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INNOCENCE IN THE EYES OF THE INTERNAL REVENUE SERVICE* 

by 

Martin H. Zem ** 

I. INTRODUCTION 

It is common knowledge that the standard of proof for conviction of a crime is 
guiit beyond a reasonable doubt, and that anyone charged with a crime is 
presumed innocent. Moreover, the burden of proving such guilt rests on the 
government, and those indicted are not required to testify. When the government 
charges a person with an understatement of tax, however, the presumption is 
generally just the opposite. In most tax controversies, the government 
presumptively is assumed to be correct. In other words, the taxpayer is presumed 
guilry of owing additional taxes where the government alleges so, and the 
taxpayer generally has the burden of proving otherwise. 1 Accordingly, where a 
tax deficiency imposed by the Internal Revenue Service ("IRS") is litigated, the 
taxpayer cannot simply hunker down as in a criminal case and, in effect, declare 
to the government go prove it.2 

In most cases, filing a joint return saves taxes for a married couple. That is the 
good news. The bad news is that the signatories to a joint return are jointly and 
severally liable for the accuracy of the return. for the full tax liability, and for any 
interest or penalty relating to the return. 3 Such liability extends not only to the tax 
shown on the return that was filed, but also to any tax that should have been but 
was not reported on the return. Because of the presumption of correctness that 
applies to understatements of tax asserted by the government, a spouse signing a 
joint return is placed in a particularly difficult position. Basically, each spouse 
becomes responsible for the tax transgressions of the other. Here, the marriage 
vow for better or for worse is apropos. Joint responsibility is applicable 
regardless of which spouse is responsible for income omitted or for false or 
exaggerated deductions taken, and notwithstanding the fact that one spouse may 
be less informed about the contents of the return.4 

A review of the numerous litigated cases involving joint liability reveals that it 
is usually the wife (or e~-wife as the case may be), for whom signing joiri.tly was 
in retrospect a mistake. Most often, the husband assumes control over the 
couple's fmancial decision making and preparation of their tax return. In 
numerous situations, the wife signs the return blindly or with only a cursory 
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review. Unfortunately, the day of reckoning frequently occurs after a separation 
or divorce, which is often caused by the husband's misfortune, financial or 
otherwise. Although the husband is equally responsible for any understatement of 
tax, he may be deceased, fmancially destitute or have left town and be difficult for 
the IRS to find. Consequently, the wife becomes the easier source of collection 
and ends up being assessed by the IRS for the entire understatement of tax, plus 
interest and penalties. Although a possible escape route is for the wife to file for 
bankruptcy, she may have too much income or assets to qualify for bankruptcy 
protection, or she may not meet the requirement that the tax obligation be more 
than three years old. 5 In order to avoid being responsible for the . tax sins of the 
other spouse, one could file as a married person filing separately. Although filing 
this way is generally more costly, it may be advisable where one spouse is aware 
of the dishonesty of the other spouse, and especially where there is marital strife 
and separation or divorce is in the winds. 

Because of the perceived unfairness in certain cases of the joint and several 
liability rule when a joint return is filed, the Internal Revenue Code has long 
contained the possibility of relief for someone who met the standard of being an 
innocent spouse.6 Numerous horror stories began to surface, however, concerning 
how the existing rules provided inadequate protection to spouses in situations 
where fairness dictated that there should be relief from joint and several liability. 
Consequently, Congress recognized that the existing rules should be softened. 7 

As the rules stood, innocent spouse relief was available only in the most egregious 
cases where the understatement of tax. was large and the tax position taken was 
grossly erroneous. Accordingly, in 1998, Congress enacted a new section of the 
Internal Revenue Code that makes innocent spouse relief easier to obtain, and 
expunged the prior innocent spouse rules. 8 The new law is effective for any tax 
liability arising after its effective date, July 22, 1998. The purpose of this article 
is to explicate the new rules. Accordingly, the old rules will be referred to only 
where deemed appropriate for purposes of contrast 9 

It was reported in the New York Times that the IRS expected 3,000 claims for 
relief after enactment of the new law, but instead has received over 45,000 claims, 
with hundreds more being received each week. More than 90% of the new claims 
are from women. Apparently, many divorce lawyers are routinely filing innocent 
spouse relief claims along with the filing of divorce papers as a means of 
protecting their client or as a bargaining chip against a spouse in danger of an 
audit. Because it has been inundated with so many claims, the IRS reportedly has 
assigned 500 auditors to deal with the sitlla.tion, which is more than 3% of its 
auditing force. 10 

To provide guidance to taxpayers on how to seek relief under certain 
provisions of the new law, specifically those dealing with equitable relief, the 
IRS, in January, 2000, issued a new revenue procedure. 1 1 This article will also 
consider this new procedure. 
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II. STATUTORY ANALYSIS 

The new law allows general relief from liability for aU joint filers if certain 
conditions, as enumerated below, are met. In addition to seeking general relief, 
joint filers who are divorced, widowed, legally separated or not living together 
may choose to limit their liability under a new allocation procedure that operates 
as if separate returns had been filed. The option of limiting liability may be 
sought in tandem with a request for general relief where the granting of general 
relief is uncertain, which most often will be the case. Where general relief seems 
clearly unavailable, a joint filer who qualifies may proceed only under the option 
of limiting liability. If a joint filer does not meet the requirements for general or 
limited relief, there is a backup method under which the IRS may grant relief if it 
is inequitable to hold the individual liable. As just mentioned, a new revenue 
procedure provides guidance on seeking equitable relief. A request to be relieved 
from liability under any of the foregoing procedures must be timely made, as 
explained below. Finally, a joint filer is given permission to petition the United 
States Tax Court, arid the Court is given jurisdiction, to determine appropriate 
relief where the joint flier's election for innocent spouse relief is denied by the 
IRS. 

A. RELIEF APPLICABLE TO ALL JOINT FILERS 

The basic conditions that must be met for general relief from liability are that: 

(i) 
(ii) 

(iii) 

(iv) 

(v) 

a joint return has been made for the taxable year, 
there is an understatement12 of tax attributahle to an erroneous 
item of one of the parties to the return, 13 

the party seeking relief demonstrates that when the return was 
signed, she14 did not know, an!l had no reason to know, of such 
understatement, 
under all the facts and circumstances, it would be inequitable to 
hold the party seeking relief liable for the tax attributable to such 
understatement, and 
the party seeking relief elects the benefits of the new law within a 
certain !ime limit. 15 The procedure for el~cting relief will be 
discussed later in this article. 

If all of the foregoing requirements are met, the person seeking relief will be 
completely relieved of liability for tax (including interest, penalties and other 
amounts) to the extent the liability is attributable to the understatement of tax on 
account of the erroneous item. 16 

1. Time Limits 

Relief must be sought within two years after the IRS has begun collection 
efforts. 17 In this regard, the two-year period first begins when the IRS gives the 
spouse notice that it will attempt to collect the joint liability from her. 18 For 
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example, a wage garnishment or notice of intent to levy against the property of a 
spouse would constitute collection efforts. However, the mailing of a notice of 
deficiency and demand for payment to the last known address of a spouse 
addressed to both spouses would not constitute a collection effort. 19 The 
implication, however, is that a mailing of a notice of intent to levy to a spouse at 
her last known address would constitute proper notice of collection. Accordingly, 
in divorce or separation situations, practitioners should consider a{ivising a client 
to file a protective election for relief, especially where there is suspicion that the 
client's spouse has been cheating on the couple's tax return. As noted, the 
election must be flied within two years of notice of collection efforts. A potential 
pitfall is that a collection notice will not be received within the requisite two-year 
period where a spouse has moved from the last known address recorded by the 
IRS. 

The IRS has made available Form 8857, Request for Innocent Spouse Relief, 
together with instructions, to facilitate requests for relief. Accordingly, it is this 
form that should be filed when a taxpayer becomes aware of a tax liability that 
she believes is the obligation of her spouse (or ex-spouse). Awareness of a joint 
liability may arise upon examination of a return or upon the receipt of a notice 
from the IRS. In any event, the spouse requesting relief should file the form no 
later than two years after the first attempt by the IRS to collect the tax from her. 
The form should be accompanied by a statement detailing the reason.S why the 
taxpayer feels she qualifies for relief, using the best information available to her.20 

Care should be taken to properly complete Fonn 8857 since the IRS has noted 
that between March of 1999 and March of 2000, it could not timely process 
approximately 21% of such forms due to taxpayer errors or omissions. 21 

2. Joint Return Determination 

Whether a joint return has been filed depends on the intent of the parties. 
Clearly, the act of signing must be voluntary. Thus, a spouse who signs a joint 
return under duress may be relieved of liability for any understatement of tax. For 
example, a signature ordered by a divorce court has been held to be involuntary,22 

as well as one signed to accommodate the wishes of a dying spouse. 23 Whether 
there is sufficient duress to obviate a joint return depends on the particular facts 
and circumstances, and there are a number of litigated cases concerning this issue. 
Moreover, the failure of one spouse to sign the return does not rule out the 
existence of a joint return, especially where the non-signing spouse does not 
object to the filing of the return and does not file a separate return. Thus, if a 
husband, for example, signs his wife's name, she would have the burden of 
proving that her signature was unauthorized. If joint returns had been filed in the 
past, this would tend to show that a joint return was intended. 24 If it can be shown 
that a joint return was filed under sufficient duress, the spouse so signing is not 
subject to joint and several liability, and the innocent spouse rules have no 
applicability . 
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3. Apportionment of Relief 

Under prior law, it was unclear whether a court could grant partial innocent 
spouse relief where,· for instance, the spouse knew some of the gory details of her 
husband's tax chicanery, but not all of them. The Ninth Circuit Court of Appeals 
allowed partial relief where the spouse did not know, and had no reason to know, 
the magnirude of the understatement, even though the spouse may have known of 
some understatement.:Z5 The new law adopts the underlying rationale of this case. 
Consequently, if a joint filer knew or had reason to know of an understatement, 
but did not know or had no reason to know of its full extent, she may be relieved 
of liability on an apportioned basis- i.e., to the extent the liability is attributable 
to that rart of the understatement of which she did not know and had no reason to 
know.2 For example, when a wife signs a joint return she may be aware that her 
husband omitted a certain amount of income, but did not know and had no reason 
to know of other income omissions. Accordingly, she may be relieved of liability 
for additional taxes to the extent the additional taxes are attributable to omitted 
income of which she·had no knowledge and had no reason to know about. 

4. Knowledge 

The language did not know, and had no reason to know has been carried 
forward from the prior innocent spouse rules. Under the prior rules, the most 
heavily litigated of the elements that a spouse seeking innocent spouse relief had 
to prove, and the most judicially unsettled, was the requirement that when she 
signed the return she did not knqw and had no reason to khow of the 
understatement. Since the new law carries over verbatim the same standard of 
knowledge, the case law dealing with this aspect of innocent spouse relief should 
still have value as precedent. Under prior Jaw, the courts unifounly held that 
mere knowledge of the underlying transaction that produced omitted income was 
sufficient to deny innocent spouse relief. 27 However, the courts had split on 
whether mere knowledge of the underlying transaction was sufficient to deny 
innocent spouse relief for deduction, credit or tax basis items. 28 Where actual 
knowledge was not evident, the general rule, which was difficult in application, 
was whether under the particular facts and circumstances a re,asonably prudent 
taxp~yer should have deduced that her spouse had been cheating_29 

Quite often the result turned on the sophistication and fmancial acumen of the 
spouse seeking relief For example, where a spouse was a housewife and 
unemployed fonner secretary with a high school education "possessing only a 
rudimentary grasp of the simplest tax principles," and did not participate in her 
husband's affairs, she was granted relie(~0 On the contrary, a highly paid, college 
educated spouse, a vice president of a national retailer, as well as a joint investor 
with her husband, was denied relief as a matter of law, although she may not have 
specifically understood the tax consequences of her husband's tax shelter 
investments. 31 
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B. RELIEF FOR TAXPAYERS DIVORCED, WIDOWED, 
SEPARATED OR LIVING APART 

In addition to an election to seek general relief, or as an alternative thereto, a 
joint filer who meets prescribed conditions, as enumerated below, may elect to 
limit liability for an understatement of tax to the portion of the understatement 
allocable to such electing individual. 32 However, the individual seeking such 
relief has the burden of proving the amount of the understatement allocable to 
her.33 The possibility of electing to limit liability did not exist under the old law. 
If the conditions to limit liability are not met, apportioned liability may still be 
possible as discussed under part 1I.A.3. of this article, above. 

In general if the conditions to limit liability are met, items are to be allocated 
' M between spouses as if they had filed separate returns. When separate returns are 

filed, items of income are apportioned based on the source of the income. 
Business and investment income (including capital gains) are allocated based on 
each spouse's proportionate ownership of the business and investments. lf the 
business or investments are owned equally, the income therefrom will generally 
be allocated equally unless there is clear and convincing evidence to support a 
different allocation.35 Business deductions are expected to follow the ownership 
of the business and personal deductions will be allocated equally unless it is 
shown that a cllfferent allocation is appropriate.36 For example, a charitable 
deduction that would normally be allocated equally may be allocated to the 
husband if is clearly shown that the property donated was his separate property. 
Thus, any deficiency assessed on account of a valuation overstatement would be 
allocated entirely to the husband.37 Income tax withholding is allocated to the 
spouse from whom it is withheld and estimated tax payments are to be allocated 
to the spouse who made the payments. If the estimated payments are made 
jointly, then an equal allocation is the rule, in the absence of evidence supporting 
a different allocation.38 Although items are generally to be allocated according to 
the iules of allocation where separate returns are filed by a married couple, the 
IRS may provide for some other method of allocation where it can show that 
another method is appropriate due to the fraud of one or both of the spouses.

39 

Also, the IRS is granted authority to issue regulations providing for methods of 
allocation."0 

The key conditions that must be met in order to secure relief under the election 
to limit liability are: 

(i) 

(ii) 

at the time of the election, the individual seeking relief is no longer 
married to, or is legally separated from the person who was the co­
signatory on the return, 41 or 

the individual was not a member of the same household as the co­
signatory on the return at any time during the12-month period 
preceding the filing of the election. 

6 

The provision to limit liability would come into play where, for example, the 
tax deficiency related to unreported income of the husband and the couple were 
divorced, legally separated, had lived apart for 12 months or the husband was 
deceased. In such case, the deficiency would be the sole responsibility of the 
husband or ex-husband (or his estate). If, on the other hand, the deficiency relates 
to items of both spouses, the deficiency is allocated between them. 

Example: A deficiency is assessed against both spouses on account of 
$70,000 unreported income of the husband and a disallowance of $30,000 of 
miscellaneous deductions allocable to the wife. If no longer married, separated or 
living apart, either may elect limited liability. Liability to an electing party would 
be limited to 70% of the deficiency in the case of the husband and 30% in the case 
of the wife. This would be the result even if some of the miscellaneous 
deductions had been disallowed under the 2% offset rule. Limited liability is 
available only if a proper election is filed. A failure to make an election means 
that a spouse is liable for the fulJ deficiency.42 

lf a deficiency arises due to the disallowance of a deduction or a credit, the 
amount of a tax deficiency allocable to a spouse is limited to the amount of 
income allocated to the spouse that was offset by the deduction, or to the amount 
of tax allocated to the spouse that was offset by the credit. 

Example: On a joint return, the husband has wage income of $100,000 
and the wife has self-employment income of $30,000. A deduction of $20,000 
allocable to the husband is disallowed, resulting in a tax deficiency of $5,600. 
Since, the deftciency is attributable solely to the husband, and he has sufficient 
income to offset the disallowed deduction, he is responsible for the entire 
deficiency. The wife has no liability regardless of the ability of the IRS to colle<:t 
from the husband. 

However, if the husband had income of only $15,000, there would be 
insufficient income to absorb the $20,000 disallowed. Here, the shortfall of 
$5,000 would be deemed to have offset income of the wife . . Accordingly, the 
deficiency of $5,600 would be allocated 3

/. to the husband, or $4,200 
($15,000/$20,000 x $5,600) and 1

/. to the wife, or $1,400 ($5,000/$20,000 x 
$5,600).43 

If a deficiency is attributable to the disallowance of a credit against the tax, or 
is attributable to any tax other than the income tax or alternative minimum tax, the 
deficiency attributable to such credit or other tax is considered frrst.44 

Example: There is an overall tax deficiency of $1 0,000, consisting of 
$2,800 of self-employment tax and $7,200 of income tax. The income tax 
deficiency is attributable to $20,000 of self~employment income unreported by 
the husband and a disallowed itemized deduction of $5,000 allocable to the wife. 
The $2,800 of self-employment tax is first allocated to the husband. The $7,200 
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of income tax deficiency is allocate 80% ($20,000/$25,000) to the husband and 
20% ($5,000/$25,000) to the wife.45 

The right to limit liability as if separate returns were filed is available only 
where there is a tax deficiency -- that is, where the IRS claims that additional 
taxes are owed.46 Consequently, this option is not available to obtain a refund of 
amounts already paid.47 Moreover, the option to limit liability is not available 
where there is a tax shown on the return, but has not been paid since technicaUy 
the amount shown as owed is not a deficiency.· In this case, however, there is the 
possibility of equitable relief in an appropriate situation. The possibility of 
equitable relief is discussed later in this article. 

I. Time for Making Election 

An election to limit liability must be timely made. In this regard, the election 
must be made within the same time frame that is imposed for an election to 
request complete relief - i.e., within two years after the IRS has begun collection 
efforts against the person seeking reliee8 As previously noted, a protective 
election should be considered where there is a matrimonial dispute, and Form 
8857 is available to facilitate an election. 

2. Actual Knowledge of Falsification Prevents Election 

Congress was concerned, however, that some persons might attempt to use the 
election to limit liability inappropriately. Accordingly, the new law contains a 
provision that denies limited liability relief to an individual so seeking it who, at 
the time of the signing of the return, had actual knowledge of any item giving rise 
to a deficiency (or a portion thereof) that was not allocable to such individual. 
Here the burden of proving actual knowledge is placed on the 1RS.49 This should 
be contrasted with the standard, did not know, and had no reason to know, the 
burden of proving which is placed on the taxpayer. Apparently, the government 
was unwilling to let a spoUse elect to limit liability where that spouse actually 
knew of the falsifications of the other spouse when she signed the return. 
However, the proof submitted by the government would apparently have to be 
substantial since actual knowledge is not to be inferred based on indications that 
the electing spouse had a reason to know.50 

Example: A joint return is filed reflecting wage income of $150,000 
allocable to the wife and $30,000 of self-employment income allocable to the 
husband. The IRS assesses a deficiency based upon $20,000 of unreported self­
employment income of the husband resulting in a tax deficiency of $9,000. The 
IRS clearly proves that the wife knew of $5,000 of the husband's unreported 
income, but is unable to prove that she knew ofthe remaining $15,000. Here, the 
husband would, of course, be responsible for the entire tax deficiency. The wife 
would be responsible only for a deficiency based upon $5,000 of unreported 
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income. The IRS thus could collect the deficiency based upon $5,000 from either 
spouse, but could collect the remainder ofthe .deficiency only from the husband. 51 

3. Signing Under Duress with Actual Knowledge 

Although a joint return is signed with actual knowledge of an understatement 
(or a portion thereof), the joint filer with such actual knowledge may nevertheless 
elect to limit liability if she can establish that the return was signed under 
duress.52 Apparently, there was testimony before Congress that some spouses 
signed tax returns under duress, including physical duress. 53 However, joint filers 
that still wants to secure the benefits of limited liability on the basis that they were 
coerced into signing have the burden of proving the circumstances of the 
coercion. 54 

4. Transfers of Property to Avoid Tax 

Congress also was concerned that the election to limit liability might in certain 
cases be inappropriately used. Accordingly, the new law contains provisions that 
come into play where a disqualified asset is transferred with a principal purpose 
to avoid tax or the payment of tax. ss If such a transfer takes place, the portion of 
the tax deficiency for which an electing spouse would otherwise be responsible is 
increased by the value of the disqualified asset transferred to that spoUse. 56 A 
disqualified asset is basically defined as any property or right to property where 
the principal purpose of its transfer was tax avoidance. 57 In this regard, there is a 
rebuttable presumption of tax avoidance where property is transferred within the 
one-year period preceding th:e date the IRS sends a proposed notice of deficiency 
notifying the taxpayer of his or her rights to administrative review by the IRS 
Office of Appeals. 58 This presumption against the taxpayer will not apply, 
however, to a transfer made within the foregoing one-year period where the 
transfer is pursuant to a court decree of divorce or maintenance, or a written 
instrument (e.g., a marital agreement) incident to such decree. Also, the 
presumption may be rebutted if the taxpayer electing to limit liability can 
demonstrate that the transfer did not have tax avoidance as its principal purpose. 59 

5. Other Restrictions on Election to Apportion Liability 

An item otherwise allocable to a spouse·-'iji\Qer separate return allocation 
concepts, is required to be allocated to the other spouse filing the joint return to 
the extent the item gave rise to a tax benefit on the joint renirll to such other 
spouse.60 Also, if an item is disallowed in its entirety solely because a separate 
return is filed, the disallowed item is disregarded and the item must be computed 
as if a joint return had been filed and then allocated between the spouses 
accordi~ly.61 A similar rule is to apply for purposes of computing taxable social 
security. 2 Consequently, a · base amount and an adjusted base amount will be 
allowed in the determination of the taxable portion of the social security without 
regard to the rule restricting the base amount for married taxpayers filing 
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separately.
63 

Finally, a child's tax liability included on a joint return is 
disregarded in computing separate liability, and is then to be allocated 
appropriately between the spouses. 64 

III. NOTICE REQUIREMENTS 

Congress wanted to assure that taxpayers filing joint returns are properly 
notified of their rights to elect relief under the new law. Accordingly, notice is to 
appear in IRS Publication 1, dealing with taxpayer rights, and in collection-related 
notices sent to taxpayers. 65 Also, wherever practicable, the IRS is required to 
send any notice relating to a joint return separately to each individual filing the 
joint return. 

66 
Further, the TaX Court is to establish rules that provide the 

individual filing a joint return but not electing to seek relief under the new law 
with adequate notice and an opportunity to become a party to the Tax Court 
proceeding.

67 
Finally, the IRS is required to issue regulations providing for an 

individual who has filed a joint return to have notice of, and an opportunity to 
participate in, any administrative proceeding with respect to an election to seek 
innocent spouse relief by the other individual filing the joint return. 68 

IV. TAX COURT REVIEW 

If the IRS denies an individual's request for general relief or a request to limit 
liability, the individual is given the right to petition the Tax Court to determine 
the appropriate relief available to the individual. 69 

A. FILING THE PETITION 

A petition to the Tax Court must be made within a 90-day period beginning 
when the IRS mails, by certified or registered mail, a notice to such individual of 
the IRS's detennination of the relief available to the individual, if any. However, 
an individual may file the petition at any time within 6 months after filing an 
election seeking relief and before the close of the aforesaid 90-day period. 70 

Accordingly, the taxpayer need not wait until receiving a determination from the 
IRS, and can petition the Tax Court immediately after filing an election seeking 
relief. As noted, an election seeking relief is made on Form 8857. 

