, Rethinking Deferential Review of Tax Court Decisions, 53 TAX LAW. 35,
60.
35 n.1(1999) ("Indirect taxes are subject to the uniformity clause, but not to the apportionment
clauses.").
Hylton, 3 U.S. (3 Dall.) at 176 (finding direct taxes limited to capitations and taxes on
61.
land).
Kohl v. United States, 226 F.2d 381, 384 (7th Cir. 1955) ("Such taxes bear directly upon
62.
persons, upon their possession and enjoyment of fights, whereas indirect taxes are levied upon the
happening of an event such as an exchange or transmission of property.").
Hytlon, 3 U.S. (3 Dall.) at 175 (Chase, J., seriatim opinion) (stating direct taxes "contem63.
plated by the Constitution, are only two, to wit, a capitation, or poll tax, simply, without regard to
property, profession, or any other circumstance; and a tax on LAND.").
See ERWIN CHEMERINSKY, CONSTITUTIONAL LAW: PRINCIPLES AND POLICIES 200 (As64.
pen Publishers, Inc. 1997).
Howard Schragin, U.S. Shoe Corp. v. United States: A Victory for U.S.-CanadaMaritime
65.
Trade, 19 FORDHAM INT'L L.J. 1764, 1771 (1996).
See, e.g., Knowlton, 178 U.S. at 54-55 (upholding 1898 inheritance tax as a valid excise
66.
tax and not a direct tax).
See Erik M. Jensen, The Taxing Power, the Sixteenth Amendment, and the Meaning of
67.
"Incomes," 33 ARIZ. ST. L.J. 1057, 1070-71 (2001).
Smedberg v. Bentley, 22 F. Cas. 368, 370 (C.C.D.N.J. 1874) ("Under the constitutional
68.
designation of the different kinds of taxation to which resort might be made by congress, a tax upon
incomes must be classed among the duties authorized, rather than among the direct taxes. No apportionment is necessary when it is laid, and there is nothing to be done here but to sustain the demurrer
to the first count of the plaintiffs declaration, and it is ordered accordingly."). In 1868, the Supreme
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conclusion in 1880, when it held that a tax levied on personal income,
gains, and profits is an excise or duty and not a direct tax. 69 From 1880 to
1895, there appeared to be a consensus that income taxes were indirect
excise taxes not subject to the apportionment clauses.7 °
In 1895, however, the Supreme Court changed course, holding that
taxes on the income derived from real property (e.g., rent) was the legal
equivalent of a direct tax on the property itself and thus must be apportioned. 7' As a result, the Court invalidated an income tax on rents that
was not apportioned among the states.72 In the same case, the Court ruled
that a tax on income derived from personal property was also a direct tax
and that the law imposing such a tax was unconstitutional for failure to
comply with the apportionment clauses.73 In so doing, the Court stated:
The tax imposed by sections 27 to 37, inclusive, of the act of 1894,
so far as it falls on the income of real estate, and of personal property,
being a direct tax, within the meaning of the constitution, and therefore unconstitutional and void, because not
apportioned according to
74
representation ... are necessarily invalid.

Moreover, the Court found that those provisions of the Revenue Act
of 1894 taxing income derived from real and personal property were
inseparable from the remainder of the Act.75 Consequently, the Court
invalidated the entire 1894 federal income tax scheme:
We do not mean to say that an act laying by apportionment a direct
tax on all real estate and personal property, or the income thereof,
might not also lay excise taxes on business, privileges, employments,
and vocations. But this is not such an act, and the scheme must be
considered as a whole. Being invalid as to the greater part, and following, as the tax would, if any part were held valid, in a direction
which could not have been contemplated, except in connection with
the taxation considered as an entirety, we are constrained
to conclude
76
that [the Act is] ... wholly inoperative and void.

Court held that a gross receipts tax on the amounts insured, renewed, or continued by insurance
companies was a duty or excise and not a direct tax. Pac. Ins. Co. v. Soule, 74 U.S. 433, 445-46
(1868); see also Veazie Bank 75 U.S. (8 Wall.) at 546-47 (upholding a ten percent tax on notes state
banks paid to other banks).
69. Springer v. United States, 102 U.S. 586, 602 (1880) (holding income tax to be an indirect
tax).
70.

1

RONALD D. ROTUNDA & JOHN E. NOWAK, TREATISE ON CONSTITUTIONAL LAW-

& PROCEDURE § 5.3 (3d ed. 1999) ("Prior to the decision in Pollock in 1895, it had been
the general consensus that the term 'direct' tax employed in the Constitution embraced only taxes on
land (real property) and poll or capitation taxes. This consensus was firmly founded.").
71. Pollock, 158 U.S. at 637.
72. Id.
73. Id.
74. Id.
75. Id. at 635-37.
76. Id. at 637.
SUBSTANCE
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The Court thus concluded that a tax on a taxpayer's entire income,
if it included income derived from property, is a direct tax and, therefore,
must be apportioned among the states based on population.7 7
2. The Sixteenth Amendment
Pollock raised serious questions about whether income taxes were
direct or indirect taxes.78 It also continued a heated debate over whether a
federal income tax could be imposed consistent with the Constitution.79
The Sixteenth Amendment, however, rendered this debate academic.
Ratified in 1913, the Sixteenth Amendment provides that "Congress shall
have power to lay and collect taxes on incomes, from whatever source
derived, without apportionment among the several States, and without
regard to any census or enumeration. '' 80 The purpose of the Sixteenth
Amendment was to relieve Congress of the obligation to apportion any
tax on classes of income which would require apportionment due to its
source. 8 1 Under the Sixteenth Amendment, Congress has the power to
tax income from whatever source derived-labor, real estate, personal
property, etc.-without concern for apportionment. 82 Thus, the apportionment clauses no longer present a barrier to federal income taxes.83
In sum, the apportionment clauses are not a barrier to federal income, death, or excise taxes, and these taxes comprise most, if not all, of
the federal government's internal revenue. 84 Today, the apportionment

77. Id.
Subsequent decisions have generally held that taxes on income are not direct taxes. See,
78.
e.g., Richardson v. United States, 294 F.2d 593, 597-98 (6th Cir. 1961) (holding that a tax on accrued interest of notes passing to certain legatees is not a direct tax); Jones v. United States, 55 1 F.
Supp. 578, 579 (N.D.N.Y. 1982) (holding that a tax on wages is not a direct tax); Krzyske v. Commissioner, 548 F. Supp 101, 104 (E.D. Mich. 1982) (holding that social security taxes are not direct
taxes).
79. Jensen, supra note 67, at 1106-07.
80.
U.S. CONST. amend. XVI.
Brushaber, 240 U.S. at 18.
81.
82. Id. at 17-18.
The apportionment clauses would still inhibit the federal government's imposition of
83.
property or wealth taxes. Of course,
[tihere is no federal property tax. Imposition of a federal property tax would be politically
impractical because the Constitution requires that "direct" taxes be proportional to the
population of each state. Thus, if a federal property tax were imposed, people living in a
state with 50% of the country's population but only 20% of the country's property value
would still be required to pay 50% of the total federal property tax bill. The federal government has levied property taxes twice: in 1798 and in 1813. The taxes were apportioned among the states as constitutionally required.
John A. Swain, The Taxation of Private Interests in Public Property: Toward a Unified Theory of
Property Taxation, 2000 UTAH L. REV. 421, 421 n.2; see also Eric Rakowski, Can Wealth Taxes Be
Justified?, 53 TAX L. REV. 263, 269, 270 n.14 (2000) (noting that many scholars believe that a
federal wealth tax should be subject to apportionment).
84. The Supreme Court has generally assumed that once a tax is found to be outside the reach
of the apportionment clauses, it is an indirect tax subject to the Uniformity Clause. See Knowlton,
178 U.S. at 83.
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clauses would pose a barrier only to a federal property or wealth tax,
both of which are unlikely to be invoked. 85
C. The Uniformity Clause
The Uniformity Clause limits the federal government's power to
impose indirect taxes.86 It provides: "The Congress shall have Power To
lay and collect Taxes, Duties, Imposts and Excises .... but all Duties,
Imposts and Excises shall be uniform throughout the United States ...
,87 But what does the term "uniform" mean?
The Framers of the Constitution furnished little guidance on the
meaning of "uniform., 88 The concerns giving rise to the Uniformity
Clause, however, provide some insight into its purpose. Under the Articles of Confederation, the federal government lacked the power to regulate interstate commerce, resulting in interstate trade barriers and regionalism. 89 Prior to the Constitutional Convention of 1787, Americans were
accustomed to putting their respective states' interests over the interests
of the nation. 90 In an effort to remedy this situation and unify the nation,
85.
See Swain, supra note 83, at 421 n.2; Rakowski, supra note 83, at 265.
86.
United States v. Ptasynski, 462 U.S. 74, 80 (1983). By contrast, the apportionment clauses
limit the federal government's power to impose direct taxes. See discussion supra Part I.B.
87.
U.S. CONST. art. 1,§ 8, cl.I (emphasis added). The Uniformity Clause applies only to the
50 states and not to Puerto Rico or other U.S. territories. Downs v. Bidwell, 182 U.S. 244, 287
(1901) (upholding duty on merchandise imported from Puerto Rico). The Uniformity Clause has
received little attention from the courts. Indeed, the Supreme Court has never invalidated a tax law
on the basis of the Uniformity Clause. As Professor Bittker aptly states, the Uniformity Clause
"might have dramatically influenced the structure of the federal income tax, but ... has shriveled
away to a mere flyspeck." Bittker, supra note 9, at 9.
88. There are two other uniformity clauses in the Constitution: the Bankruptcy Clause and the
Naturalization Clause. U.S. CONST. art. I, § 8, cI. 4. Reference to either of these clauses is unhelpful
in defining "uniform." The Bankruptcy Clause vests in Congress the power to "establish ...uniform
Laws on the subject of Bankruptcies throughout the United States .....Id. Unlike the narrow construction it has given to the Taxation Uniformity Clause, the Supreme Court, in Ry. Labor Executives' Ass'n v. Gibbons, held that the Bankruptcy Uniformity Clause requires all similarly situated
individuals to be treated the same. 455 U.S. 457, 473 (1982). The Court acknowledged that it construed the two Uniformity Clauses differently, despite the fact that they are both contained in Article
1,Section 8. The Court based this distinction, however, on the intent of the Framers. The Naturalization Uniformity Clause was intended, not as an anti-discrimination provision, but rather as a grant of
exclusive power to the federal government over immigration matters. See In re Hood, 319 F.3d 755,
763-66 (6th Cir. 2003).
89.
JAMES MADISON, JOURNAL OF THE FEDERAL CONVENTION 46-47 (E. Scott ed., Books For
Libraries 1970) (1840). The sole power to regulate commerce was vested in the states. ARTICLES OF
CONFEDERATION art. IV, (U.S. 1787) ("[Tlhe people of each state shall have free ingress and regress
to and from any other state, and shall enjoy therein all the privileges of trade and commerce, subject
to the same duties, impositions and restrictions as the inhabitants thereof respectively, provided that
such restriction shall not extend so far as to prevent the removal of property imported into any state,
to any other state, of which the Owner is an inhabitant; provided also that no imposition, duties or
restriction shall be laid by any state, on the property of the united states, or either of them.").
90.
DAVID MCCULLOUGH, JOHN ADAMS 397 (Simon & Schuster 2001); see also PAUL C.
NAGEL, JOHN QUINCY ADAMS: A PUBLIC LIFE, A PRIVATE LIFE 50 (Alfred A. Knopf, Inc. 1997)

("[T]he Congress of the United States, operating under the severe restrictions contained in the Articles of Confederation .... seemed unable to cope with the young republic's growth. This was especially apparent in interstate and foreign commerce. The national economy had become sorely depressed."). Not surprisingly, the economic woes of the nation led to social unrest, the most notable
event being the short-lived Shay's Rebellion, in which a group of debt-ridden farmers banded to-
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the Framers of the Constitution vested the power to regulate interstate
commerce in the federal government. 9' Some states remained concerned,
however, that the regionalism that marked the Articles of Confederation
would continue.92 These states were worried that the federal government
would use its power over interstate commerce to favor certain states.93
Some of the delegates at the Convention were fearful of conspiracies by
large states or regional combinations.94 According to Justice Story, the
Uniformity Clause was promulgated to
cut off all undue preferences of one State over another in the regulation of subjects affecting their common interests. Unless duties, imposts, and excises were uniform, the grossest and most oppressive
inequalities, vitally affecting the pursuits and employments of the
people of different States, might exist. The agriculture, commerce, or
manufactures of one State might be built up on the ruins of those of
another; and a combination of a few States in Congress might secure
a monopoly of certain branches of trade and business to themselves,
if not to the destruction, of their less favored
to the injury,
95
neighbors.

gether and closed courthouses in order to forestall creditors. Robert A. Gross, The Uninvited Guest:
Daniel Shays and the Constitution, in IN DEBT To SHAYS: THE BICENTENNIAL OF AN AGRARIAN

REBELLION 1-2 (Robert A. Gross ed., 1993).
91.

See RECORDS OF THE FEDERAL CONVENTION OF 1787, supra note 29 at 308; see also New

York v. United States, 505 U.S. 144, 180 (1992) ("[Tlhe Framers no doubt endowed Congress with
the power toregulate interstate commerce in order to avoid further instances of the interstate trade
");Quill Corp. v. North Dakota,
disputes that were common under the Articles of Confederation ....
504 U.S. 298, 312 (1992) ("Under the Articles of Confederation, state taxes and duties hindered and
suppressed interstate commerce; the Framers intended the Commerce Clause as a cure for these
structural ills.").
92.
93.

See RECORDS OF THE FEDERAL CONVENTION OF 1787, supra note 29, at 308.
CHARLES WARREN, THE MAKING OF THE CONSTITUTION 586-87 (2d ed. 1929). The

Clause was proposed on August 25 and adopted on August 31 without discussion. The origins of the
Uniformity Clause are linked to those of the Port Preference Clause. The Port Preference Clause
provides: "No Preference shall be given by any Regulation of Commerce or Revenue to the Ports of
one State over those of another: nor shall Vessels bound to, or from, one State, be obliged to enter,
clear, or pay Duties in another." U.S. CONST. art. I, § 9, cl.6. The purpose of the Port Preference
Clause is to give "small states protection against deliberate discrimination ... by other, more powerful states." Cramer v. Skinner, 931 F.2d 1020, 1032 n. 14 (Sth Cir. 1991) (quoting City of Houston v.
FAA, 679 F.2d 1184, 1198 (5th Cir. 1982)). The Port Preference Clause does not prohibit legislation
that incidentally prefers some ports over others. Nevada v. Watkins, 914 F.2d 1545, 1558 (9th Cir.
1990). Rather, its purpose is to prevent the federal government from discriminating between states.
Pennsylvania v. The Wheeling & Belmont Bridge Co., 59 U.S. 421, 435 (1855). Like the Tax Uniformity Clause, the Port Preference Clause is a limit on the federal government, and not state governments. Munn v. Illinois, 94 U.S. 113, 135 (1876). The Port Preference Clause and the Tax Uniformity Clause "were proposed together and reported out of a special committee as an interrelated
limitation on the national government's commerce power." Ptasynski, 462 U.S. at 81 n.10 (citing
RECORDS OF THE FEDERAL CONVENTION OF 1787, supra note 29, at 437). They were separated

without explanation when James Madison remedied the omission from the Tax Uniformity Clause.
Id.
94.

See RECORDS OF THE FEDERAL CONVENTION OF 1787, supra note 29, at 307-08.

95.
1JOSEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED STATES 683 (T.
Cooley ed., 4th ed. 1873).
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The Uniformity Clause, therefore, is designed to ensure that Congress does not impose an indirect tax on the citizens of one state different
than that imposed on the citizens of another state.96
The Uniformity Clause was proposed on August 25, 1787, and
adopted by the Framers on August 31, 1787, without discussion.97 As
adopted, the language provided that all taxes shall be "uniform and
equal" throughout the United States. 98 This clause was proposed by delegates from Maryland. 99 But when the Committee on Style reported the
final draft of the Constitution to the Framers, it failed to include the tax
uniformity clause. 1m Two days later, however, this omission was noticed
and corrected by James Madison, who handwrote the term "uniform"
into Article I, Section 8, but omitted the term "equal."''1
1. What is "Uniformity?"
Following the ratification of the Constitution, a debate ensued as to
the scope of the Uniformity Clause. 0 2 Some argued that the Uniformity
Clause required intrinsic fairness and equality among taxpayers.'0 3 According to this view, a federal tax must be levied in precisely the same
manner and amount upon all individuals.'°4 Thus, a tax that treats two
people differently would not be uniform. This view found support in
Hylton v. United States, 10 5 a case in which the Supreme Court was asked
to determine the constitutionality of a federal tax on carriages.' 6 In that
case, Justice Paterson stated that "[u]niformity is an instant operation on
individuals, without the intervention of assessments, or any regard to
states ....
,,I07 Similarly, Justice Iredell, voting to uphold the carriage tax,
opined that "the tax ought to be uniform; because the present Constitution was particularly intended to affect individuals, and not states ...
,,108

A few years later, the Supreme Court, upholding a federal excise tax
on distillers, again lent support to the argument that the Uniformity
Clause required equality among taxpayers:

96. Apache Bend Apartments, Ltd. v. United States, 702 F. Supp. 1285, 1296 (1988), aff'd,
reh 'g granted, affd in part, rev'd in part, 987 F.2d 1174 (5th Cir. 1993).
97. Ptas'nski,462 U.S. at 81 n. 10.
98.
99.

RECORDS OF THE FEDERAL CONVENTION OF 1787, supra note 29, at 418.
Luther Martin, Genuine Information, in RECORDS OF THE FEDERAL CONVENTION OF 1787,

supra note 29, at172, 205.
100.
101.

RECORDS OF THE FEDERAL CONVENTION OF 1787, supra note 29, at 594.
CHARLES ADAMS, FOR GOOD AND EVIL: THE IMPACT OF TAXES ON THE COURSE OF

CIVILIZATION 310 (Madison Books 1993).
102. Knowlton, 178 U.S. at84-85.
103. Id.at84.
104.

Id.

105.
106.
107.
108.

3 U.S. (3Dall.) 171 (1796).
Hy'lton, 3 U.S. (3Dal].)
at 172.
Id. at180.
Id. at181.
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The law is not in our judgment subject to any constitutional objection. The tax imposed upon the distiller is in the nature of an excise,
and the only limitation upon the power of Congress in the imposition
of taxes of this character is that they shall be 'uniform throughout the
United States.' The tax here is uniform in its operation; that is, it is
assessed equally upon all manufacturers of spirits wherever they are.
The law does not establish one rule for one distiller
and a different
19
rule for another, but the same rule for all alike. 0
The view that the Uniformity Clause required intrinsic fairness and
equality was short-lived. In the late nineteenth century, the Supreme
Court declared once and for all that the Uniformity Clause simply requires geographic uniformity. 0 That is, an indirect tax "is uniform when
it operates with the same force and effect in every place where the subject of it is found.""' There is no requirement that the tax apply equally
to all taxpayers." 12 This view was first pronounced in the Head Money
Cases,"13 in which the Supreme Court upheld a federal head tax on persons immigrating through port cities such as New York." 4 Challengers
of the head tax argued that it was not uniform because it applied to persons immigrating at port cities but not to those immigrating at inland
cities." 15 The Court, however, sustained the tax, concluding that because
the tax applies to all port cities alike "there is substantial uniformity
within the meaning and purpose of the constitution."" 6
"Subsequent cases have confirmed that the Framers did not intend
to restrict Congress' ability to define the class of objects to be taxed.
They intended only that the tax apply wherever the classification is
found." ' 1 7 Thus, Congress may distinguish between similar classes in
selecting the subject of a tax. For example, in Knowlton v. Moore," 8 the
Supreme Court upheld a federal inheritance tax despite the fact that the
law imposed a progressive tax on legacies and varied the rate of tax
among classes of legatees. 119 In so doing, the Court reaffirmed that the
Uniformity Clause simply requires geographic uniformity and not intrinsic equality.
The Knowlton court gave three reasons for rejecting an intrinsic
equality interpretation of the Uniformity Clause. 20 First, if the Framers
had intended something more than geographic uniformity, there would
109.
110.
111.
112.
113.
114.
115.
116.
117.

United States v. Singer, 82 U.S. (15 Wall.) 11I,121 (1872) (mem.).
The Head Money Cases, 112 U.S. 580, 594 (1884).
The Head Money Cases, 112 U.S. at 594.
Id. at 594-95.
112 U.S. 580,594 (1884).
The Head Money Cases, 112 U.S. at 596.
Id. at 594-95.
Id. at 595.
Ptasynski, 462 U.S. at 82.

118.

178 U.S. 41 (1900).

119.
120.

Knowlton, 178 U.S. at 109-10.
Id. at 87-89.
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have been no reason to add the phrase "throughout the United States" to
Article I, Section 8.121 That phrase clearly denotes a geographic limitation and would be redundant if the Uniformity Clause required intrinsic
equality among individual taxpayers. 22 To interpret that phrase otherwise would "lead to a disregard of the elementary canon of construction
123
which requires that effect be given to each word of the Constitution."'
Second, the Framers imposed two limits on Congress's power to tax:
direct taxes must be apportioned among the states based on population,
and indirect taxes must be uniform throughout the United States. 24 The
purpose of the apportionment clauses is to protect individual taxpayers
from paying disproportionate shares of federal taxes. 25 The apportionment clauses, therefore, impose a form of intrinsic equality. 26 However,
this intrinsic equality applies only to direct taxes. 127 If the Framers had
intended to extend this intrinsic equality to indirect taxes, they would not
have distinguished the two. 28 As such, for indirect taxes, the Framers
must have intended only geographic uniformity. 29 Third, the experience
in England and the American states and colonies provided no evidence
130
that indirect taxes must be imposed in an intrinsically equal manner.
To the contrary, the experience in those jurisdictions, and the records of
the Continental Congress and Constitution Convention of 1787, made
clear that the Uniformity Clause mandates nothing more than geographic
uniformity. 3 '
Ever since Knowlton, it has been clear that "the uniformity in excise
taxes exacted by the Constitution is geographical uniformity, not uniformity of intrinsic equality and operation. The Constitution does not
command that a tax 'have an equal effect in each State.' ' ' 132 Rather, geographic uniformity simply precludes the federal government from imposing "a different tax in one state or states than was levied in another state
or states."' 133 A "tax is uniform when it operates with the same force and
effect in every place where the subject of it135is found."' 134 Thus, a tax law
may not be "drawn on state political lines."'

121.
Id. at 87.
122. Id.
123. Id.
124. Id. at 88-89.
125. Id. at 89.
126. id. at 88.
127. Id.
128. Id. at 89.
129. Id.
130. Id.
131.
See generally id. at 89-106.
132.
Fernandez v. Wiener, 326 U.S. 340, 359 (1945) (upholding federal estate tax (quoting
Knowlton, 178 U.S. at 104) (citations omitted)).
133.
Brushaber, 240 U.S. at 12.
134.
The Head Money Cases, 112 U.S. at 594.
135.
Ptasynski,462 U.S. at 78.

130
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There is no lack of uniformity, however, simply because the subject
of the tax is not found in some states1 36 or because "differences of state
law... may bring a person within or without the category designated by
Congress as taxable .... 137 An indirect tax may affect citizens of different states differently, as long as the purpose of the tax is not to favor the
citizens of one state over the citizens of another state. 138 "The Uniformity
Clause does not require a tax to be intrinsically uniform-that is, it is not
necessary that the tax operate upon one individual in precisely the same
manner as on all individuals."'' 39 Indeed, "[i]ndirect taxes necessarily will
effect [sic] taxpayers in various states differently since states will have
different quantities of the subject being taxed."' 140 "Perfect uniformity
and perfect equality of taxation ...

is a baseless dream...

.,,141

Accord-

ingly, a tax law is uniform if the same rates apply generally throughout
42
the United States. 1

2. What Are Indirect Taxes?

The Uniformity Clause identifies three categories of indirect taxes:
duties, imposts, and excises.

43

For all practical purposes, however, the
44

Uniformity Clause applies to any tax that is not a direct tax.

The 'terms duties, imposts and excises are generally treated as embracing the indirect forms of taxation contemplated by the Constitution.' Therefore, if a tax is not a direct tax, it falls within the general
136.
Fernandez, 326 U.S. at 359.
137.
Poe v. Seabom, 282 U.S. 101, 117-18 (1930) ("[D]ifferences of state law, which may
bring a person within or without the category designated by Congress as taxable, may not be read
into the Revenue Act to spell out a lack of uniformity."); Florida v. Mellon, 273 U.S. 12, 17-18
(1927) (holding that a federal estate tax credit for state inheritance taxes paid is uniform despite the
fact that Florida does not have an inheritance tax).
138.
Ptasynski, 462 U.S. at 85-86.
139.
Chiles v. United States, 61 A.F.T.R.2d (PH) 88-1378, 88-1384 (D. Or. 1985).
140.
Apache Bend Apartments, 702 F. Supp. at 1296. "This created the possibility of most of
the revenue from the tax on this activity coming from a few states where the activity is widely conducted, and very little revenue from those states where the activity is relatively unimportant." Chiles,
61 A.F.T.R.2d at 88-1384. Congress is not even prohibited from using geographic terms to define a
class of objects to be taxed. Ptasynski, 462 U.S. at 84 (upholding taxation of "Alaskan oil" where the
tax was applied at the same rate in all portions of the United States where the subject of the tax was
found).
141.
The Head Money Cases, 112 U.S. at 595. "Is the tax on tobacco void because in many of
the state [sic] no tobacco is raised or manufactured? Is the tax on distilled spirits void because a few
states pay three-fourths of the revenue arising from it?" Id. at 594.
142.
Heitsch v. Kavanagh, 200 F.2d 178, 180 (6th Cir. 1952) (upholding estate tax despite the
fact that some taxpayers settle with the government for less than the full rate); R.C. Tway Coal Co.
v. Glenn, 12 F. Supp. 570, 595 (W.D. Ky. 1935) (upholding a tax which was uniform within a particular class as a uniform tax).
143.
U.S. CONST. art. I, § 8, cl. I.
144.
The Framers themselves were uncertain as to the meaning of indirect taxes:
What is the distinction between direct and indirect taxes? It is a matter of regret that
terms so uncertain and vague in so important a point are to be found in the Constitution.
We shall seek in vain for any antecedent settled legal meaning to the respective terms.
There is none. We shall be as much at a loss to find any disposition of either which can
satisfactorily determine the point.
Springer, 102 U.S. at 597-98 (quoting Alexander Hamilton).
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category of indirect taxes, and it is a matter of no moment whether its
be further refined as a duty, or an impost, or an exclassification
14 5
cise.

Whether a tax is direct or indirect depends upon what is being
taxed.' 46 "Direct taxes bear immediately upon persons, upon the possession and enjoyments of rights; indirect taxes are levied upon the happening of an event or an exchange."'' 47 For example, a tax imposed upon a
particular use of property incidental to ownership is an excise tax. 48 An
excise tax is an indirect tax, one not directly imposed upon persons or
property, and is one that is "'imposed on the performance of149an act, the
engaging in an occupation, or the enjoyment of a privilege.""
Another example of an indirect tax is the federal estate and gift tax,
which is imposed on the transfer of property and not the property itself. " °
Although different modes of assessing such duties prevail, and although they have different accidental names, such as probate duties,
estate taxes, or privilege taxes, nevertheless tax
stamp duties ....
laws of this nature in all countries rest in their essence upon the principle that death is the generating source from which the particular
taxing power takes its being, and that it is the power to transmit, or
to the living, on which such taxes are
the transmission from the dead
5
more immediately rested. 1 1

Income taxes 52 and corporate taxes1 53 are also indirect taxes because they are imposed on the earning of money and not directly on individuals or property. 54 The list of taxes found to be indirect by the Supreme Court is extensive.155 Indeed, in response to the contention that the
145.
Penn Mut. Indem. Co. v. Commissioner, 32 T.C. 653, 660-61 (1959) (quoting Flint v.
Stone Tracy Co., 220 U.S. 107, 151 (1911) (citation omitted)).
146. Alexander Hamilton, The Defence of the Funding System, July 1795, in 19 THE PAPERS
OF ALEXANDER HAMILTON 22, 25 (Harold C. Syrett ed., 1973) ("In all but direct taxes the Constitution enjoins uniformiry.").