B. COLLECTION ACTIVITIES SUSPENDED 

Apart from situations where a taxpayer is about to leave the United States, 
remove assets therefrom, about to conceal herself or her property, or collecting 
the tax would be jeopardized by delay/1 the IRS is prohibited from levying or 
proceeding in court to collect any assessment until the expiration of the 90-day 
period, or if a petition has been filed with the Tax Court, until a decision of the 
Tax Court has become final. However, the IRS may require a bond to stay 
collection. 72 
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C. ENJOINDER OF COLLECTION ACTIVITIES 

Despite restrictions on lawsuits ~~itiated to obtain a restraining ~rder a~<:i~ 
the IRS on assessment or collection, where the IRS atteJ?pts colle~~on actiVI~es 
within the restricted time period just noted, a proceedmg to enJom collection 
activities against the IRS may be brought in any proper couz:, .including. the Tax 
Court. However, the Tax Court is given jurisdiction to enJOin collection only 
where a petition to the Court has been timely filed, and then only to th~ extent. of 
the amount of the assessment with respect to which the taxpayer IS seekmg 

1. f74 innocent spouse re 1e . 

D. SUSPENSION OF STATUTE OF LIMITATIONS 

During the period of time the IRS is prohibited from collecting by levy or by 
court proceeding, as a result of the filing of a petition in Tax Court, the statute of 
limitations on collection of an assessment is suspended, and for 60 days 
thereafter. 

E. REFUNDS CAN BE ORDERED BY TAX COURT 

The Tax Court is a forum to get a hearing without first paying additic:>nal taxes 
assessed by the IRS. Consequently, a taxpayer seeking a re~d of taxes already 
paid had to proceed in a United States District Court or the Uruted States Court ~f 
Federal Claims. Now, however, with certain exceptions, the Tax Court 1s 

authorized to grant refunds to the extent applicable to the new innocent spouse 
rules.75 

F. RES JUDICATA 

A taxpayer may have participated in a Tax Court proceeding ~th respec~ to a 
particular taxable year, but made no claim for innocent spouse rehef. ~f~at 1s the 
case, the taxpayer cannot come back into Tax Co~ ai_ld attempt to adJ~cate the 
issues all over again under the pretext of now seeking Innocent spouse rehef .. ~e 
decision of the Tax Court will be conclusive as to matters determined, except w1th 
respect to the qualification of such taxpayer for innocent spous: relief that was 
not at issue in the prior proceeding. Nevertheless, a spo~e ~U be pr~~luded 
from seeking innocent spouse relief in a Tax .court proc.eeding if. she Pat!lcipated 
meaningfully in a prior. Tax C~urt proce~n,6 even If no claun for mnocent 
spouse relief was rrused m the pnor proceedmg. 

G. TRANSFER OF JURISDICTION 

If a suit for refund is initiated by either party filing a joint return, the Tax Court 
loses jurisdiction to the extent jurisdiction is acquired by a District Court or .the 
United States Court of Federal Claims over the taxable years that are _th: s~bJ.ect 
of the suit for refund. The court acquiring jurisdiction will then have Junsdictton 
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over the petition filed in Tax Court seeking innocent spouse relief. Accordingly, 
the court in which the refund claim is filed would then determine whether a 
spouse is entitled to innocent spouse relief in considering the refund claim. 

V. EQUITABLE RELIEF 

By the terms of the new law, in order to qualify for relief under both the 
general relief and limited liability provisions, there must be either a proposed or 
assessed deficiency - i.e. an understatement of tax. Accordingly, relief under 
these provisions is not available where the tax return was correct and showed an 
amount as owing, but such amount had not been paid. The reason is that the 
failure to pay a tax liability that is accurately reported on a return is technically 
not an understatement of tax. In order to cover this situation, and possibly other 
situations where relief is not available under either the general relief or limited 
liability provisions, Congress gave the IRS authority to relieve a taxpayer of 
liability for any unpaid tax or any deficiency, or any portion of either, and the 
taxpayer is able to demonstrate that, under all of the facts and circumstances, it 
would be inequitable to hold her liable.77 

According to the Conference Report on the new law, equitable relief should be 
"available to a spouse that does not know, and had no reason to know, that funds 
intended for the payment of tax were instead taken by the other spouse for such 
other spouse's benefit." The Conference Report goes on to provide that the IRS 
use its authority to grant equitable relief "where, taking into account all the facts 
and circumstances, it is inequitable to hold an individual liable for all or a part of 
any unpaid tax or deficiency arising from a joint return. The conferees intend that 
relief be available where there is both an understatement and an underpayment of 
tax."78 Equitable relief may be granted only by the IRS since the Tax Court is 
given authority to review only denials of general relief or limited liability relief. 79 

However, in a recent case, the Tax Court concluded that it had jurisdiction to 
review a request for equitable relief where the taxpayer made the required election 
and timely filed a petition with the Tax Court. The Tax Court rejected the IRS's 
argument that the court lacked jurisdiction to grant equitable relief "because the 
granting of equitable relief is discretionary. "30 

Since the requirements that must be met for obtaining equitable relief were not 
clear, the IRS issued some interim guidance shortly after enactment of the new 
law.81 The interim rules have now been superseded by a permanent revenue 
procedure, as mentioned earlier. The new revenue procedure sets forth (i) general 
eligibility rules that must be met for equitable relief, (ii) circumstances under 
which equitable relief will ordinarily be granted (only available for taxes shown 
on a rerum and unpaid), and (iii) circumstances under which general relief will be 
granted where the taxpayer does not qualify under clause ii, and where under all 
the facts and circumstances it would be inequitable to hold the taxpayer 
responsible. This clause covers both unpaid liability shown on return and a 
deficiency. However, equitable relief is available for a deficiency only if the 
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taxpayer does not qualify for general or limited liability relief. This possibility, 
which is extre[.Ilely limited, will be further explained below. 

A GENERAL ELIGIBILITY RULES 

The threshold conditions that must all be met for equitable relief are: 

1. A joint return was filed for the taxable year by the party seeking relief 
with respect to such year, 

2. Neither general relief nor limited liability relief is available, 
3. Relief is applied for within two years after the IRS's first collection 

efforts after July 22, 1998, 
4. The liability remains unpaid (apparently, this includes both an unpaid 

amount shown on a return and an understatement of tax.), 
5. There was no fraudulent transfer of assets between the spouses signing 

the joint return, 
6. There were no disqualified assets transferred to the spouse requesting 

relief by the spouse not requesting relief (if such assets were transferred, 
equitable relief is available only to the extent that the liability exceeds the 
value of the disqualified assets), and 

7. The requesting spouse did not file the return with fraudulent intent. 

B. CONDITIONS UNDER WHICH EQUITABLE 
RELIEF WILL ORDINARILY BE GIVEN 

This option is available only where a liability reported on a joint return is 
unpaid. According to the revenue procedure, relief will ordinarily be granted if 
all of the following conditions are met: 

1. At the time equitable relief is requested, the spouse askit:lg for relief is 
no longer married to, is legally separated from, or has not been a 
member of the same household as the spouse not requesting relief at 
any time during the 12-month period preceding the date relief was 
requested. 

2. At the time the return was signed, the spouse asking for relief had no 
knowledge or reason to know that the tax shown as due on the return 
would not be paid. In this regard, the taxpayer asking for relief must 
establish that it was reasonable for her to believe that her spouse would 
pay the reported liability. Partial relief is possible where the 
requesting spouse can only establish that she had no knowledge or 
reason to know that the her spouse would pay only part of the reported 

liability. 
3. The spouse asking for relief can show that she will suffer economic 

hardship if relief is not granted. 
82 
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Relief under this provision is subject to certain limitations: (a) If the return 

has been adjusted to reflect an understatement, relief will be available only to the 
extent of the liability shown on the return prior to adjustment, and (b) relief will 
only be available to the extent the unpaid liability is allocable to the spouse not 
requesting relief. 

C. OTHER CIRCUMSTANCES WHERE EQUITABLE 
RELIEF MAY BE GRANTED 

A spouse may not meet the requirements where relief would ordinarily be 
given. She may not, for example, be divorced, legally separated or living apart 
from her husband, or there is an understatement of tax (deficiency). As noted, the 
situation where relief would ordinarily be given is applicable only where there is a 
liability reported on a return that is unpaid. Nevertheless, equitable relief may be 
available if based upon all the facts and circumstances, it would be inequitable to 
hold the requesting spouse liable for all or a part of the unpaid liability or 
deficiency. Here, the revenue procedure presents a list of positive and negative 
factors that the IRS will take into account, and weigh, in determining whether full 
or partial equitable relief should be granted. No single factor is determinative and 
the factors listed are not necessarily all that the IRS will consider. 

Factors weighing in favor of relief are: 

1. The requesting spouse is divorced, legally separated or living apart 
from the non-requesting spouse. 

2. The requesting spouse would suffer economic hardship if relief is not 
granted. 

3. The requesting spouse was abused by the non-requesting spouse, but 
not sufficiently for the abuse to amount to duress. If the abuse is so 
severe as to amount to duress, a joint return will not be considered as 
filed. 

4. The requesting spouse did not know and had no reason to know that 
the liability reported on the return would not be paid, and in the case of 
a deficiency, did not know and had no reason to know of the items 
giving rise to the deficiency. 

5. The non-requesting spouse had a ·legal obligation, pursuant to a 
divorce decree or marital agreement to pay the outstanding obligation. 
However, this factor will not be considered if the requesting spouse 
knew at the time the decree was entered or the marital agreement 
signed that the amount would not be paid. 

6. The liability from which relief is requested was solely attributable to 
the non-requesting spouse. 
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Factors weighing against relief are: 

1. The unpaid liability or item that gave rise to the deficiency is 
attributable to the requesting spouse. 

2. The requesting spouse knew or had reason to know of the item giving 
rise to the deficiency, or that the reported liability would be unpaid at 
the time she signed the return. According to the revenue procedure, 
this is an extremely strong factor weighing against relief. However, it 
may be appropriate in limited situations to grant relief where the 
requesting spouse knew or had reason to know that the liability would 
not be paid, and in very limited situations where the requesting spouse 
knew or had reason to know of an item giving rise to a deficiency. 

3. The requesting spouse has benefited, beyond normal support, from the 
unpaid liability or items giving rise to the deficiency. 83 

4. The requesting spouse will not suffer economic- hardsmp if relief is not 
granted. 

5. The requesting spouse has not made a good faith effort to comply with 
the tax laws for years following the year or years for which relief is 
requested. 

6. The requesting spouse has a legal obligation to pay the liability 
pursuant to a divorce decree or martial agreement. 

A spouse does not qualify for general relief if she knew or had reason to know 
of an understatement at the time she signed the return. Also, if a spouse had 
actual knowledge of an understatement at the time she signed the return, she does 
not qualify to limit liability. The failure to qualify under either of those two 
provisions, however, opens the door to equitable relief under very limited 
circumstances. For example, if a spouse in fact knows of falsifications, but is 
abused, it seems possible that she might have an escape hatch under the equitable 
relief provision. Also, under the same rationale, an abused spouse who knew that 
a liability shown on a return would not be paid may qualify for equitable relief. 
Other possible situations might include dementia or mental illness. In such cases, 
a person may know something, but otherwise may not have the cognizance to 
fully understand the implications. 

A request for equitable relief must be timely filed and Form 8857 may be used 
for this purpose.· If a person has filed for general relief or to limit liability, and it 
is determined by the IRS that no relief or only partial relief is available, the IRS 
will consider whether equitable relief is available for the portion of the liability 
for which general or limited liability relief is not granted. A subsequent filing of 
another Form 8857 is not necessary. The new revenue procedure became 
effective on January 18, 2000. 
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VI. CONCLUSION 

The prior rules for obtaining innocent spouse relief were quite complex. As 
can be seen, the new rules are likewise complex. However, the new rules are 
clearly more favorable to taxpayers. For instance, the possibility of limiting 
liability under a separate return concept is new, as is the possibility of apportioned 
liability. The new rules are less restrictive in numerous other respects and should 
grant relief in situations where relief was not available under the old law. As of 
the date of the writing of this article, no temporary or permanent regulations have 
been issued on the new law. Due to the complexity of the new law, and that a 
determination one way or the other will often revolve around the particular facts 
and circumstances, taxpayers seeking innocent spouse relief would be well 
advised to retain competent counsel. As the new law ages, and cases start to 
come down from the courts, practitioners will have more background material 
with which to advise clients. As is the case with any new law, it takes time for 
clarification and parameters to be established. 

The new innocent spouse rules, and other pro-taxpayer rules, came about as a 
result of the considerable criticism leveled against the IRS in recent years. In this 
context, the IRS has been trying to change its image and has been advertising 
itself as new and friendlier. Hopefully, the IRS will be friendly in granting 
innocent spouse relief under the new rules, and especially in exerCising its 
discretion in granting equitable relief. For those who have dealt with IRS 
collection personnel, however, a raised eyebrow is in order. 
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POLmCAL DEBATES ON PUBLIC TELEVISION: 
THBFORBESCASE 

by 

Robert Wiener" 

L Introduction 

Televised political debates, especially in races for higher office, are common in 
the United States. Debates are not constitutionally required.' but voters expect to see 
candidates tested against each other.1 Technology has changed the way political 
campaigns are conducted with television playing an ever more important role. If a 
televised debate take place, who has a right to participate? If a private television station 
or organization3 sponsors the debate, it is governed only by legislation.

4 
However, if the 

debate is sponsored by a public television station, the United States Constitution, 
specifically the freedom of speech clause of the First Amendment, may apply.! The case 
of Arkansas Educational Television Commission v. Ralph P. Forbes confronts this issue. 

IL TheStory 

Ralph Forbes, a self-proclaimed Christian Supremacist, member of the American 
Nazi Party, and speaker at Klan callies, collected the signatures of more than 2,000 voters 
from an Arkansas congressional district in 1992.6 He thereby qualified to be on the ballot 
for his run as an independent candidate for a seat in the House of Representatives as an 
independent candidate. The five-station Arkansas Educational Television Network 
{AETN), owned by the Arkansas Educational Television Commission (ABTC), 
sponsored a series of one-hour candidates debates, but only invited the Democratic and 
Republican candidates' to participate. Forbes asked to be included, but was refused.7 

AETC based its decisions on its judgment that be was not a "viable" candidate or 
"newsworthy''.8 Forbes sued the AETC, but the District Court Decided against bim9 and 
he did not participate in the debate. 

In the election, Forbes won 2.5 percent of the vote. The winning margin was 3 
percent.1° Forbes appealed the District Court decision and, in August 1996, the Court of 
Appeals for the Eighth Circuit found for Forbes on First Amendment grounds.11 The 
United States Supreme Court decided the case in 1998.12 

* Associate Professor of Legal Studies, Lubin School of Business, Pace University 
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II. Freedom of Speech 

The United States Constitution governs when state state action is involved.13 A 
public t~levision station is a state actor, so the constitution applies here. Forbes and the 
AETC argued the case on First Amendment grounds. 

Several freedom of speech issues are raised by this case. Why protect speech? Is 
freedom of speech absolute? If not, how much legal protection does free speech get? Is 
all speech treated alike or are some kinds of speech entitled to greater protection? If so, 
how much? 

Concerning political debates, do all candidates for political office have a legal 
right to be included in all political debates for that office? What if the candidate has 
qualified to be on the ballot? Are only the two major parties entitled to debate? Do the 
politics of the candidates matter? Do the prelinllnary polls, that is, the projected support 
at election time matter? Does money raised by a candidate matter? If minority 
candidates are kept out of debates does that constitute unconstitutional censorship? If a 
candidate's viewpoints are considered reprehensible do they have less of a right to speak? 
What if a third party candidate is ahead in the polls of one of the two major party 
candidates?'4 Does the forum matter, that is, if the debate is in print, radio, television. or 
the Internet? 

Does the issue of political debates on public television also concern freedom of 
the press? The freedom of speech clause of the First Amendment states that "Congress 
shall make no law ... abridging the freedom of speech .... " 15 But the First Amendment 
also bas a freedom of the press component, "Congress shall make no law .. _ abridging the 
freedom ... of the press ... ''?16 Does the press have a protected freedom to hold debates 
between candidates of its choice? Is that freedom more restricted if the press is public? 
Is television "the press"? If there a conflict between the candidate's freedom of speech 
and the press's freedom of the press17 how is it resolved? These are questions that the 
Supreme Court chose not to discuss. Rather, it spoke exclusively in freedom of speech 
terms, both for the candidate and the public television station. 

ill. First Amendment Theory 

To better understand this case, it is helpful to first consider the philosophy and 
history of the First Amendment. 

A. Absolutist vs. Codified English Law 

The freedom of speech clause of the First Amendment reads "Congress shall 
make no law ... abridging the freedom of speecli .. .. "11 On the face of it, it is 
unambiguous. Some have suggested that its appropriate reading is absolutist, that 
Congress shall make no such law. This interpretation would forbid any governmental 
restriction on speech. Then what of the passing of government military secrets to an 
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enemy?19 Or the use of the words of another Without permission'F And is this clause 
limited congressional acts or.is it extended to other legislative bodies and the executive 
and judicial branches? What of common law actions for defamation? Or shouting "Fire!" 
falsely in a crowded theater'f1 An absolutist reading would have results both too broad in 
terms of the speech allowed and too narrow in terms of the political institutions covered. 

An alternative reading is to understand the First Amendment as a codification of 
the English law of its time of the First Amendment. 22 If so, only previous restraints by 
the govemtnent would be prohibited?! However, the Supreme Court has decided that 
post-publication penalties are banned by the First Amendment.24 

B. Why Protect Speech? 

As is true of its companion amendments in the Bill of Rights, the open texture of 
the words of the First Amendment lends itself to intetpretation. Although the point is still 
debated, the prevailing jurisprudence of constitutional interpretation applauds the 
opportunity for the Constitution to develop over time,Zs rather than being restricted to the 
original intent of its authors.16 

Therefore, to determine the meaning of the First Amendment, courts have asked 
the question, "Why protect speech?" What is the objective of freedom of speech? If we 
know our objective, they suggest, we will better know how to get there. In recent cases, 
courts have considered two theories. 

Under the instrumental theory presented by Alexander Meik:eljoho, government 
restriction of speech is seen as interference with the .free flow of information preventing 
the public from making informed democratic choices.:P This interpretation focuses on the 
listener's right to listen. This is the theory reflected in the opinions of Justices Holmes 
and Brandeis promoting a free lll8Tket in ideas, As the court stated it mote recently, "It is 
of particular importance that candidates have the opportunity to make their views known 
so that the electorate may intelligently evaluate the candidates' personal qualities and 
their positions on vital public issues before choosing among them on election day."18 

The dignitary theory advanced by Tom Emerson considers self-expression to be 
an essential component of human dign.ity.211 This theory focuses on the speaker's right to 
speak, that is, on the speaker's freedom of speech, rather than the listener's freedom to 
listen. 

The instrumental theory is the more commonly used approach in First 
Amendment cases, but little is made of traditional freedom of speech theory in the Forbes 
case. The dignitary theory is not directly discussed and neither the majority nor the 
dissent consider Forbes's right to speak. There is some concern in the dissent as to 
Forbe's right to speak compared to other candidates who are pennitted to participate in 
debates. But this is a relative right to speak rather than a constitutional freedom of 
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speech. The instrumental theory seems to underlie Justice Stevens's concern m 
"government censorship and propaganda."30 

IV. Freedom of Speech Cases 

A. Holmes-Brandeis 

A Supreme Court approach to interpretation and application of the freedom of 
speech clause has developed in a series of opinions by Holmes and Brandeis. This line of 
analys!~ be~an as ~ssenting opinions in ~e 1920s and was later adopted by the Supreme 
Court. It IS prenused on the understanding that freedom of speech is not absolute but 
.may be restricted by the government. However, government may not censor polltical 
speech merely because it disagrees with a speaker's viewpoint.n This is capitalist 
economic theory applied to constitutional political theory - Holmes's notion of "free 
trade in ideas."33 

Government may restrict the content of speech, but only if it has a high interest in 
the speech.

34 
This state interest must be compelling. For the state to act on its 

compelling interest there must also be an extremely close causal connection between the 
speech and the anticipated hatm35 such that state action is necessary. Even then, that state 
action must be drawn as narrowly as possible, the least restrictive alternative so as not to 
restrict permitted speech. In other words, government censorship is not constitutional if a 
less limiting action is possible. This judicial content based analysis of abridging of 
freedom of speech by a court is called strict scrutiny. 36 

B. Content Analysis 

The Supreme Court has made a distinction between content-based and content­
neutral governmental restrictions on freedom of speech. If the content of governmental 
regulati~~ o~ the tir,ne. place, manner of speech is neutral, for example parade permit 
statutes, 1t wdl recetve a somewhat more relaxed scrutiny.' 8 

Applying First Amendment content analysis to Turner Broadcasting television 
case~39• the Supreme Co~ decided by a 5-4 majority that a content neutral regulation 
reqwnng cable comparues to carry public television stations, ''may treat categories of 
speakers differently without being labeled content-based as long as little risk exists that 
the regulation will be used to control what the speakers say."40 The distinction between 
content neutral and content based regulations is crucial to the outcome of a case. Content 
based regulations are much more likely to be found unconstitutional. 

C. Forum aassification 

The Supreme Court has developed a hierarchy of protection of speech from 
governmental restrictions based on the nature of the forum. Those forums which are 
con~dered more tradi~onal~y open to public debate receive a higher degree of judicial 
scrutiny. Forum classification was adopted over the objections of Justice Brennan who 
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would have granted strict scrutiny protection from state action to all protected speech 
regardless ofthe forum.41 

The Court classifies a forum, in order of decreasing constitutional speech 
protection, as (1) a traditional public forum, (2) a limited public forum, or (3) a non­
public forum. 

1. Traditional public forum 

A traditional public forum is a place where the public would be traditionally 
welcome to speak. In a traditional public forum abridgment of speech is pennitted only if 
it is necessary to serve a compelling state interest and if the restriction is narrowly drawn 
to achieve that end. 'This is a strict Scrutiny test. Courts will scrutinize closely the 
governmental restriction of speech and declare it constitutional only if it meets this test. 
In other words, government officials have very limited discretion to restrain the 
expression of ideas in traditionally public forums. 

Even so, if the strict scrutiny test is passed, the state may so act. In the case of 
Davis v. Massachusetts42 the United States Supreme Court followed a Massachusetts case 
opinion by Hobnes.~ A speaker on the Boston Commons was arrested for speaking 
without a permit. Holmes argued for absolute governmental power in this case. "[F]or 
the legislature absolutely or conditionally to forbid public speaking in a highway or 
public park is no more an infringement of the rights of a member of the public than for 
the owner of a private house to forbid it in his house.'M4 In the past century, the judicial 
trend bas been to increase the protection given to speakers. Since the Davis case, 
traditional public forwn First Amendment protection has been provided to streets, parks, 
and other public places held by govem.m.ent.45 

2. Limited public forum 

Limited public forum is a term applied to typically non-public places which serve 
as public forums for limited times or for selected classes of persons."" For those limited 
times or persons, courts apply the traditional public forum test.47 At other times or for 
persons not within the selected class, they are treated as non-public forums. Limited 
public forums include the opening of university facilities to student groups•• and a 
municipal theater made available for theater productions.49 

3. Non-public forum 

A non-public forum is neither a traditional nor a limited public forum; that is, 
neither tradition nor designation makes it a forum for public communication. so Public 
property is not a public forum simply because it is governmental. 51 An example of a non­
public forum is a public school mail system even if made available to a community 
organization. 52 
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Speech in a non-public forum is still constitutionally protected, but to a much 
lesser degree. A rational basis or reasonableness test is used here under which the state 
may regulate speech as long as that regulation is reasonable and not merely content based 
censorship, an effort to suppress views opposed by public officials. 53 Judicial review in 
these cases is much more relaxed and courts typically defer to the state. 

3. Application of Forum Classification 

Forum designation is often outcome determinative. Governmental restrictions in 
traditional public forums are much more likely to be found unconstitutional than similar 
restrictions in non-traditional public forums. Once the forum is classified, the legal 
question is whether the appropriate standard has been properly applied. 

V Forbes Case 

A . Choosing Up Sides 

The Forbes case excited many to weigh in with amicus curiae briefs. The side 
choosing has resulted in some strange bedfellows. On the side of Ralph Forbes are the 
Greens/Green Party USA,54 Perot '96,'' Eugene McCarthy, the American Civil Liberties 
Union, and the Brennan Center for Justice. 56 The Rutherford Institute paid for Forbes's 
counse1.57 On the side of AETC were the United States Justice Department, the Federal 
Communications Commission, the Commission on Presidential Debates," the 
Corporation for Public Broadcasting, the Association of America's Public Television 
Stations, 20 states, and New York City. 

B. Forum Classification 

What is the appropriate forum classification for public television sponsored 
candidates' debates? The Eighth Circuit Court of Appeals in this case decided that it was 
a public forum. S9 The Eleventh Circuit, in a similar case, determined that, because it "was 
stated in order for candidates to express their views on campaign issues," it was "a 
limited-purpose public forum.'.ro The Justice Department brief claimed that "Sponsorship 
by a state actor does not convert a news program into a public forum.'161 Kelly 
Shackelford, Forbes's counsel, argued "If a government-sponsored and -planned debate is 
not a limited public forum, one can only wonder what is."61 

The Supreme Court recognized the important threshold nature of this question. 
"[l]t is instructive to ask whether public forum principles apply to the case at at1."63 The 
court began to discuss the public forum doctrine, but very shortly it was discussing the 
sui generis nature of journalism in general and television broadcasting in particular and 
became uninterested in forum classification. "In the case of television broadcasting, 
however, broad rights of access for outside speakers would be antithetical, as a general 
rule, to the discretion that stations and their editorial staff must exercise to fulfill their 
journalistic purpose and statutory obligations.'164 The court emphasized the need for 
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deferring to the editorial discretion of broadcasters without really considering the 
constitution.65 This seems to be a case of begging the question. The majority engaged in 
scrutiny far less than strict before it had even determined the type of forum involved and, 
therefore, the appropriate level of scrutiny. 

Not surpri.singly, the court eventually decided that the political debate on public 
television was a non-public forum..66 Once this forum classification was made the end 
was in sight. 

The notion that television is not a traditional public forum seems to result from 
the adoption of a narrow definition of tradition. The public square or town hall may have 
been the traditional forum for political debate at the time of the drafting of the First 
Amendment and the Lincoln-Douglas debates67

• But our political tradition evolves and 
many years have passed since the televised Kennedy-Nixon debates.61 Today, I believe, 
we would much more expect a televised debate for a congressional seat that than a non­
broadcast debate in a "traditional" public space. If we don't grant the highest 
constitutional protection to political speech broadcast on our public airways through the 
auspices of a governmental agency, I fear for the protection of all speech. 

The dissent took a step back from forum classification suggesting a more general 
issue, "whether AETC defined the contours of the debate forum with sufficient specificity 
to justify the exclusion of a ballot--qualified candidate.'o69 Although the dissent seemed 
unhappy with forum analysis, 70 it did suggest that televised political debates are most like 
parade permits.11 That would seem to imply limited-public forum analysis as with 
Ward.71 

C. Public and Private Media 

If it is all television, broadcast in the same way, why shouldn't public and private 
television be judged by the same standards?73 Isn't this case best understood as one of 
applying journalistic standards74 protected by the media's First Amendment freedom of 
speech?n 

The Eighth Circuit did make a distinction between private and public television. 
Constitutional protection is not available unless there is state action. "[A] crucial fact 
here is that the people making this judgment were not ordinary journalists: they were 
employees of the government. The First Amendment exists to protect individuals, not 
govemment."76 "A journalist employed by the government is still a government 
employee.'.n And, as the Forbes's brief argues, ''if the broadcasters are state actors, the 
First Amendment precludes them from having unfettered journalistic discretion. "78 

The Supreme Court largely ignored this distinction, treating all broadcasters, 
public and private, alike." By blurring such a distinction, the Court ignored the primacy 
of the Constitution. 80 Apparently it feared the slippery slope argument of unbridled 
speech, for it seemed unable to distinguish debate between political candidates from other 
forms ofspeech.81 
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The dissent expressed concern protection of public television presented "the risk 
of government censorship and propaganda in a way that protection of privately owned 

broadcasters does not:"1 

D. Speaker Selection 

If speaker selection is restricted by the Constitution, what are the rules? How do 

public media decide who has a right to speak: when? 

I. Traditional Candidate Test 

How important is our traditional two-party political system in this case? Should 
the candidates of the Democratic and Republican parties automatically participate in 
candidate debates and not others? After all, what chance do they have to win? u Or, as 
Perot '96 argued, is it true that "The whole point of a political campaign period is ~ 
allow candidates - through popular appeals, organizing, and debates - to change pubhc 
opinion", not "self·petpetuating rule by Republicans and Democr~_s''?84 The diss~t 
found value in diversity of opinion quoting an earlier case that "political figures outstde 
the two major parties have been fertile sources of new ideas and new programs; many of 
their challenges to the status quo have in time made their was into the political 

mainstream ... as 

2. Good Faith Test 

Good faith has played a role in other constitutional law cases.'
6 

Should we rely on 
the good faith of the editor to determine our freedom of speech? The Court of Appeals 
argued that the good faith of the AETC is not sufficient." The question should not be one 

of faith, but of action. 

3. Content-Based Test 

Alternatively, should we use the Turner Broadcasting content-based. test, that is, 
content~based selection is unconstitutional, but selection on other grounds may not be? 
AETC agrees that "viewpoint discrimination" is unconstitutional

88 
and there was no 

smoking gun in evidence rejecting Forbes because of his ~ews,. bn~ bo~ do we 
distinguish between keeping candidates out of a debate and keepmg mmonty '?ews from 
being heard?'~ How do we know whether candidate selection for a debate IS content· 
based? This standard seems far to vague for even the Supreme Court to consider. 

4. Rational Basis Test 

We are left with a rational basis test as our final altemative. But if a rational basis 
test is used, on what basis can a rational decision be made? AETC's counsel argued for a 
test of whether a candidate was "newsworthy'' enough to "best serve the interests of its 
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-
viewers.'si() The AETC also argued for the "political viability" test. But the AETC seems 
to have really used the traditional candidate approach because it staged entire debates 
betw~ majority candi~~s eve~ when the outcome of the election was hardly in 
doubt. P~aps ~e tnajonty parties should not be so sanguine about the results of this 
case for then c~~da!e may not alway~ be politically viable. The Court of Appeals 
argued th~t a declSlon m favor of Forbes IS correct even if we assume the continuation of 
a predommantly two~party system. ..If Mr. Forbes can be excluded today a Republican 
or Democrat who is believed to have no chance of success could' be excluded 
tomorrow.'~ "Political viability is a tricky concept. We should leave it to the voters at 
the polls, and to. the p~f~ional judgment of nongovernmental joumalists."93 

Furth:rmore, the EL~th CircUit observed that Ralph Forbes had, in fact, earned a 
plurality of the votes tn the 1990 Arkansas Republican primary for lieutenant governor.94 

. .The Eighth Circuit said that "The question of political viability is, indeed so 
subjective, ~ arguable, so sus~eptible of variation in individual opinion, as to provide no 
secure bas1s for the exerc1se of governmental power consistent witlt the First 
Amendment.''95 

. B.o~ the. m~~ority and the dissent in this case apparently felt that the rational 
bas1s/~olibcal VIabt.hty. test is the appropriate test. Where they differed, is in their 
analysts of the application of the test; that is, whether, in this case, an objective standard 
was used by AETC staff.96 

As characterized by Justice Stevens the AETC decision was 
an "entirely subjective, ad hoc [judgmentJ,'>97 whereas what w~ required was "narrow 
objective, and definite standards.'>98 ' 

E. Competing Freedom of Speech Claims 

An~ther argument raised here against Forbes is that of competing freedom of 
speech chums.. If one speaker gets more freedom of speech, another speaker necessarily 
gets less. And 1f there are too speakers no one has an opportunity to engage in meaningful 
speech. In other words, does granting freedom of speech to all deny freedom of speech to 
aU? 

~TC cl~ed that its decis~on. to exclude Forbes resulted in more speech for the 
o~y c.an~?ates Wlth a c~ance ofwmrung.99 A13 argued by its counse~ Richard Marks in 
his b~~f, If every ~dtdate bad a constitutional right to a,Ppear in a debate on public 
teleVIsiOn, then public broadcasters would be flooded with requests for access".1oo The 
result would be a "cacophony" and no voice would be clearly heard. 

The ~ighth <:ircuit did not absolutely protect the right of minority candidates to 
be heard, but It questioned the exclusion of a candidate on the grounds used.1°1 Forbes's 
c~unsel. ass~ that the "effect of AETC's approach is to exclude minority voices and 
v1ewpo~ts . It ar~ed for many voices quoting Judge Learned Hand that "right 
concl~tons are m~e. likely to be gathered out of a multitude of tongues, than through 
any kind of authontative selection. ••101 
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The Supreme Court, concerned at the number of candidates on some ballots, was 
persuaded by AETC argument, even adopting the "cacophony" argurnent.104 In fact, the 
court took it even a step further presenting the specter of absolute silence if the public 
broadcaster chose that a debate wasn't worth the bother.10s 

I believe that at best this is an example of an easy case making bad law. The 
perceived evil, too little speech for some, usually the majority candidates, gives more 
value to the speech of some candidates than other candidates. Perhaps \Ulequal valuation 
of speech makes sense in some cases, to enable the voter to make a decision based oo the 
speech of a limited number of candidates. 1~6 And I believe that the fear of dead air 
because of too many candidates is a bogey man. Even if this might happen in some case, 
this is not the feared hard case. There were only three candidates on the ballot for this 
office and televised debates of three candidates have been held for three presidential 
candidates107 and for many more candidates in presidential primaries.108 

The court's concerns as to having toe> many speakers in a debate in which no one 
is really heard could be answered either by the dissent's argument that objective 
standards simply be established in advance of the selection of debate participants. In 
practice, this anticipated problem would probably be resolved through legislation making 
access to the ballot increasingly difficult. That raises its own constitutional issues, but 
they have apparently been resolved. 

Such an interpretation would preserve principle that not everyone has access to 
public media.1cw It might also result in movement to further limit access to the ballot by 
increasing the signature requirements for candidacy on the ballot. But decisions on those 
potential cases will be left to another day. 

Does the broadcaster have freedom of speech claims as well? The court asserted 
that "[wJhen a public broadcaster exercises editorial discretion in the selection and 
presentation of its programming, it engages in speech activity''110 wbich apparently is 
seen as at least as deserving of First Amendment protection as the political speech of a 
candidates' debate.m The court's starting point is one of lack of access to the public 
press. "[I]n most cases, the First Amendment of its own force does not compel public 
broadcasters to allow third parties access to their programming."112 Candidate debates are 
then presented as "the narrow exception to the rule" that "public broadcasting as a general 
matter does not lend itself to scrutiny under the forum doctrine."113 At first it seems 
pretty innocuous - at least debates get some scrutiny. However, by putting debates in the 
category of the exception to the rule, Forbes had to play catch~up to prove his exceptional 
s~tus, rather than having burden on AETC justifY its limitation of speech. 

The dissent also accepts broad journalistic discretion, just not quite as broad as the 
majority. Its primary concern is that here there is "nearly limitless discretion.''114 It 
appears that just a little less discretion would have been fine. 
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The court, by finding freedom of speech claims for majority candidates and 
broadcasters denied freedom of speech to the only two parties who really needed it, 
Forbes and the voters. 

F. Effects of Decision 

What does the Supreme Court decision mean for political debates on public 
television?115 Perhaps it does mean that public television would be more likely to sponsor 
political debates.116 They'll certainly be able to ignore marginal candidates such as 
Forbes. They will avoid the fear that if the Court of Appeals ruling had been followed, it 
might have been extended to public television news programs.111 The concern of the 
Supreme Court seems to have been that to ~gnize a constitutionally protected right to 
freedom of speech by minority party candidates is to embark on a slippery slope that may 
have repercussions far beyond candidate debates. m 

If the court had kept its eyes on the ball and decided the case before it on its 
merits, rather than being distracted by possible ramifications of its decision, it would have 
done a better job. A judicially acceptable selection standard could have been used to 
choose participating candidates. Or public television might restrict itself to covering 
"bona fide news events,''119 perhaps including broadcasts of privately sponsored political 
debates.120 

VI. Conclusion 

The United States Supreme Court decision was not a foregone conclusion. As 
Justice Kennedy stated in his opinion, the court granted a writ of certiorari for this case:, 
not only because of its constitutional and practical significance, but also because of a split 
in the Circuit Courts of Appeal. The Eleventh Circuit bad decided for a public television 
commission, the Georgia Public Telecommunications Comm.ission121 on similar facts. 

This decision does danger to the fabric of constitutional law in general and the 
First Amendment in particular. As discussed above, it blurs the line between public and 
private action, as the dissent notes122 and cheapens the value of freedom of speech by 
deciding that everyone has it, but the more powerful just have more ofit. 

But the most disappointing aspect of this case is the dissenting opinion. Even if 
the dissenting opinion121 had been adopted by the majority of the court, the impact of this 
case on constitutional law would not have been significantly different. The dissenters 
disagreed more on the application of the constitutional principles124 than on what the 
basic appropriate principles are.m The result of this particular case would have been 
different, but the bar of constitutional judicial review would have been set only a little bit 
higher. 12~ 

The dissent here accepts that the forum is non-public and apparently uses the 
weakest form of judicial review available in these cases, the rational basis test Their 
question is more of whether the standards that would have been applied to a private 
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television station have been met, rather th h 
stations governed by the United States Co anti.tuw. etberh the standards for public television 

ns non s ould be stronger.~•' 

This short · · 
commg IS most apparent in Ju.stice Ste¥ ' . 

Appe~s opinion. Whereas RichardS. Amold, Chief Jud ens s Dllsq~oting o.fth~ Court of 
sweepmg statement rejecting a ''political viab T , ge of th~ E1.ghtb Ctreutt, rnade a 
Amendment, t2a Justice Stevens referred to th 1 Ity test as consntutJonal under the First 
appraisal of 'political viability n•t29 Thi e ~tatement as referring only to "the staff's 
e · al f . . · s IDJsuse of Judge Arnold' · . . 
qwv ent o plagtansm in that both involve fal . . s opm10n ts the 

Judge Arnold's words and Justice St , se _attnbu_ttons. The distinction between 
testing each individual candidate wb~v: s w~rds IS cmcial. It is the difference between 
under the relevant legislation ofth . l'ti ~uali~ed for~ ~lace on the election day ballot 
a test completely. The dissent sa;yp~pltecd fiurutht for polttical viability and rejecting such 

, • or e case--by-case approach. 1.30 

What is perhaps most strange is that aft . . . 
governing political debates sponsored by p . ~ b : this deCISIOn, federal legislation 
candidate's freedom of speech better tb ~v~· ro casters may well protect a minority 

is receiving super-constitutional rights~y ~egi~t :m~ent. If this meant that speech 
seems to me that, instead, the protection a£fo s a on, . t would be one thing, but it 
weakening. rded agamst governmental restrictions is 

If I atn right, then the tide of constituti a1 . 
curiously turned, with the protection of co on p~tection of freedom of speech bas 
protection of political speech weakenin W nunerct~ speech strengthening and the 
ourselves as a capitalist economy rather~ edmust be_ careful ~ot to Primarily identify 

a emocratic republic. 

. . As time passes, the wisdom of Justice B b 
sunplification of the analysis of freed f renruut ec~mes more and more clear. A 
censorship, would clarifY rights and d ti?m . 

0 
speech, stnctly scrutinizing government 

f · . u: es m a way that would p th · 
o c~nstitutiOnal protection, especial! of oli . ~erve e unportance 
clasSification followed by various r:.nns Pof ~ ~peec~ and avotd complicated forum 
seems detennined to at least pay lip service ~ th ctal reVtc~. But the Supreme Court 
approach. In practice, it seems to have signifi ~ P7[e:uation the forum categorization 
labeled traditionally public, and thereb . c~ y nut~d .th~se forums which may be 

Y penrutte further limitations on political speech. 

The First Amendment is there to prot«t th fi; ed 
.freedom needs protecting. Candidates whose li .e e . o~ of. speech of those whose 
protection. The media, public and private ·~r~ tical vrabtlity IS not in doubt need no 
the ":'or~s of those whose voices are lik;I~o o~:::,er to broadcast their words. It is 
consntution. Political debate is how ideas se go ~eard that concern the 
fullest and most urgent a 1i . . are tested. The Fust Amendment "has its 
office."tJt It is .fundament~pfo~!': precrsel~ to the con~uct of campaigns for political 

· . ocracy. J.O exclude mmority dida 
are nunonty candidates, is to silence the vo. can tes because they 
perhaps most need to, hear. tees of those we are least likely to, and 
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ENDNOTES 

1 "A state-owned broadcaster need not plan, sponsor, and conduct political debates . . .. " 
Arkansas Educ. Television Comm'n v. Forbes, 118 S. Ct. 1633, 1998 U.S. LEXIS 3102, 
*42 (1998) (Stevens, J., dissenting). 

2 When debates do not take place, for example in the 1994 New York State gubernatorial 
election between Mario Cuomo and George Pataki, people notice. No debate occurred 
because the Democratic incumbent, Mario Cuomo, insisted on allowing all candidates to 
participate, while the Republican candidate, George Pataki, insisted on a one-on-one 
debate. "Well hell, maybe we can get the wives to debate. Our election campaign, 
already close and nasty, is now officially wallowing in foolishness and dreck. We have 
two candidates who are afraid to stand up in the same room and face each other. As a 
result, the first gubernatorial debate takes place upstate tonight, featuring Mario Cuomo 
and four complete strangers. The whole thing is being televised on C-Span, so the entire 
nation can witness our humiliation. Candidates in every other state in the nation have no 
problem getting together for debates, people. There are states where the gubernatorial 
candidates have already faced off four, six, 10 times." Gail Collins, NEWSDAY, Oct. 14, 
1994. 

3 Such as the League of Women Voters. 

4 Debates for federal office are governed, for example, by 47 U.S.C. Section 315. 
Stations or networks must conform to the Federal Communication Commission's equal 
time provisions. 

5 The Constitution is applicable to state and local public television through interpretation 
of the Fourteenth Amendment's due process clause. U.S. CONST. Amend. XIV. West 
Va. State Bd. ofEduc. V. Barnette, 319 U.S. 624 (1943). 

6 The Third District, President Clinton's district. Apparently, Ralph Forbes is running for 
the same seat again this year, 1998. Elizabeth McFarland and Doug Thompson, Lincoln, 
Boozman about even in cash on hand, The ARKANSAS DEMOCRAT-GAZETTE, July 16, 
1998, at?. 

7 There was a debate on 22 October 1992 for the House of Representatives seat for which 
Forbes was a candidate. 

8 AETC decisions were made by its executive director, Susan Howarth, whose editorial 
judgment is statutorily independent from AETC's eight commissioners appointed by the 
governor of Arkansas. 
9 Forbes v. Arkansas Educ. Television Comm'n. 93 F.3d 497, 500 (8th Cir. 1996). 

10 The Republican, Tim Hutchinson. won over the Democrat, John Van Winkle. 
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COMMERCE VIA THE INTERNET: THE FUTURE OF DOING BUSINESS 

by 

Reginia Judge • 

I. Introduction 

The Internet has revolutionized the way business is conducted, and therefore it 
has become an invaluable tool of commerce. It provides for the convenience of 
purchasing goods at home and, therefore, allows customers to save valuable time and 
money. Consumers can easily bid on merchandise through on-line auctions, perform 
price comparisons, and even print postage. They also have the ability to engage in 
financial transactions and trade stock. Because of the World Wide Web, merchants 
have been able to establish business without storefronts and service customers 
throughout the country and around the world. 58 million people in the United States 
and Canada used the Internet in 1997, a 14% increase from 1996.1 Ten million of 
those users purchased goods and services on-line.2 Retailers, such as Amazon.com, 
reported revenues at an estimated 1.4 billion dollars in 1999 from business-to­
consumer sales. 

3 
According to a recent report prepared by Penn State's Smeal College 

of Business Administration, U.S. Business-to-Business sales on the Internet are 
expected to reach $183 billion dollars in 2001.4 This lucrative method of commerce 
has allowed business organizations to reap overwhelming profits. 

Although many consumers are utilizing the Internet to make purchases and 
obtain information, there are still skeptics who have not ventured into cyberspace to 
take advantage of the services available. Often, concerns are focused on the 
protection of the right of privacy. 5 A 1998 poll published in Business Week 
indicated that 61% of those who do not use the Internet would be more likely to do so 
if they thought their personal information would be protected. 6 This article shall 
address the issues raised by the advent of electronic commerce such as privacy, 
security and consumer confidence. Also discussed will be the safeguards that can be 
utilized to address these concerns. 

II. CONSUMER CONCERNS 

A. CONFIDENTIALITY & SECURITY 

The protection of ones privacy is a priority to those ·persons purchasing goods 
via the Net. The fear of transacting business over the Internet stems from the concern 
over the use and distribution of personal information that is often required to utilize 
some web sites. Moreover, the threat of security breaks when banking transactions 
and purchases are conducted electronically fosters the need for privacy. 7 Many 

• Assistant Professor of Legal Studies, Montclair State University, Montclair, New Jersey 
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people are reluctant to use this form of commerce because of the belief that 
unauthorized persons maybe able to invade computer systems and obtain personal 
information. 8 89% of those questioned in one survey indicated their concern 
regarding privacy when conducting financial transactions. 9 To address this concern 
many web sites utilize encryption algorithms, which transform data into unreadable 
codes that require a decryption key in order to decipher the data. Thus the information 
is available only to those for whom it was intended. 10 Although technology is such 
that payments can be made through state-of-the art encryption algorithms, the 
confidentiality and security of systems utilized for e-commerce remains an issue. 
Despite sophisticated security measures, computer security breaches resulted in the 
theft of an estimated $300 million from U.S. banks in a two month time period in 
1995.ll 

Internet users are also concerned that their use of the World Wide Web will 
result in the dissemination of their personal information. Many web sites require 
users to register or submit information such as name, age, street address and e-mail 
address before web site information may be viewed. The fear over the use of personal 
data prevented 70% of those polled by a Boston Consulting Group from registering at 
web sites. 12 An overwhelming number of consumers are more concerned about 
providing information over the Internet than over the phone or through the mai1.13 

Finally, consumers don't want to be disturbed by the unsolicited e-mail or spam that 
is received as a result of registering or simple utilizing some sites. 