Knowlton, 178 U.S. at 47.
147.
Bromley v. McCaughn, 280 U.S. 124, 136 (1929) (finding that an estate tax, which in148.
cluded gross estate transfers made in contemplation of death, is an indirect tax not subject to apportionment).
In re Tri-Manufacturing & Sales Co., 82 B.R. 58, 60 (Bankr. S.D. Ohio 1988) (quoting
149.
BLACK'S LAW DICrIONARY (5th ed.)).

150. See Knowlton, 178 U.S. at 56.
Id.; see also Tyler v. United States, 281 U.S. 497, 502-03 (1930).
151.
152.
Brushaber,240 U.S. at 15 (upholding personal income tax).
Flint, 220 U.S. at 151-52 (upholding corporate income tax), overruled on other grounds
153.
as noted by Garcia v. San Antonio Metro. Transit Auth., 469 U.S. 528, 542 (1985).
154. See generally Calvin H. Johnson, The Illegitimate "Earned" Requirement in Tax and
Nontax Accounting, 50 TAX. L. REV. 373, 412 (1995) ("Viewed as a tax on earnings, the income tax
is an indirect tax .... ).
Among these indirect taxes are: (I) a "license" or "special" tax upon dealers in certain
155.
commodities, License Tax Cases, 72 U.S. 462, 471-74 (1866); South Carolina v. United States, 199
U.S. 437, 459, 463 (1905), overruled as stated in Garcia, 469 U.S. at 528; (2) a tax on sales at
commodity exchanges, Nicol v. Ames, 173 U.S. 509, 519-20 (1899); (3) a tax on the transfer or sale
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estate tax is a direct tax, the Supreme Court swept away all logical arguments with Justice Holmes's infamous statement: "Upon this point a
page of history is worth a volume of logic.' 56 The category of indirect
taxes, therefore, is "wide and comprehensive . . . in striking contrast to
the very narrow range within which 'direct' taxes have been limited...
,,157

3. The Sixteenth Amendment
The Sixteenth Amendment had no effect on the Uniformity
Clause,5 8 so federal income tax laws are still required to be "uniform
throughout the United States .... ,,159 This, of course, calls into question
the necessity of the Sixteenth Amendment. The federal government had
the power to tax income prior to the Sixteenth Amendment. 60 The sole
purpose of the Sixteenth Amendment was to relieve Congress of the obligation to apportion income taxes.' 6' However, only direct taxes are subject to apportionment. 162 There is no dispute today-and arguably no
dispute prior to the ratification of the Sixteenth Amendment-that income taxes are indirect taxes and, as such, are not subject to the apportionment clauses. 16 3 Ultimately, the Sixteenth Amendment serves no real
purpose.

II.

CIRCUIT-SPECIFIC APPLICATION OF THE INTERNAL REVENUE CODE

In recent years, the IRS has instituted an official practice of applying various parts of the Internal Revenue Code in only some states. This
occurs when the IRS disagrees with a federal circuit court's interpretation of the Code. In such cases, the IRS issues a formal opinion stating
of securities, Provost v. United States, 269 U.S. 443, 457 (1926); Thomas v. United States, 192
U.S.
363, 370-71 (1904); Treat v. White, 181 U.S. 264, 269 (1901); (4)a tax on the issuance of state
bank
notes, Veazie Bank, 75 U.S. (8 Wall.) at 546-47; (5) a tax on manufactured tobacco having reference
to its origin and intended use, Patton v. Brady, 184 U.S. 608, 615-16 (1902); (6) a tax on the
manufacture and sale of oleomargarine, McCray v. United States, 195 U.S. 27, 50 (1904); (7)
a tax on
devolutions of title to real estate, Scholey v. Rew, 90 U.S. 331, 348-49 (1874); (8) a tax
on the
receipt of legacies, Knowlton, 178 U.S. at 83; (9) a tax on transfers at death, N.Y. Trust Co.
v. Eisner, 256 U.S. 345, 349 (1921); and (10) a tax on transfers inter vivos, Bromlev, 280 U.S. at 138.
156. N.Y.Trust, 256 U.S. at 349 (holding that the federal estate tax is an indirect tax).
157.
Penn Mut. Indem., 32 T.C. at 661. As Woodrow Wilson proclaimed in 1885, direct taxes
are not favored in America: "All direct taxes are heartily disliked . .. " WOODROW
WILSON,
CONGRESSIONAL GOVERNMENT: A STUDY IN AMERICAN POLITICS 132 (Legal
Classics Library

special ed.) (1993).
158. The Sixteenth Amendment says nothing about uniformity: "The Congress shall
have
power to lay and collect taxes on incomes, from whatever source derived, without apportionment
among the several States, and without regard to any census or enumeration." U.S. CONST.
amend.
XVI.
159.
U.S. CONST. art. 1,§ 8,cf. I; Brushaber, 240 U.S. at 24 (upholding that the federal income
tax is subject to the Uniformity Clause after the Sixteenth Amendment).
160. Flint, 220 U.S. at 151-52; Penn Mut. Indem., 32 T.C. at 662 ("Among the numerous
indirect taxes imposed by Congress under article I, section 8, of the Constitution were the
various
income taxes levied for a period of nearly 10 years at about the time of the Civil War.").
161.
Brushaber, 240 U.S. at 17-19.
162. U.S. CONST. art. I, § 8, cl.I.
163. Flint, 220 U.S. at 150-5 I.
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that it will adhere to the circuit court's interpretation of the tax law in the
states within that circuit, but not in other states. As a result, different tax
laws are being applied in different states in direct contravention of the
spirit, if not the letter, of the Uniformity Clause.
Three examples of the IRS's circuit-specific application of the tax
law should suffice. In a Field Service Advisory dated August 7, 1992, the
IRS was asked to opine on whether a taxpayer is entitled to interest for
the period when the taxpayer's refund checks were initially issued until
the time when they were reissued, on checks that were mailed to the
wrong address.T64 The IRS declared that the taxpayer was not entitled to
the interest, but made clear that the outcome would have been different
had the taxpayer resided in New York, Connecticut, or Vermont. 65 The
geographical distinction was due to the fact that the Second Circuit had
previously ruled, in Doolin v. United States,'6 6 that a similarly situated
taxpayer was entitled to interest. 67 The IRS, however, refused to apply
Doolin outside the Second Circuit. 68 By doing so, the IRS is applying
federal tax law differently in some states than it is in others. As a result,
residents of New York are entitled to interest but residents of California
are not.
169
The second example is found in Zabolotny v. Commissioner,
which involved the correction of a prohibited transfer under I.R.C. §
4975.170 The Eighth Circuit held that corrections under § 4975(0(5) are
automatic and thus no additional tax was owed by the taxpayers.' 71 The
IRS disagreed, opining that the taxpayers had failed to take the proper
actions to correct a prohibited sale or exchange under § 4975(c)(1)(a),
I.R.S. Field Serv. Advisory, TL-N-7623-92, 1992 WL 1355759 (Aug. 7, 1992).
Id. The federal circuits follow state political boundaries. MICHAEL E. TIGAR & JANE B.
TIGAR, FEDERAL APPEALS: JURISDICTION AND PRAC7ICE § 4.01 (3d ed. 1999). The Second Circuit,
for instance, is comprised of New York, Connecticut, and Vermont. Id. at § 4.04.
166.
918 F.2d 15 (2d Cir. 1990).
Doolin, 918 F.2d at 19 ("Under all the circumstances, we cannot agree that there was a
167.
proper tender of the March 1986 check to plaintiffs; that check was therefore not a 'refund check'
within the meaning of 26 U.S.C. § 661 1(b)(2). Accordingly, the first check that was properly tendered was the March 1990 check, and plaintiffs are entitled to appropriate interest for the period
between March 18, 1986 and a date within 30 days of March 9, 1990, the date of the 'refund
check."').
168.
I.R.S. Field Serv. Advisory, TL-N-7623-92,1992 WL 1355759 (Aug. 7, 1992) ('The
.
Service does not intend to follow the decision in any circuit, except in the Second Circuit .
7 F.3d 774 (8th Cir. 1993).
169.
170. Zabolotny, 7 F.3d at 776. I.R.C. § 4975 imposes additional taxes on certain prohibited
transfers from qualified pension plans. I.R.C. § 4975 (2000).
Zabolotny, 7 F.3d at 778 n.3 ("The IRS also asserts that, because § 4975(a) imposes a
171.
blanket prohibition on certain types of transaction regardless of the transaction's financial success
and demands a 5% of the value of the transaction from the disqualified person involved whether or
not the transaction turned out to be a 'good deal,' the same standards should apply to § 4975(b). We
disagree. Congress created a two-tier, not a one-tier, tax liability scheme, and one of the distinguishing features of the second-tier tax is that instead of being imposed automatically it is avoidable
through correction. The mandatory nature of the first-tier excise tax simply does not require us to
hold that the financial consequences of the transaction to the plan are irrelevant for the purposes
determining the propriety of a second-tier excise tax liability." (citations omitted)).
164.
165.

DENVER UNIVERSITY LAW REVIEW

[Vol. 81:1

and thus, a 100 percent tax was due under § 4975(b).' 72 Despite the fact
that no other circuit court had ruled on this issue, the IRS issued a
nonacquiescence and declared that it would continue to apply §
4975(f)(5) in a manner inconsistent with the Eighth Circuit's opinion, but
only for taxpayers living outside the Eighth Circuit. 7 3 Thus, taxpayers
residing in Arkansas, 74 for example, are treated differently than those
residing in Colorado.
Finally, in Revenue Ruling 72-583, the IRS declared two rules for
gifts to political campaigns. 75 If the taxpayer resides in Virginia, or any
other state outside the Fifth Circuit, 176 gifts to political campaigns are
considered taxable gifts under the federal gift tax. 177 For taxpayers residing in Texas, or any other state within the Fifth Circuit, such gifts are not
78
taxable. The only reason for this is that the Fifth Circuit had so held.
In all three examples, the IRS is applying the tax laws one way in
some states and another way in other states. The IRS's distinction is
based solely on geography, as the federal circuits are drawn on state political boundaries. The IRS's distinction is not based on state law or the
taxpayers themselves. Accordingly, this is nothing more than a nonuniform application of the tax law by the federal government.
III.

APPLICATION OF THE UNIFORMITY CLAUSE TO THE

IRS

"[T]he Uniformity Clause requires that an excise tax apply, at the
same rate, in all portions of the United States where the subject of the tax
is found."' 179 If Congress passed a law that applied different taxes to different circuits, the law would undoubtedly violate the Uniformity Clause.
172.
Zabolotny v. Commissioner, 7 F.3d 774 (8th Cir. 1993), action on dec., 1994-004, 1994
WL 805237 (May 31, 1994).
173.
Zabolony, action on dec., 1994-004, 1994 WL 805237.
174.
The Eighth Circuit is comprised of Arkansas, Iowa, Minnesota, Missouri, Nebraska, North
Dakota, and South Dakota. TIGAR, supra note 165, at § 4.10.
175.
Rev. Rul. 72-583, 1972-2 C.B. 534. Revenue Ruling 72-583 was subsequently superseded
by statute. See I.R.C. § 2501 (a)(5).
176. The Fifth Circuit is comprised of Louisiana, Mississippi, and Texas. TIGAR, supra note
165, at § 4.07.
177.
Rev. Rul. 72-583, 1972-2 C.B. 534.
178.
Stem v. United States, 436 F.2d 1327, 1330 (5th Cir. 1971). The Fifth Circuit reasoned:
The transactions in controversy were permeated with commercial and economic factors.
The contributions were motivated by appellee's desire to promote a slate of candidates
that would protect and advance her personal and property interests. To assure that the
funds would be spent in a manner consonant with the attainment of that goal, appellee
and her group retained control over the disbursement of their contributions. In a very real
sense, then, Mrs. Stem was making an economic investment that she believed would have
a direct and favorable effect upon her property holdings and business interests in New
Orleans and Louisiana. These factors, in conjunction with the undisputed findings of the
lower court that the expenditures were bona fide, at arms length and free from donative
intent, lead us, in light of what we have said above, to the conclusion that the expenditures satisfy the spirit of the Regulations and are to be considered as made for an adequate and full consideration.
Stern, 436 F.2d at 1330.
179. United States v. Ptasynski, 462 U.S. 74, 84 (1983).

20031

A NON-UNIFORM UNCONSTITUTIONAL TAX

Therefore, the IRS's circuit-specific application of the tax laws clearly
violates the spirit of the Uniformity Clause as the IRS is applying tax
laws differently to different states. However, does the IRS's circuitspecific application of the tax law violate the letter of the Uniformity
Clause?
The Uniformity Clause is contained in Article I of the Constitution.18° By its terms, therefore, it does not limit the actions of the IRS; it
applies only to Congress.' 8' As a consequence, it may be argued that only
Congress, and not the IRS, can violate the Uniformity Clause. Such an
argument, however, would render the Uniformity Clause meaningless.
There are two ways of viewing the IRS's circuit-specific application
of the tax law. First, it could be argued that the Uniformity Clause applies only to the legislative process, and the IRS is not making law, but
simply choosing not to enforce an otherwise uniform law in some states.
The problem with this argument is that the "power to alter or repeal laws
is a legislative power and executive officers may not by means of construction, rules and regulations, orders or otherwise, extend, alter, repeal,
82
set at naught or disregard laws enacted by the legislature."1 This is particularly true in the area of tax law, where courts have held that it is
unlawful for the IRS to adopt different enforcement policies for different
circuits: "The letter of the Commissioner [setting forth a different enforcement policy for the Eighth Circuit] could not have the effect of
changing the law. Insofar as the Commissioner adopted an enforcement
183
was unlawful."
policy contrary to the statute, the enforcement policy
Alternatively, it could be argued that the IRS is involved in the legislative process by virtue of the fact that Congress has delegated its
power to make tax law to the IRS. 184 It is well settled that the executive
branch lacks the independent power to impose taxation; only Congress
has that authority. 85 Accordingly, any power the IRS has to impose tax
180.
181.

U.S. CONST. art. I, § 8, cl.1.
As part of the executive branch, the IRS is governed by Article II of the Constitution. U.S.

CONST. art. II, § 1, cl.1.
Peony Park, Inc. v. United States, 121 F. Supp. 690, 695 (D. Neb. 1954); see also Inv.
182.
Annuity, Inc. v. Blumenthal, 442 F. Supp. 681, 693 (D.D.C. 1997) ("Congress, not the Internal
Revenue Service, is the appropriate body to consider . . . substantive changes in the tax laws.");
Lopez v. Heckler, 713 F.2d 1432, 1441 (9th Cir. 1983) (Pregerson, J., concurring) (opining that an
agency's refusal to adhere to circuit court's decision is "akin to the repudiated pre-Civil War doctrine of nullification"); Stieberger v. Heckler, 615 F. Supp. 1315, 1357 (S.D.N.Y. 1985) (Nonacquiescence renders "[tlhe judiciary's duty and authority... to say what the law is... a virtual nullity..
."(citations and internal quotation marks omitted)).
Peony Park, 121 F. Supp. at 695.
183.
See generally Treas. Dept. Order No. 150-2, printed in I.R.C. § 7452 (1954) (granting
184.
revenue and taxing authority to the Commissioner of Internal Revenue). Congress' delegation powers are virtually unlimited. See, e.g., Whitman v. Am. Trucking Ass'n, Inc., 531 U.S. 457, 472-73

(2001).
Inland Prods. Co. v. Blair, 31 F.2d 867, 868 (4th Cir. 1929) ("The Revenue Acts in force
185.
in 1918 and 1919 did not impose the soft drink tax upon sweet cider, and the regulations of the

Revenue Department attempting to impose it were void."); Inv. Annuity, 442 F. Supp. at 693 ("Con-
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law must have been delegated to it by Congress.186 When Congress delegates powers to the executive branch, however, the executive branch
assumes those powers subject to the same constitutional restrictions that
limited Congress' power. 87 For example, the First Amendment provides
that "Congress shall make no law ...abridging the freedom of speech..
•.,,188 By its terms, only Congress, not the executive branch, is subject to
the First Amendment. If applied literally, the executive branch could
promulgate regulations that abridge free speech with impunity. Such a
construction would, of course, render the First Amendment meaningless,
and courts have so held:
Petitioner argues that the [FCC's] regulations . . .violate the First
Amendment. The First Amendment states, "Congress shall make no
law ... abridging the freedom of speech." Although the text of the
First Amendment refers to legislative enactments by Congress, it is
actually much broader in scope and encompasses, among other
things, regulations promulgated by administrative agencies.•89
The same holds true for restrictions on Congress contained in Article I of the Constitution.' 90 Congress may delegate, under Article 1, § 8,
cl. 17, its "full legislative power subject of course to constitutional limitations to which all lawmaking is subservient . . . ."191 Obviously, Congress cannot delegate more power than it has. 192 Otherwise, Congress
could easily avoid constitutional restrictions like the Uniformity Clause
by simply delegating authority to the executive branch. Accordingly, if
the IRS is imposing tax law- rather than
enforcing it-it must do so in
93
compliance with the Uniformity Clause.

gress, not the Internal Revenue Service, is the appropriate body to consider.., substantive changes
in the law."); Peony Park, 121 F. Supp. at 695 ("The executive branch of the government has no
power to raise revenue. That power is in the Congress by Article I, § 8 of the Constitution.").
186. Congress has the authority to delegate its Article I, § 8 powers to the executive branch.
See Cal. Bankers Ass'n v. Shultz, 416 U.S. 21, 59 (1974) ("The plenary authority of Congress to
regulate foreign commerce, and to delegate significant portions of this power to the Executive, is
well established."); District of Columbia v. Thompson Co., 346 U.S. 100, 109 (1953) (Congress may
delegate its "full legislative power subject of course to constitutional limitations to which all lawmaking is subservient ....
").
187. See, e.g., U.S. West, Inc. v. FCC, 182 F.3d 1224, 1231 (10th Cir. 1999) (noting that an
agency's interpretation of the delegating statute is subject to constitutional review).
188.
U.S. CONST. amend. I (emphasis added).
189.
U.S. West, 182 F.3d at 1231-32 (citations omitted).
190.
Thompson, 346 U.S. at 109.
191.
Id.
192. Neinast v. Texas, 217 F.3d 275, 281 (5th Cir. 2000) ("[O]ur operating premise must be
that an agency, or as here, an executive office with delegated power to promulgate rules, cannot have
greater power to regulate ... conduct than does Congress.").
193.
See generally Margaret L. Thum, Confusion in the Courts: The Failure to Tax Punitive
Damages Uniformly in Personal Injury Cases, 23 HASTINGS CONST. L.Q. 591 (1996) (arguing that
inconsistent circuit court decisions violate the Uniformity Clause); Gary L. Rodgers, The Commissioner "Does Not Acquiesce," 59 NEB. L. REV. 1001, 1030 (1980) (suggesting that inconsistent
interpretation of tax laws by courts could violate the Uniformity Clause).
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In sum, when the IRS applies tax law in a circuit-specific manner, it
is either unlawfully refusing to enforce a tax statute in certain states or
imposing a non-uniform tax law in violation of the Uniformity Clause. In
either case, the IRS's actions are unconstitutional.
IV. PROPOSAL

The IRS's circuit-specific application of the tax law violates the
spirit, if not the letter, of the Uniformity Clause. The IRS, however, is
not totally to blame. The real culprit is a judicial system in which thirteen
different circuit courts independently interpret federal tax law.'9 4 When
the IRS disagrees with a circuit court's interpretation of the Internal
Revenue Code, the IRS has three unappealing choices. First, it can apply
the tax law in accordance with the circuit court's interpretation in that
circuit, but not in other circuits. This is the IRS's current practice, which
arguably violates the Uniformity Clause. 195 Alternatively, the IRS could
apply the tax law in accordance with the circuit court's interpretation in
all circuits. Under this approach, each circuit court would effectively
speak for the entire nation, raising the circuit court's prominence to that
of the United States Supreme Court. This approach is not followed in
other areas of federal law,' 96 and, of course, is not feasible where there
are contradictory circuit court interpretations. 97 Finally, the IRS could,
theoretically, ignore the circuit court's interpretation altogether. 98 However, this alternative violates one of the first principles of judicial review:
a federal court's interpretation of federal law is final and controlling. 99
Accordingly, any proposal to reform the IRS's circuit-specific application of the tax law must start with a change in the appellate process.
194. ROSWELL MAGILL, THE IMPACT OF FEDERAL TAXES 209 (1943) ("If we were seeking to
secure a state of complete uncertainty in tax jurisprudence, we could hardly do better than to provide
for 87 Courts [as of 1943] with original jurisdiction, II appellate bodies [now 13] of coordinate
rank, and only a discretionary review of relatively few cases by the Supreme Court."). Appeals from
district courts are heard by the circuit court in which that district is located. See 28 U.S.C. § 1294
(2000). Appeals from the Tax Court are heard by the circuit court in which the taxpayer resides.
I.R.C. § 7482 (2000). Appeals from the Court of Federal Clams are heard by the Federal Circuit. 28
U.S.C. § 1295 (2000). In all, thirteen different circuit courts hear tax appeals.
195. See supra Part I.
196. See, e.g., Hopwood v. Texas, 84 F.3d 720 (5th Cir. 1996) (invalidating affirmative action
programs in Fifth Circuit only), cert. denied, 116 S. Ct. 2581 (1996).
197. If there were a split in circuits, the IRS, under this alternative, would have no choice but to
apply different laws in different states. Circuit splits are not uncommon in tax law. For example, the
circuits are split on whether a contingent fee is a part of the client's taxable income. Compare Foster
v. United States, 249 F.3d 1275, 1279-80 (11 th Cir. 2001), Srivastava v. Commissioner, 220 F.3d
353, 364-65 (5th Cir. 2000), Davis v. Commissioner, 210 F.3d 1346, 1347-48 (11th Cir. 2000) (per
curium), Estate of Clarks v. United States, 202 F.3d 854, 858 (6th Cir. 2000), and Cotnam v. Commissioner, 263 F.2d 119, 125-26 (5th Cir. 1959), with Young v. Commissioner, 240 F.3d 369, 37679 (4th Cir. 2001), Coady v. Commissioner, 213 F.3d 1187, 1190-91 (9th Cir. 2000), and Baylin v.
United States, 43 F.3d 1451, 1454-55 (Fed. Cir. 1995).
198. This practice has been condemned by the courts. See supra note 182 and accompanying
text.
199.
Cooper v. Aaron, 358 U.S. 1, 18 (1958) ("[Tlhe federal judiciary is supreme in the exposition of the law .... "); Marbury v. Madison, 5 U.S. (I Cranch) 137, 177 (1803) ("It is emphatically
the province and duty of the judicial department to say what the law is.").
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The simplest and best solution would be to require all federal tax
appeals to be heard in a single forum. This Article, therefore, proposes
that Congress amend 28 U.S.C. § 1295(a) by adding a provision granting
exclusive jurisdiction over federal tax appeals to the Court of Appeals for
the Federal Circuit.2°° The Federal Circuit was created to provide "a forum for appeals from throughout the country in areas of the law where
Congress determines that there is special need for ... uniformity. 20' For
example, in an effort to unify and stabilize the law of patents, Congress
assigned jurisdiction over virtually all federal patent appeals to the Federal Circuit. 2° 2 Many argue this exclusive jurisdiction has added a needed
stability and unity to the law of patents.20 3 There is no reason the Federal
Circuit could not do the same for tax law.2° Uniformity is needed in tax
200.
Such an amendment could read:
(a) The United States Court of Appeals for the Federal Circuit shall have exclusive jurisdiction(15) of an appeal from a final decision of the United States Court of Federal Claims, the
United States Tax Court, or a United States District Court involving claims under Title 26
(the Internal Revenue Code).
201.
S.REP. No. 97-275, at I (1982), reprinted in 1982 U.S.C.C.A.N. 11,14. "[T]here are
areas of the law in which the appellate courts reach inconsistent decisions on the same issue, or in
which-although the rule of law may be fairly clear-courts apply the law unevenly when faced
with the facts of individual cases." Id. at 13. The Federal Circuit was designed to provide "a prompt,
definitive answer to legal questions" in these areas. Id. at II.
202. Id. at 11-17. According to 28 U.S.C. § 1295 (2000):
The United States Court of Appeals for the Federal Circuit shall have exclusive jurisdiction ... of an appeal from a decision of--(A) the Board of Patent Appeals and Interferences of the United States Patent and Trademark Office with respect to patent applications and interferences, at the instance of an applicant for a patent or any party to a patent
interference, and any such appeal shall waive the right of such applicant or party to proceed under section 145 or 146 of title 35; (B) the Under Secretary of Commerce for Intellectual Property and Director of the United States Patent and Trademark Office or the
Trademark Trial and Appeal Board with respect to applications for registration of marks
and other proceedings as provided in section 21 of the Trademark Act of 1946 (15 U.S.C.
1071); or (C) a district court to which a case was directed pursuant to section 145, 146, or
154(b) of title 35.
Id. § 2195 (a).
203. See, e.g., F. Scott Kieff, Property Rights and Property Rules for Commercializing Inventions, 85 MINN. L. REV. 697, 754 (2001); Howard T. Markey, The Federal Circuit and Congressional Intent, 41 AM. U. L. REV. 577, 577 (1992) (discussing the Federal Circuit's success in fulfilling Congress' desire to create uniformity in patent law); Allan M. Soobert, Breaking New Grounds
in Administrative Revocation of U.S. Patents: A Proposition for Opposition--and Beyond, 14 SANTA
CLARA COMPUTER & HIGH TECH. L.J. 63, 104 (1998) ("The Federal Circuit has, for the most part,
been successful in achieving its primary goal of providing uniformity in patent law."); Harry F.
Manbeck, Jr., The Federal Circuit-First Ten Years of Patentability Decisions, 14 GEO. MASON L.
REV. 499, 504 (1992) (The Commissioner of Patents and Trademarks opining that "[tihe first ten
years of Federal Circuit jurisprudence has restored efficiency and reliability to the patent law.").
204.

See generally COMMISSION ON STRUCTURAL ALTERNATIVES FOR THE FEDERAL COURTS

OF APPEALS, FINAL REPORT 73 (Dec. 18, 1998), available at http://www.library.unt.edu/gpo/csafcal
final/appstruc.pdf (last visited Nov. 22, 2003) [hereinafter COMMISSION ON STRUCTURAL
ALTERNATIVES] (suggesting that a specialized court of tax appeals is unnecessary and that the tax
appeals should be centralized in the Federal Circuit). Alternatively, Congress should create a new
appellate court to hear all tax appeals. Various tax jurists, practitioners, and academics have proposed the creation of a court of tax appeals. None of these proposals however, were prompted by the
IRS's circuit-specific application of the tax law. See, e.g., H. Todd Miller, A Court of Tax Appeals
Revisited, 85 YALE L.J. 228 (1975); Oscar E.Bland, Federal Tax Appeals, 25 COLUM. L. REV. 1013
(1925); MAGILL, supra note 194, at 209; Roger J. Traynor, Administrative and Judicial Procedure
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law every bit as much as patent law.2 °5 Indeed, as this Article illustrates,
uniformity of tax law is not only desirable, it is constitutionally prescribed.
Congress has nearly unlimited authority to modify or expand the
appellate jurisdiction of federal courts, thus, the proposed amendment
would be constitutional.2 °6 Moreover, the Federal Circuit's interpretation
of the tax law would be final and binding on the IRS, subject only to
review by the United States Supreme Court or, in some instances, a Congressional amendment to the tax law.
This proposal offers several advantages compared to the current
state of the law. Appeals from final decisions of the district courts, the
Court of Federal Claims, and the Tax Court would be heard by a single
circuit court.20 7 This would eliminate inconsistent circuit court decisions,
20 8
as all tax appeals would be decided by the Federal Circuit. In the event
of inconsistent decisions by different panels of the Federal Circuit, the
en banc.20 9 The Tax
Federal Circuit could resolve such inconsistencies
210
Court has adhered to a similar policy for years.
Also, since the Federal Circuit's decision would be final, binding,
and not subject to inconsistent circuit court interpretations, nonfor Federal Income, Estate and Gift Taxes-A Criticism and a Proposal, 38 COLUM. L. REV. 1393
(1938); Charles L. B. Lowndes, Taxation and the Supreme Court, 1937 Term, 87 U. PA. L. REV. 165
(1938); Erwin N. Griswold, The Need for a Court of Tax Appeals, 57 HARv. L. REV. 1153 (1944);
Gary W. Carter, The Commissioner's Nonacquiescence: A Case for a National Court of Tax Appeals, 59 TEMP. L.Q. 879 (1986).
205. Wash. Energy Co. v. United States, 94 F.3d 1557, 1561 (Fed. Cir. 1996) ("[U]niformity
among the circuits is particularly desirable in tax cases to ensure equal application of the tax system
to our citizenry .... " (quoting Gibraltar Fin. Corp. Cal. v. United States, 825 F.2d 1568, 1572 (Fed.
Cir. 1987))); First Charter Fin. Corp. v. United States, 669 F.2d 1342, 1345 (9th Cir. 1982); Keasler
v. United States, 766 F.2d 1227, 1233 (8th Cir. 1985).
206. See, e.g., Ex parte McCardle, 74 U.S. (7 Wall.) 506 (1868) (upholding statute removing
Supreme Court's appellate jurisdiction over habeas corpus petitions). But see United States v. Klein,
80 U.S. (13 Wall.) 128 (1871) (suggesting that Congress' power over the court's appellate jurisdiction is not unlimited).
207. Under current law, the Federal Circuit has appellate jurisdiction over tax cases arising out
of the Court of Federal Claims. 28 U.S.C. § 1295(a)(3) (2000) ("The United States Court of Appeals
for the Federal Circuit shall have exclusive jurisdiction ... of an appeal from a final decision of the
United States Court of Federal Claims; .... ").
208. Appeals would continue to be as a matter of right. See, e.g., McDonald v. United States,
13 Cl. Ct. 255, 265 n.3 (1987) (parties have a "right to appeal to the United States Court of Appeals
for the Federal Circuit"). Thus, the IRS could appeal any trial court decision with which it disagrees.
This would prevent the trial courts from becoming the new bastion of non-uniformity.
209. FED. CIR. R. 35(a) states:
A majority of the circuit judges who are in regular active service may order that an appeal
or other proceeding be heard or reheard by the court of appeals in banc. Such a hearing or
rehearing is not favored and ordinarily will not be ordered except (1) when consideration
by the full court is necessary to secure or maintain uniformity of its decisions, or (2)
when the proceeding involves a question of exceptional importance.
Id. The Federal Circuit also has the power to stay enforcement, pending appeal, or any trial court
decision. FED. CIR. R. 8(a).
210. In the Tax Court, every proposed decision of a trial judge must be referred to the chief
judge before release to assure consistency with the court's existing position. The chief judge may
refer the case to the full Tax Court for possible change. I.R.C. § 7460 (2000).
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acquiescence would not be an option for the IRS. Under the proposal, the
IRS must apply the tax law as interpreted by the Federal Circuit until
such time as the Federal Circuit's interpretation is modified or overruled
by the Supreme Court or the tax law is amended by Congress. 21 ' As a
result, the IRS would no longer have any reason to apply the tax law in a
circuit-specific manner because there would be only one circuit court
interpretation of the Internal Revenue Code, thereby eliminating any
Uniformity Clause problems.
Another advantage over the current state of the law is that if the
Federal Circuit hears all tax appeals, that court may develop an expertise
in tax matters, as it has in patent cases. Scholars have recognized that:
Clearly, the Federal Circuit has developed patent expertise of a
higher average level than that previously found in the regional circuits, as a result of deciding over 200 patent appeals per year. The
fact that the Federal Circuit has a principal responsibility for the patent system, rather than for deciding the odd case, contributes to the
development of that expertise. 212
The same should hold true for tax appeals. 21 3 Tax law is just as intricate
and incoherent as patent law, particularly to generalized judges who
rarely encounter tax appeals. 1 4 Expertise alone may well reduce the
number of inconsistent tax law interpretations. 1 5
211.
See generally Questions and Answers, The First Annual Judicial Conference of the United
States Court of Appeals for the Federal Circuit, 100 F.R.D. 499, 572 (1983) [hereinafter Judicial
Conference] ("A single court of tax appeals, insulated as a practical matter from any but the rarest
Supreme Court review, but always subject to correction through the legislative process, inevitably
would promote uniformity and coherence. Things would not always be settled "right," as losing
litigants and the similarly situated will assert with fervor, but subject to congressional review they
will be settled. That seems to me worth a great deal.").
212. John B. Pegram, Should There be a U.S. Trial Court with a Specialization in Patent Litigation?, 82 J. PAT. & TRADEMARK OFF. Soc'Y 766, 788 (2000); see also Wamer-Jenkinson Co.,
Inc. v. Hilton Davis Chem. Co., 520 U.S. 17, 40 (1997); Micro Motion Inc. v. Exac Corp., 741 F.
Supp. 1426, 1434 (N.D. Cal. 1990) (noting the special expertise of the Federal Circuit in patent
cases).
213.
Judicial Conference, supra note 211, at 572. ("A court of tax appeals would be a specialist's tribunal. Sensibly, I think, it would be a tax specialist tribunal, its jurisdiction limited to and
exclusive ...over appeals of cases arising under the federal tax laws. Sacrificed in the process,
necessarily, is the leavening influence of the generalist appellate judge. Taking account of what our
Internal Revenue Code and regulations have become, and likely will remain, I think it a price worth
paying.").
214.
Laing v. United States, 423 U.S. 161, 188 (1976) (Blackmun, J., dissenting) ("Every
experienced tax practitioner also knows that our Internal Revenue Code is a structured and complicated instrument perhaps too complex that deserves careful and historical analysis when, as here,
longstanding provisions of that Code are challenged."); Koss v. United States, 69 F.3d 705, 712 (3d
Cir. 1995) ("We cannot close this opinion without making an additional observation. It is, of course,
commonplace to note that the Internal Revenue Code is remarkably complicated. In this case, these
complications have cost the Kosses dearly. Indeed, at oral argument we were told that their debt to
the IRS now exceeds $300,000 because of the inclusion of interest. Yet it is very possible that, but
for the operation of the non-substantive, highly technical procedural provisions that have been applied, they would not owe this money. We are disturbed by the harsh result.").
215.
Congress created the Federal Circuit to achieve consistency in patent cases by avoiding
the "contradictory decisions often issued by the 12 existing Courts of Appeal and seldom untangled
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Finally, there is no reason to believe that the Federal Circuit would
become a tool of the IRS. "No tax venue restrains the IRS's aggression
and power better than the Federal Circuit Court of Appeals. Other tax
venues lack the Federal Circuit's history and monetary-claim expertise.
The Federal Circuit specializes in bringing21 6uniform justice to disputes
between the United States and its citizens."
CONCLUSION

The Internal Revenue Code is interpreted by thirteen different circuit courts. The circuit courts' interpretations are not always in accord,
but they are usually final, as the Supreme Court rarely hears tax ap217
peals. As a result, the IRS is often forced to apply different tax laws in
different circuits in violation of the spirit, if not the letter, of the Uniformity Clause of the Constitution. There is, however, a simple, practical, and constitutional solution to this problem. This Article proposes that
Congress amend 28 U.S.C. § 1295(a) by adding a provision granting
exclusive jurisdiction of federal tax appeals to the Court of Appeals for
the Federal Circuit. Such an amendment would not only unify and stabilize the tax law, it would permanently solve the Uniformity Clause issue
identified in this Article.

by the Supreme Court." Paula Dwyer et al., The Battle Raging Over "Intellectual Property," Bus.
WK., May 22, 1989, at 79.
216.

Christopher R. Egan, Checking the Beast: Why the Federal Circuit Court of Appeals Is

Good for the Federal System of Tax Litigation, 56 SMU L. REV. 721, 743-44 (2003).
217. "'This is a tax case. Deny.' This was [Justice] Brennan's normal reaction to a cert request
in a tax case." BOB WOODWARD & SCOTT ARMSTRONG, THE BRETHREN: INSIDE THE SUPREME
COURT 362 (1979); see also COMMISSION ON STRUCTURAL ALTERNATIVES, supra note 204 (infre-

quent Supreme Court review of tax cases often leaves the interpretation of the tax law unsettled for
years).

THE SHORTCOMINGS OF THE SUPREME COURT'S
VIEWPOINT DISCRIMINATION ANALYSIS IN VIRGINIA V.
BLACK
INTRODUCTION

In 1998, a group of men in Virginia Beach, Virginia, burned a
homemade, wooden cross on a black family's lawn.' The vengeful act

2
put the family in fear of what would happen next. The family called the
police, which led to the arrest and conviction of two men under the
state's law against cross burning. 3 However, the convictions were subsequently vacated by the Virginia Supreme Court because the crossburning statute was found unconstitutional.4 Attempts to construct constitutional cross-burning regulations are commendable, but unfortunately
for proponents, First Amendment jurisprudence has often posed an insurmountable obstacle.5 In 2003, however, the United States Supreme
Court, in Virginia v. Black, cleared some of the historical roadblocks by
6
allowing states to prohibit cross burning with intent to intimidate.
Though seemingly recognizing the harms associated with cross burning,
the Black ruling itself raises constitutional concerns and is not as laudable as it may appear. First, the ruling confuses the method of analysis on
viewpoint discrimination. Second, the ruling contradicts the Court's earlier decision of R.A. V. v. City of St. Paul.7 In light of Black's recognition
of a harm, there may still be a way to limit cross burning without burden8
ing speech protected under the First Amendment. Thus, this Comment
discusses the practical and precedential dilemma created by the Black
holding and offers a constitutional answer to the evident problem of
cross burning.

Part I of this Comment discusses the facts leading up to the Black
decision. Part II outlines the analysis of speech under the First Amendment and explains the exceptions to constitutionally protected speech.
Part II also illustrates the strong link between cross burning and the Ku
Klux Klan. Finally, Part II outlines the Court's decision in R.A.V., an
I. Black v. Commonwealth, 553 S.E.2d 738, 740 (Va. 2001), aff'd in part, vacated in part
sub nom. Virginia v. Black, 123 S. Ct. 1536 (2003).
Black, 123 S. Ct. at 1543.
2.
O'Mara v. Commonwealth, 535 S.E.2d 175, 177 (Va. Ct. App. 2000), rev'd, Black v.
3.
Commonwealth, 553 S.E.2d 738 (Va. 2001), affid in part, vacated in part sub noma. Virginia v.
Black, 123 S. Ct. 1536 (2003).
Black, 553 S.E.2d at 740, 746.
4.
5.
See Rodney A. Smolla, Terrorism and the Bill of Rights, 10 WM. & MARY BILL RTS. J.
551, 569-70 (2002).
6.
7.
8.

Black, 123 S. Ct. at 1541. The Court invalidated the Virginia statute on other grounds. Id.
505 U.S. 377 (1992).
See Smolla, supra note 5, at 570.
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important prelude to the Black decision. Part III discusses the Black decision itself, including concurring and dissenting opinions. Part IV suggests that the Supreme Court's method of analysis in Black was incorrect, and that the Court's decision on viewpoint discrimination is inconsistent with precedent. Part IV then proposes a constitutional answer to
the problem of cross burning. Finally, Part IV argues that proscribing
cross burning under existing laws, rather than under specific crossburning regulations, would accomplish the dual goals of punishing those
who burn crosses to intimidate others, and preserving free speech under
the First Amendment.
I. FACTS

Under Virginia's cross-burning statute, it was unlawful "for any
person or persons, with the intent of intimidating any person or group of
persons, to burn, or cause to be burned, a cross on the property of another, a highway or other public place." 9 The statute also established that
"[a]ny such burning of a cross shall be prima facie evidence of an intent
to intimidate ...

."t0 Richard Elliot, Jonathan O'Mara and Barry Elton

Black were each convicted separately of violating the Virginia statute,
and each challenged its constitutionality."
A. Richard Elliot & Jonathan O'Mara
On May 2, 1998, two of the defendants, Elliot and O'Mara, attempted to burn a cross on the property of James Jubilee, Elliot's nextdoor neighbor.' 2 The defendants' alleged motivation for burning the
cross was revenge.' 3 Before the cross burning, Jubilee questioned Elliot's4
mother about gun shots he heard fired from behind the Elliot home.'
Elliot's mother informed the neighbor that shooting firearms was a
hobby of her son's. 5 On the night of May 2, the defendants and another
individual made a wooden cross and took it to Jubilee's property.16 Elliot
gave the cross to O'Mara, who set the cross on fire.' 7 While taking the
cross to Jubilee's home, Elliot called Jubilee a racial epithet.' 8 Jubilee, an
African-American, said he was "very nervous" when he saw the burned
cross on his property the next morning.' 9 The defendants were not affili-

9.
10.
II.
12.
13.
14.

VA. CODE ANN. § 18.2-423 (Michie 1996).
Id.
Virginia v. Black, 123 S.Ct. 1536, 1541 (2003).
Black, 123 S.Ct. at 1542-43.
Id. at 1543.
Id. The respondents, Elliot and O'Mara, saw this questioning as a complaint by Jubilee.

Id.
15.
Id.
16.
O'Mara v. Commonwealth, 535 S.E.2d 175, 177 (Va. Ct. App. 2000).
17.
O'Mara, 535 S.E.2d at 177.
18. Black v. Commonwealth, 553 S.E.2d 738, 740 (Va. 2001).
19.
Black, 123 S. Ct. at 1542-43. Jubilee said he "didn't know what would be the next phase,"
and "a cross burned in your yard ... tells you that it's just the first round." Id. at 1543.
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ated with the Klan.20 At trial, O'Mara pleaded guilty to attempted cross
2
burning, 2'and Elliot was convicted by a jury of the same charge.2 2
B. Barry Elton Black
On August 22, 1998, the third defendant, Black, headed a Ku Klux
Klan rally where a cross was burned as part of the ceremony.2 3 The rally
and the cross burning occurred on private property but within sight of a
public highway.24 The county sheriff observed the rally from the side of
the road and reported that a few cars out of the forty or fifty that passed
the site stopped and inquired about the activity on the property. 25 In addition, Rebecca Sechrist, who lived in the area, watched the rally from her
in-laws' yard.26 Sechrist testified that the content of Klan members'
speeches during the rally made her "very ...scared. 27 At the end of the
rally, the Klan members burned a twenty-five to thirty foot cross, an
event that Sechrist said "made her feel 'awful' and 'terrible."' 28 When
the sheriff saw the cross burning, he approached the rally attendees and
asked those gathered "who was responsible for burning the cross.' 2 9
Black claimed responsibility and was arrested by the sheriff.3 ° At trial,
Black was convicted of burning a cross with intent to intimidate under
the Virginia statute. 3 '
II.BACKGROUND

A. The FirstAmendment
The First Amendment 32 concept of free speech is based on the principle that all ideas, even the offensive and distasteful, should be heard.33
"Speech," in the context of this freedom, is not limited to the spoken
word. 34 Courts have established that the First Amendment also guaranId. at 1543.
20.
Id. O'Mara also pleaded guilty to the charge of conspiracy to commit cross burning. Id.
21.
Elliot was acquitted on that charge. Id.
Id. Each respondent was sentenced to ninety days in jail and ordered to pay a $2,500 fine.
22.
Id. In O'Mara's case, the judge suspended forty-five days of the sentence and $1,000 of the fine. id.
Id. at 1542.
23.
Id.
24.
Id.
25.
Id.
26.
27.
Id.
Id.
28.
Id.
29.
30. Id.
Id. Black was sentenced to a fine of $2,500. Id.
31.
32. U.S. CONST. amend. I ("Congress shall make no law respecting an establishment of religion, or prohibiting the free exercise thereof; or abridging the freedom of speech, or of the press; or
the right of the people peaceably to assemble, and to petition the Government for a redress of grievances.").
33. See, e.g., Virginia v. Black, 123 S.Ct. 1536, 1547 (2003) (citing Abrams v. United States,
250 U.S. 616, 630 (1919) (Holmes, J., dissenting); Texas v. Johnson, 491 U.S. 397, 414 (1989)).
34. E.g., R.A.V. v. City of St. Paul, 505 U.S. 377, 382 (1992) (citing Johnson, 491 U.S. at
406).
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tees freedom of expression, which is conduct that contains an element of
communication.35 For example, wearing black armbands to protest the
Vietnam war 36 and desecrating an American flag 37 are forms of expression. On the other hand, some conduct is considered non-expressive. In
deciding whether an action is protected under the First Amendment,
courts must determine whether "[a]n intent to convey a particularized
message was present, and [whether] in the surrounding circumstances the
likelihood was great that the message would be understood by those who
viewed it."'38 Most agree that cross burning is considered speech because
although setting a cross on fire is conduct, the purpose of burning a cross
is to convey a message.3 9
Freedom of speech is not absolute. 4° There are several categories of
speech that are considered unprotected by the First Amendment, such as
obscenity, 4' "fighting words" 42 and "true threats." 43 The government
may limit speech in these categories without violating the First Amendment.44 These categories are considered constitutionally proscribable
because they are "of such slight social value as a step to truth that any
benefit that may be derived from them is clearly outweighed by the social interest in order and morality.A 5 In other words, society is not
harmed by the suppression of such speech. Fighting words are those that
"by their very utterance inflict injury or tend to incite an immediate
breach of the peace."' 6 Fighting words are unprotected speech because
they are not considered an essential part of the expression of ideas.47
True threats are also unprotected. 48 A true threat is a communication that
expresses an "intent to commit an act of unlawful violence." 49 For exam-

35. See Johnson, 491 U.S. at 406.
36. Tinker v. Des Moines Indep. Cmty. Sch. Dist., 393 U.S. 503, 505 (1969).
37. Street v. New York, 394 U.S. 576, 594 (1969).
38. Spence v. Washington, 418 U.S. 405,410-11 (1974).
39. See Black, 123 S.Ct. at 1548. There has been some controversy about whether burning a
cross is speech or conduct for the purposes of the Virginia cross-burning statute. See id. at 1548 n.2.
For example, Justice Thomas, in his dissent in Black, argues that the legislative intent behind the
Virginia statute was to end intimidation, not to end the expression of a white supremacist ideology.
Id. at 1566 (Thomas, J., dissenting). For this reason, he argues, the statute limits conduct, not expression, and therefore does not enjoy First Amendment protection. Id.
40. Chaplinsky v. New Hampshire, 315 U.S. 568, 571 (1942) (citing Schenck v. United
States, 249 U.S. 47 (1919), Whitney v. California, 274 U.S. 357 (1927), Stromberg v. California,
283 U.S. 359 (1931), Near v. Minnesota ex rel. Olson, 283 U.S. 697 (1931), De Jonge v. Oregon,
299 U.S. 353 (1937), Herndon v. Lowry, 301 U.S. 242 (1937), Cantwell v. Connecticut, 310 U.S.
296 (1940)).
41.
Roth v. United States, 354 U.S. 476, 485 (1957).
42.
Chaplinsky, 315 U.S. at 571-72.
43.
Black, 123 S.Ct. at 1547 (citing Watts v. United States, 394 U.S. 705, 708 (1969)).
44.
Chaplinskv, 315 U.S. at 571-72.
45.
R.A.V., 505 U.S. at 383 (quoting Chaplinskv, 315 U.S. at 572).
46.
Chaplinsky, 315 U.S. at 572.
47.
Id.
48.
Black, 123 S.Ct. at 1547 (citing Watts, 394 U.S. at 708).
49.
Id. at 1548.

SHORTCOMINGS OF VIRGINIA V. BLACK

20031

pie, a threat directed at a person with intent to put that person in fear of
bodily harm is a true threat.5 °
Although the government may limit or completely prohibit speech
fitting into the categories discussed above, the government may not limit
speech based on viewpoint. 5' In other words, regulating speech based on
one content element-the fact that it contains obscenity--does not mean
it can be limited based on other content elements.52 Limitations on
speech generally are required to be content-neutral to ensure that the
government does not use its power to silence speech on disfavored topics. 53 Content discrimination "'raises the specter that the Government
may effectively drive certain ideas or viewpoints from the marketplace.' 5 4 Thus, content-based limitations are presumptively invalid.55
And, although the government may limit obscenity as a category, it must
limit obscenity in a viewpoint-neutral manner. 56 For example, the government may prohibit obscenity on television, but the government may
not only prohibit obscenities aimed at the government, thereby favoring a
pro-government viewpoint.5 7
There are two exceptions to the prohibition of viewpoint discrimination within a category of proscribable speech.58 First, regulations may be
based on viewpoint when the basis for the "discrimination consists entirely of the very reason the entire class of speech at issue is proscribable
.... ,59 The idea behind this exception is that, if the reason for the subcategory limitation is the same as the reason for the category limitation,
there is no danger of idea or viewpoint discrimination.6 ° In other words,
the reason for the categorical limitation has already been deemed neutral,
so if a sub-category is limited for the same reason, it follows that the subcategory limitation is neutral as well. 6 1 For example, the government
6
may limit obscenity that is "most patently offensive in its prurience 2
because the reason the entire category of obscenity is proscribable is
because it appeals to the prurient interest.63 A second exception to the
general prohibition of viewpoint discrimination exists within a category
of proscribable speech when the regulation focuses only on "secondary

50.
51.
52.
53.
54.

Id.
See R.A.V., 505 U.S. at 391.
Id. at 386.
Id. at 382.
Id. at 387 (quoting Simon & Schuster, Inc. v. Members of N.Y. State Crime Victims Bd.,

502 U.S. 105, 116 (1991)).

55.
56.
57.
58.
59.
60.

Id. at 382.
See id. at 385-86.
See id. at 384.
See id. at 388-89.
Id. at 388.
Id.

61.

Id.

62.

Id.

63.

Roth, 354 U.S. at 487.
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effects" of the speech rather than the content of the speech. 64 For example, the government may prohibit adult theaters in certain neighborhoods
if the focus of the limitation is not on the content of the entertainment but
on the effect such entertainment would have on the surrounding community. 65 Viewpoint discrimination within these exceptions is constitutional
because such discrimination does not present the threat of governmental
suppression of ideas.66
The distinction between content-neutral and content-based limitation matters because regulations of speech in each category must pass
different levels of scrutiny. 67 Content-neutral limitations of speech in
generally unprotected categories must satisfy only intermediate scrutiny. 68 In analyzing content-neutral limitations, courts consider whether
the regulation is narrowly tailored to satisfy a legitimate and substantial
government interest. 69 On the other hand, content-based limitations, even
within categories of traditionally unprotected speech, must pass strict
scrutiny.7 ° Strict scrutiny requires that limitations on speech be narrowly
tailored to achieving a compelling government interest.7 1 Content-based
limitations must pass a higher level of scrutiny because, in those instances, it is more likely that the government is trying to suppress ideas. 72
One criticism of the method of analysis described above is that less valued speech that fits under an exception ends up being treated the same as
high-level speech.73 For example, fighting words, which are considered
valueless, are on "equal constitutional footing" with political speech,
which has the greatest social value. 74
If nothing else is clear in the tangle of First Amendment jurisprudence, the constitutionality of any speech regulation turns largely on the
Court's interpretation of a regulation as content-based or content-neutral.
B. Cross Burning in the United States
Cross burning has a long, disturbing history in the United States,
one which is historically and permanently linked with the Ku Klux
Klan. 75 The Klan promotes white supremacy and uses a burning cross to
64.

R.A.V., 505 U.S. at 389 (citing Renton v. Playtime Theatres, Inc., 475 U.S. 41,48 (1986)).

65.

See Renton, 475 U.S. at 48.

66. See R.A.V., 505 U.S. at 388.
67. See Turner Broad. Sys., Inc. v. FCC, 512 U.S. 622, 642 (1994).
68.
TurnerBroad., 512 U.S. at 642.
69.
United States v. O'Brien, 391 U.S. 367, 377 (1968) ("[W]e think it clear that a government regulation is sufficiently justified if it is within the constitutional power of the Government; if
it furthers an important or substantial governmental interest; if the governmental interest is unrelated
to the suppression of free expression; and if the incidental restriction on alleged First Amendment
freedoms is no greater than is essential to the furtherance of that interest.").
70.
TurnerBroad., 512 U.S. at 642.
71.
R.A.V., 505 U.S at 400.
72.
TurnerBroad., 512 U.S. at 642.
73.
See R.A.V., 505 U.S. at 403 (White, J., concurring).
74.
Id.
75.
See, e.g., Black, 123 S. Ct. at 1544-45.
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carry out and symbolize that goal.76 As one Klan publication noted, "We
avow the distinction between races, . . . and we shall ever be true to the

faithful maintenance of White Supremacy and will strenuously oppose
any compromise thereof in any and all things. 77 In fact, the association
between cross burning and the Klan was solidified with the release of the
movie The Birth of a Nation in 1915.78 In the movie, Klan members
burned a cross to celebrate the execution of former slaves. 79 The ritual of
cross burning is "strongly associated with bigotry and violence. 8 ° Cross
burnings are often followed by property damage, threatening phone calls,
shootings, and bombings. 8' Historically, the Klan's victims have included blacks and other minorities, as well as whites who disagree with
the Klan's message.8 2 Whether directed toward a group or an individual,
a burning cross "understandably instills in its victims well-grounded fear
of physical violence. 83
However, a burning cross is also a symbol of ideology and solidarity and has become the climax of Klan rallies and initiations. 84 The act is
often accompanied by a hymn, such as "Amazing Grace" or "The Old
Rugged Cross. 85 In 1960, a burning cross was even used by the Klan as
propaganda.8 6 In an attempt to recruit ten million members, the Klan
circulated a poster depicting a burning cross.87 Additionally, there have
been cases where individuals who were not associated with the Klan
used a burning cross to intimidate another individual. 88 This method of
intimidation was chosen because of the association between a burning
cross and violence.89

76.
77.

Id.
Id. at 1545 (quoting WYN CRAIG WADE, THE FIERY CROSS: THE Ku KLUX KLAN IN

AMERICA 147-48 (1987)).

78.

Id. at 1544-45. The movie, directed by D.W. Griffith, was based on the book: THOMAS

DIXON, JR., THE CLANSMAN: AN HISTORICAL ROMANCE OF THE Ku KLUX KLAN (1905). Black, 123

S. Ct. at 1544-45. The book and movie portrayed Klan members as heroes. Id. at 1544. Around the
time The Birth of a Nation was made, the second Klan formed. Id. at 1545. The first Klan, which
began in 1866, started as a social club and then became a force against Reconstruction and against
allowing freed blacks to be part of the political process. Id. at 1544. The Klan's violence included
whippings, threats, and murder. Id. (citing to WADE, supra note 77, at 48-49). In response, Congress
passed the Ku Klux Klan Act of 1871, ch. 22, § 2, 17 Stat. 13 (1871) (codified at 42 U.S.C. §
1985(3) (1988)), which was used to suppress the Klan's activities. Black, 123 S. Ct. at 1544. By
1877, the first Klan ceased to exist. Id.
79. Black, 123 S. Ct. at 1544; see also WADE, supra note 77, at 324-26.
80.
Smolla, supra note 5, at 568.
81.
See Black, 123 S. Ct. at 1564 n. I (Thomas, J., dissenting).
82. Id. at 1544.
83.
Id. at 1564 (Thomas, J., dissenting).
84. Id. at 1546.
85.
Smolla, supra note 5, at 568.
86. Black, 123 S. Ct. at 1546.
87.

Id.

88.
89.