B. FRAUD AND FALSE ADVERTISING 

The level of consumer activity conducted on the Internet carries along with it the 
potential for extensive fraud and other crimes to occur. Internet crimes can be 
grouped into three categories: 1) computer crimes, 2) fraud, and 3) noncomputer 
crimes. 14 Fraud, or fraud in fact, is defined as concealing something and making false 
representations with an evil intent that causes injury to another. 15 Internet fraud 
usually involves stealing credit card numbers or transferring funds from an 
individual's account to the intruder's account. 16 One case that illustrates the use of the 
Internet to perpetrate false advertising and fraud is People by Vacco v. Lipsitz, 663 
N.Y.S.2d 468 (1997). Defendant, Kenneth Lipsitz, using an array of unregistered 
business names such as Collegetown Magazine Subscription Service and Krazy 
Kevin's Magazine Club, sold magazine subscriptions via the Internet. The Defendant 
utilized an advertising campaign whereby he distributed unsolicited e-mail he created 
from fictitious customers that sang the praises of his services and unbeatable prices. 
The e-mail was sent to particular discussion groups or listservs. Armed with 
complaints of dozens of in and out of state customers, Dennis Vacca, the Attorney 
General for the State of New York, brought suit against Lipsitz for consumer fraud 
and engaging in deceptive and false practices via the World Wide Web. The State 
was able to obtain injunctive relief, restitution, as well as the leveling of monetary 
penalties against the Defendant for his actions. 
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Fraud creat~s conc~rn over the reliability of many web sites, particularly with 
resp~ct to on-l.me aucttons. The National Consumer League reported that online 
aucti~~ complamts rep~esented nearly 90% of all calls related to Internet commerce in 
1999 .. Thes~ compl~ts centered on customers not receiving what they bid on, or if 
they did receive the Item purchased, it was damaged beyond use. In an effort t 
lessen these occurrences~ some auction sites are performing comprehensive checks 0~ selle~. Mofr~ove:, the. Sit~~ are requiring that the sellers provide credit card numbers 
as a 10rm o Identification. 

III. INTERNET CRIMES AND INFORMATION INVASION 

Co~puter criminals include those who create and spread viruses and hackers 
H~~ers divide themselves into two groups: 1) those with no intent to do crimina.i 
actiVIty, and 2) those who intend to engage in criminal acts 19 Th al 
compute arti h . ere are so 
. : scam sts w o establish phony web sites and fraudulently obtain 
informati~n an~ money.

20 
All of these individuals however, have the same purpose 

!o cause. disruptions that result in a loss of time and money. Great expense is incurred 
m undomg the ~age thes~ criminals create. In addition, thousands of dollars and 
hours. are spent m configurmg software and developing sophisticated firewalls and 
secunty patches to deter criminal activity. 

inti ~other type ~f computer p?vacy invasion involves the selling of personal 
ormation ~fa web Site user to a third party. The practice of selling information has 

?een a lu~rative sourc~ of revenue for quite some time. Some states have even been 
m~olved m ~e ?rac~Ice of selling the public, albeit personal, information, of its 
restdents. Illmois rmses $10 million annually from the sale of public records. 21 The 
advent of the Internet has added another dimension to this type f b · 
Informaf th · · th o usmess. 

. ton ga. ermg VIa e Net occurs when a web site forces a consumer to 
reg1~ter or proVIde personal information in order to utilize the site or as the result of 
m~g a purchase. After the information is provided, it is sold to a third party 
wt~out the ~onsumer's knowledge. In turn, consumers are placed on mailing list and 
recetve a vanety of advertisements. 

.Another. method of information gathering utilizes computer systems to gain 
market~g details about consumers without their knowledge or consent. 22 Thi 
me~od IS referred to as a "cookie." Cookies collect information as a user utilizes : 
specific browser and feeds information back to the web server "A web s·t d 

k" th , . · I e sen s a 
c.oo Ie to e users computer, where tt serves as a digital tag that notifies the site each 
~e the use~ enters. This information can be used to collect information about an on­
~m~ ~hopp~bs preferences so electronic marketers can target their offering to that 
~d~v~dual. . Mar~eting c~mpanies contend that this action does not violate 
mdiVIdual pnvacy smce the information collected does not personally identify the 
user .but rather the hardware or software utilized.24 "Whether Internet users must be 
spe.ctfical!y ask~~ .for thei~ consent for the appropriation of information regardin 
theu on-line activities remams a continual privacy issue".2s g 
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Internet privacy invasion is a growing concern of many Internet users .. A 
National Consumer League survey indicated that 41% feared that when _making 
purchases via the net, their credit card numbers coul16 be ~tolen dw:mg ~e 
transmission of the card number to the intended merchant. '!ffis type ?f ~~asto~ 
leads to the fear of identity theft. This crime involves the stealing o~ an mdiv1d~ s 
identity after gaining access to vital information. The impersona~or 1s able to o_btam 

d
.t ards and bank loans as well as purchase clothing, automobtles and other 1tems 

ere 1 c ' · eli "dual · th thi f 
either in person or via the web. An even greater threat to the m Vl ~s e e s 
ability to withdraw funds from the victim's bank account when armed Wlth an ATM 

card and PIN number. 

VI. SOLUTIONS 

Electronic businesses have a vested interest in creating and fostering 
consumer safeguards since failure to do could cripple their ability to c~nduct 
transactions through the Internet. It therefore behooves ~ese comp~es to 
voluntarily assist in creating as safe an atmosphere as posstble. Precautionary 
measures could include the initiation of codes of ~o~duct. Such codes would 
discourage certain behaviors while assisting in estabhshing l~gal stan~ds of c~e. 
This solution has been voluntarily undertaken by some web sttes both m and outstde 

of the United states. 

A. GLOBAL INITIATIVES 

In an effort to promote greater consumer protection, representatives from 29 
countries including the United States, France, Belgium, Germany and Japan, 
attended 'the Organization for Economic Co-Operation and Developme~t (OE~D) 
Ministerial Conference in Ottawa, Canada in October 199~. The Of:CD ts _a vehicle 
through which its members discuss and develop econoffilc and s~c1~ pohcy. The 
Ottawa Conference endorsed the Declaration on Consumer Protect10n ~ the C?ntext 
of Electronic Commerce?' This Declaration expresses the members comffiltrnent 

toward protecting electronic transactions by: 

1) reviewing and adapting laws and practices if necessary to ~dress 
the special circumstances of electronic commerce; 2) supportmg and 
encouraging the development of effective market-driven self 
regulatory mechanisms that include inp';lt from co~umer 
representatives, and contain specific, ~ubstantive rules for_ dispute 
resolution and compliance mechantsms; 3) encouragmg ~e 
development of technology as a tool to pr?~ct cons~ers; 4) taking 
steps to educate users, foster informed declSlon-~aking ?Y cons~ers 
participating in electronic commerce, and mcreasmg_ busme~s 
awareness of the consumer protection framework that_ ap~l~es to then 
on-line activities; and 5) increasing awareness among JUdt~tal an~ law 
enforcement officials of the need for effective mternattonal 
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cooperation to protect consumers and combat cross-border fraudulent, 
misleading, and unfair commercial conduct.28 

More recently, the OECD held its first International Conference and Knowledge 
Fair form June 26- 28, 2000 in Paris, France. One of the issues discussed at the 
fair included the effectiveness of mechanisms for protecting consumer interests, 
privacy and personal data. 29 

B. U.S. COMMON &FEDERAL STATUTORY LAW 

A limited number of common law torts protect individuals against certain 
privacy invasions. One in particular, the unreasonable intrusion tort,30 may serve to 
offer consumers remedies in instances where they feel that their privacy has been 
invaded by online collection of personal data.31 "The plaintiff must prove that the 
defendant intentionally intruded, physically or otherwise, upon the solitude or 
seclusion of another or his private affairs or concerns and that that intrusion was 
highly offensive to the reasonable person" .32 This tort could seemingly apply in 
circumstances where information providers collect personal information without 
advising the consumer of their collection procedures. One question that must be 
answered, however, is whether or not the Internet could be considered a private place 
where consumers' expectations of privacy are reasonable.33 

Congress enacted the Electronic Communications Privacy Act (ECPA) in 
1986.34 It mandates the issuance of court orders for government action that includes 
wiretapping and other intrusions that seek to obtain computer data transmissions such 
as voice mail and e-mail. With the growth of electronic commerce, this statute also 
serves to prohibit Internet service providers from disclosing the contents of such 
stored communications except in limited circumstances.35 Such situations include 
disclosures that are authorized by either sender or receiver of the message, those that 
are necessary for the effective retention of the service or system, and those that 
pertain to the commission of a crime to law enforcement.36 The ECPA's ability to 
curtail the disclosure of personal information to government is effective, however its 
mandates do not cover private individuals. 

The Federal Trade Commission Acf7 further protects consumers against 
unfair and deceptive collection and dissemination of personal data. The FTC did so 
in In re GeoCities, Inc., No. C-3849 (FTC Feb. 5, 1999) by alleging that GeoCities 
falsely represented that the mandatory information provided by its members would 
not be released to third parties without permission. 38 The consent agreement entered 
by GeoCities helped establish some of the key elements of fair information practices 
that include in part: 1) notice of the site's privacy practices; 2) consumer choice 
regarding the use of information collected and 3) consumer access to correct or 
remove personal information. 39 

The Children's Online Privacy Protection Act40 is a statute that seeks to 
protect the privacy of children as related to the Internet. Among other things, this 
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statute requires that operators of web sites directed toward children under 13 who 
knowing collect personal information from children provide parents with notice of the 
web site's information practices, acquire parental consent for the collection, use and 
disclosure of personal information from children, and provide the ability for parents 
to review the information collected on their child.41 

In an effort to regulate computer crime, Congress enacted the Computer Fraud 
and Abuse Act in 1984.42 At its inception, this legislation was directed toward 
Internet crimes related to defense and foreign relations information, obtaining 
financial records from reporting agencies and conduct that affected government use 
of a computer.43 The 1986 and 1988 amendments have broadened it to include and 
financial institutions other then those issuing credit cards and the trafficking of 

44 . 
computer passwords. One of the changes presented in the 1994 amendment created 
two offenses based on intent; intentional and reckless acts.45 

Other statutes that can provide some protection to consumers include the Fair 
Credit Reporting Act,46 and the Truth in Lending Act. 48 The Fair Credit Reporting 
imposes liability on companies that report incorrect information to credit reporting 
agencies. 47 The Truth in Lending Act limits a consumer's loss when a credit card is 
used without authorization.49 Both these actions can take place via the Internet. 

In an effort to protect consumer's privacy rights and address their concerns the 
Federal Trade Commission (FTC) held hearings in November 1995 that focused on 
globalization and technical innovations for consumer protection issues. The FTC 
articulated its goals as: "(1) to identify potential consumer protection issues related to 
online marketing and commercial transactions; (2) to provide a public forum for the 
exchange of ideas and presentation of research and technology; and (3) to encourage 
effective self-regulation. 50 In 1996, the FTC continued its exploration of this topic by 
conducting workshops that examined web site collection and disclosure practices of 
consumer's personal information."51 By July 1998 the FTC issued its final 
recommendations to Congress on the issue of privacy protection for consumers 
purchasing merchandise from U.S. web sites. It promulgated and endorsed a 
legislative model that would be ratified should the Internet industry fail to implement 
self-regulation. Its recommendations called for: (1) the requirement that web sites 
provide consumers notice of their information practices; (2) the mandate that sites be 
required to offer consumers choices as to how that information is used beyond the sue 
for which the information is provided; (3) that sites would be required to offer 
consumers reasonable access to that information and an opportunity to correct 
inaccuracies; and (4) the mandate that sites be required to take reasonable steps to 
protect the security and integrity of that information. 52 

C. CONCLUSION 

Companies endeavoring to promote products and services are opening World 
Wide Web sites. 53 Conducting business via the Internet is so attractive because it 
allows consumers the ease of doing so quickly and effortlessly. Over 100 million 
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people have access to the Internet Annual consum al 
fr · · er s es are expected to sore 
o~ ~pprmamately $15 billion in 1999 to $184 billion in 2004 ~ H 

statistics do not account for those millions of dollars that would. ha obwever, these 
but for customer security Th ve een spent 
cause for stiffer security ~~=~:~d ~:~~:!!~tez~ use ~s ~culreru:ing, rais~s 
place that assists in creatin . · oug sttp ations are m 
bottom r . g greater secunty, there is room for improvement The 

add thiu~e ts consumer trust. In order to on-line merchants to thrive they m. ust 
ress s concern. • 
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CLONING HUMANS: LEGAL AND ETiflCAL CONSIDERATIONS 

by 

Peter M. Edelstein • 

I. Introduction 

New York Times, March 14, 2000: "President Clinton and Prime Minister Tony Blair 
of Britain said ... that the sequence of the human genome should be made freely 
available to all researchers. The statement led to a sharp sell-off in the stocks of 
biotechnology companies, which hope to profit by creating drugs based on genetic 
data."1 

The charitable motives of the two world leaders notwithstanding, the dramatically 
negative market reaction to that announcement evidenced the public's serious commer~ial 
interest in biotech research. While gene mapping is the latest biotech advance to rece1ve 
popular attention, just three years ago sci-fi became reality when a mammal was successfully 
cloned using an asexual reproductive technique. 2 The mapping of the human. g~nome 
portends a future in which now common diseases rna~ be ~ffectivel! managed or eliminated; 
a future in which parents may be assured that therr children wtll be "?m h~thy. The 
possibility of human cloning heralds a future tha\ some would co~tder nm:aculo~sly 
wonderful and others would consider Frankensteinian. The legal and ethical cons1derat1ons 
associated with the "new biology" represented by recent scientific advances will have to be 
addressed as society adjusts to what was, up to now, futuristic. 

The modem era of biotechnology, and the accompanying public anxiety about the 
possibility of cloning humans, began on February 22, 1997, when the world learned that Ian 
Wilmut and his team at the Roslin Institute in Scotland had successfully cloned4 a sheep 
(named "Dolly"') by the use of a new technique known as somatic .cell nuclear transfer 
("SCNT').6 This process is an extension ofr~ch that had b~n ongomg for over 40 years 
using nuclei derived from non-human embryoruc and fetal cells. In the Dolly case, cells from 
an adult ewe were starved of nutrition to arrest development and to restore them to a 
''totipotent"state1 (having potential to develop in specialized ways~. The nucle~ of these cells 
were then transplanted into sheep "oocytes" (immature eggs) to which an electnc current was 
applied.9 When the egg divided and became an embryo it was implanted in a surro~ate mother 
sheep. The result was a "delayed genetic twin" of the original adult ewe from which the cells 
were taken. 10 

II. Cloning of Humans Determined to be Immoral 

Almost immediately after the Dolly cloning announcement, President Clinton declared 

"professor ofLaw, Pace University, Lubin School ofBusiness, Pleasantville, New York 
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that no federal moneys would. be spent to fund cloning experiments involving humans. 11 He 
!,hen r~u~st~~ that the N~tton~ ~ioethics Advisory Commission (the "NBAC," or the 
Co~ss10n ) ~epo~ to him wtthin 90 days on legal and ethical issues involved in cloning 

techniques an.d poss1ble Federal actio.ns to p~event its abuse"12 The President requested, 
~er, that pnvate.researchers v~luntanly refram from human cloning research, stating that 
people should res1st the temptatiOn to replicate themselves. "13 

. Its miss~on .thus p~e.sented, !he National Bioethics Advisory Commission undertook 
to revtew the. setentific, relig.ous, ethical and legal issues raised by the possibility that humans 
could be replicated: The result of~e NBAC effort, entitled "Cloning Human Beings, Report 
and Recommendations of the Nattonal Bioethics Advisory Commission, Rockville Maryland 
June 1997" (the ''NBAC Report" or the "Report") was transmitted to the Presldent unde; 
cove: letter dated J~ne 9, ~997. The NBAC Report, which is surprisingly readable for such 
~ ~etghty and technical subject, concludes and recommends, inter alia, that" ... at this time 
tt .~s.morally.unacceptable for anyone in the public or private sector, whether in a research or 
clinical settmg, to attempt to create a child using somatic cell nuclear transfer cloning. 14 

. The finding that human cloning is "morally unacceptable" was substantially based on 
the belief that the SCNT technique "[a]t present" .. . involves "unacceptable risk,"15 and that 
to _att~mpt to create a child using the SCNT method would violate important ethical 
obligations due to unacceptable risks to the fetus and/or potential child. 16 

The Commission, in its Report, made several recommendations: 

A continuation of the ban on federal funding in support of any attempt to 
create a child by SCNT. 17 

• 

• 

• 

• 

• 

An immediate request to all non-federally funded researchers to 
comply voluntarily with the intent of the federal ban and that 
professional ~d scientific societies should make clear that any attempt 
to create ~ child by SCNT would be an irresponsible, unethical, and 
unprofessional act. 11 

F~erall~on should be enacted to prohibit such human cloning . 
which leg~slabon should be reviewed after a three to five year period. 19 

Any regulations or legislation should be carefully written so as not to 
interfere with other important areas of scientific research. 20 

If a legislative ban is not enacted, or if a legislative ban is ever lifted 
clinical use of SCNT techniques should be preceded by research trial~ 
that are governed by independent review and informed consent. 21 

The U.S. government should cooperate with other nations and 
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• 

• 

international organizations to enforce any common aspects of their 

policies.22 

Different ethical and religious perspectives and traditions are divided 
on many of the important moral issues that surround any attempt to 
create a child using SCNT techniques. Therefore, the federal 
government and all interested parties should encourage widespread 
and continuing deliberation of these issues in order to further 
understand the ethical and social implications of this technology and 
to enable society to produce appropriate long-term policies.

23 

Because scientific knowledge is essential for all citizens to participate 
in a full and informed fashion in governance, federal departments and 
agencies concerned with science should cooperate in seeking out and 
supporting opportunities to provide information and education to the 
public in the area of genetics, and on other developments in the 
biomedical sciences, especially where these affect important cultural 

practices, values and beliefs.
24 

In the year 2000, we probably lack the perspective to appreciate the enormity of the 
significance of the discovery of the ability to clone mammals. But the immediate reaction to 
the possibility of human cloning was neither subtle nor positive. Polls of public opinion 
evidenced widespread disapproval of the idea of cloning humans.

25 
Worldwide health 

organizations expressed their opposition to the concept?' Countries considered or enacted 
laws prohibiting cloning of humans?' Religious groups viewed the cloning of humans as a 
prohibited encroaclunent on the powers of the creator. 21 In anticipation of and in reaction to 
the NBAC report, no fewer than ten bills with the apparently main purpose of prohibiting the 

cloning of humans have been introduced in Congress.
29 

ill. The Human Genome Project 

A decade before the cloning ofDolly another groundbreaking biotech undertaking was 
beginning. In 1990, a consortium including the U.S. Department ofEnergy and the National 
Institute ofHealth formed the Human Genome Project.30 This public endeavor, funded by 
the U.S. Government (two-thirds} and a British charity, the Wellcome Trust (one-third), had 
the following projected goals: identify all the approximately 100,000 genes in the human 
DNA, determine the sequence of the 3 billion chemical bases that make up human DNA, store 
this information in databases, develop tools for data analysis, and address the ethical, legal and 
social issues that may arise from the project.31 Originally planned to span a period of 15 
years, rapid progress has resulted in the projected completion date being moved forward to 
2003 .32 The Human Genome Project, as a public effort, posts its results daily on its web 

site.33 

In true entrepreneurial spirit, several private companies including Cetera, 
34 

of 
Rockville, Maryland, have challenged not only the methodology of the Human Genome 
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Project but also the ownership of the intell al . . 
search to map the human genome lS The ;ctu property ?tscovered m connection with the 
is to focus on the genes themselv~ s rate~ of the pnvate genome research companies 
7, 2000, Celeral' announced that ~t a;!t~o:t~n patents on. as many as possible.36 On April 
the stock market rallied).3• P eted sequencmg the genes of one person (and 

The relatively contemporaneous phenomena f l . 
the human gene have bought mankind t bin ° c onmg mammals and sequencing of 
science. Biology is now poised to become~ no~ .g less than the threshold of a new era in 
of law. At the cusp of the new era, the ~or mfluence on the next step in the evolution 
research while private industry has pushed d~ . govlemment has put the brakes on cloning 

e acce erator on human genomic research. 

N. Is There a Legal Right to Clone Humans? 

It is not difficult to imagine societal benefi f . 
yield, healthier, more beneficial foods) or ev~~ 0 ~lant clo~g (t_o produce greater crop 
healthier food better lab animal animal clorung (mcreased food supply 

h ' s, a source of organs or parts for h ) Wh · ' 
to uman cloning, the perceived benefits ar diffi umans . en tt comes 
do so more tenuous. e more cult to evaluate and thus the need to 

Perhaps the purest, albeit amoral, ar ent . 
is that, pr~ly, we will be able to clone.~ere ~~~n~t~= cloning of humans 
current official U.S. position that such scien ifi . . . repugnance to the 
be a maverick scientist that will proceed wi~ ~:;'qutry sh~uld stmply stop. Surely there will 
any official proscription. 39 One must wond ;.~ clo::;ng for fame or profit regardless of 
scientifically productive) for our o er t wou not have been more prudent (and 
in the field of human cloning.40 g vernment to attempt to regulate, rather than ban research 

Proponents ofhuman cloning offer several t "alb 
its use as a treatment for infertility fpo entt enefits for the process including 
replacing a dead person Oppo t ' fahsource o ~rgan or tissue, 41 replicating a person, or 

· nen s o uman clorung raise · f b. . 
based in moral, ethical and religious gr d 42 h a vanety o o ~ections from those 
effect that legions of soldiers slaves oun s to t ose based on horrific fantasies to the 
b ' or superhumans will be created 43 E tuall h 
e called upon to determine if there is a right to clone humans. . ven y t e law will 

Those in favor of cloning humans tend t . 
method of technology-assisted reproduct' o cate~:e such cloning as merely another 
oversimplification by ignoring the vast diffi ton. b s ar~ent may be a gross 
techniques. Current reproduction technolo ~rencehi ~een ~lorung and ot~er reproductive 
insemination, in vitro fertilization, t adifgt~ w c are ~dely ~ccepted, ~p.clude artificial 
inseminated by a male to whom sh r to sun:ogacy (m which a female is artificially 
the female is impregnated by a =.~:s the child), non-tradition~ surrogacy (in which 
techniques (pre-fertilization, pre-im 1 tatiom she s~rrenders ~e child), and sex-selection 
accepted by society as just anothir ~rm ~f p~s~-~plantatton):

44 

If human cloning is 
established law concerning reproductive freedo:s;~regui~::~uction one can look to the 
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Case law offers no definitive holding as to the extent of individual freedom to, or the 
right of the government to interfere with, asexual reproduction. The Supreme Court of the 
United States has interpreted the Fourteenth Amendment's due process guarantee of 
"liberty',.., to include a right to privacy that includes individual autonomy46 and "fundamental 
values" have been protected by the Supreme Court in the areas of privacy, autonomy and 
family values. 47 

Washington v. Glucksberg, 48 a 1997 Supreme Court case, involved a state .st~tu~e 
providing that a person who knowingly causes or aids another person .to att~mpt ~U1c1de 1s 
guilty of a felony. The plaintiffs, (consisting of doctors ~ho treated t~rm1~y ill patients and 
individuals who were terminally ill), argued that the existence of a liberty mterest protected 
by the Fourteenth Amendment extended to the personal choice to commit physician-as~isted 
suicide. While finding that the right to commit suicide was not a fundamental liberty 
protected by the due process clause, the Court did state: 

" .. .in addition to the specific freedoms protected ~y the Bill of.Rights, the 'lit>c;~' 
specifically protected by the Due Process Clause mcludes the nght to marry ... , to 
have children50 

.... to direct the education and upbringing of one's children51 
.... to 

marital privacy'2. ... to use contraception53 
.... to bodily integrity'4 .... and to 

abortion" .... " 

One of the cases cited by the Supreme Court in Washington v. Glucksberg'6 was 
Skinner v. Oklahoma. ' 7 In that case the Supreme Court reviewed the right of the State of 
Oklahoma to sterilize habitual criminals. The Court held "we are dealing with legislation that 
involves the basic civil rights of man. Marriage and procreation are fundamental to the very 
existence and survival of the race."" On the one hand, the government's authority to interfere 
with procreative liberty has been limited by the Fourteenth Amendment "liberty" guar~tee59 

but, on the other, there is a reluctance to elevate personal autonomy to the level requtred to 
allow a substantive due process challenge. 

Bowers v. Hartwich(j[) examined a Georgia statute that made it a criminal offense to 
commit sodomy. The Supreme Court rejected a challenge to that law based on the assertion 
of a constitutional right to personal autonomy. 

In limiting its view of the scope of Constitutional rights, the Court held: 
" ... we [are not] inclined to take a more expansive view of our authority to ~scover 
new fundamental rights embedded in the Due Process Clause. The Court IS most 
vulnerable and comes nearest to illegitimacy when it deals with judge-made 
constitutional law having little or no cognizable roots in the language of the 
Constitution. "61 

Where, exactly, human cloning will fall in the spectrum of guaranteed liberties h~ yet 
to be decided. Existing case law would seem to reject cloning as a fundamental liberty 
entitled to Constitutional protection. As the debate over cloning continues, the per~ption 
of the process as an ungodly exercise of human power or as merely an extension of 
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technology-assisted reproduction may affect the legal rights attached to the concept. 

V. Conclusion 

. The absence of any Constitutional foundation that can securely anchor procreative 
liberty seems, for the present time, to leave the assertion of the right to clone humans, in an 
unsettled and probably tenuous state. 

Based on its belief that cloning humans by the SCNT technique was not safe, the 
NBAC made it clear that such cloning is not only considered "morally unacceptable " but is 
also "irresponsible, unethical, and unprofessional." By its use of the "not safe," rati~nale to 
ground its moral and ethical conclusions, the NBAC intentionally chose to take an easy path 
aroun~ ~e more fundamental and profound ethical and moral issues. Unresolved by the 
CommtSSion and apparently left open for debate and decision at a later time are: What if the 
SCNT method is eventually proved to be safe? What if other methods of safe cloning are 
developed? If safety is removed as an issue, 
is it then moral and ethical to clone humans? 

Lest one lose hope in the ability of our society to cope with the "Brave New World,"62 

the Internet now reports that you can sign up now to have your pet cloned. 63 The New York 
Times Magazine reports that" ... the idea of cloning has been normalized, even cute-ified, in 
remarkably short order. "64 
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THE LONG AND THE SHORT OF IT: 
ARE EMPLOYER GROOMING CODES DISCRIMINATORY? 

By 

Dr. Sharlene A. McEvoy* 

As the country becomes more diverse, employers have seen more 
variations in personal appearance that may clash with the corporate culture. This 
paper will analyze a recent Connecticut case in which an employee claimed a 
discriminatory dismissal based on an unequal application of the company's dress 
code. 

INTRODUCTION 

As the country becomes more diverse and individuals exercise their 
personal freedom, the workplace has seen a diversity of appearance and 
clothing styles. The "Man in the Gray Flannel Suit," a 1950's stereotype of 
business dress no longer applies as the workforce dresses more casually. 

Can an employer fire an employee for wearing clothing the employer 
deems inappropriate, or can an employer dismiss a male employee for wearing 
long hair when other female employees can wear such a hairstyle? 

Both of these issues were addressed in a recent Connecticut case, Hart v. 
Knights of Columbus' which arose under Connecticut's Fair Employment 
Practices Act/ the state counterpart of Title VII of the Civil Rights Act of 
1964. Such workplace issues are sure to recur in future cases as more and more 
employees claim that they are victims of such discrimination. 

Robert Hart was a male college graduate holding a B.A. degree in 
Business Management, who sued his employer, the Knights of Columbus, a 
New Haven based religious organization. Hart was hired as a file clerk on 
November 10, 1996 and a few months later ran afoul of the Knights' dress 
code which provided in part that: 

"Dressy shorts or shorts of reasonable lengths may be acceptable 
only if they are part of a total outfit that presents a professional 
business-like appearance. "3 

*Professor of Business Law, Fairfield University, Fairfield, Connecticut 
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On June 11 1997 Hart wore shorts to work. As a result of his fashion 
choice the Dir:ctor of Human Resources Thomas Lynch called him into his 
office ~d in front of at least one other person ordered Hart to stand on a chair 
so that he (Lynch) could look at Hart's legs. Lynch then concluded that Hart's 
shorts were "not appropriate business attire."4 And further stated "We would 
never want somebody like you to represent our company." Lynch also asked 
Hart the name of the College he had attended so "We don't donate any money 
to them."s Lynch conceded that if Hart were a woman there would be no 

problem with wearing the shorts. 

The next day, June 12, 1997, when Hart wore shorts to work, Lynch ag~ 
summoned Hart to his office and informed him that shorts were "not appropnate 

for men" and suspended him for the day without pay.
6 

Hart brought suit claiming that he was constructively discharged and 
forced to seek another job. Hart claimed that the Knights of Columbus 
enforcement of its written dress policy discriminated against him based on 
gender.7 He argued that the defendant had a written dress policy that permitted 
the wearing of shorts but that he was not allowed to wear them because he was 

a man and not a woman. 

DISCRIMINATION CLAIM 

Hart brought his action under the State's Fair Employment Practice~ ~ct. 
As interpreted in another Connecticut case, Pik Wik Stores, Inc. v. Commzsszon 
on Human Rights and Opportunities,8 the purpose of 31-126a of the 
Connecticut Law is to prohibit employer discrimination based on such 
immutable characteristics as race, color, national origin or sex. 

In the Pik Wik case, the issue was the chain's grooming policy, which 
required male employees to have "neat well groomed hair, off the collar and 
above the ears", but these restrictions did not affect female employees.

9 

An applicant for the job with the chain refused to. co~p.ly ~th ~e 
grooming policy and was not hired prompting him to file a discnmmation swt. 

The Court found that a hiring policy which applies to issues such as 
grooming codes or hair length was related to an :mployer' s ~eci~ion about how 
to run a business rather than to equal opportunity. The Pzk Wzk Court stated 
that the plaintiff was denied a job as a result of a conscious choice not to cut 

his hair and not because of his sex.
10 
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Then both the Courts in Pik Wik and in the Knights of Columbus cases 
could fmd no discrimination based on an immutable characteristic. 11 

BREACH OF CONTRACT 

Hart alleged that the Knights of Columbus breached its written contract 
with him by not allowing him to wear shorts as authorized in the written dress 
code. The court found that a written policy can some time give way to an 
expressed or implied contract between the employer and employee but in this 
case the employer, Knights of Columbus had clarified the fact that its policy 
did not apply to both its male and female employees. Hart thus failed in the 
cause of action.12 

EMOTIONAL DISTRESS CLAIMS 

Hart alleged both the intentional and negligent infliction of emotional 
distress in his complaint against the Knights of Columbus. 

Under Connecticut cases, 13 four elements must be established before the 
plaintiff can prevail on a claim of an intentional infliction of emotional 
distress: 

1. That the defendant intended to inflict emotional distress or that 
he knew or should have known that emotional distress was 
likely to result. 

2. That the defendant's conduct was extreme and outrageous. 
3. That the defendant's conduct was the cause of Hart's distress. 
4. That the plaintiff sustained severe emotional distress. 

The Knights of Columbus denied that its conduct with respect to enforcement 
of the dress code was outrageous.14 In general, the tort of the intentional 
infliction of emotional distress will lie only when the defendant's conduct: 

"Exceeds all bounds usually tolerated by decent society, 
of a nature which is especially calculated to cause and 
does cause mental distress of a serious kind."1s 

The Court believed that the conduct of Director of Human Resources 
Lynch fell far short of that standard even if it could be it could be considered 
"reprehensible. "16 

The Court also found Hart's claim of the negligent infliction of 
emotional distress failed because under Connecticut case law17 the tort will not 
lie unless there is a termination of employment. As Hart was not fired by the 
Knights -- he resigned - the claim failed. Hart countered that he was the 
victim of a constructive. discharge and so the requirement of"termination" was 
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satisfied but the Court disagreed that Hart's resignation was a constructive 
discharge. A constructive discharge means that an employer has made the 
employee's working conditions so intolerable that a reasonable person in the 
latter's shoes would feel compelled to resign. 18 The Court did not find that the 
Knights' made Hart's working conditions so difficult that he was forced to 
leave his job. 

Thus Hart's complaint failed on four theories: the state's anti­
discrimination law, breach of implied contract and the intentional and 
negligent infliction of emotional distress. 

OTHER CASES 

Based on the outcome of the Hart case it would appear that employees 
will have little leverage in challenging what they regard as unfair enforcement 
of a company dress code. 

Frank J. Kleinsorge, an optometrist filed suit in U.S. District Court in 
November 1999 contending that he was fired from Eyeland Optical Center in 
Stroudsburg, Pennsylvania because he wore an earring in his ear. He worked 
at Eyeland for two months before being fired in April, 1999. Kleinsorge's 
lawyer noted that his client was wearing an earring when he was interviewed 
for the job and no one advised him that it was inappropriate. The owner of 
Eyeland, later informed Kleinsorge that he could not wear the earring which 
his lawyer insisted was a "style choice" that Kleinsorge made. As his lawyer 
stated, "It's the way he wants to look."19 

The Kleinsorge case differs from Hart's in two important ways. First, 
Kleinsorge was fired by his employer while Hart resigned his job. Second, 
Kleinsorge wore the earring during the job interview so his potential employer 
had ample warning that Kleinsorge sported an earring that violated company 
rules. Clearly Hart wore shorts only after he was employed. 

Both cases have in common the claim that if Hart and Kleinsorge were 
females they would be free to wear the shorts and the earring in the work place 
prompting both to claim that they were victims of gender discrimination. If the 
notion of "immutable characteristic" is applied to the Kleinsorge case, his suit 
will be unsuccessful because he can change his appearance by removing the 
earring. It appears that Eyeland's anti-earring policy is a matter of choice and 
not a denial of equal opportunity. 

While the wearing of earrings has become a more prevalent style for men 
in recent years; so too has the wearing of tattoos by women as well as the 
fashion of body piercing by both sexes. 
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Can an employer lawfully discharge an employee who is adorned with 
visible tatoos or pierced body parts? As a result of the Hart case the answer 
ap~ear~ to b~ "yes." E~ployers can impose appearance codes becaus~ it is within 
their discretion to decide how their businesses should be run and what kind of 
appearance their employees should present as their representatives. Can an 
e~pl~yer decline to hire or dismiss a tattooed female employee while declining to 
dismiss a tattooed male ~mployee? Again the answer would appear to be "yes." 
The female employee might argue that the presence of tattoos is an "immutable 
characteristic" but the courts would not likely accept the immutability of a tattoo 
as comp~~?le to the imm~tability of race, color, national origin or sex. Indeed, 
th~ acqwsition of a tattoo IS a voluntary undertaking while the latter qualities are 
things that are beyond the control of the employee. 

CONCLUSION 

A~ lifes~l~s change and fads come and go, employers are sure to be 
faced With decisions regarding employees whose physical appearance differs 
from the employer's idea. In the 1800s, pierced earrings were popular but 
~ent out of style in the early 1900s.20 Pierced ears were once regarded as a 
~1gn that. someone _was part of a lower socio-economic class. In the 
Iconoclastic 1960s, pierced ears for women made a comeback and in the 1990s 
the piercing of one ear and wearing of earrings became a male fad. Now many 
men and women have multiple piercings on the ears as well as eyebrows, lips, 
t?ngues and navels. Tattoos, once associated with naval service, were also a 
nte of passage for men. They too were considered a mark of lower class status 
but today, tattoos are ubiquitous on both young males and females of all soci~ 
classes.21 

De~pite the p~ese~c~ o~ such fashion trends, it does not appear that the 
Co~ Will allow discrurunat10n laws to protect such fads in contravention of 
allowmg an employer the discretion to dictate how a member of his/her 
workforce present themselves to the public. 
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ELEC1RONIC CONTRACTS: ARE THEY ENFORCEABLE? 

by 

Diana D'Amico Juettner* and Roy J. Girasa 

Introduction 

The use of the Internet by consumers has increased dramatically since 1995. In 
June of 1995, there were less than 1.5 million users; however, one year later the number 
of users had grown to 20 million. The increase in the number of users has contributed to 
the growth of business to consumer sales on the Internet. By 1998, approximately 10 
million households purchased a product online and the volume of sales was around $66.4 
billion. The volume of sales for 1999 has been estimated at $66.4 billion with sales 
reaching $177.7 billion by 2003.1 This phenomenon has propelled the use of electronic 
contracts by those who provide computer-generated goods and services to those who wish 
to take advantage of the new technology. This expansion of electronic commerce is 
compelling changes in contract law. 

There are two types of contracts that can be entered into online. The first type 
concerns the delivery of products or services outside the computer system, while the 
second type relates to subject matter that resides within one or more computer systems. 
These agreements, contracted for and performed· online, are created through the use of 
electronic agents. Currently, contracts that relate to products deliverable outside the 
computer may be covered by the Uniform Commercial Code (UCC) while contracts that 
are completed totally by computer may not be covered. The major issue is whether 
computer contracts should be governed by the UCC or by some other uniform statute.2 

Other important issues that must be addressed include: whether an electronic contract 
satisfies the Statute of Frauds; whether the writing can be authenticated; and the validity 
of the use of digital signatures. 

In this paper, we will consider: (1) the Statute of Frauds, authentication of the 
writing, and the use of digital signatures; (2) applicability of the UCC to electronic 
contracts, (3) Uniform Computer Information Transactions Act (UCITA), (4) the 
Electronic Signatures in Global and National Commerce Act of 2000, (5) the potential 
impact of the passage of these statutes on electronic contracts, and (6) Shrink-Wrap 
and Click Wrap licenses. 

*Professor of Law and Program Director for Legal Studies, Mercy College, Dobbs Ferry, 
New York. E-mail: djuettner@mercynet.edu 

*Professor of Law and Program Chair, Department of Legal Studies & Taxation, Lubin 
School of Business, Pace University, Pleasantville, N.Y.10570. Email: rgirasa@pace.edu. 
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Contracts Formed on the Internet 

Our initial inquiries are: Whether electronic contracts are writings that satisfy the 
requirements of the Statute of Frauds? Can the writings be authenticated? Can the 
alteration of the document by the parties after it is executed be determined and prevented? 
What is the validity of the electronic signature to a contract? 

Authentication & Electronic Signatures 

There are justified concerns that sophisticated users may be able to change on­
screen contracts and allege that the altered agreements are the real agreements entered 
into by the parties be relied upon. Encryption devices can be used to protect the integrity 
of the contents of a document and its signature. 

What constitutes a "signature" has been broadly interpreted by many courts to 
encompass typed signatures, letterheads, indecipherable scribbling, and pre-printed 
signatures.3 It can be argued that electronic signatures may be more reliable rather than 
encompassing an impediment to the fulfillment of the Statute of Frauds. The use of 
encryption devices may provide greater security than one's written signature. Such 
devices would permit both the sender and receiver of a transmission to possess private 
numeric keys known only to them. Thus they would be able to authenticate the 
transmission without fear of a third party intrusion.4 

Digital signatures permit the verification of the authenticity of a document sent 
through the Internet. Digital signatures operate in electronic commerce the way written 
signatures operate on typed documents. Neither can disown the signature absence proof 
of forgery. Digital signatures require use of two keys, one private and one public. The 
keys are issued by a Certification Authority [CA]. The private key is for the sender and 
messages are decrypted with the public key. A sender who signs a document with the 
private key can have his/her signature confirmed by use of the public key. 

A document is initially created as, e.g., a word document, which is sent to digital 
signature software to be processed. The processing or coding is done by means of a 
sender performing a mathematical computation on his document ("hash function"), which 
generates a string of code called a message digest. The message digest is based on the 
specific content of the original document so that any changes would give a different 
message digest. The algorithm may, e.g., create or count the number of letters or 
characters between two specific letters in the document. The hash function or result is 
exhibited as a series of numbers. 

The sender encrypts the message digest with his private key, which is a password 
or number known by the sender only, attaches his signature to the end of the documents 
thereby signing it by means of a second algorithm, and sends it to the receiver. The 
receiver having access to the public key may now verify the sender's identity and 
integrity of the document. The signature is decrypted with the sender' s public key and the 
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original message digest is revealed. The receiver rfi . 
a pu~lic key on his/her copy of the message di:st or;: the~~ functiOn by ~ing in 
algonthm on both the hash function and the si . . ~ ~u Ic. ey performs Its own 
the message was not altered and kn th ~ture. If It Is Identical, the receiver knows 
sender's private key.s ows at It could only have been encrypted with the 

. Under the American Bar Association guidelines6 there are thr . . . 
parties: the sender, receiver and the certificati . ' ee participatmg 
certification process creates a private and b~.n ~uthonty. The sender or subscriber to the 
the certification authority The . te p~ IC. ey. A copy of the public key is given to 
certification authority acts. as an ~n;a diey Is kept secret by the subscriber. The 
receiver. The certification authority m ~ ~ between the sender/subscriber and the 
pair. Upon verification the cert· ~o s . e ~ender's identity and validity of the key 
name identifyin· ;_.,' . tfication authonty Issues a certificate with the subscriber's 

' g uu.ormatton and the s b .b ' b . 
subscriber the party may th ' th ku sen er s pu he key· Once accepted by the 

• en use e ey · t di ·tal · 
certificates issued b the auth · P~ 0 gt ly stgn the documents. All 
the subscriber.' y onty are placed on-line for receivers so that they can access 

Digital signatures allow parties to auth f . . 
enforceable online contracts and agr ts S~n ICate and bmd parties rendering 

. eemen . tgnatures are val bl . furni . 
eVIdence of agreement; they are hard to for e· the . -~ e m shirtg 
they constitute affirmati· f th . g.' document IS ongmal and authentic· 

on o e person stgrung to b b d d , 
indicating authorization of a transaction. e oun ; an they are efficient in 

Digital signatures would satisfy the Statut f F . 
not signed by the party to be charged WI.th e ? rauds, which makes agreements 

exceptions unenforceable c · 
customers would feel more secure t·n do· b . . . omparues and 
d · . mg usmess online knowin h th 
ealmg With. Stock traders would feel . g w om ey are 

be able to disclaim the purchase. • more comfortable m selling to clients who may not 

Problems Raised by the Use of Encryption and Digital Signatures 

A major problem is that encryption d d. ·tal . 
It is costly to train representatives ere ~ tgi . st_gn~ture capabi~ties are not free. 
procedures, and determine how to lidense a;_d X:~it~tuttons, estabhsh accre~itation 
~~are an~ keys. A second problem is the many diff:~::~a:s~o~~::~~mg the 

glo:~s :u::ri~: s~:t:e ~~ ~::h~d re~~ation is agreed upon by all state authorit~sa:~ 
' ncryp ton syste~ may have limited application.9 

Federal Digital Signature Legislation 

Federal legislation is the solution to overco . th . . . 
July 4, 2000, President Clinton signed the Electro=~· e multx~hcity of state laws. On 
Commerce Act. Some state laws gi·ve WI.d d tgnatures m Global and National 

e ere ence to digital s· tur . 
are very restrictive. There is a need for a . I Igna e use, while other 

smgu ar standard. Such legislation should 
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allow non-fmancial institutions to use electronic authentication services and should allow 
use of electronic signatures online. 

The validity of electronic signatures, as set forth in § 101 of the statute states: 

(a) GENERAL RULE- With respect to any contract, agreement, or record 
entered into or provided in, or affecting, ·interstate or foreign 
commerce, notwithstanding any statute, regulation, or other rule of 
law, the legal effect, validity, or enforceability or such contract, 
agreement, or record shall not be denied-

( 1) on the ground that the contract, agreement, or record is not in 
writing if the contract, agreement, or record is an electronic 
record; or 

(2) on the ground that the contract, agreement, or record is not 
signed or is not affrrmed by a signature if the contract, 
agreement, or record is signed or affirmed by an electronic 
signature. 

The statute does not require the parties to use electronic means for agreements nor 
does it deny them the right to choose the type or method of electronic record or signature 
to utilize (§101(b)). If a state statute requires a record be provided in writing to a 
consumer, an electronic record would suffice provided the consumer has consented to 
such methodology by means of a "conspicuous and visually separate" consent, has been 
informed of the hardware and software requirements for access and retention of electronic 
records, and has been otherwise advised of the obligation to provide notifications be 
electronic means(§ 101(b)(2)). 

A state statute requiring that a contract, agreement, or record be retained will be 
met by an electronic record provided it is an accurate reflection of the information set 
forth in the written agreement and is accessible for the time required by state law. 
Requirements for the maintenance of originals, including checks, will suffice if the 
electronic record contains all of the relevant information (§101(2)(c)). 

Of particular importance to our discussion is § 1 02 of the Act concerning the right 
of a state to modify or supercede the within statute. The Act does permit a state to do so if 
the state statute, regulation, or rule of law: 

(l)(A) constitutes an enactment or adoption of the Uniform 
Electronic Transactions Act as reported to the State legislatures by the 
National Conference of Commissioners on Uniform State Laws; or 

(B) specifies the alternative procedures or requirements for the use 
or acceptance (or both) of electronic records or electronic signatures to 
establish the legal effect, validity, or enforceability of contracts, 
agreements or records; and 
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(3) if enacted or adopted after the date of the enactment of this Act 
makes specific reference to this Act. ' 

The state statu~e, i_f any, may no~ discriminate in favor of or against a specific 
tec~ology for authentication of electroruc records or specifies a specific type or size of 
entity engaged in business or is otherwise inconsistent with the Act. 