See id.
See id. at 1546-47.
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The history of cross burning supports the conclusion that a burning
cross is a serious threat and the possibility of injury or death is real. 90 The
great social harm of intimidation from cross burnings has prompted
many states, including Virginia, to pass laws specifically prohibiting
cross burning. 91 The first version of Virginia's cross-burning statute was
prompted by incidents of cross burning after WWI. 92 The governor
pledged that he would "not allow any of our people of any race to be
subjected to terrorism or intimidation in any form by the Klan.. .. "93
Though Virginia's most recent cross-burning statute was at issue in
Black,94 the case was not the Court's first opportunity to consider the
constitutionality of states' regulation of cross burning. A decade before
the United States Supreme Court granted certiorari to consider Virginia's
cross-burning statute, the Court invalidated a Minnesota statute that punished cross burning and other hate speech.95 The opinion declaring the
Minnesota statute unconstitutional was an important precursor to the
Black decision.
C. R.A.V. v. City of St. Paul
The St. Paul, Minnesota, ordinance at issue in R.A.V. declared it
unlawful to display a symbol one knows or has reason to know "arouses
anger, alarm or resentment in others on the basis of race, color, creed,
religion or gender .... ,,96 The defendant in R.A.V., along with several
other teenagers, allegedly burned a cross in a neighbor's yard.97 The
cross, made out of broken chair legs, was burned on the lawn of a black
family living across the street from the defendant.9 8 The defendant,
charged under St. Paul's Bias-Motivated Crime Ordinance,99 claimed the
ordinance was overbroad, impermissibly content-based and, therefore,
facially unconstitutional. 1 ° The trial court agreed and dismissed the
charges.101
The Minnesota Supreme Court reversed. 10 2 The state supreme court
found that, by limiting its reach to fighting words, the ordinance was not

90.
Id. at 1546.
91.
See, e.g., Mark S. Enslin, Domestic Terrorism or Protected Free Speech: The Supreme
Court Decides the Cross-Burning Question in Black v. Virginia, 553 S.E.2d 738 (Va. 2001), 26
HAMLINE L. REV. 178, 193-98 (2002).

92.

Black, 123 S. Ct. at 1545.

93.
Id. (quoting DAVID M. CHALMERS, HOODED AMERICANISM: THE HISTORY OF THE Ku
KLUX KLAN 333 (1981)).

94.
95.
96.
97.
98.
99.
100.
101.
102.

Id. at 1541.
R.A.V., 505 U.S. at 391.
Id. at 380 (quoting ST. PAUL, MINN. LEGIS. CODE § 290.02 (1990)).
Id. at 379.
Id.
ST. PAUL, MINN. LEGIS. CODE § 290.02 (1990).
R.A.V., 505 U.S. at 380.
Id.
In re Welfare of R.A.V., 464 N.W.2d 507, 511 (Minn. 1991).
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03
overbroad.1
In other words, the expression covered by the ordinance
was outside of First Amendment protection.' °4 Further, the Minnesota
Supreme Court said the ordinance served a compelling state interest in
protecting society
from threats and, therefore, was not impermissibly
05
content-based.1

1. The Majority Opinion
The United States Supreme Court granted certiorari to R.A.V. and
reversed the Minnesota Supreme Court decision. 06 The United States
Supreme Court found the ordinance impermissibly content-based and,
therefore, facially unconstitutional.' 0 7 The Court recognized that it was
bound by the state supreme court's interpretation of the ordinance, which
limited the ordinance's reach to fighting words, 0 8 a constitutionally unprotected category of speech. 0 9 However, the Court reasoned that the
ordinance prohibited fighting words based on their content, banning only
those fighting words that provoked violence on the basis of race, color,
creed, etc." 0 In support of this conclusion, the Court noted that the ordinance did not prohibit bias-motivated messages directed at other groups,
such as homosexuals."' In short, the Court determined that the First
Amendment did not permit the government to "impose special prohibi'
tions on those speakers who express views on disfavored subjects." 12
Further, the Court found that the ordinance not only discriminated
based on content, but discriminated based on viewpoint as well." 3 The
Court explained that the ordinance would allow fighting words that did
not invoke race to be used by proponents of racial equality, but perhaps
not by opponents of racial equality.' 14
Finally, the Court found that the St. Paul ordinance did not fit under
any exception allowing viewpoint discrimination within an area of proscribable speech.' '5 The R.A. V. Court articulated two exceptions to the
general rule that regulation cannot discriminate based on viewpoint, even
within otherwise proscribable categories of speech. 1 6 Under the Court's

103.

R.A.V.,464N.W.2dat511.

104.

Id.

105.
106.
107.

Id.
R.A.V., 505 U.S. at 396.
Id. at 381.

108.

Id.

109.

Id. at 386.

110.
111.
112.
113.
114.
115.
116.

Id. at 391.
Id.
Id.
Id.
ld.
See id.at 393.
Id. at 388-89.
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be considered viewpoint discrimination
exceptions, what would normally
17
becomes viewpoint neutral.'
The first instance is "[w]hen the basis for the content discrimination
consists entirely of the very reason the entire class of speech at issue is
proscribable .... ,,18 According to the Court, the St. Paul ordinance did
not fit under this exception because St. Paul did not prohibit only the
most threatening fighting words." 19 Rather, the St. Paul ordinance prohibited fighting words based on their message. 20 The second instance is
when the subclass of proscribable speech is regulated based on its "secondary effects."' 2' The St. Paul ordinance did not fit under this exception
because the prohibition of fighting words was to protect victimization ' of
effects."' 23
vulnerable people. 2 2 Listeners' reactions are not "secondary
24
In R.A.V., the ordinance was aimed at primary effects.1
Lastly, the Court briefly described an additional situation where
proscribable speech may be limited based on content-when "the nature
of the content discrimination is such that there is no realistic possibility
that official suppression of ideas is afoot."'' 25 The Minnesota statute did
because there was
not fit under this exception, according to the Court,
"ample basis" for a suspicion of idea suppression.126
After finding the regulation was content-based, the Court next, under the rubric of strict scrutiny, rejected St. Paul's contention that the
ordinance's alleged content discrimination was justified because the ordinance served a compelling state interest. 2 7 The Court declined to accept St. Paul's explanation, finding instead that a compelling interest is
only valid where the ordinance is necessary to serve the compelling state
interest. 28 The Court found that, although ensuring the basic human
rights of people subject to discrimination was a compelling interest, the
ordinance was not necessary to serve the interest. 29 More specifically,
the Court noted that content-neutral alternatives existed, making content
discrimination not "reasonably necessary" to serve St. Paul's compelling
interest.130

117.
118.

Id.at 388.
Id.

119.
120.
121.
122.
123.
124.
125.
126.
127.
128.
129.
130.

Id. at 393.
Id. at 393-94.
Id. at 389.
Id. at 394.
Id. (citing Boos v. Barry, 485 U.S. 312, 321 (1988)).
Id. at 394 n.7.
Id. at 390.
Id. at 395.
Id. at 395-96.
Id. at 395 (citing Burson v. Freeman, 504 U.S. 191, 199 (1992) (plurality opinion)).
Id. 395-96.
Id.
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2. The Concurring Opinion
Justice White, in his concurring opinion, agreed with the outcome
of the majority-that the ordinance was unconstitutional-but under
different reasoning.' 3' Justice White criticized the majority for adopting
an "untried theory," and for finding the ordinance unconstitutional on "a
ground that requires serious departures from the teaching of prior cases.
S. .,,32 In short, Justice White believed the majority unnecessarily rewrote First Amendment law. 133 Justice White noted that the R.A.V. decision abandoned the traditional categorical approach to the First Amendment, putting in its place a great inconsistency. 34 For example, Justice
White explained that fighting words are categorically proscribable, but
under the 1majority
opinion, some fighting words deserve constitutional
35
protection.
Justice White argued instead that the Minnesota ordinance was fa136
cially unconstitutional under the traditional doctrine of overbreadth.
Justice White explained that the statute was overbroad because it limited
protected speech in addition to unprotected speech. 37 Justice White further argued that the Court ignored strict scrutiny analysis as if it were
irrelevant. 38 Had the Court considered strict scrutiny analysis, Justice
White explained, it would
have found a compelling state interest in re39
stricting hate speech. 1
With these issues in mind, the Supreme Court granted certiorari to
determine whether Virginia's cross-burning statute was constitutional.
III. VIRGINIA V. BLACK
A. ProceduralHistory
The two defendants who burned a cross on the lawn of a neighborO'Mara and Elliot- unsuccessfully challenged the constitutionality of
the Virginia cross-burning statute at trial. 40 The Virginia Court of Appeals affirmed O'Mara's and Elliot's convictions under Virginia's crossburning statute and rejected the defendants' contention that the statute
was an impermissible infringement on expression and "plainly unconsti131.
Id. at 411 (White, J., concurring).
132. Id. at 398 (White, J., concurring). In fact, Justice White noted that the ground on which
the Minnesota ordinance was found unconstitutional by the majority was not even presented to the
Court, nor was it briefed by the parties. Id.
133. Id. at 411 (White, J., concurring).
134. Id. at 401 (White, J., concurring).
135.

Id.

136. Id. at 397 (White, J., concurring).
137.
Id.
138.
Id. at 403 (White, J., concurring).
139.
Id. at 407 (White, J., concurring). In fact, as Justice White pointed out, the majority did
concede that there was compelling interest in ensuring human rights of people who have been discriminated against. Id. at 403 (White, J., concurring).
140.
O'Mara v. Commonwealth, 535 S.E.2d 175, 177 (Va. Ct. App. 2000).
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tutional.,' 4 1 The court interpreted the statute as proscribing true threats
and fighting words, categories of speech not protected by the First
Amendment. 42 The Virginia Court of Appeals distinguished the Virginia
statute from the ordinance in R.A.V.143 The court said that although the
R.A.V. ordinance proscribed fighting words, such proscribable areas of
speech could not be made "the vehicles for content discrimination...
. 144 Therefore, the court explained, although the cross-burning statute
"unavoidably implicates content," it did not do so "'solely on the basis of
the subjects the speech addresses ...., The Virginia Court of Appeals also determined that the statute was neither overbroad nor underinclusive, as the defendants had contended.146 The other defendant, Black,
who burned a cross at a Ku Klux Klan rally, was convicted under the
Virginia cross-burning statute. 147 The Virginia Court of Appeals affirmed Black's conviction.148
The Virginia Supreme Court consolidated the cases of O'Mara and
Elliot with the Black case and found the Virginia statute facially unconstitutional. 49 The court agreed with the defendants' contention that the
statute prohibited speech based on content. 5 ° The court found that the
Virginia statute was indistinguishable from the statute in R.A.V., which
the United States Supreme Court previously had found unconstitutional. 15' Although the Virginia statute did not mention content in the
same way as the R.A.V. statute, the Virginia statute specifically mentioned cross burning.' 52 The fact that the statute regulated cross burning,
and not other forms of intimidation, was evidence that the Commonwealth's purpose for enacting the statute was to limit expression: "[T]he
Commonwealth seeks to proscribe expressive conduct that is intimidatchooses only cross burning because of its
ing in nature, but selectively
' 53
distinctive message." 1
In keeping with R.A. V., the Virginia Supreme Court next considered
whether the Virginia statute regulated speech and expression based on
O'Mara, 535 S.E.2d at 177.
141.
Id. at 179.
142.
143.
Id. at 179-80.
144.
Id. at 180.
Id. at 179-80 (quoting R.A.v. v. Commonwealth, 505 U.S. 377, 381 (1992)).
145.
Id. at 180-81.
146.
147.
Black v. Commonwealth, 553 S.E.2d 738, 741 (Va. 2001).
Black, 553 S.E.2d at 741.
148.
Id. at 740.
149.
150.
Id. at 744.
151.
Id. at 742-43.
152.
Compare VA. CODE ANN. § 18.2-423 (Michie 1996) (where it was unlawful "for any
person or persons, with the intent of intimidating any person or group of persons, to bum, or cause to
be burned, a cross on the property of another, a highway or other public place"), with ST. PAUL,
MINN. LEGIS. CODE § 290.02 (1990) (where, under this "Bias-Motivated Crime Ordinance," it was
unlawful to display a symbol one knew or had reason to know caused "anger, alarm or resentment in
others on the basis of race, color, creed, religion or gender").
153.
Black, 553 S.E.2d at 743-44.
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"secondary effects."' 154 When a statue regulates the secondary effects of
constitutionally proscribable speech, the statute is considered contentneutral. 55 However, the court found that because the Virginia statute
focused on expressive conduct--cross burning-and included a provision allowing an inference of intent to intimidate, the statute did not
regulate secondary effects and, therefore, was impermissibly content156
based.
The Virginia Supreme Court additionally found that the statute was
overbroad because of the increased probability of prosecution due to the
evidence provision, which made57the act of burning a cross prima facie
evidence of intent to intimidate.
The United States Supreme Court granted certiorari to review the
consolidated cases of Richard Elliot, Jonathan O'Mara, and Barry Elton
Black. 58 The Court focused on two issues: (1) whether the Virginia
cross-burning statute was impermissibly content-based; and (2) whether
the prima facie evidence provision invalidated the statute. 59
B. The Court's Holding
The United States Supreme Court disagreed, in part, with Virginia
Supreme Court, finding that the Virginia statute was viewpoint neutral. 160
The Supreme Court agreed, however, that the prima facie evidence provision rendered the statute unconstitutional.' 61 The analysis section of
this Comment focuses on the concept of viewpoint discrimination and
the Court's analysis of that issue. However, the Court's finding as to the
prima facie evidence provision was essential to the ruling and is therefore discussed briefly at the end of this section. 62 Justice O'Connor
wrote for the Court, joined by Chief Justice Rehnquist, Justice Stevens,
Justice Scalia, and Justice Breyer on the issue of viewpoint discrimination. 161

154. Id. at 745.
155. R.A.V., 505 U.S. at 389 (quoting Renton v. Playtime Theatres, Inc., 475 U.S. 41, 48
(1986)).
156. Black, 553 S.E.2d at 745.
157. Id. at 746.
158. Virginia v. Black, 123 S. Ct. 1536, 1543 (2003).
159. See Black, 123 S. Ct. at 154 1.
160. See id. at 1549.
161.
Id. at 1541.
162. See infra Part III.B.2.
163.
Black, 123 S. Ct. at 1541. Justice Scalia did not join the other four Justices of the majority
on the issue of the prima facie evidence provision, making the Court's opinion regarding that provision a plurality. Id. at 1552 (Scalia, J. concurring in part and dissenting in part).
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1. The Majority Opinion Regarding Viewpoint Discrimination
The Court determined that Virginia's ban on cross burning with intent to intimidate did not present a First Amendment problem.'6564 There
were essentially three steps to the Court's analysis of this issue. 1
First, the Court recognized that cross burning was a type of "true
threat."' 166 True threats constitute a category of constitutionally unprotected speech, meaning the government may limit or ban threats of violence. 67 The Court defined true threats as "statements where the speaker
means to communicate a serious expression of an intent to commit an act
of unlawful violence to a particular individual or group of individuals."'168 The Court reasoned that intimidation is a type of true threat and
cross burning fits within the meaning of intimidation. 69 In other words,
to intimidate within a category
the Court placed cross burning with intent
70
of constitutionally proscribable speech.
Second, the Court decided that Virginia's cross-burning statute was
viewpoint neutral because the statute prohibited all cross burnings with
intent to intimidate, regardless of the actor's message.' 7' For example,
the Virginia statute did not specifically ban cross burnings motivated by
race or religion. 172 The Court distinguished the Virginia statute from the
statute in R.A.V. on this characteristic. '73 The statute in R.A.V. banned
symbolic conduct, such as cross burning, when done with knowledge that
the conduct would cause anger, alarm, or resentment "on the basis of
74 The Court reasoned that the
race, color, creed, religion or gender .... ,1
R.A.V. statute discriminated on the basis of content because it regulated
expression only on certain disfavored topics, but did not, for example,
prohibit symbolic conduct that could cause anger based on political affiliation or sexual orientation. 75 Conversely, the Virginia statute prohibited all cross burnings done with intent to intimidate and did not permit
cross burnings only when the speech exthe state to selectively regulate
76
pressed disfavored views.'

164.
165.
166.
167.
168.
169.

Id. at 1549.
See id. at 1548-49.
Id. at 1548.
See id.
Id.
Id.

170.

See id.

Id. at 1549.
171.
See VA. CODE ANN. § 18.2-423 (Michie 1996) (It was unlawful "for any person or per172.
sons, with the intent of intimidating any person or group of persons, to burn, or cause to be burned, a
cross on the property of another, a highway or other public place.").
See Black, 123 S.Ct. at 1548-49.
173.
R.A.V., 505 U.S. at 308 (quoting ST. PAUL, MINN., LEGIS. CODE § 292.02 (1990)).
174.
175.
Black, 123 S. Ct. at 1548.
176.
Id. at 1549.
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The Court's third step focused on the R.A.V. exceptions.' 7 7 The
Court analyzed the statute under the exceptions to the general rule that
content-based regulation within categories of proscribable speech is prohibited.11 8 The relevant exception, the Court determined, was the socalled "virulence exception."'' 79 The virulence exception, established in
R.A. V., applies where the underlying reason for the regulation is the reason why the entire category of speech is proscribable.180 The Court explained that cross burning is a particularly virulent form of intimidation-a form of intimidation "most likely to inspire fear of bodily
harm"-and, therefore, fit under the exception.' 8' In other words, based
on the history of cross burning, when a cross is burned with intent to
intimidate, the act is one of the worst types of intimidation. 82 Therefore,
the Court said, Virginia may regulate this "subset of intimidating messages" just as the state may regulate the most prurient material in the
83
category of obscenity.
The United States Supreme Court disagreed with the Virginia Supreme Court's viewpoint analysis but agreed with the Virginia Supreme
Court that the statute was unconstitutional. 184 The United States Supreme
Court invalidated the statute on the prima facie evidence provision. 85
2. The Plurality Opinion 86 Regarding the Prima Facie Evidence
Provision
After noting that the Virginia Supreme Court had not yet ruled on
the meaning of the prima facie evidence provision in the cross-burning
statute, 187 the Court analyzed the provision as interpreted by the state's
jury instruction.188 The Court found the provision unconstitutional because it "strips away the very reason why a State may ban cross burning
177.
178.
179.
180.
181.

See id. at 1549-50.
Id.
Id. at 1549-50.
Id. at 1549 (quoting R.A. V., 505 U.S. at 388).
Id. at 1549-50.

182.

See id.

183. Id. at 1549.
184. Id. at 1541, 1549.
185. Id. at 1541.
186.
See discussion supra note 163 and accompanying text.
187.
VA. CODE ANN. § 18.2-423 (Michie 1996) (stating that "[a]ny such burning of a cross
shall be prima facie evidence of an intent to intimidate").
188.
Black, 123 S. Ct. at 1550. The jury instruction was used only at defendant Black's trial.
Id.
In Elliot and O'Mara's case, the judge instructed the jury that the commonwealth must
prove: (1)
intent to commit cross burning; (2) a direct act toward the commission of the crime; and
(3) that the
intent of the defendant was to intimidate a person or group of persons. Id. at 1543. The
judge did not
inform the jury about the prima facie evidence part of the statute. Id. In Black's case,
the judge did
instruct the jury on the definition of intent to intimidate and the prima facie evidence provision.
Id. at
1542. The jury was instructed that intent to intimidate means "the motivation to intentionally
put a
person or group of persons in fear of bodily harm. Such fear must arise from the willful
conduct of
the accused rather than from some mere temperamental timidity of the victim." Id. Further,
the jury
was told that "the burning of a cross by itself is sufficient evidence from which you
may infer the
required intent." Id.
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with the intent to intimidate."' 89 The Court went on to explain that the
provision allowed a jury to convict in every case where a defendant exercised his right to not put on a defense.' 90 Moreover, the Court reasoned
that the provision increased the likelihood that intent to intimidate will be
found within the facts of a case.' 9' The Court stated that the provision
chilled constitutionally protected speech because it was more likely that a
person engaging in political speech would be prosecuted and convicted
under the statute: "The prima facie provision . ..does not distinguish
between a cross burning done with the purpose of creating anger or resentment and a cross burning done with the purpose of threatening or
intimidating a victim.' 92 Based on the fear that jury decisions would be
skewed toward convictions, the Court found the provision unconstitutional. 93 The Court ended its opinion with a disclaimer, recognizing that
the Virginia Supreme Court may interpret the provision94 differently and
that the possibility exists that the provision is severable.
C. Concurringand Dissenting Opinions
1. Justice Scalia's Opinion
Justice Scalia agreed with the plurality that a state may ban cross
burning with intent to intimidate without infringing on the First Amendment. 195 He disagreed, however, with the facial invalidation of the Virginia statute based on the evidence provision. 96 Justice Scalia argued
that the Court was not justified in finding the Virginia statute overbasing its decision on a "constitutionally troubling" jury
broad 197 or in
98
instruction.
Justice Scalia explained that the prima facie evidence provision, a
mere inference, did not give the prosecution so large an advantage to
render the statute substantially overbroad. 199 Based on the orthodox
meaning of prima facie evidence, which was adopted by Virginia, prima
facie evidence is evidence that may establish a fact only if it goes unre-

189. Id. at 1550.
190. Id.
191.
Id.
192.
Id. at 1551.
193.
Id. The majority agreed with Justice Souter's opinion and stated "that the prima facie
evidence provision can 'skew jury deliberations toward conviction in cases where the evidence of
intent to intimidate is relatively weak and arguably consistent with a solely ideological reason for
burning."' Id. (quoting id. at 1561 (Souter, J., concurring in part and dissenting in part)).
194.
Id. at 1552.
Id. (Scalia, J.,
concurring in part and dissenting in part).
195.
Id.
196.
concurring in part and dissenting in part).
197.
Id. at 1554 (Scalia, J.,
concurring in part and dissenting in part).
Id. at 1556-58 (Scalia, J.,
198.
Id. at 1555 (Scalia, J., concurring in part and dissenting in part). When a statute regulates
199.
expression, it is not overbroad unless the overbreadth is "'not only real, but substantial as well,
judged in relation to the statute's plainly legitimate sweep."' Id. at 1556 (Scalia, J., concurring in
part and dissenting in part) (quoting Osborne v. Ohio, 495 U.S. 103, 112 (1990)).
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butted. 200 The Virginia Supreme Court found that the evidence provision
insulated "'the Commonwealth from a motion to strike the evidence at
the end of its case-in-chief,"' and nothing more.20 ' Justice Scalia argued
that those defendants who choose not to put on a defense are in the minority.202 In other words, the possibility of conviction did not render the
statute overbroad and, therefore, did not warrant facial invalidation.2 °3
Justice Scalia also criticized the majority for invalidating an ambiguous
statute based on a constitutionally questionable jury instruction.2° The
Court, he said, should have followed precedent and given a saving construction of the statute.20 5
2. Justice Souter's Opinion
Justice Souter agreed with the Court's discussion of content-based
discrimination in the context of the Virginia statute.20 6 However, Justice
Souter argued that the statute did not fit within any of the exceptions to
R.A.V.'s "general condemnation of limited content-based proscription
within a broader category of expression proscribable generally. 2 7 In
order to prove this assertion, Justice Souter analyzed the statute under the
most probable of the R.A. V. exceptions-the virulence exception-which
provided that content discrimination is allowable when the basis for the
discrimination is the reason the entire category of speech is proscribable.20 8 In R.A.V., the Court offered examples of the virulence excetion-threats against the president and unusually offensive obscenity.
These two examples are situations in which a subcategory of proscribable speech may be regulated.21 ° Justice Souter distinguished these examples from cross burning, arguing that unlike cross burning, the examples given in R.A. V. did not single out a particular viewpoint. 21 1 Because
the Virginia statute did not fit under any exception, Justice Souter explained, it could survive only if it served a compelling state interest, a
strict test the statute failed.21 2
Justice Souter agreed with the Court that the prima facie evidence
provision would increase the likelihood of conviction and was therefore
unconstitutional: "To the extent the prima facie evidence provision

200.
201.
202.
203.
204.
205.
206.
207.
208.
209.
210.
211.
212.

ld. at 1553 (Scalia, J., concurring in part and dissenting in part).
Id. (quoting Black, 553 S.E.2d at 746).
Id. at 1555-56 (Scalia, J., concurring in part and dissenting in part).
Id. at 1554 (Scalia, J., concurring in part and dissenting in part).
Id. at 1557-58 (Scalia, J., concurring in part and dissenting in part).
Id.
Id. at 1559 (Souter, J., concurring in part and dissenting in part).
Id.
Id. at 1559-60 (Souter, J., concurring in part and dissenting in part).
R.A.V., 505 U.S. at 388.
See Black, 123 S. Ct. at 1560-61(Souter, J., concurring in part and dissenting in part).
Id. at 1560 (Souter, J., concurring in part and dissenting in part).
Id. at 1562 (Souter, J., concurring in part and dissenting in part).
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skews prosecutions, then, it skews the statute toward suppressing
ideas."2 3
3. Justice Thomas's Opinion
Justice Thomas dissented, arguing that cross burning, for the purposes of the Virginia statute, should have been classified as conduct, not
expression, and, therefore, should not have been considered under the
First Amendment.21 4 Justice Thomas supported his argument with a discussion of the progression of the meaning of cross burning in the United
States: "Because the modem Klan expanded the list of its enemies ... to
include Catholics, Jews, most immigrants, and labor unions .... a burn-

ing cross is now widely viewed as a signal of impending terror and lawlessness. 215
However, Justice Thomas's primary disagreement with the plurality
was that, in his view, the prima facie evidence provision did not present a
constitutional problem. 216 The evidence provision was valid, Justice
Thomas explained, because an inference is rebuttable, and the jury in2 7
structions still required the jury to establish each element of the statute.
to an inference
Moreover, he wrote, the risk of chilled expression due
had not been of much concern to the Court in the past.2t 8
IV. ANALYSIS
In the past decade, the Supreme Court has issued two major decisions on the effect of content discrimination within a category of constitutionally unprotected speech.21 9 In R.A.V., the Court found that the government could not limit unprotected speech based on viewpoint unless
the limitation fit within an exception. 220 A decade later, in Black, the
Court applied the method of analysis set out in R.A.V. and found that
banning cross burning with intent to intimidate does not constitute viewpoint discrimination. ~2
When the Court granted certiorari in Black, critics saw an opportunity for the Court to clarify its holding in R.A.V.2 2 Instead, the Black
Court compounded the confusion by over analyzing the Virginia stat-

213.
214.
215.

Id.
Id. at 1563 (Thomas, J., dissenting).
Id. at 1564 (Thomas, J., dissenting).

216.

Id. at 1566 (Thomas, J., dissenting).

217.

Id. at 1568 (Thomas, J., dissenting).

218. Id. (citing Hill v. Colorado, 530 U.S. 703, 708 (2000) (upholding restriction on protests
near abortion clinics since the state had a legitimate interest in protecting those attending such facili-

ties "from unwanted advice" and "unwanted communication").
219.

Virginia v. Black, 123 S. Ct. 1536 (2003); RA.

(1992).
220.
221.
222.