Article 2B of the UCC and UCITA ("Uniform Computer Information Transactions Act") 

The National Conference of Commissioners on Uniform State Law (NCCUSL) 
worked for about ten years to revise Article 2 of the UCC to cover electronic contracts. 
In ~arch of 1988, the P~rm~ent Editorial Board of the UCC and the (NCCUSL) 
appomted a study group to Identify the problems that electronic exchanges were creating 
and t~ recommend possible revisions to the UCC. In December of 1991, a drafting 
comm1tte~ was created by the NCCUSL to revise Article 2(Sales) to preserve freedom of 
contr~ct m co~ection ~th electr~nic contracts. In order to achieve this task, the 
Draftmg Comtn1ttee considered vanous alternatives to address the scope of electronic 
contracts. 10 Three of the alternatives are: 

(1 ) Defming the scope of Article 2 to include software license contracts in Article 
2, making adjustments ~ Article 2 s7ctions to encompass the intangibles 
ch~acter of th~ transactwn, and adopting new sections in the 800 and 900 
senes to deal Wlth applicable licensing issues. 

(2) Adopting an "hub and spoke" configuration for Article 2 in which Article 2 
contains general principles applicable to all commercial contracts and have 
these apply to various sub-articles dealing with specific types of transactions 
sue~ as 2A (leases), Article B (sales), Article 2C (licenses). 

(3) Taking software contracts out of Article 2 and develop a new article of the 
UCC: 

Article 2B Licensing of Intangibles. 11 

In ~uly of_l995, the Executive Committee of the NCCUSL decided that the best 
:'~Y to r~vise Article 2 w~ to c_re~te a n~w article to address the issues involving digital 
info_rmatwn and rel~ted n ghts m mtangible property. Accordingly, the American Law 
Institute and the ~abonal Conference of Commissioners on Uniform State Laws prepared 
a dr~ of an Article 2B of the Uniform Commercial Code, called "Software Contracts 
and Licenses of Information. " 12 The groups spent many years working to develop Article 
2B. 

. About ten years ago, a Subcommittee of the American Bar Association began 
studym~ whether there ~as a n7ed for a statute that would address the licensing 
transactwns. of computer information. The Subcommittee concluded that three was a 
need to clanfy these transactions and recommend to the NCCUSL that a uniform act be 
drafted. The NCCUSL agreed and appointed a Drafting Committee in the early 1990's. 

75 



Firstly, the UCITA Committee was merged into the UCC Drafting Committee for Article 
2. In 1995, the UCITA Committee was removed as a separate drafting committee and in 

1998 began drafting a separate uniform act. 13 

On April 7, 1999, the ALI and the NCCUSL announ~ed that they would not 
recommend amending the UCC with Article 2B but were recommending the Uniform 
Computer Information Transactions Act (UCITA) for adoption by the states. They 
reached this conclusion because the Internet and Information Technology does not 
presently allow the kind of codification that is represented by the UCC. 

14 
The first state to 

adopt UCIT A was Virginia. 

The Uniform Computer lnformationTransactions Act 

UCITA applies to contracts to license or buy software, create computer programs 
online, access to databases and contracts to distribute information over the Internet. 

Proponents ofUCITA assert that the statute: 

• Provides for freedom to contract, 
• Supports commercial expansion 
• Permits federal intellectual property law to co-exist with state contrr.ct 

law, and 
• Permits the parties to opt in or out of the statute.'s 

Statutory Definitions 

A computer information transaction is "an agreement and the performance of that 
agreement to create, modify, transfer or license computer information or informational 

rights in computer information." 16 

Computer information is "information in electronic form that is obtained from or 
through the use of a computer or that is in digital or similar form capable of being 
processed by a computer." This term also includes an electronic copy of the information 
together with any documentation or packaging related to the copy. 

Items Not Covered by UCITA 

UCIT A excludes the following: 
1. Financial services transactions which are addressed by the Uniform Electronic 

Transactions Act(UETA) 
2. Contracts related to television, music and motion picture industry 

3. Compulsory licenses 
4. Employment contracts 
5. De minimus transactions. 

76 

Mixed Contractual Transactions and UCIT A 

U~IT A wi~l govern the entire contract if the primary purpose of the contract is 
c~mputer informatlon. When UCITA is not the primary purpose of the contract, UCITA 
Will govern only the computer information portion of the agreement. UCITA does not 
apply to Articles 3, 4, 4A, 5, 6, 7, and 8 of the Uniform Commercial Code and Article 9 
governs if there are conflicts between the two statutes. 

Some UCIT A Provisions 

l!CIT A p~rmits the formation of electronic contracts by electronic agents if they 
engage m operattons that confirm a contract. It can also be formulated if an individual 
takes an action and has reason to know that the ' action will cause the electronic agent to 
perform. 

UCITA does provide(s) the following remedies for licensors of Shrink-wrapped 
software agreements if the licensee doesn't have the chance to read all the terms of the 
shrink-wrapped license contract before paying: 

1. a full refund, 
2. reimbursement of reasonable expenses related to return, and/or 
3. payment for foreseeable losses caused by installation of the information. 

The warranties provided under UCIT A are similar to Article 2 as well as 
~isclaim~rs that .are p~rmitted with certain limitations. They reflect typical computer 
informatton constderattons such as infringement, integration, etc. 

UCITA Remedies 

The general rule is to give the aggrieved party the benefit of the contract if there is 
a breach; however, the aggrieved party must take reasonable measures to mitigate his/her 
damages. The most controversial of the remedies is electronic self-help. 

Pros and Cons ofUCITA 

. UCIT A is supported by the large computer related corporations such as: 
~crosoft, Adob~, America Online and the Federal Reserve. Opponents of UCIT A 
t~clude smal~ b~messes: educational institutions, consumer advocates, attorneys general, 
hbrary associatiOns, and msurance companies. 

Satisfying The Writing Requirement of the UCC 

One benefit that ~as derived from the Article 2B proposals and incorporated into 
UCIT A was the change m the definition of a writing to include the maintenance of an 
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electronic record.'' It gives legal recognition to electronic records as writings as well as 
digital and electronic signatures. This change h~lps _to address th~ issues created when the 
Statute of Frauds is invoked by a party to an act10n man electroruc contract case. 

Historically, oral contracts were enforceable under English law until 1677 when 
the Statute of Frauds and Perjuries was enacted by the British Parliament.

18 
In essence, 

the Statute provided that certain agreements had to be in writing, to wit: 
( 1) promise to answer for the debt of another; . . 
(2) agreement that by their tenor cannot be performed Within one year from the 

making thereof; 
(3) agreements made in consideration of marriage; 
(4) agreements concerning the sale of realty; 
( S) promise by an executor or administrator of a decedent's estate to pay estate 

indebtedness from his/her personal funds; 
(6) sale of goods whose price is $500 or more; and 
(7) miscellaneous other agreements as provided by state law. 

The difficulty presented by the Statute of Frauds is that a writing is required ~or 
all of the above contracts thus rendering agreements not in accordance thereWith 
unenforceable. The writing must include the signature signed by the party to be charged. 
Does a digital signature conform to the Statute of Frauds? Without statutory amendments, 
digital signatures may not qualify. The Statute of Frauds says that the a~eement, 
promise, or undertaking must be "subscribed by the party to be charged thereWith, or by 

his lawful agent ... "19 

The Statute of Frauds requires a signature but the term "signature: is broadly 
interpreted. The test is whether the person see~g to enfo~~e the con~a~~ reasonably 
believed that the other party intended to authenticate the wntlng. Thus, Initials or other 
symbols may be sufficient. The sign or symbol can be anywhere on the doc~ent ~d not 
necessarily at the end thereto. The signature may be typed, stamped, or pnnted. The 
UCC 1-201 (39) states that "signed" includes "any symbol, executed or adopted by a 
party with present intention to authenticate a writing." 

In the absence of a broad interpretation by the courts as to admission of electronic 
terms and signatures under the Statute of Frauds, it would appear that amen~ents to 
existing statutory requirements would be necessary. The U.S. could f~llow Enghs_h law 
which abolished the Statute of Frauds for most contracts that pre~ously reqUired . a 
writing or the Statute can be amended to permit a statutory exception for electroruc 
contracts. A modification of the Statute's requirements was instituted by the _enactment of 
the Uniform Commercial Code, Article 2-201 which contains the requrrement ~f a 
writing for the purchase or sale of goods $500 or more also has a number of exceptions 

• th . 21 not applicable to the Statute s o er sections. 

It appears from the exceptions created by the enactment of the UCC ~ee 
centuries later that scholars are uneasy about rendering unenforceable contracts lacking 
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the requirements of a writing. Historically, prior to the 1677 Statute writings were 
unnecessary because most inhabitants were illiterate. With the post-World War II 
enactment of the Uniform Commercial Code, the addition of several major exceptions to 
the requirement of a writing indicated a desire by the drafters to be more in accord with 
the realities of the marketplace. The new realities of cyberspace and the multitude of 
contracts of purchase and sales now taking place illustrate the need to create a new 
regime for Internet contracts. One may seriously question whether the Statute protects 
against fraud or permits fraud by allowing a person wishing to avoid a contract to raise 
the lack of writing defense.22 

Another advantage of the provisions set forth in_the suggested Article 2B may be 
found in a number of proposed sections thereto. For example, Section 2B-203A(a) would 
mimic Section 2-207(1) of the UCC Sales Article by permitting acceptance of an offer for 
Internet services "even if the acceptance contains terms that vary from the terms of the 
offer, unless the acceptance materially conflicts with material term of the offer or 
materially varies from the terms of the offer.'>n Section 2B-204 discusses the rules for 
automated transactions. It explicitly permits the formation of a contract if the interaction 
by the electronic agents "results in the electronic agents' engaging in operations that 
confirm or indicate the existence of a contract unless the operations resulted from 
electronic mistake, fraud and the like." 

A contract may be formed in any manner showing agreement including by offer 
and acceptance, conduct of the parties, and/or operations of electronic agents recognizing 
the existence of a contract. Such agreement may be established even in the absence of the 
determination of when the agreement was entered into, or if one or more terms are left 
open but such terms can be reasonably ascertained. If there is a material disagreement in 
the absence of contrary conduct, then the contract is not formed.14 Assent is manifested to 
a record or term in electronic contracts by authenticating the record or term, by conduct 
or statements indicating assent, or circumstances show assent by an electronic agent.15 

Shrinkwrap license agreements [discussed below] are enforceable under Section 2B-
208(a) unless they are unconscionable or other unenforceable.16 

Damages in electronic contracts to a licensor by a licensee would include sums 
not to exceed the contract fee and the market value of other consideration required for 
performance under the contract. They include accrued and unpaid contract fees, the 
market value of other consideration earned but not received, consequential and incidental 
damages, and "damages calculated in any reasonable manner.'.,, 

Does the Legal Reasoning Applicable to Click Wrap/Shrink-Wrap Licenses 
Control in Electronic Contracts? 

Is the act of entering a credit card number and clicking acceptance of purchase 
sufficient to make a purchaser liable under terms and conditions set out on the screen in 
an unreadable form or which are declared after the purchase ? Perhaps the legal 
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reasoning that was promulgated in deciding shrink-wrap license cases will provide a 

possible direction for electronic cases. 

An on-going issue in which courts have decided in opposition to each oth~r is the 
le ality of shrink-wrap licenses. We are all familiar with the packages ensconced m clear 

pl!stic cellophane wrappers containing the familiar notice: 

Before you open this package: Carefully read the following 
legal agreement regarding your use of the enclosed ~roduct. 
By the act of opening the sealed package, usmg the 
software or permitting its use, you will indicate your full 
consent to the terms and conditions of this agreement. If 
you don't agree with what it says, you rna~ return the 
software package within 7 days of your rece1pt for a full 

refund. 

Thereafter, a highly extensive, small print restrictive notice ~?llo~ the ';,~g. Such 
notice constitutes what is euphemistically is called a shrink-wrap hcense or 
agreement.28 It is on most software packages. The difficulty is that most consume~s 
purchase the product often unaware of the restrictions being imposed upon them until 
they have unwrapped the package. The notice is often repeated on screen when the user 
inserts the CD-ROM unto the hard drive. How legal is it to compel p~c~er~ and users 
of goods containing such notices to comply with the post-purchase restnctions. 

At first blush such notices may be superfluous inasmuch as software pr?grams are 
protected by the copyright laws that restrict use~ fro~ unla~ cop~g and/or 
distribution of the programs. The leading cases discussmg the 1s~ue are. IJ9CD. 
Incorporated v. Matthew Zeidenberg and Silken Mountain Web Servrces, I30. and 
Step-Saver Data Systems, Inc. v. Wyse Technology and the Software Link, Inc. 

In PROCD the plaintiff compiled a computer database containing some 3,000 
telephone directorles. The database is sold under the trademark label "SelectPho~e" ~o 
users on CD-ROM discs. The license agreement is seen as soon as the packagmg 1s 
unwrapped. A copyrighted application program permits the user to search the database for 
the telephone number of the person named by the user. The plaintiff spent some $10 
million to compile and keep current the database. The database costs about ~ 1 SO to 
purchasers thereof. The resale or other dissemination of the product was thus restnc~e~ ~y 
the licensing agreement when the package was opened as well as set forth on liDtlal 

application of the software. 

The defendant, Zeidenberg, bought the software and decided to ignore ~e 
restrictive notice by reselling the information under his corporation, Silke~ ~ountam 
Web Services, Inc. The price charged was less than that charged by the plamtiff. _'Nhen 
the plaintiff sued for an injunction and other relief, the lower court ~eld that the hcense 
was not enforceable because the terms were not outside of the packagmg. 
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The Court of Appeals reversed. Defendant's claim was that the package on the 
store's shelf was an offer that a person accepts by buying the product. It noted that the 
length of the license and other terms would preclude their exhibition on the box cover 
unless they were printed microscopically. A notice on the outside of the box that the sale 
is subject to a license with terms detailed on the inside with a right to return the purchase 
sufficed to protect the licensor. Purchases of goods before communication of detailed 
terms is made are common. For example, insurance purchases are made without a reading 
of the policy that follows after the purchase. Ditto for purchases of airline tickets. Tickets 
for shows have restrictions either on the rear of the ticket and/or at the theatre as to 
recording and use of cameras. Drugs and appliances have detailed warnings and other 
information within the box that is not opened until after the purchase. 

The Court then addressed whether UCC section 2-201 precluded the holding 
herein. The lower Court felt that inasmuch as a new UCC section 2-2203 has been 
proposed to validate shrink-wrap licenses, then the existing section would not so validate. 
The Court stated that those changes in wording did not necessarily change the meaning of 
the prior statute but may have fortified or clarified the statute. The Court distinguished 
three other shrink-wrap cases31 by stating that the issues therein concerned battle-of-the­
forms and not the main issue in the within action. 

The appropriate section according to the Court is UCC 2-204(1) which states that 
"A contract for sale of goods may be made in any manner sufficient to show agreement, 
including conduct by both parties which recognizes the existence of such a contract." 
Thus, a vendor may invite acceptance by conduct and can interpose limitations on what 
constitutes acceptance. The UCC explicitly allows contracts to be formed in other ways. 
Such is the case at hmd. The defendant was displayed the license agreement on opening 
the package md on viewing the screen. 

Moreover, UCC section 2-206 governing acceptance further reinforces the 
plaintiff's position. It states that a buyer accepts goods by failing to make an effective 
rejection after having had an opportunity to inspect them. The defendant inspected the 
package, used the software, saw the license, and failed to reject the goods. 

The Court disposed of the alleged contradictory holding of the U.S. Supreme 
Court in Feist Publications, Inc. v. Rural Telephone Service Co. 32 that held a sirlgle 
alphabetical telephone directory was not original and therefore was not entitled to 
copyright protection. 33 In the within case, the defendant was precluded by contract if not 
by the Copyright Law to duplicate the information contained in the CD ROM. 

In the Step-Saver action, the Court of Appeals for the Third Circuit came to a 
different conclusion. In. 1981, Step-Saver developed a program combining hardware and 
software to satisfy word processing and other purposes for use by physicians md 
attorneys based on the IBM personal computer system. It selected a program by the 
defendant TSL as the operating system and terminals manufactilred by Wyse to 
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accomplish its purposes. After having done so, the Company received many complaints 
from customers and sued Wyse and TSL seeking indemnity with respect to lawsuits 
instituted against it by customers. The plaintiff, Step-Saver alleged breach of warranties 
by Wyse and TSL. The trial court dismissed as against TSL holding that the box-top 
license disclaimed all express and implied warranties. 

The box-top licenses stated that the customer did not purchase the software but 
only a personal, non-transferable license to use the [program; that all expressed and 
implied warranties were disclaimed; that the sole remedy was to return the defective disk 
for replacement and that all damages were disclaimed; that the license was the final and 
complete expression of the parties' agreement' and that opening the package indicated an 
acceptance of the above terms and conditions. If the user did not agree, the purchase 
could be returned within fifteen days of purchase and all monies would be returned. 

With respect to the effect of the box-top license that the plaintiff alleged did not 
become a part of the contract because it was a material alteration and that the license was 
not intended to be a final and complete expression of the terms of the agreement, the 
Court of Appeals stated that UCC section 2-207 was applicable. The section provides: 

Additional Terms in Acceptance or Confirmation. 

(1) A definite and seasonable expression of acceptance or a 
written confirmation which is sent within a reasonable time 
operates as an acceptance even though it states terms 
additional or different from those offered or agreed upon, 
unless acceptance is expressly made conditional on assent 
to the additional or different terms. 

(2) The additional terms are to be construed as proposals 
for addition to the contract. Between merchants such terms 
become part of the contract unless: 

(a) the offer expressly limits acceptance to the terms of 
the offer, 
(b) they materially alter it, or 
(c) notification of objection to them has already been 
given or is given within a reasonable time after notice 
of them is received. 

(3) Conduct by both parties which recognizes the 
existence of a contract is sufficient to establish a 
contract for sale although the writings of the parties 
do not otherwise establish a contract. In such a case 
the terms of the particular contract consist of those 
terms on which the writings of the parties agree, 
together with any supplementary terms incorporated 
under any other provision of the Act." 
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The Court stated that Section 2-207 attempts to distinguish between standard 
terms in a form confirmation that a party wishes the Court to incorporate in the event of a 
dispute and the actual terms understood by the parties as governing the agreement. The 
burden is upon the party asking the court to enforce its form to determine that a particular 
clause was a part of the contract. In applying this test, the Court said that the consent by 
opening provision did not make Step-Saver's acceptance conditional. When a person has 
gone through the effort of making a purchase, "the purchaser has made a decision to buy 
a particular product and has actually obtained the product, the purchaser may use it 
despite the refund offer, regardless of the additional terms specified after the contract 
formed [at p. 34)." There was no evidence to show that TSL would have refused to sell if 
Step-Saver had not consented to the restrictive terms. The Court thus held that the box­
top license did not contain the complete and final expression of the terms of the parties' 
agreement. 

The difference in the two decisions may lie in the refusal of both courts to become 
parties to actions by defendants to evade responsibility for errant actions. In the ProCD 
case, the defendant converted the effort of the plaintiff in amassing data requiring the 
expenditure of millions of dollars and significant time to integrate telephone listing from 
many hundreds of sources. In the Step-Saver case, the defendant sought to prevent 
liability accruing to it for defective performances as to leave the plaintiff in the position 
of being responsible for its unsatisfactory performance. It would appear, however, that 
shrink-wrap licenses will be enforceable provided they are not unreasonable, particularly 
in consumer transactions. 

Click-Wrap Agreements 

Click-wrap agreements are similar to shrink-wrap licenses. The user generally 
opens a new program being installed on a computer or where the program was initially 
installed on a new computer and is faced with an agreement to which the user is given the 
choice of agreeing or not agreeing with the contents. The program will not open unless 
consent by clicking on the box containing the words "I agree" or similar wording to the 
terms on the agreement is given. The question again is whether such agreements are valid 
and enforceable against the user. 

In Crispi v. Microsoft Network. L.L.C., 323 N.J. Super. 118 (N.J. App. Div., 
1999), the New Jersey Appellate Court upheld the trial court's determination that such 
consent by a user becomes a binding contract. The Court also upheld the forum selection 
clause contained in the agreement that compels all lawsuits arising out of the contract to 
take place in Kings County, in the State of Washington. Thus, the result of the case is that 
a person purchasing and using Microsoft programs may have to travel to the State of 
Washington to sue or defend a lawsuit for an alleged breach of the agreement consented 
to which agreement becomes known only after one opens the program. 
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A similar result took place in Geoffv. A.O.L., File No. C.A. No. PC 97-0331, 
1998 (R.I. Sup. Ct., 1998), wherein the Court upheld an agreement that a subscriber to 
America Online's Internet service had to consent to before the service could be accessed. 
The Court said that a person who signs an agreement by clicking onto the "I agree" 
button cannot later complain that the agreement was not read or understood. 

The Uniform Electronic Transfers Act 

In July of 1999, the NCCUSL approved the Uniform Electronic Transfers Act 
("UET A") for submission to the states for adoption. This process was underway for three 
years compared with the more than ten years that were spent working on the revisions to 
the UCC and ended with the adoption ofUCITA about the same time. 

The importance of the UET A is that congress specifically refers to the Electronic 
Signatures in Global and National Commerce Act as an exception to the Act's mandate. 
The key provision of the Act is Section 7, Legal Recognition of Electronic Records, 
Electronic Signatures, and Electronic Contracts, which states: 

(a) A record or signature may not be denied legal effect or enforceability 

solely because it is in electronic form. 
(b) A contract may not be denied legal effect or enforceability solely 

because an electronic record was used in its formation. 
(c) If a law requires a record to be in writing, an electronic record satisfies 

the law. 
(d) If a law requires a signature, an electronic signature satisfies the law. 

The Act applies to electronic records and signatures relating to a transaction 
connected to a business, commercial and governmental affairs. It is broader that Article 
2B and USCIT A inasmuch as it is not limited to licensing agreements and covers the 
transactions in Article 2 of the UCC. By adopting the UET A, states need not be 
concerned with an expansive definition of a writing nor need it adopt the controversial 
Article 2B. Thus, it appears that states have a variety of choices in the legislative scheme 
they wish to adopt. The clear mandate is that an electronic record may no longer be 

denied legal effect. 