See R.A.V., 505 U.S. at 387-9 1.
See Black, 123 S.Ct. at 1541.
Enslin, supra note 91, at 199.

v. City of St. Paul, 505 U.S. 377
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ute. 223 Further, the Black Court erred in distinguishing the Virginia statute from the statute in R.A. V. 22 Similar to the R.A. V. statute, the Virginia
cross-burning statute constituted viewpoint discrimination which made it
unconstitutional.2 25 Thus, the Black Court's opinion, while engaging to
proponents of cross-burning regulation, only confounded First Amendment analysis and established precedent that severely undermines free
speech.
A. A Confusing Method of Analysis
The primary shortcoming of the Black decision was the Court's
analysis of viewpoint discrimination based on the Virginia statute. The
Court concluded that the Virginia statute did not discriminate based on
viewpoint and supported its decision by following the analysis previously set out in R.A.V. 226 However, the Court did not follow R.A.V. as
closely as it could have. The Court in Black meant to clarify R.A.V.,227
but instead weakened the prior decision by taking an unnecessary analytical step.
First, the Court suggested that cross burning with intent to intimidate was a type of true threat.228 Second, the Court decided that the statute was viewpoint neutral-that it did not "single out for opprobrium
only that speech directed toward" a disfavored topic. 229 The Court's finding that the statute did not discriminate based on viewpoint should have
ended the analysis under R.A. V. If the regulation did not discriminate on
viewpoint, and cross burning is categorized as low value speech, then
Virginia's statute banning cross burning was constitutional. As the Court
established in R.A. V., if a regulation within a proscribable area of speech,
such as true threats, does not discriminate based on viewpoint, the regu230
lation does not present a First Amendment problem.
However, the Court went on to analyze the Virginia statute under
R.A. V.'s exceptions to the general rule that the government cannot regulate proscribable speech based on viewpoint. 23 1 Because the Court had
already decided that the statute did not limit speech based on viewpoint,
the discussion of the exceptions was unnecessary and superfluous.232
Under the Court's own reasoning in R.A.V., the exceptions are only rele233
vant when a statute does discriminate based on viewpoint. 3 Thus, dis223.
224.
225.
226.
227.
228.
229.
230.
231.
232.
233.

See Black, 123 S. Ct. at 1548-52.
See id. at 1548-50.
See Smolla, supra note 5, at 569.
See Black, 123 S. Ct. at 1548-49.
See id.
Id. at 1548.
Id. at 1549.
R.A.V., 505 U.S. at 383-84.
See Black, 123 S. Ct. at 1549-50.
See id.
at 1549.
See R.A.V., 505 U.S. at 387-89.
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cussion of the exceptions after already concluding that the Virginia statute was not viewpoint discriminatory only adds confusion to an already
unsettled area of the law. In fact, by applying the R.A. V. exceptions unnecessarily, the Black Court did little to remedy Justice White's prediction that the R.A. V. Court's approach to the First Amendment would only
result in confusion, particularly in the lower courts.234 After Black, it
appears that the R.A.V. decision not only confused lower courts and
commentators, but perhaps even at least six justices of the Supreme
Court as well.
After R.A. V., several states invalidated their cross-burning statutes. 235 The Maryland Court of Appeals declared its cross-burning statute
unconstitutional.236 The Maryland court reasoned that because the statute
prohibited cross burning as opposed to other types of burnings, it discriminated based on content.
The South Carolina Supreme Court reversed a previous decision and determined that the state's cross-burning
statute violated the First Amendment.23 8 However, as Justice White had
predicted, not all states agreed on what the R.A. V. decision meant. Florida, for example, upheld its cross-burning statute, explaining that the
statute was content neutral and prohibited only "threats of violence. 2 39
The Court further confused the issue of what is important in First
Amendment analysis in its Black decision. The lack of a clear method of
analysis threatens the First Amendment by increasing the likelihood that
courts will make inconsistent decisions.2 4° Under R.A.V., the Court provided two ways for states to regulate cross burning. First, states may
regulate cross burning as a true threat, provided the regulation is not
viewpoint discriminatory. 24' Second, even if a cross-burning regulation
appears to be viewpoint-based, regulations still may be constitutional if:
(1) the reason for the viewpoint discrimination is the same as the reason
the entire category is procribable; or (2) the regulation focuses on the
secondary effects of the speech. 242 While proponents of cross-burning
regulation may laud the Black Court's conclusion, the decision is
unlikely to lead to positive results in future cases because First Amendment analysis is now even more unclear than after R.A.V. It is important
to note that the outcome of Black would have been the same even if the
Court had followed its R.A. V. analysis more closely. The Court determined that the statute did not present a First Amendment problem before
234.
235.
land, and
236.
237.
238.
239.
240.
241.
242.

Id. at 415 (White, J.,
concurring).
Enslin, supra note 91, at 193-94 (noting that since the R.A.V. decision, Virginia, MarySouth Carolina have struck down their cross-burning statutes).
State v. Sheldon, 629 A.2d 753, 763 (Md. 1993).
Sheldon, 629 A.2d at 759-60.
State v. Ramsey, 430 S.E.2d 511, 514-16 (S.C. 1993).
State v. T.B.D., 656 So. 2d 479, 482 (Fa. 1995).
See Enslin, supra note 91, at 194-95.
Black, 123 S.Ct. at 1547-48.
These exceptions were set out in R.A. V. See discussion supra notes 58-66.
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taking the extra analytical step.24 3 That step was, therefore, an unnecessary and confusing alternative basis for finding Virginia's statute constitutional. However, beyond the mere results, the Black Court's confusion
of analysis undermines the First Amendment and will likely have a negative effect on future cases that, unlike Black, lack an attractive outcome
to a difficult constitutional problem.
B. The Statutes Are Indistinguishable
In addition to confusing First Amendment analysis, the Black Court
also failed to recognize that the Virginia statute, like the ordinance in
R.A. V., was implicitly viewpoint discriminatory. 244 Like the R.A. V. ordinance, the Court should have found the Virginia statute to discriminate
on viewpoint because cross-burning regulations single out the white supremacist viewpoint.24 5 In short, the regulations at issue in R.A.V. and
Black are indistinguishable.
States have a legitimate interest in banning cross burning because
burning a cross is a "symbol of hate. 246 Few would object, it seems, to
making cross burning illegal. However, such laws raise constitutional
problems.24 7 Most importantly, such laws are likely to violate the First
Amendment because cross burning almost always carries a message and,
therefore, is a form of expression-symbolic speech.248 The fact that
cross burning is carried out to promote white supremacy and embodies a
message of hate does not give the government an unfettered right to ban
the burning of a cross. 249 As Rodney Smolla, law professor and Bill of
Rights expert, said of cross-burning bans, "the ends are admirable but the
means unconstitutional. 2 5 0
The Court should have found the Virginia statute unconstitutional
because it singled out the white supremacist viewpoint.25 ' In R.A.V. the
St. Paul ordinance was invalidated because it singled out particular
viewpoints.252 Conversely, in Black, the Court found that, unlike the
R.A. V. ordinance, which singled out symbols that aroused fear based on
"race, color, creed, religion or gender," the Virginia statute did not discriminate among viewpoints because it did not regulate cross burnings
done only for religious or racial reasons but banned all cross burnings
243. Black, 123 S. Ct. at 1549-5 1.
244. See id. at 154 1.
245. See Smolla, supra note 5, at 566.
246. Capitol Square Review & Advisory Bd. v. Pinette, 515 U.S.753, 771 (1995) (Thomas, J.,
concurring).
247. See Smolla, supra note 5, at 566.
248.

See id.

249. See id.
250. Id. at 570.
Although cross burning is used to threaten groups for reasons other than race, history
251.
suggests that the major message associated with such conduct is one of white supremacy. See, e.g.,
Black, 123 S. Ct. at 1544.
252. R.A.V., 505 U.S. at 381.
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done with intent to intimidate.253 The Court supported its view that banning cross burning does not favor a viewpoint reasoning that, "as a factual matter," cross burners do not direct their conduct only toward racial
or religious minorities.254
The Court failed to recognize the inherent link between cross burning and promotion of white supremacy. Banning cross burning is comparable to banning symbols of white supremacy. The Court's own description of the history of cross burning in the United States suggests this very
fact.255 Although the Virginia statute did not specifically distinguish between crosses burned for racial reasons and crosses burned for religious
reasons in its text, the statute did not have to do so to be unconstitutional. 56 The Virginia statute, like the R.A.V. ordinance, was thinly
veiled viewpoint discrimination and, therefore, was a violation of the
First Amendment.257
C. Solutions
In the United States, a burning cross has been a symbol of white supremacy and an expression of hate for most of the last century. 8 Because of this undeniable history, cross-burning laws admittedly serve a
noble purpose-to protect individuals and groups from a very real fear of
violence.2 59 However, banning cross burning presents a dilemma. On one
hand, society is well served by punishing those who place burning
crosses on the lawns of their neighbors with messages of hate and intimidation. On the other hand, society is well served by the preservation of
freedom of expression. The question of whether to allow the government
to punish cross burning is impossible to answer without harming society
in some way. In the end, although regulation seems right, the expense is
too great.
Two solutions have been offered to punish cross burning without infringing on freedom of expression. In fact, both solutions avoid the First
Amendment issue altogether. The first, offered by scholars and the
Court, is to punish cross burning through existing laws. 26 The second,
offered by Justice Thomas, is to characterize cross burning as conduct

253.
Black, 123 S. Ct. at 1548-49 (quoting ST. PAUL, MINN. LEGIS. CODE § 290.02 (1990)).
254.
Id. at 1549.
255.
See id. at 1544-46.
256.
See id. at 1559 (Souter, J., concurring in part and dissenting in part); see also Smolla,
supra note 5, at 566 ("In my estimation no cross-burning law ... will ever escape the viewpointdiscrimination problem.., simply and completely because it is a cross-burning law.").
257.
See Black, 123 S. Ct. at 1562 (Souter, J., concurring in part and dissenting in part).
258.
See id. at 1544-46; see also supra Part lI.B.
259.
See, e.g., Smolla, supra note 5, at 568 (stating that "any American with even a passing
sense of our national history knows that cross burning is a ritual strongly associated with bigotry and
violence").
260.
See R.A.V., 505 U.S. at 379-80.
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rather than speech.2 6' Although both solutions seem to preserve freedom
of expression, as we will see, the first is more workable than the second.
1. Use Existing Laws
One way to protect citizens from the terrible fear cross burning instills, while preserving freedom of speech, is to abolish all laws specifically banning cross burning and punish those who maliciously burn
crosses under existing laws.262 For example, a law against burning objects on the property of another with intent to intimidate would have the
same legal effect as a specific cross-burning statute, without the First
Amendment problem.

263

Such a law would catch within its net all those

who burn crosses on the lawns of their neighbors as a threat. Likewise, it
would leave well alone those who burn crosses at rallies on private property.
Law professor Rodney Smolla suggests combating cross burning
with laws such as "breach of peace," "communication of threats," or
"incitement to lawless action." 264 Moreover, it seems the Supreme Court,
at least in R.A.V., supports the idea of punishing cross burning under
existing laws. 265 The R.A.V. Court explicitly noted that the individual
who burned a cross in that case might have been punished under "any of
a number of laws ....

The Court specifically mentioned laws against

threats, arson, and property damage. 267

The Virginia Supreme Court also recognized other laws under
which the defendants could have been punished: "Neutrally expressed
statutes prohibiting vandalism, assault, and trespass may have vitality for
the prosecution of particularly offensive conduct." 268 Additionally, Justice Souter argued, in Black, that a statute banning intimidation would
satisfy the same goal without infringing on the First Amendment rights
of the speaker.269
The downfall of this simple solution is that alternative laws may not
carry the weight of specific cross-burning laws, and arguably, cross burning victims deserve to have laws that punish hate speech specifically.
However, the existing laws are not necessarily weaker. For example,
under the Virginia statute, the three defendants were sentenced to ninety

Black, 123 S. Ct. at 1562 (Thomas, J., dissenting).
261.
262.
See R.A.V., 505 U.S. at 379-80.
concurring in part and dissenting in part) (sug263.
See Black, 123 S. Ct. at 1562 (Souter, J.,
gesting that "a content-neutral statute banning intimidation would achieve the same object without
singling out particular content").
264.
Smolla, supra note 5, at 570.
See R.A.V., 505 U.S. at 379-80.
265.
Id.
266.
267.
Id. at 381 n.l.
268.
Black v. Commonwealth, 553 S.E.2d 738, 746 (Va. 2001).
269.
Black, 123 S. Ct. at 1562 (Souter, J., concurring in part and dissenting in part).
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days in jail and ordered to pay a $2,500 fine, 270 However, in R.A. V., the
Court said the defendant could have been punished under a threat statute
carrying a punishment of up to five years in prison, an arson statute with
a penalty of up to five years in prison and a $10,000 fine, or a criminal
damage to property law with a penalty of up to one year in prison and a
$3,000 fine .2 7 l Any of these punishments would have been more harsh
than those handed down under the Virginia statute.
2. Classify Cross Burning as Conduct
Justice Thomas's analysis in his Black dissent also avoided the First
Amendment issue.272 Justice Thomas argued that for purposes of the Virginia statute, cross burning is conduct, not speech, and, therefore, not
controlled by the First Amendment.2 73 This solution, similar to the one
suggested above, eliminates the necessity of further First Amendment
analysis. 274 Justice Thomas argued that the legislative intent of the Virginia statute was to end intimidation, not limit expression of white supremacy. 275 He stated that "whatever expressive value cross burning has,
the legislature simply wrote it out by banning only intimidating conduct
undertaken by a particular means. 2 76
However, even if this were the legislature's intent, it is impossible
to separate the conduct and expression in an act such as cross burning. 277
Simply adding an intent to intimidate requirement does not filter out expression. 278 When a member of the Ku Klux Klan burns a cross on the
lawn of an African-American family as a warning of future violence, the
messages of intimidation and white supremacy cannot be separated from
the physical act of burning the cross.

279

Therefore, although categorizing

cross burning with intent to intimidate as conduct would avoid the First
Amendment issue, such an approach is misguided.28 °
V. CONCLUSION

In R.A.V., the Court altered First Amendment analysis and was
criticized for rewriting First Amendment law. 28' Following the decision,
lower courts were confused, causing some to invalidate and others to
uphold their individual state cross-burning statutes.282 Although the
270.
271.
272.
273.
274.
275.
276.
277.
278.
279.
280.

Id. at 1543.
R.A.V., 505 U.S. at 380 n. 1.
See Black, 123 S. Ct. at 1562 (Thomas, J., dissenting).
Id. at 1566 (Thomas, J., dissenting).
Id.
Id.
Id. at 1563 (Thomas, J., dissenting).
See id. at 1548 n.2.
Id. at 1548.
See id.
See id.

281.

See R.A.V., 505 U.S. at 411 (White, J.,
concurring).

282.

Enslin, supra note 91, at 193-94.
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Court attempted to clarify its R.A.V. ruling in Black, the proper method
of analysis remains unclear. This lack of clarity is likely to further confuse lower courts, thereby weakening the First Amendment.
Additionally, the Court's decision in Black is inconsistent with its
own precedent on viewpoint discrimination. The Court in Black distinguished the Virginia statute from the ordinance in R.A.V., finding that
regulating cross burning is not viewpoint discrimination.28 3 However, the
Black Court clearly recognized the inherent link between cross burning
and white supremacy. 284 This link should have led to the conclusion that
regulating cross burning is a regulation of the white supremacist viewpoint and a violation of the First Amendment.
Several obstacles prevent efficient punishment of cross burning and
threaten the protection of the First Amendment. However, by punishing
cross burning under existing laws, courts can regulate cross burning
without threatening freedom of speech. This alternative is a balance between the right of freedom of speech and the right of individuals to live
without fear of violence. The balance is delicate. Those who burn crosses
with intent to intimidate tip the scale in favor of limiting expression,
while those who do the same act without such intent tip the scale toward
protecting expression. The question of whether to allow the government
to punish cross burning is impossible to answer without harming society
in some way. In the end, although regulation seems right, the expense is
too great.

Maribeth G. Berlin*

283.
284.
*

Black, 123 S. Ct. at 1541.
Id. at 1546.
J.D. Candidate, 2005, University of Denver College of Law.

GIVE THEM $4.96 AND THEY TAKE $200 MILLION: WHY
BROWN V. LEGAL FOUNDATION OF WASHINGTON VIOLATES
THE FIFTH AMENDMENT
INTRODUCTION

The purpose of the Interest on Lawyers' Trust Accounts ("IOLTA")
program is to fund organizations that provide legal services to the indigent with the interest earned from the principal held in attorneys' trust
accounts.' The program is approved in every state and the District of
Columbia,2 but has been the target of Fifth Amendment challenges since
its inception.
In Brown v. Legal Foundation of Washington,4 the United States
Supreme Court addressed the issue of whether a state's appropriation of
interest generated by IOLTA accounts amounts to a taking of private
property, and, if so, the measure of just compensation due the claimants.5
The Brown Court held that Washington's IOLTA program, which diverted interest earned on IOLTA accounts to charity, could result in a per
se taking. 6 However, the Court also held that the just compensation due
the claimants was zero,7 despite previous rulings predicting a contrary
result.
This Comment discusses the Fifth Amendment issues raised by the
IOLTA program and demonstrates the constitutional problems inherent
in the Brown Court's ruling. Part I explains the facts giving rise to the
issues addressed in Brown. Part II provides the background of IOLTA
programs and the significant cases leading to the Brown decision. Part III
summarizes the majority and dissenting opinions in Brown. Part IV critiques the Brown majority's decision as a matter of precedent, and evaluates the majority's decision that just compensation in IOLTA cases is
zero. Part IV concludes that the Brown decision is incongruous with the
Fifth Amendment and offers constitutional alternatives to the IOLTA
program's administration that will serve the dual purpose of maintaining
the social benefits of the program without undermining the Constitution.

I.

Erin E. Heuer Lantzer, IOLTA Lost the Battle but Has Not Lost the War, 33 IND. L. REV.

1015, 1015 (2000).
Id. at 1018.
2.

3.
4.
5.
6.

Id. at 1015.
538 U.S. 216 (2003).
Brown, 538 U.S. at 220.
Id. at 240.

7.

See id.
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I. FACTS

Petitioners Brown and Hayes were regularly involved in the purchase and sale of real estate in the State of Washington.8 Both deposited
funds in connection with their transactions with Limited Practice Officers ("LPOs"). 9 Pursuant to Washington's IOLTA rules, the LPOs were
required to deposit each client's funds into IOLTA accounts. 0
Petitioner Brown deposited $90,521.29 of escrow funds into an
IOLTA account, where it remained for two days and generated $4.96 in
interest." Petitioner Hayes deposited $2,000 in earnest money, plus another $12,793.32 of escrow funds, into an IOLTA account.' 2 While neither petitioner would have earned any net interest if his funds were
placed in non-IOLTA escrow accounts, 13 in both cases, each IOLTA
account generated interest that was eventually paid to the Legal Foundation of Washington. "4
II. BACKGROUND
The Legal Foundation of Washington's stated objective is to "use
all funds received from lawyers' trust accounts for tax-exempt lawrelated charitable and educational purposes . .

."'15 Washington's ap-

proach, by its terms, envelops a broad spectrum of recipient organizations and demonstrates that the IOLTA program's function is not neces-6
sarily limited to funding groups that provide legal aid for the indigent.'
Like Washington, other states' uses of IOLTA funds also include educating school children about our legal system, supporting
legal clinics run
7
by law students, and litigating gay rights issues.'
The impact of the IOLTA program on these objectives is substantial. The Supreme Court noted in Brown that the sum of IOLTA contributions surpassed $200 million in 2001.18 Those contributions help organizations furnish legal services to approximately 1.7 million people
annually.' 9 Following is a brief history of the IOLTA program's devel8.
See Brown v. Legal Found. of Wash., 538 U.S. 216, 228 (2003).
9. See Brown, 538 U.S. at 229. In Washington, IOLTA Rules also extend beyond lawyers to
Limited Practice Officers ("LPOs"). Id. at 227. LPOs "are licensed to act as escrowees in the closing
of real estate transactions." Id. LPOs, like lawyers, typically control client funds for short periods of
time. Id.
10. See id.
11. Id. at 229.
12. Id.
13.
Id.at 230.
14.

See id.

15. Brown v. Legal Found. of Wash., 538 U.S. 216, 225 (2003) (quoting IOLTA Adoption
Order, 102 Wash. 2d 1101, 1102-04 (1984)).
16. See Lantzer, supra note I, at 1019-20.
17.

Id.

18.

Brown, 538 U.S. at 223.

19.

Jarrod P. Beasley, Interest on Lawyers' Trust Accounts: A FifthAmendment Analysis:

Phillips v. Washington Legal Foundation, 524 U.S. 156 (1998), 25 S. ILL. U. L.J. 441,441 (2001).
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opment and the basis of its application to the Fifth Amendment Takings
Clause.
A. HistoricalDevelopment of the IOLTA Program
Lawyers commonly maintain client funds in trust accounts for short
time periods in order to facilitate settlements and to finance filing fees
20
and real property transaction costs. Professional ethical standards prohibit lawyers from commingling these client funds with their own and
2
mandate that client funds remain available on demand. '
Before 1980, federal banking laws prohibited banks from paying interest on demand deposit accounts, which included most attorneys' trust
22
accounts, because of the inherent need for check-writing capabilities.
Attorneys would normally pool client funds held in trust in a single, noninterest bearing checking account.23 When an attorney retained a large
amount in trust for a client, he would typically place the funds in a savings account paying interest because the interest earned outweighed the
24
burden posed by the incapability of writing checks.
Changes in federal banking laws in 1980 made the IOLTA program
possible when Congress sanctioned Negotiable Order of Withdrawal
("NOW") accounts which, for the first time, allowed banks to pay interest on the demand deposit accounts of individuals and charitable enti25
and partner26
However, the new law still prohibited corporations
ties.
ships from earning interest on demand deposit accounts.
The effect of this distinction was that lawyers were able to place
funds in interest-bearing demand deposit accounts for clients who were
either individuals or charitable entities, but clients who were corporations
27
or partnerships were still not entitled to earn interest on their funds.
Therefore, despite Congress's authorization of NOW accounts, lawyers
still maintained client funds incapable of earning interest in non-interest
bearing accounts when the client was a corporation or partnership, or
when an individual client's funds were too small or would not be held
28
long enough to generate interest exceeding the bank's fees.

20.

J. David Breemer, IOLTA in the New Millennium: Slowly Sinking Under the Weight of the

Takings Clause, 23 U. HAW. L. REV. 221, 223 (2000).
See MODEL RULES OF PROFESSIONAL CONDUCT Rule 1.15(a) (2002) ("A lawyer shall
21.
hold property of clients or third persons that is in a lawyer's possession in connection with a representation separate from the lawyer's own property. Funds shall be kept in a separate account maintained in the state where the lawyer's office is situated, or elsewhere with the consent of the client or
third person." (emphasis added)).
22. See Beasley, supra note 19, at 442.
23. Phillips v. Washington Legal Found., 524 U.S. 156, 160 (1998).
24. Phillips, 524 U.S. at 160-61.
25. See 12 U.S.C. § 1832 (2000); see also Beasley, supra note 19, at 442.
Beasley, supra note 19, at 443.
26.
27. See id. at 442-43.
Id. at 443.
28.
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After Congress sanctioned NOW accounts, every state and the District of Columbia subsequently adopted proposals that either required or
allowed attorneys to pool these otherwise stagnant funds in a common
trust account which would generate interest to be funneled to non-profit
entities providing legal aid to the indigent. 29 These proposals would soon
be known collectively as the IOLTA program.
B. The Fifth Amendment Takings Clause
The IOLTA program has spawned several challenges based on the
Fifth Amendment Takings Clause. 3 The Takings
Clause, , applicable to
31
the states through the Fourteenth Amendment,3 states that "private property [shall not] be taken for public use, without just compensation. The
Clause's language contains four basic elements: (1) there must be private
property; (2) the government action must take the private property; (3)
the government action must take the private property for public use; and
(4) if the preceding three elements are satisfied, the former owner's remedy is "just compensation., 33 In other words, the Takings Clause permits
the government to take private property for public use, subject to the
payment of just compensation.
1. Phillips v. Washington Legal Foundation
The threshold question in a Takings Clause challenge to the IOLTA
program is whether or not there is "a loss in connection with some cognizable property interest. 35 The Supreme Court answered this question
affirmatively in Phillips v. Washington Legal Foundation,36 which involved the Texas IOLTA program. 37 The Court explained that "regardless of whether the owner of the principal [in an IOLTA account] has a
constitutionally cognizable interest in the anticipatedgeneration of interest by his funds, any interest that does accrue attaches as a property right
incident to the ownership of the underlying principal., 38 Accordingly, the
Court held "that the interest income generated by funds held in IOLTA
29. See Brown, 538 U.S. at 221 (explaining that state IOLTA programs were adopted through
either legislation or rules promulgated by the state's highest court); see als6 Beasley, supra note 19,
at 443.
30. Kristi L. Darnell, Pennies From Heaven-Why Washington Legal Foundation v. Legal
Foundation of Washington Violates the U.S. Constitution, 77 WASH. L. REV. 775, 780-81 (2002).
31.
U.S. CONST. amend. XIV, § I. The Fourteenth Amendment provides, "nor shall any State
deprive any person of life, liberty, or property, without due process of law ..."Id.
32.
U.S. CONST. amend. V.
33.

See generally JAN G. LAITOs, LAW OF PROPERTY RIGHTS PROTECTION IV- I to IV-6

(Supps. 2002 & 2003).
34.
Darnell, supra note 30, at 281.
35. Beasley, supra note 19, at 456.
36. 524 U.S. 156 (1998). The Court framed the question presented as "whether interest earned
on client funds held in IOLTA accounts is 'private property' of either the client or the attorney for
purposes of the Takings Clause of the Fifth Amendment." Phillips, 524 U.S. at 160.
37. Id. at 161.
38. Id. at 168.

2003] BROWN V. LEGAL FOUNDATION OF WASHINGTON

173

39
accounts is the 'private property' of the owner of the principal., However, the only issue decided in Phillips was whether or not interest
earned on IOLTA accounts is a property interest recognized by the Fifth
Amendment.40 The Court did not reach the issues of whether the IOLTA
program causes a taking, and, if so, the "amount of 'just compensation,'
if any, due ....

2. Ad Hoc v. Per Se Analysis
Takings Clause jurisprudence has developed two categories of takings analysis-ad hoc and per se.42 In determining whether a taking of
action in question is
private property has occurred, the governmental
43
categories.
two
these
analyzed under one of
44
Ad hoc takings, also referred to as "regulatory takings," involve
regulations that strip property owners of an interest less than the property's total value.4 5 The focus of an ad hoc analysis is to establish
whether a regulation goes so far in denying an owner an interest in her
property to constitute a taking. 6

To determine whether an ad hoc taking occurs, courts apply a balancing test using factors established by the Supreme Court in Penn Central TransportationCo. v. New York City.47 These factors include: (1) the
regulation's economic impact on the property owner; (2) the degree of
the regulation's interference with the owner's investment-backed expec48
tations; and (3) "the character of the governmental action,.
In contrast, per se takings, also referred to as "physical takings," are
characterized by a "permanent, physical occupation of the property or
where the government has deprived the claimant of all of the property's
economic or productive use.",49 The framework of a per se analysis was
established by the Supreme Court in Loretto v. Teleprompter Manhattan
CATV Corp.50 In Loretto, a regulation required an apartment building
owner to permit the installation of cable television equipment in the
building. 5' The Court concluded that the cable company's installation of
equipment was a permanent physical occupation of the owner's property, 52 and "that a permanent physical occupation authorized by govern39.

Id. at 172.

40.
41.

See id.
Id.

42.
43.

Darnell, supra note 30, at 786.
Id.

44.

See id. at 788.

45.
46.
47.
48.
49.
50.
51.
52.

Id. at 786.
See id. at 787.
438 U.S. 104 (1978).
Penn Central, 438 U.S. at 124.
Lantzer, supra note I,at 1028.
458 U.S. 419 (1982); see also Darnell, supra note 30, at 788.
See Loretto, 458 U.S. at 42 1.
Id. at 438.
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ment is a taking without regard to the public interests that it may
serve." 53 Since a per se, or automatic, taking resulted from the physical
occupation by the cable equipment, the need to employ the Penn Central
balancing test was averted.54
Before Brown, the existence of these two competing analytical
frameworks and the narrow holding in Phillips provided an uncertain
environment for the Takings Clause's application to the IOLTA program.55 Though Phillips unequivocally established that IOLTA interest is
the private property of the owner of the principal, the circuit courts were
split as to whether IOLTA programs were a taking and, if so, whether
clients were due just compensation. 56 In short, although the Phillipsholding seemingly delivered a blow to IOLTA programs,5 7 the stage was set
for the Supreme Court's determination of whether IOLTA constituted an
ad hoc or per se taking of that property interest and, if so, the amount of
just compensation due the claimants.
III.

BROWN V. LEGAL FOUNDATION OF WASHINGTON

Brown v. Legal Foundation of Washington 58 focused on the claims
arising from the IOLTA accounts of petitioners Brown and Hayes. 59 Petitioners sought to enjoin Washington officials from requiring LPOs to
deposit client trust funds into IOLTA accounts. 6° Defendants were the
Legal Foundation of Washington, the Foundation president, and the
Washington Supreme Court justices.6'
A. Procedural History
The petitioners' complaint contained three counts: (1) forcing petitioners to associate with the Legal Foundation of Washington violates
their First Amendment rights; (2) the taking of the interest earned by
their funds while in the IOLTA accounts violates the Fifth Amendment's
Just Compensation Clause; and (3) the requirement that petitioners' trust
funds be deposited into IOLTA accounts is "an illegal taking of the beneficial use of those funds. 6 2 Petitioners sought a refund of the interest
their principal earned while the funds were in the IOLTA accounts, a

53. Id. at 426.
54. See Damell, supra note 30,at 788-89.
55.
See id. at 785-86.
56.
See id. (illustrating the circuit split by describing the Fifth Circuit's use of the per se
analysis in Washington Legal Found. v. Texas Equal Access to Justice Found., 270 F.3d 180, 186-88
(5th Cir. 2001), and the Ninth Circuit's adoption of the ad hoc analysis in Washington Legal Found.
v. Legal Found. of Wash., 271 F.3d 835, 857-61 (9th Cir. 2001)).
57.
Lantzer, supra note 1,at 1027.
58.
538 U.S. 216 (2003).
59. Brown, 538 U.S. at 228.
60. Id. at 227-28.
61. Id.at 228.
62. Id. at 228-29.
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declaration that the IOLTA program is unconstitutional, and an injunc63
tion against enforcement of the IOLTA rules against LPOs.
The defendants' motion for summary judgment was granted by the
district court. 64 The court made the factual finding that it was impossible
for petitioners to realize a net return on the interest accrued in their
IOLTA accounts because if their funds were capable of generating a net
return in non-IOLTA accounts in the first place, the LPOs would not
65
have been required to deposit the funds into an IOLTA account. The
court made the further legal finding that the constitutional focus is on
what a property owner has lost, rather than what the state has gained, and
determined that petitioners lost nothing when the state took their interest
from the IOLTA account because, without IOLTA, there would have
been no net interest earned.66

While Brown was on appeal, the Supreme Court decided Phillips v.
Washington Legal Foundation,67 which held that the owner of the principal has a cognizable property right in any interest that accrues in an
IOLTA account. 68 A three-judge panel of the Ninth Circuit relied on
Phillips in holding that Washington's IOLTA program resulted in a taking of petitioners' property and that a remand was necessary to resolve
69
whether the petitioners were due just compensation. The panel explained:
[T]he interest generated by IOLTA pooled trust accounts is property
of the clients and customers whose money is deposited into trust, and
...a government appropriation of that interest for public purposes is
a taking entitling them to just compensation under the Fifth Amendment. But just compensation for the takings may be less than the
on the circumamount of the interest taken, or nothing, depending 70
remand.
a
requires
remedy
the
stances, so determining
Subsequently, the Ninth Circuit reconsidered the case en banc and
affirmed the district court's judgment. 71 The majority adopted the ad hoc
72
balancing test,
approach and, after application of the Penn Central
found that no taking occurred because petitioners incurred "neither an

63. Id. at 229.
Id. at 230.
64.
65. See id.
66. See id.
524 U.S. 156 (1998); see also discussion supra Part l.B. 1.
67.
See Phillips, 524 U.S. at 168.
68.
Washington Legal Found. v. Legal Found. of Wash., 236 F.3d 1097, 1115 (9th Cir. 2001).
69.
Washington Legal Found., 236 F.3d at 1115.
70.
Washington Legal Found. v. Legal Found. of Wash., 271 F.3d 835, 841 (9th Cir. 2001)
71.
(en banc).
See supra notes 47-48 and accompanying text.
72.
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actual loss nor an interference with any investment-backed expectations,
and that the regulation of the use of their property was permissible. 73
The Ninth Circuit majority also commented that even if a taking did
occur, the just compensation due petitioners was zero.74 The majority
reasoned that to establish whether petitioners were entitled to just compensation, the court must determine whether petitioners would have realized a benefit without the IOLTA program.7 5 Since petitioners earned
interest only because of the IOLTA program's existence, they would not
have realized a benefit without the IOLTA program, and the value of the
just compensation was therefore nil.76
The Ninth Circuit dissenters adopted in full the opinion of the threejudge panel and asserted that the case did not involve a regulatory taking
necessitating reliance on Penn Central, but rather involved a per se taking. 77 Additionally, the dissenters reiterated the view that a remand was
needed to determine whether or not the petitioners were entitled to any
compensation for the taking.' 8 As Judge Kozinski explained: "If the state
believes that this is a service it should provide, it must be willing to pay
for it. There ain't no such thing as a free lunch. 7 9
In their petition for certiorari, petitioners Brown and Hayes asked
the Supreme Court "to resolve the disagreement between the majority
and the dissenters in the Ninth Circuit about the taking issue ....
"80
B. The Majority Opinion
Justice Stevens, joined by Justices O'Connor, Souter, Ginsburg, and
Breyer, delivered the majority opinion. 8 1 The Court found that the
IOLTA program caused a per se taking of petitioners' private property
for a public use. 82 However, the Court found no violation of the Just
Compensation Clause when petitioners were not remunerated for the
taken interest because, the majority reasoned, just compensation is measured by a property owner's pecuniary loss, and that loss is zero when the
Washington IOLTA rules are followed.83
The Court began its analysis by finding that the IOLTA program
took the petitioners' interest for public use under the Fifth Amendment

73.

Brown, 538 U.S. at 231.

74.

Washington Legal Found., 271 F.3d at 861-62.

75.
Id. at 862.
76. See id. at 863-64.
77. See id. at 865-67 (Kozinski, J.,
dissenting).
78. Id. at 880 (Kozinski, J., dissenting). The dissenters reproduced the original panel decision
in full. See id. at 867-84 (Kozinski, J.,
dissenting).
79. Id. at 867 (Kozinski, J., dissenting).
80. Brown, 538 U.S. at 231.
81.
Id. at 218.
82. See id. at 235.
83. Id. at 240.
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Takings Clause.84 The Court analogized the IOLTA program to a state's
imposition of a tax used to finance the Foundation's legal services, where
"there would be no question as to the legitimacy of the use of the public's money.""
The Court concluded next that the IOLTA program's appropriation
of interest is a per se taking. 86 The Court explained that "a per se approach is more consistent with the reasoning in our Phillips opinion than
Penn Central's ad hoc analysis. As was made clear in Phillips,the interest earned in the IOLTA accounts 'is the 'private property' of the owner
of the principal."' 8 7 In support of their finding of a per se taking, the
Court drew a parallel between the taking of a client's IOLTA interest and
88
the cable equipment's occupation of roof space in Loretto. The Court
reasoned that the government's permanent physical possession of the
IOLTA interest at the time of transfer to the Foundation resembled the
cable equipment's permanent physical occupation of the Loretto rooftop
since, in both cases, the government action resulted in the state's com89
plete control over the private property involved. Accordingly, since the
interest is private property, the Court determined that its transfer to the
Foundation was in line with those takings cases applying a per se, rather
than an ad hoc, analysis. 90
After finding that a per se taking had occurred, the Court turned to
the issue of the amount of just compensation to which petitioners were
entitled and found that the just compensation for interest taken by the
IOLTA program is zero.9' The Court explained that "the 'just compensation' required by the Fifth Amendment is measured by the property
The Court then surowner's loss rather than the government's gain.
veyed precedent and restated this premise in the following ways: (1)
"'the question is what has the owner lost, not what has the taker
gained;' 93 (2) "the private party 'is entitled to be put in as good a position pecuniarily as if his property had not been taken. He must be made
should pay
whole but is not entitled to more;' ' ' 94 and (3) "the government
95
loses.',
owner
the
what
for
but
gets
it
what
'not for

Id. at 232.
84.
85. Id.
86. See id. at 235.
87. Id. (quoting Phillips, 524 U.S. at 172).
88. Id.
89. See id.
90. See id.
Id. at 240.
91.
92. Id. at 235-36.
93. Id. at 236 (quoting Boston Chamber of Commerce v. City of Boston, 217 U.S. 189, 195
(1910)).
Id. (quoting Olson v. United States, 292 U.S. 246, 255 (1934)).
94.
Id. (quoting Kimball Laundry Co. v. United States, 338 U.S. I, 23 (1949) (Douglas, J.,
95.
dissenting)).
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Applying the petitioners' claims to this model, the Court found that
"any pecuniary compensation must be measured by [petitioners'] net
losses rather than the value of the public's gain.,, 96 Thus, the Court determined that if the "petitioners' net loss was zero, the compensation that
is due is also zero. 97
The Court then addressed the Ninth Circuit dissenters' illustration
of the reasons why an attorney or LPO might mistakenly place a client's
funds into an IOLTA account when those funds would actually be capable of earning net interest into a non-IOLTA account, and dismissed the
resulting need for a remand to determine the amount of just compensation due. 98 The Court rejected the dissenters' assertion that further hearings were necessary to determine whether or not petitioners were due any
just compensation from respondents.99 Since Washington's IOLTA rules
require attorneys and LPOs to place client funds into non-IOLTA accounts when those funds are capable of generating net earnings, an attorney or LPO violates those rules when she mistakenly deposits ineligible
funds into an IOLTA account.1°° The Court explained that clients, in
those circumstances, would have claims directly against the attorney or
LPO who mistakenly placed the funds into an IOLTA account, rather
than against the state.''
In sum, the majority held that a state law mandating the transfer of
interest on IOLTA funds to someone other than the owner of the principal, for public use, could be a per se taking requiring payment of just

96. Id. at 237.
97.
Id.
98.
Id. at 237-39. The Ninth Circuit dissenters illustrated their concern as follows:
Even though when funds are deposited into IOLTA accounts, the lawyers expect them to
earn less than it would cost to distribute the interest, that expectation can turn out to be
incorrect, as discussed above. Several hypothetical cases illustrate the complexities of the
remedies, which need further factual development on remand. Suppose $2,000 is deposited into a lawyer's trust account paying 5% and stays there for two days. It earns about
$.55, probably well under the cost of a stamp and envelope, along with clerical expenses,
needed to send the $.55 to the client. In that case, the client's financial loss from the taking, if a reasonable charge is made for the administrative expense, is nothing. The fair
market value of a right to receive $.55 by spending perhaps $5.00 to receive it would be
nothing. On the other hand, suppose, hypothetically, that the amount deposited into the
trust account is $30,000, and it stays there for 6 days. The client's loss here would be
about $29.59 if he does not get the interest, which may well exceed the reasonable
administrative expense of paying it to him out of a common fund. It is hard to see how
just compensation could be zero in this hypothetical taking, even though it would be in
the $2,000 for 2 days hypothetical taking. It may be that the difference between what a
pooled fund earns, and what the individual clients and escrow companies lose, adds up to
enough to sustain a valuable IOLTA program while not depriving any of the clients and
customers of just compensation for the takings. This is a practical question entirely undeveloped on this record. We leave it for the parties to consider during the remedial phase
of this litigation.
Washington Legal Found., 271 F.3d at 883 (Kozinski, J., dissenting).
99.
Brown, 538 U.S. at 239.
100.
Id.
101.
Id.
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compensation to the client. 0 2 However, "just compensation is measured
by the net value of the interest that was actually earned by petitioners and
.. by operation of the Washington IOLTA Rules, no net interest can be
earned 3 by the money that is placed in IOLTA accounts in Washington."

1
0

C. Justice Scalia's Dissent
Justice Scalia, with whom all three remaining dissenting Justices
joined, asserted that the proper measure of just compensation for petitioners' interest generated in their IOLTA accounts is the fair market
value of the interest, which should be assessed at the point when the state
takes the interest. 1°4 Furthermore, the dissenters averred that the majority's decision contravenes the Phillips holding by "refusing to treat the
interest as the property of petitioners we held it to be ....
Rejecting the majority's analysis, Justice Scalia submitted an alternative definition of just compensation not considered by the majority:
"When a State has taken private property for a public use, the Fifth
Amendment requires compensation in the amount of the market value of
the property on the date it is appropriated."' 10 6 According to Justice
Scalia, the Supreme Court has recognized only two exceptions to applying this standard: (1) when it is too difficult to determine the market
value; and (2) when manifest injustice to the10 7owner or the public would
result from the payment of the market value.
According to Justice Scalia, the majority neither ascertained the
IOLTA interest's market value nor established that this case falls under
an exception obviating the need to determine it.'0 8 Instead, Justice Scalia

concluded, the majority merely defined just compensation as the owner's
net loss, and endorsed two incompatible theories of how that net loss
should be calculated.'09
As Justice Scalia explained, the majority's first theory of the measure of just compensation is that it "is the interest petitioners would have

Id. at 240.
102.
Id. at 238 n.10.
103.
104.
See id. at 243 (Scalia, J., dissenting).
105.
Id. at 242-43 (Scalia, J., dissenting).
Id. at 243 (Scalia, J., dissenting).
106.
107.
Id. at 244 (Scalia, J., dissenting).
Id. The majority preemptively disagreed with Justice Scalia's assertion when concluding:
108.
Justice SCALIA is mistaken in stating that we hold that just compensation is measured by
the amount of interest 'petitioners would have earned had their funds been deposited in
non-IOLTA accounts.' We hold (1) that just compensation is measured by the net value of
the interest that was actually earned by petitioners and (2) that, by operation of the Washington IOLTA Rules, no net interest can be earned by the money that is placed in IOLTA
accounts in Washington.
Id. at 238 n.10 (citations omitted).
Id. at 244 (Scalia, J., dissenting).
109.
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earned had their funds been deposited in non-lOLTA accounts.", 10 Under
the majority's theory, "just compensation is zero because, under the
[Washington] Supreme Court's Rules, the only funds placed in IOLTA
accounts are those which could not have earned net interest for the client
in a non-lOLTA savings account.""' Justice Scalia posited that this definition of just compensation is irreconcilable with Phillips,"12 which held
that "any interest that does accrue attaches as a property right incident to
the ownership of the underlying principal,"'" 3 and "[o]nce interest is
earned on petitioners' funds held in IOLTA accounts, that money is petitioners' property."' 14 Conversely, according to Justice Scalia, just compensation for the IOLTA interest must instead be assessed at the point
where the state takes the interest to support the foundation-"after the
Hence, under
interest has been generated in the pooled accounts ....
Justice Scalia's definition, the property has value when the state takes it
for the benefit of the foundation despite the fact that the interest came to
exist only because of a state-mandated IOLTA program. 116
In addition, Justice Scalia argued that the majority's competing theory of just compensation is similarly unpersuasive."17 According to the
majority's competing theory, "just compensation is measured by the net
value of the interest that was actually earned by petitioners . . ,,1 8 Justice Scalia indicated that in order to support this definition of just compensation embracing a net value concept, the majority only cites to those
cases establishing that "justcompensation consists of the value the owner
has lost rather than the value the government has gained."' ' 9 However,
110. Id.
Ill. Id. at 244-45 (Scalia, J., dissenting).
Id. at 245 (Scalia, J., dissenting).
112.
113.
Phillips, 524 U.S. at 168.
114.
Brown, 538 U.S. at 245 (Scalia, J., dissenting).
115.
Id.
See id. Justice Scalia applied the majority's approach to the facts of Webb's Fabulous
116.
Pharmacies, Inc. v. Beckwith, 449 U.S. 155 (1980), to illustrate that the majority's holding suggests
a nexus between the state's creation of the circumstances enabling net interest to accrue and the
state's ability to take that interest declaring just compensation as zero. See Brown, 538 U.S. at 24547 (Scalia, J., dissenting). In Webb's, a Florida statute permitted the court clerk to invest interpleader
funds in interest-bearing certificates, and the earned interest would be deemed income of the clerk's
office. Webb's, 449 U.S. at 156 n.l. The appellant deposited approximately $1.8 million with a state
court in connection with an interpleader action. Id. at 156-57. The Supreme Court held that the state
court's retention of the approximately $100,000 in interest earned from the corpus was a taking
requiring just compensation. See id. at 164. The Court endorsed the rule that "any interest on an
interpleaded and deposited fund follows the principal and is to be allocated to those who are ultimately to be the owners of that principal." Id. at 162. Justice Scalia argues that under the majority's
analysis in Brown, the just compensation for the taking in Webb's would be zero because the appellants' interpleader funds would not have been able to earn interest absent the Florida statute authorizing the court clerk to invest in interest-bearing certificates. Brown. 538 U.S. at 246 (Scalia, J.,
dissenting). Moreover, in Webb's the "Court unanimously rejected the contention that a state regulatory scheme's generation of interest that would otherwise not have come into existence gave license
for the State to claim the interest for itself." Id. at 246-47 (Scalia, J., dissenting).
117.
See Brown, 538 U.S. at 248 (Scalia, J., dissenting).
118.
Id. at 238 n.10.
119.
Id. at 248 (Scalia, J., dissenting). In Brown, the value the owner loses (the interest earned
in the pooled accounts) is the same as the government's gain. See id.
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according to Justice Scalia, the Court's "cases that have distinguished the
'property owner's loss' from the 'government's gain' say nothing whatever about reducing this value to some 'net' amount."1 20 In particular,
Justice Scalia reasoned that "Phillips flatly rejected the notion that just
compensation may be reduced by transaction costs the former owner
would have sustained in retaining his property."' 2'' Thus, Justice Scalia
submitted that the Court has consistently held market value to be the
22
proper measure of just compensation, rather than the owner's net loss.
Additionally, Justice Scalia argued that "[e]ven if 'net value' . . .
were the appropriate measure of just compensation, the Court has no
basis whatsoever for pronouncing the 'net value' of petitioners' interest
to be zero."'' 23 Though Justice Scalia acknowledged that petitioners could
not have earned net interest in non-IOLTA accounts, he instead reasoned,
that fact "has no bearing on the transaction costs that petitioners would
sustain in removing their earned interest from the IOLTA accounts.' 24
Furthermore, Justice Scalia determined that since it was possible that
petitioners' funds generated net interest in the IOLTA account, despite
being incapable of doing so in non-IOLTA accounts, a factual
inquiry
25
was necessary to determine petitioners' actual net interest.
Justice Scalia further rejected the majority's finding that remanding
the claim was inappropriate since the just compensation was automatically zero if petitioners' funds were incapable of earning interest in nonIOLTA accounts. 26 Justice Scalia criticized this reasoning as inconsistent with the majority's assertion that just compensation is measured by
"'the net value of the interest that was actually earned by petitioners...
.,,,27 Instead, Justice Scalia suggested that establishing the actual net
value of petitioners' interest "requires a factual determination of the costs

120. Id. at 249 (Scalia, J., dissenting).
121.
Id. (citing Phillips, 524 U.S. at 170 ("The government may not seize rents received by the
owner of a building simply because it can prove that the costs incurred in collecting the rents exceed
the amount collected.")).
122. Id. at 250 (Scalia, J., dissenting). The majority countered Justice Scalia's contention:
Under [Justice Scalia's] view that just compensation should be measured by the gross
amount of the interest taken by the State, the client should recover the $.55 of interest
earned on a two-day deposit even when the transaction costs amount to $2.00. Thus, in
this case, under Justice SCALIA's approach, even if it is necessary to incur substantial
legal and accounting fees to determine how many pennies of interest were earned while
petitioners' funds remained in escrow and how much of that interest belonged to them
rather than to the sellers, the Constitution would require that they be paid the gross
amount of that interest, rather than an amount equal to their net loss (which, of course, is
zero).... [T]his is inconsistent with the Court's just compensation precedents.
Id. at 238 n. 10.
123.
Id. at 250 (Scalia, J., dissenting).
124.
Id.
125.
See id. at 251 (Scalia, J., dissenting).
126.
Id.
127. Id. (quoting id. at 238 n.10).
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petitioners would incur
' 28if they sought to keep the IOLTA-generated interest for themselves."'
In short, Justice Scalia criticized the majority for failing to recognize and apply the market value measure of just compensation. Further,
as a broader criticism, Justice Scalia maintained that the Brown Court's
decision and reasoning endorsed the government's unconstitutional ability to take property in existence solely by operation of a governmental
regulation without just compensation.129
D. Justice Kennedy's Dissent
Justice Kennedy filed a separate dissenting opinion, in which he addressed the First Amendment dimension of the IOLTA program:
By mandating that the interest from these accounts serve causes the
justices of the Washington Supreme Court prefer, the State not only
takes property in violation of the Fifth and Fourteenth Amendments
to the Constitution of the United States but also grants to itself a monopoly which might then be used for the forced support of certain
viewpoints. 130
Justice Kennedy noted that although the Court in Brown did not address the First Amendment issues inherent in the IOLTA program, there
is potential for a violation that may eventually come before the Court.' 3'
IV. ANALYSIS

The Brown majority's opinion that the transfer of interest earned in
lawyers' trust accounts amounts to a per se taking is founded in precedent and reason. However, the Court's assertion that there is no violation
of the Just Compensation Clause of the Fifth Amendment because the
owner's loss is automatically zero whenever the Washington IOLTA
rules are obeyed is conversely lacking in factual and legal support, especially considering the holding in Phillips.
A. Phillips Versus Brown
The Brown majority laid the cornerstone of its opinion by quoting
the Phillips holding: "'[T]he interest income generated by funds held in
IOLTA accounts is the 'private property' of the owner of the principal."" 3 2 However, against this backdrop, the majority is unconvincing in
their attempt to reconcile their recognition that "'just compensation'
128. Id. at 251-52 (Scalia, J., dissenting).
129. See id. at 243, 252 (Scalia, J., dissenting).
130. Id. at 253 (Kennedy, J., dissenting).
131.
See id. The First Amendment inquiry is beyond the scope of this Comment. For a discussion involving the First Amendment, see Lantzer, supra note 1, at 1035-42.
132. Brown v. Legal Found. of Wash., 538 U.S. 216, 220 (2003) (quoting Phillips v. Washington Legal Found., 524 U.S. 156, 172 (1998)).
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is measured by the property owner's loss rather than the government's
gain"'' 33 with its holding "that [just] compensation is measured by the
owner's pecuniary loss-which is zero whenever the Washington law is
obeyed ....
,,134
To appreciate Brown's anomaly in light of Phillips, it is helpful to
note the basic property theory upon which the Phillips majority fashioned its holding.'- 5 Phillips recognized that "property" includes "'the
group of rights which the . . . owner exercises in his dominion of the
' 36
physical thing,' such 'as the right to possess, use and dispose of it.""
Applying this concept to IOLTA interest, the Court reasoned that, while
such interest "may have no economically realizable value to its owner,
possession, control, and disposition are nonetheless valuable rights that
inhere in the property."'' 37 In other words, the Phillips Court expressly
recognized that IOLTA interest inherently confers on the client-owner
the power to possess, control, and dispose of that interest, regardless of
whether the value of that interest is economically realizable (e.g.,
whether the amount of the interest is exceeded by the bank's administrative fees). 38 The Phillips majority thereby enhanced the legal support for
the intuitive conclusion that valuable property rights are embedded in
IOLTA interest, and they are vested in the owner of the principal.
Such was the jurisprudential framework with which the Brown
Court was equipped when it confronted the questions that Phillips did
not reach-whether the IOLTA program caused a taking of petitioners'
interest, and, if so, the amount of just compensation due. 39 Brown correctly found a per se taking occurred because petitioners' IOLTA interest
(i.e., petitioners' property under Phillips) was taken by the state pursuant
to the Washington IOLTA Rules4 for public use (i.e., funding IOLTA
program recipient organizations).1 0
However, the issue presented by the amount of just compensation
due is the core of the irreconcilable discrepancy between Phillips and
Brown. Before Brown, one relying on Phillips would likely deduce that,
because the Brown petitioners owned the principal in the IOLTA accounts, they also owned the interest, and that interest had pecuniary
value. In other words, since Phillips affirmatively answered the question
of whether the owner of principal in an IOLTA account also owns the

133.
134.
135.
136.
137.
138.
139.
140.

Brown, 538 U.S. at 235-36.
Id. at 240.
Phillips, 524 U.S. at 170.
Id. (quoting United States v. General Motors Corp., 323 U.S. 373, 378 (1945)).
Id.
Id.
Brown, 538 U.S. at 220.
Id. at 235.
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generated interest,' 4' it is reasonable, if not inescapable, to conclude that
the Brown petitioners owned that interest.
Moreover, it is equally sound to conclude that the Brown petitioners' IOLTA interest has economically realizable pecuniary value. Indeed,
one must look no further than the estimated $200 million enjoyed by
recipient organizations through 2001142 for undeniable proof that IOLTA
interest has realizable pecuniary value, regardless of whether the petitioners or Washington is its owner. As a practical matter, the Brown petitioners' interest had pecuniary value as demonstrated by the taking because, without any value, the state would not have taken the interest
earned. As such, the Just Compensation Clause's limitation on the state's
should require that the
Fifth Amendment power to take private property
1 43
state reimburse the petitioners for their interest.
The Brown majority held that just compensation for the taking of
the interest generated by the IOLTA account must be zero under Washington's IOLTA rules because "no net interest can be earned by the
money that is placed in IOLTA accounts in Washington."' 44 In so finding, the Brown majority ignored the basic premise of Phillips by refusing
to consider the interest to be the petitioners' property as already determined in Phillips.145 Assigning a value of zero to property that is admitted to have pecuniary value effectively divests the property owner of his
rights of possession, control, and disposition that inhere in the interest.
The practical effect is that the property owner never owned the interest.
A property owner who is precluded from exercising the inherent rights of
possession, control, and disposition has no more control of his own property than he does over the Brooklyn Bridge if he claimed title to it and
attempted a sale to the Brown majority. This result squarely contradicts
the holding in Phillips, which expressly recognized a client's property
right in interest generated by IOLTA accounts. 46 Thus, in refusing to
allow petitioners' claim for reimbursement, the majority impliedly cast
aside the well-reasoned and intuitive holding of Phillips.
B. The "Robin Hood Taking"
By declaring the just compensation for the taking of IOLTA interest
to be zero, the Brown majority summarily defeated petitioners' rights of
possession, control, and disposition of that interest. The sole basis of the
majority's finding was that the petitioners would have no interest without

141.

Phillips, 524 U.S. at 172.

142.

See Brown, 538 U.S. at 223.

See U.S. CONST. amend. V ("[P]rivate property [shall not] be taken for public use, without
143.
just compensation.").
144. Brown, 538 U.S. at 238 n.10.
Id. at 242-43 (Scalia, J., dissenting).
145.
146. See Phillips, 524 U.S. at 172.
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the IOLTA program. 41 Justice Scalia illustratively coined this concept
the "Robin Hood Taking," stating that the majority suspended "the normal rules of the Constitution protecting private property" to sustain the
IOLTA program's "highly favored," policy-driven function of siphoning
interest from
otherwise stagnant funds to finance legal services for the
48
indigent.
The "Robin Hood Taking" concept derives from the majority's
holding "(1) that just compensation is measured by the net value of the
interest that was actually earned by petitioners and (2) that, by operation
of the Washington IOLTA Rules, no net interest can be earned by the
money that is placed in IOLTA accounts in Washington."'' 49 In other
words, since principal funds that are required to be deposited into IOLTA
accounts would not generate net interest for the owner "but for" the
IOLTA program, the owner of the principal is therefore incapable of
suffering a loss of any interest that accrues in the IOLTA account. In
short, the majority suggests that the owner of IOLTA interest should
keep quiet since he would not have any property in which to have an
interest in without the IOLTA program.
The validity of the "Robin Hood Taking" concept depends upon an
analytic link conspicuously absent from the authority leading to Brownif the government creates the mechanism by which property is created,
the government may take that property without just compensation because without that mechanism, the property would not exist. 5 ° The
statement in Brown that "no net interest can be earned by the money that
is placed in IOLTA accounts"' 5' runs afoul of the Phillips holding that
IOLTA interest is the "'private property' of the owner of the principal."' 152 The two statements are irreconcilable because Phillips establishes the existence of the property interest that Brown effectively declares non-existent. By finding that the interest, which is actually generated in IOLTA accounts, is somehow unearned when the owner of the
principal seeks to control the interest, the Brown majority turns a blind
eye to its decision in Phillips.
In sum, the notion that IOLTA interest, already recognized as "private property" in Phillips, is valueless, as found in Brown, has no rational or legal basis. 53 The Phillips holding is supported by wellestablished and reasoned tenets recognizing the property rights an owner
147.
See Brown, 538 U.S. at 238 n.10.
148.
Id. at 252 (Scalia, J., dissenting).
149.
Id. at 238 n.10.
150. See id. at 252 (Scalia, J., dissenting) ("For to extend to the entire run of Compensation
Clause cases the rationale supporting today's judgment-what the government hath given, the government may freely take away-would be disastrous.").
151.
ld. at 238 n.10.
152.
Phillips, 524 U.S. at 172.
153.
See Brown, 538 U.S. at 252 (Scalia, J.,
dissenting) ("The Court's judgment that petitioners
are not entitled to the market value of their confiscated property has no basis in law.").