CONCLUSION 

The world of technology is transforming the marketplace (so as) to make global 
purchases as easy as going to a nearby shopping mall. In order to enable buyers and.sellers of 
goods using the ever improving electronic marketing technology to engage m global 
purchases, the rules of the game have to keep pace. Contracts over the Internet are but one 
area of law that has to be greatly modified. Because the technology is changing at such a 
rapid pace, legal protections must be rapidly updated to keep current with the technology. 
Congressional enactments in diverse areas concerning the Internet have taken place as to 
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intellectual property rights, cybercrime and the like. Similar developments in cybercontracts 
are now taking shape. We have discussed a few of the issues being addressed at this time. 
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Introduction 

TIIE EMERGING LAW IN RESIDENTIAL 
REAL ESTATE RESALE 

DISCLOSURES -- IS IT STYMIED! 

by 

Saul S. Le Vine• 

In 1985, the California legislature enacted the first statute requiring sellers of residential 
real property and participating brokers to disclose to prospective purchasers comprehensive 
information relative to the condition, value and desirability of the property offered fur sale. As a 
resuh of this legislation, a substantial number o{other states passed legislation mandating some 
furm of disclosure by sellers but not by brokers. Many states are currently considering a more 
limited form of numdatory property-condition disclosure legislation. 

The Califurnia legislation1 essentially codified the state's unique common law 
requirement that both sellers and brokers discover and disclose all information material to the 
value and desirability of the property offered for sale.2 In the states where this bas been enacted 
however, the prevailing furm of limited disclosure legislation bas used the local common law 
which is f8r less than the California standards.3 The desirability of this movement toward 
enacting property condition disclosure legislation can be most usefully evaluated only after a 
comparative analysis of the common law, the various legislative regulatory schemes and the 
effects of the latter on the evolution of the furmer. 

Common Law 

An examination of the common law development of inspection and disclosure duties on 
sellers, brokers and buyers in the residential real estate sales market concludes that the common 
law bas been developing in a filshion which creates greater duties of 1irirness and commercial 
reasonableness on sellers and brokers. Various states have also imposed an explicit duty of 
inspection or disclosure on sellers or brokers. 4 These requirements have taken the furm of being 
enacted by statute in many states. In some states regulatory agencies covering real estate brokers 
have ~n promulgated. 5 

History- Common Law 

The right to buy, own and sell property is inherent and much protected individual rights 
under common law in this country. These rights have been reflected in the applicable provisions 
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of the Fifth and Fourteenth Amendments of the Constitution. 6 It has always been consistently 
held that property rights in connection with the sale of residential real property by its owner was 
not burdened with the imposition of affirmative disclosure duties by the judicially created 
traditional common law.7 

The case history seems to have created the duty to evaluate the property on the buyer 
rather than the seller or his agent (broker). It was held that mere non-disclosure of material facts 
would normally not be a ground fur action in the nature of misrepresentation. 8 This furmed the 
concept of the traditional caveat emptor, let the buyer beware or take care. 9 

Also serving to insulate the seller from liability and relating to caveat emptor is the 
doctrine of "merger" in a real estate transaction. This doctrine holds that all warranties and 
representations made in connection with a sale, are considered to be merged into the deed, unless 
specifically expressed in writing to survive delivery of the deed. 10 The deed is considered full 
compliance and perfOrmance of the obligations created in the Contract of Sale. 11 Once the buyer 
accepts the deed, the Contract ceases to exist and the rights of the seller and buyer are regulated 
by the deed. 12 

!he mergc:r doctrine ~tisfies and ex.t~he~ .all contract covenants that relate to title. 
possession, quantity or conditions of the land. TraditiOnally, a purchaser of a resale residence 
had no remedy against the seller under an implied warranty of habitability theory, which theory 
was generally applied to the sale of newly constructed homes. 14 

In 1992, a New Jersey Appellate Court broke new ground by allowing a buyer to recover 
against the seller of a resale home with a defective septic tank. The Court held that "an implied 
warranty of habitability should also apply to the sale of a used home", because it is based on 
"current notions of what is right and just. "15 This law had been established that the elements of 
intentional misrepresentation are: 

1. a mise representation of fact; 
2. knowledge by the defendant that the representation is mise or a reckless disregard fur 
the truth or fillsity of the statement; 
3. the knowledge to induce the plaintiff to rely on the information; 
4. plaintiff's justifiable reliance upon such representation; and 
S. resultant damage from such reliance. 16 

The primary difference between negligent misrepresentation and intentional 
misrepresentation is that in a negligent misrepresentation suit the plaintiff does not have to prove 
that the defendant made the fitlse representation with the intention to deceive, or that he or she 
knew the disclosed information was false and just prove lack of reasonable care.17 

The Illinois courts have recognized that an action is maintainable if it allefes the 
elements of a duty owed, a breach of such duty and an injury resuhing from such breach. 1 

Influencing the concept of mandating disclosure through legislation bas been a very 
gradual expansion of the scope of acknowledging common law fraud to include the non-
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disclosure of material information by sellers and brokers.
19 

The courts ~~e. increasingly .imposed 
a duty to speak. and coupled with the duties to speak have found liability for non-disclosure 

which is equivalent to fi1lse disclosure.
20 

It must be noted that while courts began to hold that non-disclosures may satisf>: ~ 
elements of a fi1lse statement of a material fact, the remaining tort elements of culpability, 
reasonable reliance, causation and damage have remained essential to the recovery under 

common law fraud. 

Under traditional common law, obligations imposed on the seller of real property created 
a duty to prospective purchasers not to make any false representations or actively. conceal any 
defects or material facts.21 That traditional duty did not, however, generally reqwre sellers to 
affirmatively disclose such material facts. ~ere silence without a.d~ to speak has nev~r been 
actionable.n However, courts have increasmgly found that certain ctreumstanceS. partiCUlarly 
partial disclosure, create a duty to speak. 23 Therefore, if the seller is asked about or speaks about 
a particular subject, he or she must make a full and fair disclosure as to that subj~ so as not to 
mislead the buyer.24 Also rather well established is the ob~ion ~f complete ~losure based 
on a finding of an agency, fiduciary, confidential or other relattonship of trust e~ legally or 
factually between the parties. In several cases in various states, there were findings that there 
were no fiduciary duties between the parties where the seller did ~t have actual k:no~ledge of 
the defect. In New York, as noted in my companion paper, the holdings of a vendor-builder was 
liable for fraudulently concealing massive foundation cracks in a home sold to a purchaser.

25 

A majority of state courts bave expanded the scope of the duty of a seller of residential 
real property to disclose material facts to a prospective buyer.

26 
One ~f the leading cases. is 

Lingsch v. Savage.21 The California Court of Appeals concluded: [Where .it was] "present<:d with 
an instance of mere nondisclosure, rather than active concealment occurnng between parties not 
in a confidential relationship ... that it is now well settled in California that where the seller knows 
of facts materially affecting the value or desirability of the property which are known or 
accessible only to him and also knows that such facts an: not known to, or ~ reach of the 
diligent attention and observation of the buyer, the seller ts under a duty to disclose them to the 
buyer. Failure of the seller to fulfill such duty of disclosure constitutes actual :fraud . ..2a 

In a similar case the New Jersey Supreme Court reversed a ruling of summary judgment 
in favor of a seller of real property infested with roaches, holding that "current principles 
grounded on justice and fair dealing ... clearly call for a full trial below . ..2

9 
In support of its 

decision, the court noted that: 

The statement may often be found if either party to a contract of sale conceals or 
suppresses a material fact which he is in good. faith bo~ to ~lose then his silence is 
fraudulent. The attitude of the courts toward nondJSClosure ts undergomg a change. Contrary to 
Lord Cairn's fiunous remark, it would seem that the object of the law in these cases should be to 
impose on parties to the transaction a duty to speak whenever justice, equity and fair dealing 
demand it. This statement is made only with refurence to instances where the party to be charged 
is an actor in the transaction. This duty to speak does not resuh from an implied representation 
by silence, but exists because a refusal to speak constitutes unfair conduct. 

30 
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In a third case, Johnson v. Davis which involved property with a defective root: the 
Florida Supreme Court affirmed a lower court's award of rescission reasoning that: 

. "Modern concepts of ~ice and fair dealing have given our courts the opportunity and 
lat1tude to change legal precepts m order to conform to society's needs. Thus the tendency of the 
more recent cases has been to restrict rather than extend the doctrine of caveat emptor. The Jaw 
appears to be working toward the uhimate conclusion that full disclosure of all material facts 
must be made whenever elementary fair conduct demands it. ·.31 

These cases illustrate a trend in state courts to expand the duty of the seller to disclose 
and thereby to make a nondisclosure as actionable as a false discloSW'e. In other words the 
plaintiff must establish all of the several elements of common law fraud as previously set forta 32 

In either case, the materiality of the nondisclosure is critical33 A met is material as a 
matter of common law fraud if "a reasonable man would attach importance to its existence or 
nonexistence in determining his choice of action in the transaction in question. ,,34 Specifically in 
the area of real estate fraud, state courts generally relied on that classic definition held that a 
material fact is one "to which a reasonable man might be expected to attach importance in 
making his choice of action." A Florida Court held that a material fact is one that substantially 
affects the value of the property.35 

.. Although mat~ is a mixed question of law and fact, courts have found the following 
condittons to be material so that a seller's fiillure to disclose them is actionable: prior termite 
damage, active termite damage, illegal and condemned building, defective root: detective well 
radi~~ve ~e tailings,. filled soil, ~fective septic system, building code violation, lo~ 
reqwnng retaining wall pnor to constructing a building, geoerally deteriorated condition of the 
property, wood beetle damage, water rights, contaminated well, basement flooding, drain tile 
underneath house, ~ defects, ~ well und~ property, prior fire damage, tilting 
house, sewer connection charges, house msulated with ureaformaldehyde insulation, defective 
earth-shehered home, and flood damage. 