DENVER UNIVERSITY LAW REVIEW

[Vol. 8 1:1

of principal has in the derivative interest. Moreover, the "Robin Hood
Taking" concept, concocted by the Brown majority, is proportionately
devoid of congruent support. Thus, the Brown Court's opinion is unpersuasive in its ostensible constitutional justification for denying petitioners' due just compensation.
C. The New "Net Loss" Rule
In addition to contradicting Phillips, and imposing a condition that
states can take, without just compensation, any state-granted property,
the Brown majority also established a "net loss" rule that is a "novel exception to [the] oft-repeated rule that the just compensation owed to former owners of confiscated property is the fair market value of the property taken."'' 54 First, the majority lacks any basis for imposing a "net
loss" rule in takings cases. The cases the majority cites in support of the
rule do not include the word "net" qualifying the word "loss," and the
"net loss" concept is therefore without legal support. 55 Moreover, the
majority's rationale for imposing a "net loss" standard for just compensation is flawed because, "[e]ven if 'net value' . . . were the appropriate
measure of just compensation," the majority did not make a factual inquiry into whether petitioners' interest actually represented a net value of
zero. 156
The fundamental defect in the majority's "net loss" rule is illustrated by applying it to the $4.96 in interest that petitioner Brown's principal earned while in the IOLTA account. 57 Brown, as the owner of the
interest, is entitled to just compensation of $4.96 because it represents
what he lost at the moment Washington took his interest. Brown's principal generated interest while in the IOLTA account; that interest is
Brown's private property under Phillips; the state took Brown's private
property for public use; and the measure of the loss of his property due to
the taking is $4.96. The conclusion that the $4.96 was Brown's private
property at the time of the taking is inescapable, regardless of whether
Brown would have earned the $4.96 in a separate, non-IOLTA account,
or whether the $4.96 was Brown's proportionate share of interest generated by his funds along with other clients' funds which Brown's lawyer
pooled in a common IOLTA account.
Further application of the majority's "net loss" rule to these facts
requires a factual inquiry as to whether Brown actually suffered a net
loss. If Brown's principal would generate $4.96 in interest in a nonIOLTA account charging a $5.00 maintenance fee, the net value of that
interest would be zero (and consistent with the holding in Brown) be154.

Id. at 241 (Scalia, J., dissenting).

155.

See id. at 249-50 (Scalia, J., dissenting).

156.

Id. at 250 (Scalia, J., dissenting).

157.

Id. at 229.
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cause the amount of the fee exceeds the interest. However, if pooled with
twenty clients' principal of equal time and amount in an IOLTA account,
the aggregate earned simple interest would be $99.20. The $5.00 (or
slightly more to match the complexity and nature of the pooled account)
maintenance fee associated with the single, common IOLTA account
would then spread among each depositor-$.25 per client in this example. The net loss to Brown after a taking of his interest in this hypothetical pooled IOLTA account is $4.71. However, the majority's holding58
requires the absurd finding that Brown's net loss of $4.71 equals zero.
This illustration establishes that, while it is possible to encounter IOLTA
accounts in which the client realizes either (1) no net interest or (2) substantial net interest, a court cannot be certain of which situation is implicated without first undertaking a factual inquiry.
In addition to the practical deficiency of the "net loss" rule, the majority's categorical finding that just compensation is automatically zero
when interest is taken from IOLTA accounts is also unconstitutional under either the "market value" or the "net value" version, because in either
case, the automatic rule forecloses any factual inquiry to determine the
measure of just compensation for the private property taken. The Ninth
Circuit dissenters correctly recognized the need for a factual inquiry
when they "voted to remand to the District Court for a factual determination of what the 'net value' of petitioners' interest actually is. '1 59 Although it is entirely possible that a client's due just compensation would
be zero under either rule, there are alternative conclusions. For example,
a client's $.30 in earned interest would likely be superceded by the
bank's administrative fees in either an IOLTA or non-IOLTA account,
but it is possible that a client's $6.00 in interest will exceed that client's
share of any administrative fees in a pooled IOLTA account. The majority's bright-line holding that the net value of IOLTA interest is zero as a
matter of law forecloses any possibility of conforming to the Fifth
Amendment's guarantee of just compensation.

158.
A three-judge panel of the Ninth Circuit recently addressed a similar scenario in McIntyre
v. Bayer, 339 F.3d 1097 (9th Cir. 2003), in the context of a Nevada statute requiring that the interest
generated by prison inmate trust accounts be appropriated by prison authorities and spent for the
entire prison population's benefit. McIntyre, 339 F.3d at 1097. The court stated:
What is not clear on the record before us ...is whether the interest earned by [the prisoner's] principal is exceeded by his share of the costs of administering the prisoners' personal property fund. This information, however, is precisely what we need to know in order to determine whether the [prison officials have] taken [the prisoner's] interest without
just compensation.
Id. at 1101. The court then vacated the district court's grant of summary judgment in favor of the
respondent prison officials and remanded for further proceedings to determine whether the prisoners
are due just compensation after the taking of the interest generated in the inmate trust accounts. Id. at
1102.
159. Brown, 538 U.S. at 251 (Scalia, J., dissenting).
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D. ConstitutionalSolutions
Although the Court's decision in Brown arguably violates the Fifth
Amendment by categorically denying just compensation to the owners of
"taken" interest, there are alternatives that would render the IOLTA system resistant to future constitutional assaults.' 6° Despite a turbulent history, the ingenuity underlying the IOLTA program, recognized by the
that would allow IOLTA programs
bench and bar,16 1 compels a solution
62
to continue largely unchanged.
First, notifying clients of the IOLTA program and asking them to
sign a consent form would eliminate any Fifth Amendment issue because
the state would not be taking the interest, but rather the client would be
giving the interest to the state. 63 If the client refused to participate in the
program, he could simply be responsible for any administrative costs
associated with maintaining his funds in a separate account.' 64 Under this
option, recipient organizations will continue to enjoy the benefits of the
consent of willing donors without the tinge
IOLTA interest through the 65
of a constitutional violation.
Additionally, a state could add a fee to annual bar dues. 166 Since
fees have never been the target of unconstitutional takings, but rather are
treated as payments for services, "the service performed by the additional
fee would be the fulfillment of an ethical obligation on the part of the
state's attorneys to render pro bono assistance to the state's indigent
would be financed
population."'' 67 The goals of IOLTA beneficiaries
168
vicariously through the collection of these fees.
Finally, another constitutional solution for funding IOLTA recipient
organizations is suggested in the dicta of Brown itself. In finding the
"public use" component of the Takings Clause satisfied, the majority
suggested: "If the State had imposed a special tax ...to generate the

funds to finance the legal services supported by the Foundation, there
would be no question as to the legitimacy of the use of the public's
money." 169 Justice Scalia's discussion of this statement includes his assertion that he is "unaware of any use to which state taxes cannot consti-

Darnell, supra note 30, at 806-07.
160.
161.
See, e.g., Washington Legal Found., 271 F.3d at 867 (Kozinski, J., dissenting) ("It is no
doubt true that the IOLTA program serves a salutary purpose, one worthy of our support. As a citizen and former member of the bar, I applaud the state's effort to provide legal services for the poor
and disadvantaged.").
Darnell, supra note 30, at 806.
162.
Id.
163.
164.
Id. at 806-07.
165.
Id. at 807.
166.
Id.
167.
Id.
168.
Id.
169.
Brown, 538 U.S. at 232.
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tutionally be devoted."'' 70 Accordingly, a state legislature could impose a
tax earmarked for organizations providing legal assistance and education
to the indigent that would be protected from a constitutional challenge.' 7'
A collateral benefit to this scheme is that any tax would be imposed by a
democratically elected legislature, a body politically accountable to votits voice
ers. 172 Thus, if a state's electorate deemed the tax undesirable,
73
process.
political
the
through
vicariously
sound
would
Any of these alternatives would promote the worthwhile organizations that provide legal assistance to those in need without disparaging
the constitutional protections guaranteed private property owners. Thus,
the Brown majority should have abstained from contorting the Fifth
Amendment and its own established precedent in Phillips by categorically proclaiming just compensation for private property taken by states'
IOLTA programs to be zero.174
CONCLUSION

The IOLTA program is commendable because it provides resources
that ultimately reach citizens who are otherwise unable to afford legal
services. The interest taken from IOLTA accounts is often de minimis
from the perspective of the interest's owner. However, because that interest has an owner, the Takings Clause of the Fifth Amendment must
intervene to ensure the owner is justly compensated for what she has lost.
In Brown, the Supreme Court failed to recognize the need for a factual inquiry into whether an owner of principal actually realized a net
gain in interest to compute just compensation, and thereby missed an
opportunity to fortify the Takings Clause. Instead, the majority focused
on the state-regulated circumstances giving rise to the interest as the basis for the conclusion that the just compensation due the owners is zero.
Following Phillips,an owner's cognizable private property right in
interest generated from principal should stand safely behind the protection of the Takings Clause regardless of the circumstances in which it
was generated. Instead, the new "Robin Hood Taking" principle poses an
ominous threat of uncompensated loss to those who enjoy private property fortuitously created by operation of a state regulation.

170.

Id. at 243 n.2 (Scalia, J., dissenting).

171.

See generally Steven J. Eagle, Regulator' Takings, Public Use, and Just Compensation

After Brown, 33 ENVTL. L. REP. 10807 (2003) (discussing how "the Takings Clause historically has
been regarded as different from the police and taxing powers").
172.
Brown, 538 U.S. at 243 n.2 (Scalia, J., dissenting).
173.

See id.

174.

See id. at 240.
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BOOK REVIEW
THE CASE FOR CONSTITUTIONAL EVOLUTION: REBUTTING
CONSERVATIVE COMPLAINTS OF JUDICIAL ACTIVISM IN
"THE IMPERIAL JUDICIARY: WHY THE RIGHT IS WRONG
ABOUT THE COURTS"

Reviewed by Sean Moynihan*
INTRODUCTION
In late June 2003, the United States Supreme Court handed down a
landmark decision that had been eagerly anticipated in many different
comers throughout the American populace. In Lawrence v. Texas,' a
five-member majority held that a Texas law criminalizing homosexual
sodomy was an unconstitutional infringement on an individual's liberty
interest in privacy as guaranteed by the Due Process Clause of the Fourteenth Amendment. 2 In overturning the Court's previous holding in Bowers v. Hardwick,3 which had denied gay individuals a constitutional right
to engage in intimate sexual conduct, the majority adamantly declared
that the homosexual petitioners in the case, like heterosexuals in general,
were "entitled to respect for their private lives. The State cannot demean
their existence or control their destiny by making their private sexual
conduct a crime. Their right to liberty under the Due Process Clause
to engage in their conduct without intervention
gives them the full right
4
of the government.",
Justice Scalia, joined in dissent by Chief Justice Rehnquist and Justice Thomas, was stinging in his rebuke of the majority's invocation of
the "right to liberty under the Due Process Clause" as a basis for overturning the Texas law. 5 "[T]here is no right to 'liberty' under the Due
Process Clause," he wrote.6 Furthermore, the majority's contention that
there was no rational basis for upholding the Texas law was "so out of
* J.D. Candidate, 2004, University of Denver College of Law. The author would like to
thank Barry Brooks and Tom Devine for their support during the preparation of this Book Review
and Professor Martin Katz for his helpful insights into constitutional law issues.
1. 123 S. Ct. 2472 (2003).
2. Lawrence, 123 S. Ct. at 2484. Justice O'Connor concurred in the result but reasoned that
the Texas law should be ruled unconstitutional on Equal Protection grounds. Id. (O'Connor, J.,
concurring).
478 U.S. 186, 190-91 (1986).
3.
4. Lawrence, 123 S. Ct. at 2484.
5.
Id. at 2488-98 (Scalia, J., dissenting).
6. Id. at 2491 (Scalia, J., dissenting).
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accord with our jurisprudence-indeed, with the jurisprudence of any
society we know-that it requires little discussion."7 Perhaps his most
ardent argument in opposition to the majority, though, was one based on
the impropriety of the Court's willingness to impose itself into the dispute in the first place:
I have nothing against homosexuals, or any other group, promoting
their agenda through normal democratic means. Social perceptions of
sexual and other morality change over time, and every group has the
right to persuade its fellow citizens that its view of such matters is the
best .... But persuading one's fellow citizens is one thing, and im-

posing one's views in absence of democratic majority will is something else. ... What Texas has chosen to do is well within the range

of traditional democratic action, and its hand should not be stayed
through the invention of a brand-new "constitutional right" by a
Court that is impatient of democratic change. It is indeed true that
"later generations can see that laws once thought necessary and
proper in fact serve only to oppress," and when that happens, later
generations can repeal those laws. But it is the premise of our system
that those judgments are to be made 8by the people, and not imposed
by a governing caste that knows best.
Percolating just under the surface of Justice Scalia's words is the
longstanding and fundamental question of the proper role of the judiciary
in the American polity. What is the true, legal scope of judicial power in
our nation's tripartite system of government? What authority exists to tell
us how to define the limits of such a power? Moreover, has the judicial
branch already exceeded these limits whatever they may be? These enduring questions have vexed legal scholars and interested observers alike
ever since Chief Justice John Marshall bluntly declared in Marbury v.
Madison9 that "[i]t is emphatically the province and duty of the judicial
department to say what the law is."' 0 At issue in this great debate over
the role of the judiciary in a republican form of government is the extent
to which judges, particularly those in the federal judiciary who are
granted life tenure during good behavior," should be allowed to superimpose their own belief systems and their own policy goals into their
adjudicative function.
Understandably, these questions have become hot-button issues in
political discourse as the nation has moved into the twenty-first century,
and library shelves have correspondingly become loaded with books,
Id. at 2495 (Scalia, J.,
dissenting).
Id. at 2497 (Scalia, J., dissenting) (citations omitted).
5 U.S. (1 Cranch) 137 (1803).
10. Marbury, 5 U.S. ( Cranch) at 177.
11. U.S. CONsT. art. III,
§ I ("The judicial Power of the United States, shall be vested in one
supreme Court, and in such inferior Courts as the Congress may from time to time ordain and establish. The Judges, both of the supreme and inferior Courts, shall hold their Offices during good Behaviour ....).
7.
8.
9.
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treatises, and articles opining on the matter. In one of the more recent of
these works, The Myth of the Imperial Judiciary: Why the Right Is
Wrong about the Courts,12 Mark Kozlowski examines the history and
validity of a conservative-based movement over the past forty years to
decry the so-called judicial activism of a judiciary that conservative
voices have accused of being overly pious to the liberal cause., 3 As his
title suggests, Kozlowski clearly takes the side of those who believe that
this charge against the judicial branch is misguided.' 4 Presenting a compelling case against the conservative contention that judges need only
look to the "original intent" of the founders to interpret the law and that
an out-of-control judiciary has largely served liberal policies over the
past four decades, Kozlowski posits that the judicial branch was never
meant to be a marginal or insignificant branch, has not, in fact, always
sided with presumptively liberal policies, and is at all times safely constrained by democratic forces.' 5 In the end, though, one is left with a
feeling that, despite the author's rigorous scholarship supporting his view
of the true nature of judicial power in the United States, the rebuttal argument he presents in The Myth of the Imperial Judiciary is exactly
that-a rebuttal argument in opposition to another argument that may be
just as valid, legitimate, and supported by historical fact.
This Review is an exploration of these opposing theses concerning
the role of the judiciary in American life. Part I examines the sources of
conservative unrest over the judicial branch's alleged abuse of its
constitutionally granted powers and considers how some of these
conservative voices have expressed their umbrage over what they view
as court activism run amok. Part II analyzes the central arguments that
Kozlowski uses to rebut these conservative complaints issuing forth
against the courts and summarizes his own viewpoint regarding the
proper role of the judiciary. Part III assesses the two opposing views of
the judiciary and attempts to show that Kozlowski's position is
ultimately the most practicable one in light of the continuing need for
constitutional interpretation in an absence of detailed constitutional
directive from the Founding Fathers. Finally, Part IV concludes by
reaffirming the strength of Kozlowski's opinion, while at the same time
noting the inherent ambiguities involved in an age-old and ongoing
struggle to define the place of the judiciary in American government.

MARK KOZLOWSKI, THE MYTH OF THE IMPERIAL JUDICIARY: WHY THE RIGHT IS WRONG
12.
ABOUT THE COURTS (2003).
13.
See generally KOZLOWSKI, supra note 12.
See id.
14.

15.

Id. at9.
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I. THE IMPERIAL JUDICIARY THEORISTS: ATTEMPTING TO REIN IN THE
JUDICIARY

A. Originsof Conservative Court Bashing
In terms of when, exactly, the recent scourge of conservative courtbashing all began, Kozlowki points to an era when "'something was supposed to happen, and didn't.-' 'I 6 From 1953 until 1969, the Supreme
Court under Chief Justice Earl Warren effected what is generally regarded as a revolution in American jurisprudence. 7 Beginning with its
unanimous decision in Brown v. Board of Education,'8 the Warren Court
embarked on a course of liberal and equalitarian rulings that encompassed "the elimination of officially sanctioned racial discrimination," ' 9
"the expansion of criminal procedure guarantees to the state and local
levels, ' 20 and the implementation of reapportionment plans devoted to
the ideal of "one man, one vote ...,,2
In response to this sustained burst of judicial overriding of longstanding precedent, many conservative and, contrary to popular belief,
some liberal critics arose to question the Court's methodology of arriving
at such novel decisions.2 2 When President Richard M. Nixon was elected
to the presidency in November, 1968-largely on an anti-Warren Court
platform 23-and Warren Burger was confirmed as Chief Justice, conservatives were hopeful that, at last, a restrained Court would pursue "a
comprehensive rollback of Warren Court precedents in as many areas as
possible ....,,24
This hope, however, was ultimately dashed because, 25
as
mentioned above, "something was supposed to happen, but didn't.
"What did not happen, of course," says Kozlowski, "is that the Burger
Court did not answer the fondest hopes of conservatives
by overruling
26
Warren Court precedents, one after another.,
Indeed, the Burger Court did more than just continue the tradition of
pro-civil rights, Warren Court decision making. It also went even further into the territory of judicial review of majoritarian legislation by
16.

Id. at 17 (quoting Nathan Glazer, Towards an Imperial Judiciary?, PUB. INT., Fall 1975,

at106).
17. Id.at 13-14.
18.
347 U.S. 483 (1954); see also STEPHEN P. POWERS & STANLEY ROTHMAN, THE LEAST
DANGEROUS BRANCH?: CONSEQUENCES OF JUDICIAL ACTIVISM 38 (2002) (noting that Brown "is
widely regarded as the point of origin for the judicial activism of the Warren Court").
19.
FREDERICK P. LEWIS, THE CONTEXT OF JUDICIAL ACTIVISM: THE ENDURANCE OF THE
WARREN COURT LEGACY IN A CONSERVATIVE AGE 25 (1999).

20.
21.
22.

Id. at 26.
Id.at27.
KOZLOWSKI, supra note 12, at 14-16.

23.

See id. at 14 (observing thatPresident Nixon "made opposition to the Warren Court a

centerpiece of hissuccessful 1968 presidential campaign").
24. Id. at18.
25. See id. at17.
26. Id.
27. Id. at18.
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recognizing two new important areas of rights guaranteed under the Constitution: gender equality and certain liberties under the Due Process
Clauses that pertain to privacy, personhood, and family relations. 28 Of
course, perhaps the most influential and controversial of these decisions
was Roe v. Wade, 29 where the Court held that the right of privacy guaranteed under the Due Process Clause of the Fourteenth Amendment included a woman's fundamental right to choose to have an abortion subject to certain constraints. In the wake of decisions like Roe that further
cemented the Court's so-called "liberal" and "activist" leanings, formerly
tempered criticisms of the Court's wisdom eventually burgeoned into
full-scale
attacks on its perceived descent into "judicial power mad31
ness."
B. The Imperial Judiciary Thesis
At the forefront of these attacks were commentators advocating
what Kozlowski terms "the Imperial Judiciary thesis. '32 These individuals, usually tending to the conservative end of the ideological spectrum,
have come to view the American judiciary as a wayward institution that
has "strayed so far from its intended powers and functions that it has
become unmoored from the values of a democratic order., 33 Perhaps the
most celebrated of these critics, and certainly one of the most articulate,
is Robert Bork, the failed Reagan nominee for the Supreme Court and a
prominent antagonist throughout Kozlowski's book. Bork is presented
as one of the more passionate proponents of what has been called the
"originalist" view of interpreting the Constitution.35 Under this view, the
Supreme Court should only find a right to exist when it is expressly provided for in the text of the Constitution or when it can be shown that the
framers clearly intended for it to exist. 36 As Bork himself says in The
Tempting of America: The PoliticalSeduction of the Law, 37 "lawyers and

28. Id.
29. 410 U.S. 113 (1973).
30. Roe, 410 U.S. at 153-54, 164-65.
31.
KOZLOWSKI, supra note 12, at 16.
32.
See id. at 5-6 (describing the essence of the Imperial Judiciary argument as the belief that
the judiciary has "become 'imperial'-that is, monarchical-and [has] also become imperialist in the
sense that its self-aggrandizing tendencies have resulted in its usurped powers and functions that are
properly exercised by other political institutions, especially legislatures peopled with elected representatives").
33.
Id. at 5.
34.
See, e.g., id. at 33 (describing how Bork has "attained martyr status on the right because
of the defeat of his 1987 nomination to the Supreme Court" and how his book, ROBERT H. BORK,
THE TEMPTING OF AMERICA: THE POLITICAL SEDUCTION OF THE LAW (1990), has surpassed all
others "[iun terms of impact upon conservatives generally").
35.
See id. at 34-38, 48-49.
36.

ERWIN CHEMERINSKY, CONSTITUTIONAL LAW: PRINCIPLES AND POLICIES § 1.4, at 17 (2d

ed. 2002).
37. BORK, supra note 34.
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judges should seek in the Constitution what they seek in other legal texts:
38
the original meaning of the words."
In Bork's ooinion, the originalist view, or as he terms it, "original
understanding," 3 is the sole legitimate method of constitutional interpretation. 40 Indeed, it is a method whose consistent application is absolutely
necessary for the very survival and preservation of our fundamental civil
rights and our tripartite system of government. 4 1 As Bork says in the
closing passages of his chapter entitled The Original Understanding,
"The interpretation of the Constitution according to the original understanding, then, is the only method that can preserve the Constitution, the
separation of powers, and the liberties of the people. 42
In a broader sense, though, the Imperial Judiciary thesis does not
merely concern itself with weighing the validity of particular methods of
constitutional interpretation.4 3 It also depends in large part upon a view
that the American judiciary is knowingly taking affirmative steps to
promote a social policy agenda that it actively subscribes to.44 As
Kozlowski puts it, under the Imperial Judiciary view, "the judiciary is
said to be engaged in the imposition by fiat of a comprehensive vision of
a social order that judges prefer. '4 5 In addition to Brown v. Board of
Education46 and other seminal Warren Court decisions that appeared to
favor "liberal" causes,4 7 a cursory glance at Supreme Court cases over
the past three decades gives the reader an idea of what sort of decisions
may have fueled this belief in a grand policy-making judiciary that has
allegedly chosen to rule in favor of liberal policies "without any warrant
in law." 48
As mentioned above, the Court in Roe v. Wade49 affirmed a fundamental right of a woman to terminate her pregnancy; 50 in Regents of the
University of California v. Bakke, 51 and again more recently in Grutter v.
Bollinger,5 z the Court upheld the right of public universities to use race

38. Id. at 145.
39. Id. at 143.
40. See id. (asserting that "only the approach of original understanding meets the criteria that
any theory of constitutional adjudication must meet in order to possess democratic legitimacy").
41.
Id. at 159-60.
42. Id. at 159.
43.

See KOZLOWSKI, supra note 12, at 5.

44. Id.
45. Id.
46. 347 U.S. 483 (1954).
47. See infra notes 46-54 and accompanying text.
48. See KOZLOWSKI, supra note 12, at 30 (discussing how Bork, in particular, believes that
the American courts are a regime, making cultural and moral decisions for the public outside the
jurisdiction of the law).
49. 410 U.S. 113 (1973).
50. Roe, 410 U.S. at 153-54, 164-65.
51. 438 U.S. 265 (1978).
52.
123 S. Ct. 2325 (2003).
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as a factor in admissions; 53 in Romer v. Evans,54 the Court invalidated an
amendment to the Colorado State Constitution that prohibited the state or
local municipalities from enacting statues or ordinances protecting gay
individuals from discrimination; 55 finally, in the previously mentioned
Lawrence v. Texas,56 the Court furthered this protection of homosexuals
unconstitutional a Texas law that criminalized homosexual
when it ruled
57
sodomy.
C. The Outlaw LiberalJudiciary
To the adherent of the Imperial Judiciary theory, decisions like
these represent the worst of what Lino Graglia, another celebrated conservative critic of the judiciary, calls "government by and for an educational and cultural elite., 58 Here, Graglia is echoing a common refrain
among conservative detractors of the judicial branch: 59 in overstepping
its constitutionally-imposed bounds, the judicial branch is significantly
influenced by a profound liberal strain found within the academic com6
0
munity, particularly the community existing in American law schools.
As noted conservative news columnist George F. Will has written:
Alexander Hamilton considered [the judiciary] the "least dangerous" branch because it supposedly is the least responsive to opinion.
But it has become the most dangerous, in part because it is the most
susceptible to gusts of opinion.

But the judiciary is even more blown about by opinion that is more
volatile, and often less sober, than the opinion of the public-that of
the intelligentsia. Change the academic culture of six law schoolsthe inHarvard, Yale, Columbia, Michigan, Chicago, Stanford-and
61
tellectual content of the judiciary will follow, quickly.

This view of an elite ruling class of liberal judges acting in contravention of the Constitution was etched out in great detail, much to the
62
approval of the conservative faithful, in Raoul Berger's Government by
53.
54.
55.
56.

Grutter, 123 S.Ct. at 2347; Bakke, 438 U.S. at 320.
517 U.S. 620 (1996).
Romer, 517 U.S. at 635-36.
123 S.Ct. 2472 (2003).

57.
58.

Lawrence, 123 S.Ct. at 2484.
Lino A. Graglia, The Legacy of Justice Brennan: Constitutionalization of the Left-Liberal

PoliticalAgenda, 77 WASH. U. L.Q. 183, 189 (1999); see also KOZLOWSKI, supra note 12, at 26.
59. See KOZLOWSKI, supra note 12, at 27 (noting that statements attributing the outcome of
certain Supreme Court decisions to a strong liberal influence from academics and scholars "are
legion among conservative commentators").
60.

See id.

61.

George F. Will, Myth of the Solomnonic Senate, WASH. POST, Dec. 27, 1998, at C7; see

also KOZLOWSKI, supra note 12, at 7.

62. See KOZLOWSKI. supra note 12, at 31 (stating that Berger's book became "a central text of
the originalist movement" elevating Berger to the status of an intellectual American hero).
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Judiciary: The Transformation of the FourteenthAmendment.63 Berger's
central thesis was that, in the latter half of the twentieth century, the
United States Supreme Court had overstepped its authority under the
Constitution and had effectively rewritten the Constitution through its
controversial Fourteenth Amendment jurisprudence. 64 According to
Kozlowski, Berger attempted to support this thesis by separating his
analysis into two essential parts: first, "an attack on the legitimacy of all
modern Fourteenth Amendment jurisprudence; '65 and second, an attempt
to show that the true intent of the framers was to define the scope of judicial review in a much
narrower way than the modern judiciary had
66
it.
undertaken
actually
Regarding the former, Kozlowski states that much of Berger's criticism surrounds the concept of "incorporation," the process by which the
protections afforded to an individual in the Bill of Rights are made applicable to the states via the Due Process Clause of the Fourteenth Amendment. 67 According to Kozlowski, "Berger's argument is that incorporation is all a mistake or, more properly, a delusion. 68 Instead of subscribing to the Court's view that these fundamental rights are, indeed, properly applied to the states through the Fourteenth Amendment, Berger's
position, explains Kozlowski, is that:
[T]he framers of the Fourteenth Amendment had no intention whatever of nationalizing the Bill of Rights, or any part of it. On the contrary, the Fourteenth Amendment's framers had only the most modest
goals in mind. In spite of the sweeping phrases they used-"equal
protection," "due process," "privileges and immunities"-Berger argues that their intention was no greater than to constitutionalize the
provisions of the Civil Rights Act of 1866, which guaranteed the
rights of freed slaves to own property and make contracts. What it
did not guarantee was an end to racial segregation generally, which
leads Berger to the conclusion that, upon an originalist reading of the
Fourteenth Amendment, Brown v. Board of Education, the foundation of modern civil rights law, was wrongly decided. 69
Thus, as Berger himself states in Government by Judiciary, if one
looks to the historical record, "the framers of the Fourteenth Amendment
excluded both suffrage and segregation from its reach: they confined it to
protection of carefully enumerated rights against State discrimination,
deliberately withholding federal power to supply those rights where they

63.
RAOUL BERGER, GOVERNMENT
FOURTEENTH AMENDMENT (2d ed. 1997).

64.
65.
66.
67.
68.
69.

Id. at 18.
KOZLOWSKI,supra note 12, at 31.
Id. at 32.
See id. at 31.
Id.
Id. at 31-32.
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were not granted by the State to anybody, white or black., 70 Through its
illegitimate interpretation of the Fourteenth Amendment, he concludes,
"The Court, it is safe to say, has flouted the will of the framers and substituted an interpretation in flat contradiction of the original design: to
",7
leave suffrage, segregation, and other matters to State governance.
Berger's second argument pertaining to the scope of judicial review
is, in Kozlowski's opinion, even more important to the discussion in The
Myth of the Imperial Judiciary.72 According to this argument, the true
intent of the framers was to narrowly confine judicial review to a binary
function of policing the limits of each governmental branch's constitutional power and serving as "a vehicle by which the specific intentions of
the framers would be applied to legislative acts."73 By reducing the scope
of the judiciary's power of review in this manner, Berger argued, "the
framers 'drew a line between the judicial reviewing function, that is,
policing grants of power to insure that there were no encroachments74 beyond the grants, and legislative policymaking within those bounds.'
Of course, in this vision of judicial review where outright
policymaking is forbidden, the original intent of the framers is
paramount, and "any departure from their intent is nothing but an
exercise of arbitrary judicial discretion. 75 This has produced, says
Kozlowski, "a central tenet of the Imperial Judiciary thesis:, 76 that
"virtually all modern civil rights and civil liberties jurisprudence [has
been] an exercise of arbitrary judicial discretion. 77 It is this view of the
modern American judiciary-that of an arrogant power that has
disregarded the limitations on its constitutionally-granted authority and
has imposed its own legislative will on the populace-that Kozlowski
attempts to debunk in The Myth of the Imperial Judiciary.
II. COUNTERING THE IMPERIAL JUDICIARY THESIS: HISTORICAL
UNDERPINNINGS FOR A STRONG AND INDEPENDENT JUDICIARY

A. HistoricalSupportfor an Independent Judiciary
In presenting his case against those who would condemn the practices of the modern American judiciary, Kozlowski makes it clear from
the beginning that he doesn't wish to become merely another partisan
fountain of liberal views and policies:

70.
71.
72.
73.
74.
75.
76.
77.

BERGER, supra note 63, at 457.
Id. at 458.
KoZLOWSKI, supra note 12, at 32.
Id.
Id. (quoting BERGER, supra note 63, at 302).
Id.
Id.
Id.
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I will generally avoid stating my opinions regarding the correctness
of particular judicial decisions .... I do not intend to advocate that

American courts pursue any particular jurisprudential course. Most
especially, even as I attack the Imperial Judiciary thesis, I am not engaged in an effort to rouse liberal support for the defense of an independent judiciary by proving that the courts have been "good" for
78
liberals.

What Kozlowski does intend is to "attempt to make a realistic appraisal
of the power of the American judiciary as a means of showing that conservatives have a highly unrealistic conception of this power."7 9 To do
this, he tells the reader, he must first embark, as the Imperial Judiciary
theorists had before him, on "an investigation into original intent" and
the nation's founding history.8 °
Contrary to what the Imperial Judiciary theorists have contended,
Kozlowski says, the American judiciary, although famously declared
"the least dangerous" branch by Alexander Hamilton in The Federalist
No. 78,8 was never meant to be constrained to the point of becoming
insignificant or marginalized within the polity. 82 Indeed, as Kozlowski
points out in his introduction, Alexis de Tocqueville, the French aristocrat who traveled to the United States in 1831 and recorded his observations of American life and politics in his classic two-volume Democracy
in America, noted in his musings that "'[t]here is hardly a political question in the United States which does not sooner or later turn into a judicial one.' ' '83 Tocqueville even went as far as declaring that judges in
84
Jacksonian America were "'invested with immense political power.'
This important role of the courts as a check on power in the American system of government was assured by the framers at the inception of
the Constitution in large part because of a fear of oppressive tyranny in
the form of overwhelming political majorities. 85 As James Madison
warned in The FederalistNo. 10:
AMONG the numerous advantages promised by a well constructed
Union, none deserves to be more accurately developed than its tendency to break and control the violence of faction .... Complaints

are everywhere heard from our most considerate and virtuous citizens, equally the friends of public and private faith, and of public and
78.
79.
80.

Id. at 10.
Id.
Id. at 5I.

81.
THE FEDERALIST No. 78, at 396 (Alexander Hamilton) (Max Beloff ed., 1987); see also
KOZLOWSKI, supra note 12, at 8 ("The phrase 'least dangerous branch' has now achieved a talis-

manic power among right-wing critics of the judiciary.").
82.

83.
Lawrence
84.
85.

See KOZLOWSKI, supra note 12, at 9.
Id. at 8 (quoting I ALEXIS DE TOCQUEVILLE, DEMOCRACY IN AMERICA 270 (George

trans., J.P. Mayer ed., Anchor Books ed., 1969)).
Id. (quoting DE TOCQUEVILLE, supra note 83, at 100).
See id. at 57-6 1.
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personal liberty ... that measures are too often decided, not accord-

ing to the rules of justice, and the rights of the minor party, but by the
superior force of an interested and overbearing majority.

...When a majority is included in a faction, the form of popular
government... enables it to sacrifice to its ruling passion or interest,
both the public good and the rights of other citizens. To secure the
public good, and private rights, against the danger of such a faction,
and at the same time to preserve the spirit and the form of popular
is then the great object to which our inquiries are digovernment,
86
rected.
Madison and his fellow founding representatives, then, acknowledged the great need for an independent judiciary that could act as an
"excellent barrier to the encroachments and oppressions of the representative body. ''87 Moreover, an independent judiciary was, of course,
viewed as the governmental entity that was uniquely skilled and positioned to assess the validity of laws passed by the popular branches.88 As
Alexander Hamilton bluntly observed in The Federalist No. 22, "Laws
are a dead letter, without courts to expound and define their true meaning
and operation. ' '89
This authority to review legislative acts of the representative
branches, Kozlowski asserts, was also closely tied to the aforementioned
desire on the part of the engineers of the new republic to protect disenfranchised minorities from majority oppression. 90 As he states in his subchapter entitled Interpreting Statutes, "It was hoped that the practice of
elucidating the meaning of laws through statutory interpretation would
be undertaken with an eye toward the protection of minorities from the
unjust acts of legislative majorities.' ' 91 Moreover, to some of the leading
framers of the Constitution, the fact that judicial review per se92was not
expressly provided for in the national charter was not a problem.
In Chapter Two of The Myth of the Imperial Judiciary,entitled The
Constitution and the Judiciary,Kozlowski presents Alexander Hamilton,
eventual Chief Justice John Marshall, and Patrick Henry, among others,
elaborating at the height of their oratorical powers on the great need for
an independent judiciary that could declare void laws that were in oppoTHE FEDERALIST No. 10, at 41, 44 (James Madison) (Max Beloff ed., 1987) (footnote
86.
omitted).
THE FEDERALIST No. 78, supra note 8 I, at 396.
87.
88.
See id. at 398 ("The interpretation of the laws is the proper and peculiar province of the
courts.").

89.
THE FEDERALIST No. 22, at 108 (Alexander Hamilton) (Max Beloff ed., 1987).
90.
See KoZLOWSKI, supra note 12, at 76 ("IT]he supporters of the Constitution very much
wanted judges to engage in statutory interpretation guided by considerations of equity.").
91.
Id.
92.
See id. at 65-67.
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sition to the Constitution.93 Kozlowski's presentation of Marshall's plea
to the Virginia ratification convention is perhaps the most pointed:
If [the legislature] were to make a law not warranted by any of the
powers enumerated, it would be considered by the judges as an infringement of the Constitution which they are to guard. They would
not consider such a law as coming within their jurisdiction. They
would declare it void....
To what quarter will you look for protection from an infringement
on the Constitution, if you will not give the power to the
judiciary?
94
There is no other body that can afford such a protection.
B. The Flaws of the ImperialJudiciary Theory
Kozlowski's point, it seems, is that from the earliest point in the nation's history under the Constitution, "a substantive judicial power was a
central element of the federalist constitutional program., 95 Furthermore,
he contends, the "originalist" views of Berger, Bork, et al., mentioned
supra,96 do not have as much historical support as they have suggested
because the framers were, in fact, well aware of the Constitution's inherent breadth and ambiguity of language.97 As James Madison said in The
FederalistNo. 37, "no language is so copious as to supply words and
phrases for every complex idea, or so correct as not to include many,
equivocally denoting different ideas., 98
Noted constitutional scholar and lawyer Laurence Tribe reiterated
Madison's point in God Save This Honorable Court,99 an exploration
into the effect that the process of choosing United States Supreme Court
Justices has on the American population at large.1°° "The central flaw of
strict constructionism,"'' ° begins Tribe, "is that words are inherently
indeterminate-they can often be given more than one plausible meaning." 0 2 "But the meanings of the Constitution's words are especially
difficult to pin down," he continues.10 3 For instance, he asks, "what, in
heaven's name, is 'due process'?"'°4 After conceding that the Court can
by no means "take the position of Humpty Dumpty, that 'a word means
just what I choose it to mean-neither more nor less,"' 0 5 Tribe con93.
94.

See id.
Id. at 66 (quoting I THE DEBATES IN THE SEVERAL STATES

CONVENTIONS ON THE

ADOPTION OF THE FEDERAL CONSTITUTION 553, 554 (Jonathan Elliot ed., 2d ed. 1836)).
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cludes by stating flatly that "the constitutional text is not enough-we
need to search for, and explain our selection of, the principles behind the
words."'°6
C. Other Eras of JudicialActivism
These arguments are certainly not insignificant and lend considerable credence to Kozlowski's view that a dynamic judicial branch with
the authority to interpret the broadly textured language of the Constitution was in the minds of the framers when they first convened to form the
republic. For all of the persuasiveness of Kozlowski's attempt to show
that a strong independent judiciary was intended at the nation's founding,
perhaps more compelling is his subsequent survey of three distinct periexhibited
ods in American history when, he asserts, the judicial branch
"activist cycles" well before the era of the Warren Court.10 7 Beginning
with (1) the activist role of the courts in designing a national economic
order in the first half of the nineteenth century; turning next to (2) essentially a judicial nullification of the Civil War Amendments in the first
few decades following the Civil War; and finally concluding with (3) the
judiciary's active role in opposing labor unions in the late nineteenth and
early twentieth centuries, Kozlowski presents a substantial case refuting
first "sprang fully grown from the forehead
the view that court activism
08
Warren."1
Justice
Chief
of
Regarding the economic activism of the early nineteenth century,
Kozlowski shows that, in the areas of property, torts, contract, and corporate law, the courts came to assume a central active role in facilitating
°9
market growth and entrepreneurial spirit and energy.' The court decisions exemplifying this role of the judiciary as a catalyst for economic
growth encompassed, among other innovations, the creation of greater
operating areas for railroad companies that necessarily allowed for
0
greater intrusion into communities," 1 the placement of costs of industrial
accidents on injured workers to encourage more entrepreneurial opportunities for businesses,"' and the favoring of free competition "over the
protection of [individual] corporate rights that threatened to slow development."' 2 The general theme thriving throughout all of these varied
"'[t]he
judicial opinions, though, was an abiding fidelity to the viewitsthat
' 13
way."
have
extent,
reasonable
a
to
onward spirit of the age must,
As Kozlowski puts it: "Contrary to nostalgic cant, America did not de-
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velop a market [economy] that grew of itself, governed by minimal legal
intrusion.,,"' 14
In his discussion of the post-Civil War era, Kozlowski states that,
following the enactment of the Civil Rights Amendments after the war,
American courts, especially the Supreme Court, displayed this activist
bent to a very harmful degree by effectively nullifying the meaning of
the Thirteenth, Fourteenth, and Fifteenth Amendments and inflicting a
half century of segregationist Jim Crow laws on the nation." 5 This was
done largely through the Court's imposition of very narrow constructions
of provisions within the amendments in cases such as the SlaughterHouse Cases,' 16United States v. Cruikshank,17 the Civil Rights Cases,"'
and Plessy v. Ferguson."19 Critically, these decisions ignored what many
believe to be the true meaning behind the amendments, and, as
Kozlowski points out, "[a]s long as the federal judiciary forsook the
mandate of the Civil War Amendments and left local majorities free to
define rights as they wished, those amendments were of no practical
20
value."1
Finally, concluding his brief examination of these particular eras of
judicial activism, Kozlowski summarizes how, near the end of the nineteenth century and into the twentieth, the judicial branch acted affirmatively to counter the rise of the labor unions.12' At that point in the nation's history, courts viewed the unions largely as a threat to peaceable
order, and the jurisprudence emanating from the time "was therefore less
marked by a rigid adherence to the tenets of laissez-faire and more by a
dogged effort to counter this perceived threat."' 22 In fact, the judicial
animus towards the unions was of such magnitude, says Kozlowski, that
it significantly exceeded what the modem-era courts have done in the
realm of so-called judicial activism:
What happened during this era was more than what Imperial Judiciary theorists contend has happened today with respect to matters
like abortion. That is, the era saw more than a judicial arrogation of
power that took political questions out of the hands of the public and
imposed judicial solutions upon them. The anti-union era was marked
by a judicial attempt to actually suppress a political movement.123
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D. The True Nature of the Courts in the American System
Thus, Kozlowski says, Robert Bork's opinion that judicial activism
has never been more popular with law schools, the press, and "'elite25
groups generally ' "1 24 than in the present day is "flatly incorrect.'
Courts in America had long before the Warren era "exercised a substan,,126 Moreover,
tial influence upon great social and political questions ....
decisions
rights-expanding
radical
most
Court's
Warren
he explains, the
American
in
wing
left
the
for
solely
during the era were not victories
28
politics. 2 7 As examples, Baker v. Carr' in the area of redistricting, and
29 in the area of political speech, were,
New York Times Co. v. Sullivan'
along with their respective progeny, landmark decisions that favored no
particular ideology. 30 In addition, says Kozlowski, much of the judicial
branch's authority and power has, in fact, been conferred by the elected
branches of government, and these branches, even apart from the already
on the judiciary, can significantly conconstitutionally enumerated limits
1 31
courts.
the
of
strain the powers
The American judiciary, Kozlowski argues then, is not, as some
would claim, a lofty entity "standing apart and above the polity, descend-

ing on occasion ... to impose [its] purportedly superior legal and ethical
32

of government."
comprehension upon the wayward popular branches
On the contrary, he opines, "[iut is in fact embedded in the political process,"' 133 and as such, remains a vigorous institution that is eminently useful and conducive to keeping the American system in functional operaAnd that, according to the author, is something worth defendtion.13134
5
ing.
III. ANALYSIS: ORIGINALISM vs. NONORIGINALISM: A FLAWED
IMPERIAL JUDICIARY THEORY AND THE UTILITY OF MORE FLEXIBLE
METHODS OF CONSTITUTIONAL INTERPRETATION

A. The Weakness of OriginalIntent
The central issue presented in The Myth of the Imperial Judiciaryhow judges should go about interpreting the provisions of the nation's
supreme legal document-presents a confounding puzzle for those battling to control the legal and political landscape of the country. Who is
124.
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correct ultimately? Robert Bork and advocates of the Imperial Judiciary
thesis, from their entrenched battlements of original understanding,
would, of course, hold that the framers alone are right and should be
given deference at all costs. But how should the views of the framers be
ascertained now, well over two centuries later, when the American populace finds itself living in an era that the framers could not have dreamed
about from their horse-drawn carriage, slave-ownership vantage point in
36
the late eighteenth century?
Bork answers this question by asserting that the original understanding can be uncovered in "the words used and in secondary materials,
such as debates at the conventions, public discussion, newspaper articles,
dictionaries in use at the time, and the like."' 137 This answer is certainly
well and good when an explicit reference to the intent surrounding the
drafting of a constitutional provision can be found, but what about those
situations when no discernible manifestation of intent is present in any
extant writings? To reiterate Laurence Tribe's plea, "what, in heaven's
name, is 'due process' ?,,38 This question reveals the ultimate ascendancy
of Kozlowski's argument and exposes a central flaw in the Imperial Judiciary thesis's position: not all cases and situations calling for constitutional interpretation can be readily answered by reference to original
intent. Bork himself acknowledges this fact in The Tempting of America
when he states that, in some cases, "very little or nothing" is known
about the particular meaning behind certain constitutional provisions.139
This flaw, though, is not insurmountable in Bork's mind. The remedy in such a situation is very simple. To use an analogy from the game
of football, the judge who cannot discern any original intent in a
constitutional provision should merely "punt"-i.e. turn the issue over to
the democratic process. As Bork says:
If the meaning of the Constitution is unknowable, if, so far as we
can tell, it is written in undecipherable hieroglyphics, the conclusion
is not that the judge may write his own Constitution. The conclusion
is that judges must stand aside and let current democratic majorities
rule, because there is no law superior to theirs.140
Thus, concludes Bork, "The judge who cannot make out the meaning of
a provision is in exactly the same circumstance as a judge who has no
136.
See, e.g., MARK N. GOODMAN, THE NINTH AMENDMENT: HISTORY, INTERPRETATION,
AND MEANING 13 (1981) (stating that "[iut can be asserted with a great degree of certainty that the
Framers were unable to foresee the emergence of automobiles, airplanes, and sojourns to the moon."
and noting that many observers "believe that a constitution must be able to be adapted to changing
eras, unforeseen exigencies, and the development of new sociological conditions beyond the realm
of human comprehension two hundred years ago").
137.
BORK, supra note 34, at 144.
138.
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139.
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Constitution to work with. There
being nothing to work with, the judge
' 4'
should refrain from working."'
The problem with this rather pat answer, of course, is that it leads to
the very danger that the framers so wished to avoid in forming their new
republic: domination under "the superior force of an interested and overbearing majority."' 142 The framers were keenly aware of the potentially
harmful effects that a dominant majority could have on the country and
on vulnerable minorities, and, contrary to popular myth, the majority that
comthey feared the most was the one that would be comprised of the
43
Arthur
mon proletarian citizen. In Toward Increased JudicialActivism,'
Selwyn Miller says: "The true unifying theme of the period was the
power of a burgeoning plutocracy versus that of the yeomanry-the
44
creditor class against the debtors."' Alexander Hamilton and his fellow
drafters of the Constitution believed in the propriety of a ruling class of
educated, propertied aristocrats, and an independent judiciary made up of
these elite individuals was the precise vehicle that could counteract the
145
As Miller
encroaching forces of the non-propertied "debtor class.',
explains:
Drafters of the Constitution were men of property, zealously interested in protecting it and in the liberty to increase it. They did not believe in democracy (however defined). Indeed, John Adams waxed
choleric about the possibility of a "democratical despotism." He was
not alone: the Framers wanted government by "the wise, the good
and the rich," *which they tended to lump together as one aristocratic
group. The Document thus was a counter-revolution to the ideas of
the Declaration of Independence, particularly those dealing with
equality, which was aimed at controlling excessive governmental
power. As written, the Document seemed to establish a government
too weak to protect the rich, the moneyed, and the propertied....
Something more was needed if the "wise, the good, and the rich"
were to receive the protection they believed was necessary. Producing that6 "something" became a major function of the Supreme
4

Court. 1

These are strong words, to be sure, but as Kozlowski points out in
The Myth of the Imperial Judiciary, none other than James Madison endorses them in both The Federalistand in other writings.147 "[T]he most
common and durable source of factions has been the various and unequal
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distribution of property," Madison states in The Federalist No. 10.148
"Those who hold, and those who are without property, have ever formed
distinct interests in society."'' 49 Kozlowski thus frames the dilemma:
"[W]hat sort of institutional mechanisms would preserve republican government while at the same time providing the best hope of alleviating the
increasing capacity of popular majorities to invade the rights of the propertied minority?"'' 50 One of the primary answers to this question, of
course, is what Kozlowski argues for throughout his book: a strong and
independent judiciary.
B. The Ninth Amendment Factor
Kozlowski is astute also in revealing another weakness in the conservative wing's condemnation of the so-called activist judiciary: the
Ninth Amendment.' 15 This amendment states that "[tihe enumeration in
the Constitution, of certain rights, shall not be construed to deny or disparage others retained by the people."'' 52 Although legal scholars and
commentators have argued for the recognition of unenumerated rights
under the Ninth Amendment, 5 3 courts have generally been reluctant to
do so154 and a significant number
of claims asserting rights under the
55
provision have been denied.
The fact remains, though, that the Ninth Amendment remains in
place and in effect in the Constitution. Furthermore, the United States
Supreme Court has not completely ignored the amendment's force and
applicability in the course of the Court's jurisprudence. 156 The key point
here is that, by the Ninth Amendment's very wording, the framers felt
that it was necessary to include in the nation's charter a provision that
protected rights that were not specifically listed therein. 57 As Kozlowski
notes in his discussion of the Ninth Amendment, "[t]he Constitution thus
explicitly recognizes the existence of rights other than those set forth in
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its text."'' 58 Logic and common sense would not seem to hold otherwise,
for to include the Ninth Amendment in the Constitution without intending to give it real meaning would essentially reduce it to, in Chief Justice
John Marshall's words, "mere surplusage, [that] is entirely without
meaning ..... 159 This wasteful result surely cannot be what the authors
of the Constitution intended. As Marshall said of methods of constitutional interpretation that would effectively nullify constitutional provisions, "[i]t cannot be presumed that any clause in the constitution is intended to be without effect; and therefore such a construction is inadmissible, unless the words require it."' 60
C. The Presence of Conservative JudicialActivism
Of course, the ultimate irony in all of this discussion of the so-called
liberal activism of the courts is that conservative courts have been just as
guilty as their alleged liberal counterparts in issuing certain "activist"
decisions.16 1 To see this, one need only look as far as the controversial
62
United States Supreme Court decision in Bush v. Gore' that ultimately
1 63
determined the outcome of the 2000 presidential election. To liberal
commentators, this decision was handed down by a five-member majority of conservative justices who, "confident of their power, and brazen in
their authority, engaged in flagrant judicial misconduct that undermined
' 164 To those who champithe foundations of constitutional government.
oned the decision, however, it was perhaps only a very difficult case that
"arose in extraordinary circumstances and ... legitimately required ex' 65
traordinary action." 1
Regardless of the political ramifications of the decision, however,
the lesson to be learned from the collision of such disparate viewpoints
of a particular court's actions is that these viewpoints are exactly thatviewpoints that are dependant upon each individual's own peculiar political, legal, and moral compasses. In 1992, Judge William Wayne Justice of the United States District Court for the Eastern District of Texas
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wrote: "Though it is infrequently a thing of beauty, jurisprudential activism is definitely in the eye of the beholder."' 66 By this, he appears to
mean that one person's perception of an illegitimate act of judicial policymaking could be another person's perception of a triumphant ruling in
favor of justice and human equality. Thus, from this perspective, the appearance or non-appearance of judicial activism is largely a product of
each individual's own personal predilections and value systems. Or, as
Professor Ernest A. Young recently put it: "[Plarticipants in both academic and political debates generally use 'judicial activism' as a conven167
ient shorthand for judicial decisions they do not like."'
Where Kozlowski's viewpoint surpasses that of the Imperial Judiciary theorists in terms of efficacy and productivity is in its inherent
adaptability to American society's ever changing sociological and technical evolution. Without the authority to interpret the nation's founding
document in relation to the particular era that the constitutional issue is
being litigated, the courts would be forced to surrender to those who, as
Arthur Selwyn Miller has described, "would have modern America repair to the shades of men long dead and allow them-in theory-to rule
from their graves."'' 68 This grim prospect, it seems, would be a first in the
nation's history, for as Miller attests: "No nation, no society, has ever
been ruled that way, certainly not the United States."' 69 In view of a nation's history that is full of stories of slavery, discrimination against
women and minorities, and a myriad of other shames, it is Kozlowski's
view that best allows an ever-changing society to cure its ills and provide
for protections against this lingering desire to remain stunted in the past,
' 70
to give effect to a "dictatorship over the living by the dead."'
CONCLUSION

In The Myth of the Imperial Judiciary,Mark Kozlowski has chosen
to confront an uncertain charge against the judiciary that it has overstepped its constitutional bounds in the name of liberal ideology, and in
the process of doing so, he has written a significant defense of the courts
in the American polity. Instead of merely dismissing the conservative
claim of judicial overreaching, he has chosen to meet the critics on their
own fields of battle-American history and American jurisprudenceand has put up a considerable fight to defend what Alexander Hamilton
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once exaltedly called "the CITADEL of the public justice and the public
security."' 7 '

In the end, Kozlowski presents the most viable vision of constitutional interpretation for an era that is drastically different from the time
in which the framers lived. Because the drafters of the Constitution did
not and could not leave succeeding generations with a comprehensive
instructional guide to their intentions behind the forging of the founding
charter, it has been left up to "the least dangerous" branch, 7 2 the judiciary, to apply its wisdom in adjudicating contemporary problems and disputes that plague American life. Still, as evidenced by the decades-long
battle over the issue of judicial authority and by the wealth of scholarly
material springing from either side on the subject, the fact remains that
judicial activism and constitutional interpretation are matters that may
simply be too perplexing to ever allow for clearly ascertainable answers.
As Kozlowski himself points out, "the meaning of the Constitution's
the beginning of the operation of
terms has been contested right from
173
document."
that
under
government
Thus, this question of the proper role of the judicial branch in the
American experiment will most certainly endure throughout the life of
the republic. The tides of political opinion will ebb and flow, critics will
decry the arrogance of the judges, and-as Hamilton reminded his fellow
citizens so many years ago at the birth of their nation-the courts will
continue, despite it all, to be "the best expedient which can be devised in
to secure a steady, upright, and impartial administration
any government,
174
of the laws."'
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