Although this list is extensive, a few courts have found that sellers bave a duty to disclose 
only where the defect or condition (whether or not material) is dangerous or poses a threat to 
~and safety.36 Some states sellers are not liable for damages caused by defects existing at 
the time of sale. The courts acknowledge that they are required to "disclose to the purchaser any 
C?ncealed condition known to him that involves an unreasonable danger. Failure to make such 
~~~7 or. e~orts to conceal a ~erous condition, render the vendor liable for resuhing 
mJunes. Similarly, a Pennsylvama Appeals Court, in holding the sellers liable for 1il.iling to 
disclose a defective sewage disposal system, affirmed that "the modern view ... holds that where 
there is a serious and dangerous latent defect known to exist by the seller, then he must disclose 
such defect to the unknowing buyer or suffer liability for his fiillure to do so.n31 The facts of this 
case reflect that ~ ~ller may not ~ve known of the dangerous condition, and suggest that the 
element of culpability may be sattsfied by reckless disregard or negligence where an unsafe 
condition exists. 39 
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Some courts have relieved the seller of liability when the contract contains an "as is" 
clause. Generally, an "as is" clause will be upheld if the defects are "obvi?us" or ''reas?,na~lr, 
discernible." In the absence of fraud, mutual mistake, or warranty, courts will respect an as IS 

clause.40 

In some jurisdictions, the existence of an "as is" clause: ~ a co~ of sal~ for real estate 
will not relieve the vendor of his obligation to disclose a conditton which substantially at:~ts the 
value or habitability of the property. When the seller bas actual knowledge of the conditron. and 
it and would not be disclosed by a reasonable and diligent inspection to the purchaser, the fiillure 
to disclose bas constituted fraud.

41 

Consumer protection laws are typical required disclosure statutes. They usually .list 
prohibited acts and allow damages or rescission to an injured party.

42 U~er. the. Co~~cut 
Unfair Trade Practice Act, a buyer of residential real estate was awarded rescJSSton m additton to 
monetary and punitive damages for injury reSulting from the seller" nondisclosure of defects. 
The court stated that the seller was obligated to disclose the denied request for a subsur:fuce 

rmit
. 43 

sewage system pe . 

In cases of passive concealment by the seller of defective real prope~, there is ~ 
exception to the rule of caveat emptor ... which imposes a duty on the seller to disclose matenal 
facts which are known or should be known to the seller and which would not be discoverable by 

the buyer's exercise of ordinary care and diligence. 

Brokers have very little incentive (indeed, significant disincentives) to provide 
information to the buyer. Brokers are usually agents of the seller, but in many cases ar; 
effectively representing the buyers and therefOre full disclosure should be compelled. It tS 

suggested that brokers should not be allowed to continue to expect immunity ~m ~yers' ca~s 
of action, and that brokers should be compelled to disclose to the buyer all available informatton. 

Presently, a growing number of courts require brokers partici~~ in the sale of 
residential real estate to disclose fucts materially affecting the value or desirability of the offered 
property, so long as the f8cts are known by the broker (structural def~), ~ ~ither ~m?wn by 
the prospective purchaser, nor available to her through a reasonable ~t10n. Any fail~ to 
disclose in accordance with that judicially imposed duty constitutes acttonable fraud, ~ovided, 
of course, that the remaining essential elements of culpability, reasonable reliance, causatton, and 
damages can be established by the complaining purchaser. 

In view of the customary lack of any sort of confidential relationship between a 
prospective purchaser and the selling broker, it bas been difficult for co~n law courts to 
logically impose a duty to disclose on the broker, or even to extend the seller s duty to the real 
estate broker. Ahhough some courts have refused to bold a broker liable on such ~~.most 
agree with the Lingsch court that an actionable real estate fraud case "does not reqwre pnvtty of 

contract." 

Obligations to Disclose under the Statute 
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In 1984, a California Court of Appeals ruled in the landmark case of Easton v. 
Strassburger46 that a real estate broker acting fur a seller of residential real property has an 
"affirmative duty to conduct a reasonably competent and diligent inspection of the residential 
property listed for sale and to disclose to prospective purchasers all facts materially affecting the 
value or desirability of the property that such an investigation would reveaL"47 At the time 
Easton was decided, state courts, including those in Calitbrnia, bad repeatedly analyzed the 
applicability of the common law torts of fraudulent concealment, intentional misrepresentation, 
and negligent misrepresentation to cases of nondisclosure of property defects. Since an essential 
element for the establishment of common law fraud in a nondisclosure (rather than a fulse 
disclosure) case is the existence of a duty to disclose, erosion of the early doctrine of caveat 
emptor required the courts to define and rationalize the imposition of such a duty on the owner, 
the selling broker, or others participating in the sale of the offered property.48 

No court, in CalifOrnia or elsewhere, however, at the time of Easton bad yet interpreted a 
broker's duty to disclose known defects as including an obligation to conduct a reasonably 
competent and diligent inspection of the property. Further, no court had fuund, based on the 
imposition of such a duty, that a broker is liable to a buyer for negligently failing to disclose such 
discoverable information. The California Courts took a major step forward in expanding, if not 
creating, a remedy fur not only a seller's but also a real estate broker's negligent failure to 
disclose reasonably discoverable defects or other adverse material information to a prospective 
buyer of the residential resale real property. 

In July of 1985, California became the first state to enact legislation specifically covering 
this area of controversy. The legislature acted largely in response to outcries from real estate 
brokers who reacted to the Easton court's expansive view of their duties to inspect and disclose. 
Under the sponsorship and lobbying of the California Association of Reahors, the California 
legislature ~ved the first, and still the most comprehensive real property condition disclosure 
legislation. It became effective on January 1, 1986, with respect to brokers and January 1, 
1987, with regard to sellers. The legislature intended to "codify and make precise," but arguably 
also to limit certain obligations under the Easton decision. 

The California legislature chose largely to embrace rather than reject, the expanded 
property condition disclosure requirements laid down by the Easton court. As explained below, 
however, in an effort to set objective, easily understood guidelines fur making full and fair 
disclosure, the legislature may have created statutory scheme that thlls short of what Easton 
requires. As a comequence, the courts as having effectively limited the impact of the Easton 
opinion may interpret the statute. Since California's enactment of its mandatory property 
condition disclosure legislation in 1985, other states have adopted a furm of such regUlation, 
which in every case were very much "watered down" versions of the legislation. 

The CalifOrnia Statutory AJmroach 

Two statutes (collectively the ''California Act") were enacted in response to Easton. The 
first is entitled "Article 1.5 Disclosures Upon Transfer of Residential Property'' (the "Disclosure 
Article"). 51 The second is entitled "Article 2. Duty to Prospective Purchaser of Residential 
Property'' (the "Broker Duty Article"). 52 The statutes are applicable to all sales, exchanges and 
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related transfers for value of residential real property or residential stock cooperatives containing 
four or fewer dwelling units. The Broker Duty Article, of course, only applies to such sales, 
exchanges and transfers involving a licensed real estate broker. The California Act, unlike most 
of the other States, applies to all sales of new or never occupied residences as well as to all 
resales. 53 

Given the Easton holding, it is noteworthy that neither the statutorily mandated form nor 
any other provision of the California Act requires the seller to disclose any defects or other facts 
not specifically called for, even if they are material to the Purchaser's assessment of the value or 
desirability of the property. However, the Disclosure Article makes clear that, "the specification 
of items for disclosure in this article does not limit ... any obligation for disclosure created by any 
other provision of law or which may exist in order to avoid fraud, misrepresentation, or deceit in 
the transfer transaction." In other words, while the new law mandates that specific information 
on a prescribed written form must be actually delivered to the prospective purchaser, it does not 
by its more limited scope effect any limitation on the broader duty to disclose "all filets 
materially affecting the value or desirability of the property, recognized by the Easton opinion." 
$4 

After defining the affirmative disclosure duties of brokers participating in a regulated 
sale, the California legislature, presumably in response to the uncertainties sounded by 
representatives of the real estate brokerage industry, added certain clarifying provisions to the 
statute. For example, Broker Duty Article Section 2079.2 explains that the standard of care 
owed by any broker subject to Section 2079's inspection and disclosure requirements is "the 
degree of care that a reasonably prudent real estate licensee would exercise and is measured by 
the degree of knowledge through education, experience and examination, required to obtain a 
license . ..ss In passing over the reasonably prudent person standard, applicable to most common 
law tort claims including misrepresentation, in mvor of this higher reasonably prudent licensed, 
educated. experienced, aod examined real estate broker standard, the California legislature 
adopted the philosophy seemingly underlying the Easton decision. 56 That philosophy holds that a 
broker who presents himself to prospective purchasers and to the public as an experienced, 
licensed professional in the field of residential real property transactions, and who financially 
benefits as a resuh of so doing, should be held to a standard of care consistent with that position. 
While this stricter standard varies ftom that normally applied under ordinary negligence law 
(reasonable prudent person standard), it is well established in the analogous area of the federal 
regulation of sales of securities. There, the public investor (like the homebuyer) is less able than 
the broker to obtain the relevant information about the proposed investment. As a practical 
matter, he is forced to rely on the selling broker. 

The Disclosure Article offers DO remedy of recession and restitution once the transaction 
has been completed. 57 It does allow a purchaser to recover the actual damages suffered, as a 
result of any person's willful or negligent fiillure to comply with any of the statute's 
requirements. As against the seller, then, who, as noted above, is required to disclose only in 
response to the form's enumerated list of questions, a purchaser may recover damages under the 
statute only if the seller willfully or negligently fiilled to deliver the disclosure statement, fililed 
to answer any of the enumerated questions, or fillsely answered one or more of those questions. 
As mentioned above, this remedy is in addition to, and in DO way replaces or limits, any common 
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law remedy, whether or not grounded in Easton, that may be available to a damaged purchaser. ' 8 

As against brokers, a purchaser may recover damages under the Disclosure Article if the broker 
willfully or negligently failed to adequately complete the visual inspection of the premises or 
fililed to make complete disclosure of material filets discoverable from the inspection required in 
the Broker Duty Article. 

The Disclosure Article makes clear that, irrespective of whether the defendant is a seller 
or a broker, there is no liability for any fillse or omitted information unless it was within the 
actual knowledge of the defendant or, in the case of information supplied by a public agency or a 
recognized expert, unless he or she fililed to exercise ordinary care in obtaining and transmitting 
it. No seller or broker can be found liable for an innocent misstatement or omission; he or she 
must be found guihy of no less than negligence in fulfilling the duties of investigation and 
disclosure as described in the statute. Consistent with the common law, if the seller or broker 
exercised due diligence by meeting the required standard of care, no liability will attach. The 
affirmative defense of due diligence is reinforced by Section 2079.5, which makes it clear that a 
buyer must exercise reasonable care to protect himself and cannot recover from a broker who 
filils to point out a defect or other adverse filet that should have been discovered by a reasonably 
attentive and observant buyer. Indeed, further reinforcement can be inferred from the statutorily 
required suggestion of the mandated disclosure statement that buyers and sellers should consider 
having the property professionally inspected. The statutorily available due diligence defense and 
its recognition of the corresponding purchaser duty of exercising ordinary care is consistent with 
the common law, even as expanded by Easton. Section 1102.4 allows reasonable reliance on 
such experts as licensed engineers, land surveyors, geologists, structural pest control operators, 
contractors and others. 

Neither the California Act nor any of its five earlier legislative undertakings require the 
seller of residential real property to make any disclosure of material information not specifically 
called for by the applicable disclosure document. However, disclosure to prospective buyers of 
all known or reasonably discoverable material information is required of seller and brokers by 
the Easton decision and of brokers by the Broker Duty Article of the California Act. 
Furthermore, disclosure of all known "material defects" (though not other material information) 
is required of brokers by the Maine and New Hampshire Rules. It is noteworthy that other 
statutes also impose upon sellers this more open-ended duty to disclose any other known material 
defects, in addition to the items specifically enumerated in the statute. 59 While these acts mcially 
go further than the Disclosure Article of the California Act, the common law in most 
jurisdictions already prohibits the fraudulent concealment of known defects and increasingly 
requires disclosure of those defects that are reasonably ascertainable by sellers of real property 
and participating brokers. 

Historically, the sale of residential real property, like the sale of other real and personal 
property of all sorts, was regulated largely by the common law torts of fraudulent concealment, 
intentional misrepresentation, and negligent misrepresentation. The elements of real estate fraud 
are a characteristic and strength of the common law, and the courts to accommodate the realities 
of the marketplace have from time to time adopted them. As a result the courts in the Easton 
case recognized a duty to be imposed upon the sellers of residential real property, and imposing 
the same duty on any and all participating brokers, to inspect the offered real property and to 
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disclose not only any defects discoverable during that inspection, but also "all facts materially 
affecting the value or desirability of the prope~ to any and all prospective purchasers. This 
expansion of real estate fraud to provide a common law damage remedy for buyers in California 
would, in the normal course, have been further refined by case law in that state. No doubt it 
would also have been adopted by at least some other state courts that have long regarded the 
California courts to beat the forefront of tort law evolution. Instead, the major consequence of 
the Easton decision was the enactment of the California Act. The impact of that legislation on 
the scope and direction of the law of real estate fraud bas been and continues to be enormous. 
Essentially the evolving Easton approach, even to the extent, preserved in the California 
codification, now stands stymied. 

The California Act largely codified and thereby ratified the expanded duties owed by the 
sellers and brokers of residential real property. The Disclosure Article goes further than the 
judicially created law by affirmatively requiring the preparation and delivery of a disclosure 
statement containing prescribed detailed useful information, and by providing a buyer with a 
remedy for any damages caused by a violation of that requirement. While the statutory 
disclosure requirement clearly helps the buyer obtain at least some useful information, and 
presumably makes him aware of the right to obtain correct and complete information, it adds 
only modestly to the broad run from the earlier of the date of the discovery of the actionable 
misstatement or omission on the date on which it should reasonably have been discovered. 

Unlike the Disclosure Article, there is no provision in the Broker Duty Article stating that 
it is in addition to the broader duty and corresponding remedy afforded a prospective buyer by 
the Easton opinion. Accordingly, it could be argued that the California legislature was persuaded 
and that it intended to ratify only a portion of Easton, thereby limiting the scope of the broker's 
duty of inspection and disclosure to that expressly detailed in that Article.61 Under this analysis, 
one etrect ofthe statute is to reduce the risk of liability that existed after Easton to a broker who 
provides fillse or incomplete disclosure. As a practical matter, such an interpretation of the 
statute would be to affi>rd protection to the broker at the expense of the buyer, and perhaps more 
importantly, at the expense of the seller to whom the buyer would be forced to look exclusively 
for his or her remedy. Until the intent of the legislature is determined by the California courts 
faced with filets that would cause a broker to be found liable under Easton but not under the 
statute, the effect of the statute on the then-existing common law in this critical area of broker 
liability is a continuing uncertainty. 

In most jurisdictions other than California, the early well-established doctrine of caveat 
emptor remained substantially intact, precluding or at least slowing any judicial creation and 
expansion of disclosure duties necessary to support a remedy for nondisclosure. In general. an 
uninformed, rather than misinformed buyer's only legal remedy law in the doctrine of fraudulent 
concealment of a known defect to the limited extent that it existed under the applicable state law. 
It therefore eliminated for the foreseeable future, any judicial attempt to move in the direction of 
imposing any duty of disclosure whatsoever on members of the real estate industry. To the 
limited extent that a purchaser of real estate is benefited by the Prevailing Disclosure Act, all 
costs of that benefit 1iill on the individual seller rather than on the real estate professional. 
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Another category of relevant statutes is that of the various consumer protection acts, 
where again, the presumed purpose was to afford legal recourse to inadequately protected 
consumers. 62 In those somewhat analogous areas, the lawmakers seem to have concluded that the 
protection of the then inadequately protected investor or consumer was nece~ and desirable, 
that the disclosure form of regulation was effective, and that the costs of compliance were not 
unreasonably burdensome to the sellers and their agents, as compared to the resulting benefits for 
the protected class and the marketplace generally. 

The Prevailing Disclosure Act bas the appearance of being enacted in order to provide 
needed protection to the purchasers of residential real estate. Therefore, it too should be 
evaluated and measured against possible alternatives by balancing its benefits with its costs to all 
concerned parties. 

As set forth above, the purchaser of residential real estate bas a common law remedy 
against the seller and participating brokers for damages proximately caused by the 
misrepresentation or fraudulent concealment of known material defects. Prior to the enactment 
of the Prevailing Disclosure Act, neither sellers nor brokers in states other than California, Maine 
and New Hampshire had any duty to make any disclosure unless they had knowledge of a 
material defect. Furthermore, they bad no duty to inspect or to take other action to discover the 
existence of any material defects. 

As a practical matter, the buyer must undertake the same inspection of the premises as 
was necessary in the absence of the Prevailing Disclosure Act to protect against overpaying and 
to establish the element of reasonable reliance for a possible fraud claim. An unfortunate affect 
of the statute is that upon receiving a disclosure document with a formal and legalistic 
appearance, the buyer may assume that he or she is fully informed and forego such an 
investigation. 

Another cost to the buyer is the increase in price resuhing from the burdens of complying 
with the mandated disclosure requirements. A seller may reasonably believe that the 
complexities of the new law preclude her selling the property without the services of a broker, 
and will therefore increase the price to cover the broker's commission. Ironically, however, the 
imposition of greater duties of inspection and disclosure on the broker was short-circuited by the 
passage of the Prevailing Disclosure Act, which at the same time makes the broker more 
essential. 

Practically, however, the seller is forced or believes he is forced to engage a real estate 
broker in order to handle the required compliance at a cost that the seller may not be able to fully 
pass on to the buyer. The increased cost is at least a small burden on an individual's inherent 
right to acquire and sell real property, especially since many sellers list with brokers in any 
event. Again, ironically, while the broker becomes almost indispensable as a result of the 
statutory compliance obligations, that same statute not only fails to impose any new duties of 
inspection or disclosure on the broker but also even fiills to acknowledge any duties arguably still 
existing at common law. Accordingly, the statutory limit on a broker's potential liability to a 
defrauded purchaser bas shifted the risk of any such liability dramatically from the broker to the 
seller. 
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As a matter of substance, the seller's burden is on]y marginally increased since he or she 
is already obligated under common law principles to disclose all known defects. In addition, the 
seller gains some benefit since he cannot be held liable for any damage caused by a disclosed 
defect or condition. 

As mentioned above, the National Association of Reahors has been the prime impetus 
behind the passage of the Prevailing Disclosure Act.63 It comes as no surprise, therefore, that the 
benefits to the broker and the brokerage industry are enormous. Simply put, the statute enhances 
the dependence of a seller of residential real estate on the services of a broker, effectively limits 
the broker's liability for nondisclosure to the purchaser, and prevents the imposition of a duty on 
the broker to inspect and disclose to the purchaser the discoverable fruits of that inspection. The 
imposition of such a duty would likely occur through judicial development in the absence of the 
statutes' enactment. The Prevailing Disclosure Act provides some small-added disclosure to the 
purchaser.64 All of these effects occur at the expense of the seller rather than the broker, without 
a single cost to the broker. It would be difficuh to envision a statutory scheme better designed to 
further the special interests of the real estate brokerage industry. 

Another filctor that bears on defining the parameters of any required inspection is the 
scope of the inspection. The key question is whether the inspection should cover only readily 
accessible areas or consist of a more complete investigation. Again, this is related to the identity 
of the inspector. A seller inspection cannot be expected to extend beyond readily accessible 
areas; a professional home inspector will look for hidden defects and examine bard to reach 
areas. The real question arises if a statute requires a broker inspection. Based on an assumed 
level of expertise, it would be fair to require brokers to perform a more complete inspection. 
However, brokers are not as competent or experienced as professional home inspectors to 
perform a truly complete inspection are.65 Clearly, if the public policy goal of disclosure 
legislation is to fully inform the buyer of potential defects, a full, rather than a visual inspection 
is preferable. Following the scope of inspection logic would argue for broker inspection at a 
minimum and a professional inspection as preferable. 

If policy moves in the direction of a professional inspection, the legislature must deal 
with the issue of cost. Inspection and disclosure by the seller is cost-free to the parties and 
provides the buyer with no additional protection. Ahbough it is true that the broker may be 
liable for negligence or misfeasance if he does the inspection himsel£ Brokers are compensated 
almost universally on a commission basis, based on a percentage of the sales price. The 
commission covers all of the broker's activities in marketing the property, assisting the buyer 
and closing the transaction. The broker must undertake some level of property inspection for no 
other reason than to become fiu:niliar with the property and to make suggestions to the seller to 
repair or improve the house so it "shows" better. Requiring the broker to undertake a more 
complete physical inspection of the property for disclosure purposes does not materially add to 
the time or effort that he or she devotes to the property. 

On the other band, the old adage "you get what you pay for'' might apply to opting for a 
broker inspection solely because it imposes no additional cost on the transaction. The best 
protection comes from a professional inspection. Depending on the market area, type of 
property, and the items included in the inspection, home inspection costs typically range from 
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$500 to $1000. If the legislature mandates a professional inspection, it should allocate the cost 
of the inspection in the legislation. 

Most of the existing disclosure legislation applies the duty to sales of existing residences 
rather than newly constructed houses. This seems to be the correct approach. In most states, 
sales of newly constructed dwellings are covered by well-established warranty doctrines of 
merchantability, fitness and habitability. Several states have enacted legislation requiring that 
builders expressly or implicitly warrant the new home. Even where warranties are not statutorily 
mandated, many builders offer warranties as a marketing tooL In addition, state or local building 
inspectors during construction inspects all new construction. While such inspections do not 
assure absence or defects, they do provide adequate protection to the purchaser. 

Conclusion 

The cases and the statutes that followed will not shed a great deal of light upon how the 
courts will interpret or should interpret the statutes in the future, but they seem to be a step in the 
right direction. The decisions following the statutes in various states seem to construe 
ambiguous portions, both in the construction cases and the resale cases to the benefit of the 
purchasers. However, the statutes have created the ability to have limited liability and thus 
create generous defense portions of the statutes, which inevitably yield inequitable results. 

The statutes in residential construction cases have created the ability to significantly 
reduce the impact of the statute and have created different standards for builders in the 
construction cases, brokers in the limitation of their liability, and sellers in their ability to remain 
silent and not discuss defects which are not easily visible to the average purchaser. 

The unimpeded development of the common law would provide sufficient buyer 
protection without the necessity of state legislation. The Prevailing Disclosure Act weakens 
buyer protection compared to that developed by the common law. There are some benefits to 
!egislat~n, ho~ver, but only if the legislati?n ~ comprehensive and clear in mandating an 
mspection and diSClosure duty. The best solut10n IS a statute mandating that the seller or listing 
broker retain and provide an inspection report by a professional home inspector. Such an 
inspection should include all material elements of the bouse, including physical systems and 
other items located in inaccessible areas. 

One benefit of a statutory solution over continued development of the common law is that 
legislation would specify what items and systems must be inspected, which would make the 
disclosure obligation more uniform and less subject to interpretation. The item by item 
development of the common law leaves areas of uncertainty. What areas must be disclosed, 
what types of defects and the materiality of the defect must all is developed through litigation. 
One major advantage of legislation would be to clearly establish the types of things that must be 
disclosed, thus making the disclosure duty less subject to interpretive difficulties. A clearly 
defined disclosure obligation coupled with a professional inspection should serve to rationalize 
the seller's disclosure obligation and provide a high level of protection for the buyer. 
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As a resuh of the statutory allowable modifications, builder-vendors have been able to 
limit their liability substantially by contractual agreements. 

A companion paper prepared by me entitled DOES THE STATUTORY •'HOUSING 
MERCHANT IMPLIED WARRANTY'' OF GENERAL BUSINESS LAW - ARTICLE 36-B 
COMPLETELY SUPERSEDE THE COMMON LAW VERSION?" is also being distributed 
covering the resuhant statutory changes in New York, after the courts have expanded 
consumer/purchaser rights and duties. 
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THE UCC: CURRENT AND COMING CHANGES 

by 

Arthur M. Magaldi* 

Begun in the 1950's with the objectives of updating the common law and 
providing uniformity throughout all American jurisdictions for commercial transactions, 
the Uniform Commercial Code (''the Code") is now a given in American jurisprudence. 
Business interests and consumers have flourished in the years since the Code's inception 
and to keep the law current, parts of it have been amended in 1962, 1966, 1972, 1977, 
and 1987. Today the Code is being revised again with objectives similar to those of the 
original drafters. The National Conference of Commissioners on Uniform State Laws 
and the American Law Institute have proposed substantial changes to the Code with a 
proposed effective date ofJuly I, 2001. To date, seven states have passed the revisions 
and virtually all states will be considering adoption. 

Article 9 which governs secured transactions is the area of greatest emphasis in 
the Revised Code. The drafters enlarge the types of collateral which may be the subject 
of a secured transaction and attempt to make the article more user friendly by 
incorporating modern business practices into the statute. Just as the original UCC 
modified and updated the common law, the Revised Code makes changes to the present 
UCC in important areas such as attachment, perfection, filing requirements, and priorities 
of secured parties. The body of this paper will focus on the important Article 9 changes, 
the first general revision of that article since 1972, set forth in the Revised Code. All 
statutory references herein to the Code will refer to the Revised Code unless otherwise 
stated. 

Attachment 

The most fundamental concept of secured transactions is attachment. Indeed, 
attachment involves the creation of the security interest. Section 9-203(a) provides, "A 
security interest attaches to collateral when it becomes enforceable against the debtor 
with respect to the collateral." Current law provides that for the security interest to attach 
the debtor must sign a security agreement which contains a description of the collateral or 
the collateral must be in the possession of the secured party. This rule is modified by 
Section 9-203(a) which allows for authentication of the security agreement by the debtor. 
The concept of authentication recognizes and incorporates modern business practices, 
e.g., e-mail and fax, as appropriate indications of assent to Article 9 transactions. A 
debtor need not sign a security agreement. A security agreement may be signed by the 
debtor, but other appropriate electronic means of authenticating the assent of the debtor to 
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the transaction are permissible. Revised Article 9 does not limit the concept of 
authentication to security agreements. Section 9-1 02( a)(7) states that to authenticate 
means to sign or "to execute or otherwise adopt a symbol, or encrypt or similarly process 
a record in whole or in part, with the present intent of the authenticating person to 
identify the person and adopt or accept a record." As the business world has moved to 
means of indicating assent other than by signing paper, the Code has embraced these 
means of authentication as well. In this regard, the Revised Code is said to be "medium 
neutral" recognizing authenticated records, i.e., information contained in a medium that 
can be retrieved in understandable manner or way. 

As an ahernative to a signed security agreement, a creditor could have, or be 
given, possession of the collateral pursuant to an agreement that the creditor have a lien 
or rights in the collateral. Although this is generally not done since the debtor commonly 
wants the use of the collateral, attachment by possession recognizes transactions such as a 
simple pledge or pawn shop transaction. The concept of possession is extended by the 
revisers to "control" for deposit accounts, electronic chattel paper, investment property, 
and letter-of-credit rights (Section 9-203(a)(3)(D)). Accordingly, one may create a 
security interest in favor of a creditor by granting control to the creditor by agreement. 
The concept of control is also important concerning perfection and allows for collateral 
hitherto governed by common law rules to come within the purview of Article 9. The 
widened scope of Article 9 and changed perfection rules will be discussed herein. 

For a debtor to grant a security interest in collateral, the debtor traditionally had to 
have rights in the collateral. The theory was, of course, that a debtor could not grant a 
lien on collateral unless the debtor had some rights in the collateral on which to place the 
lien. The revisers also broaden somewhat the rights in collateral concept by providing 
that one with the power to transfer rights in the collateral to a secured party may also 
grant a security interest. 

Disputes over the sufficiency of descriptions of collateral in security agreements 
have caused litigation. In Section 9-108 the revisers attempt to clarify the concept of 
reasonable identification by listing a number of safe harbor ways by which collateral may 
be reasonably described, including category and type of collateral as generally sufficient. 
Subsection (c), however, makes clear that a supergeneric description of"all the debtor's 
assets" or "all the debtor's personal property" does not sufficiently describe the collateral. 
Thus, a modest amount of specificity is required to alert the debtor as to the property 
upon which the lien will rest, but general descriptions are permissible. Additional 
specificity is also required for consumer transactions. 

Changes in Filing Rules 

For the great majority of secured transactions, perfection is achieved by the filing 
of a financing statement. The Revised Code introduces a number of rules to simplify and 
clarity filing issues. 
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Consistent with the overall concept of "medium neutrality," electronic filing will 
be permissible and the filing must take place at the place where the debtor is located. The 
debtor does not have to sign the financing statement, since consent to a security 
agreement is deemed to be consent to the filing of a financing statement consistent with 
the security agreement. Filings must take place at the location of the debtor (Section 9-
301(1)). A debtor which itself comes into being by registration or filing, e.g., a 
corporation or limited liability company, is deemed located in the state of incorporation 
or registration (Section 9-307(d)). This modifies the current rule requiring filing at the 
place of the debtor's principal place of business or executive office. For a corporation 
doing business nationally or regionally, the appropriate place for filing financing 
statements is the state of incorporation of the debtor. A debtor who is an individual is 
"located" at the individual's principal residence (Section 9-307(1)). Filing at the location 
of collateral will hereafter be considered unnecessary. To encourage ease of filing and 
searching of financing statements, filing will be centralized in one location in each state 
except for filings of real estate fixtures which ·will still be filed locally (Section 9-
501(a)(2)). 

A great deal of litigation has centered on the contents of financing statements 
concerning questions of whether the debtor and/or collateral have been sufficiently 
identified. In an effort to foster clarity and avoid unnecessary litigation, the revisers have 
set forth relatively simple rules concerning the requirements for the contents of financing 
statements. Section 9-502( a) provides as the three essentials of a financing statement, the 
name of the debtor, the name of the secured party or a representative, and the collateral 
covered by the financing statement. A financing statement which fails to include the 
three required elements may be rejected for filing by the filing office, but there are only 
limited additional grounds for rejection thereby removing from the filing office the need 
to make filing decisions. Since entities frequently use trade names, a debtor which is a 
registered organization, e.g., a corporation, must be identified by the exact name on the 
public record of the place or organization. Identification by trade name alone is 
insufficient to properly identify the debtor. But minor errors in filing continue to be 
disregarded if they are not seriously misleading, and if a search of the records of the 
flling office under the debtor's correct name, using the filing office's standard search 
logic would disclose the name of the debtor, the name provided would not be deemed 
seriously misleading. Concerning descriptions of collateral, although prohibited in 
security agreements, a description of "all assets or all personal property" (Section 9-504) 
is expressly stated to be sufficient. In a further effort at standardization and 
simplification, Section 9-521 provides for national filing forms which the secured party 
may, but not must, use and which must be accepted by the filing office. 

Broadened Scope and New Collateral 

Even a casual observer of financial markets and financial transactions in general 
will realize that things that were previously not the subject of financial transactions have 
today had values assigned to them and become included in types of financial transactions 
that were hitherto unknown. Thus, in the twenty-first century we have loans and credit 
extensions being made on the bases of extremely varied collateral. T:JIPically, creditors 
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w~ attempt to make new collateral the subject of secured transactions. The difficulty 
wtth these attempts was that much of the untraditional collateral was not within the 
purview of Article Nine. Since the collateral was not covered by the Code, creation of 
the liens was left to the laws of the various states leading to a lack of clarity and increased 
uncertainty for businesspersons. Uncertainty generally inhibits economic growth and 
leads to litig~tion. To remedy this situation, the Revised Code broadens the scope of 
collateral which may be the subject of Article Nine secured transactions. 

Revised Article Nine as set forth in Section 9-109(a)(3) now covers deposit 
accounts when used as original collateral for a transaction as well as accounts, chattel 
paper, payment intangibles and promissory notes. In addition, health care receivables, 
~icultural Hem:, commercial tort claims, consignments and general intangibles are 
mcluded by Section 9-109. Investment property and software may also be the subject of 
secured transactions governed by the Code. The inclusion of these new types of 
collateral has necessitated new and clarified rules for perfection. In many cases the rules 
are simplified when compared to the varied rules prevailing in the various states: 

Special Rules of Perfection and Priority 

A creditor may perfect a security interest in a deposit account, e.g., a bank 
account, only by control. For determining controL the depositary institution must agree 
that the institution will follow the secured creditor's direction without the additional 
consent of the debtor or the account must be actually converted into the name of the 
secured creditor. Filing will not achieve control over the account. It should be noted, 
however, that the secured creditor may be considered in control of the account for 
secured transactions purposes despite the filet that the debtor bas access to the account. 
In the case of the debtor having access to the funds, while the secured creditor may run 
the risk of the debtor withdrawing the funds, in the case of a bankruptcy of the debtor, the 
perfection by control would still be in effect. 

Article Nine traditionally covered accounts, but the revisers expanded the 
definition in response to the heightened use of account financing. Accounts under the 
Revised Code will not be limited to payment obligations arising out of the sale or lease of 
goods, but by virtue of Section 9-1 02( a)(2) will include payment obligations arising out 
of the sale, lease, or license of all tangible and intangible property. This would include 
~redit card receivables and the intellectual pro~rty rights which have become such an 
unportant part of today's financial transactions. Perfection in accounts may be 
accomplished by filing. He~ care receivables are treated as accounts. To clarify the 
Cod~'s recognition of account financing as being within Article Nine, by virtue of 
Section 9-406( d), terms restricting assignment in the agreement between the account 
debtor and the assignor are generally ineffective. 

Consignments, except in the rare case of a consumer acting as consignor, are 
treated as purchase money security interests requiring the secured creditor to file to 
perfect its security interest. Failure to perfect the security interest would allow the 
creditors of the bailee to reach the collateral. Case law frequently held that the posting of 
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a sign on the premises of the consignee-bialee would be sufficient notice, but this 
question is now clarified by the revision. Similarly a consignee of good_s does not have to 
have true rights in collateral to grant a security interest in the goods smce th~ exp~ded 
definition of attachment would encompass one who has the power to transfer nghts m the 
collateral. Clearly the consignee has the power to transfer rights, hence the power to 
grant a security interest in the collateral. An unperfected security interes~ created _by 
consignment would be subordinate to a security interest granted by the constgnee which 
was perfected. 

Investment property may be thought of as securities. With so much intere_st in 
securities of late, it is only reasonable that credit will be extended on the bastS ?f 
investment property. Consistent with such extensions of credit will be creditors who will 
wish to securitize such trSnsactions. A security intereSt in investment property may be 
perfected by filing or by control with the latter affording ti:e greater protecti~n. . In 
addition to the traditional way of safeguarding the lien by havmg the debtor deliver the 
securities to the creditor with an appropriate indorsement, the parties may opt to give the 
creditor control of a securities entitlement by having a securities intermediary, e.g., a 
broker or transfer agent, agree that the intermediary will follow directions of the ~cured 
creditor without additional approval of the debtor (Section 9-314(a)) or by puttmg the 
securities account in the name of the secured party. Perfection by control is generally 
superior to perfection by filing (Section 9-328(1)). 

Letter-of-credit rights also require control for perfection. Section 9-107 provides 
that control is established "if the issuer or nominated person has consented to an 
assignment of proceeds of the letter of credit under Section 5-114(c) or otherwise 
applicable law or practice." It is clear that perfection will always be dependent on ~e 
issuer ofthe letter of credit's consent. Accordingly, the stage is now set for those wrth 
letter-of-credit rights to use them as the source of financing in secured transactions. 

Chattel paper, defined in Section 9-102(a)(11) as a record or records~~ eviden~e 
both a monetary obligation and a security interest in specific goods, a secunty mterest m 
specific goods and software used in the goods or a lease of specific goods, may be the 
subject of a secured transaction. The interesting leap into the twenty-first century by the 
revisers is the recognition of electronic chattel paper. Of course, there can be no 
perfection by possession since there is nothing to possess, the electronic chattel paper 
being stored in an electronic medium. Perfection in electronic chattel paper_ may be 
accomplished by control or filing, but perfection by control is generally constdered t_o 
have priority over one who has perfected by filing by virtue_ of Section 9-329(1)._ This 
priority rule is similar to the one for ordinary chattel paper which allows for perfectton by 
filing or possession with the party who perfects by possession having priority over the 
one who perfects by filing alone. 

Section 9-105 requires that for control of electronic chattel paper to be established 
there must be a single authoritative copy of the record which is unique, unaltera?le,. and 
identifiable. The copy must identify the secured party and the copy must be mamtamed 
by the secured party. It may be challenging to find ways to electronically identify the 
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secured party on the one definitive copy of electronic party, but it is obvious that the 
revisers are aware that parties will attempt to use these types of collateral and are 
providing a consistent framework for their use. 

Conclusion 

Financing transactions have become more numerous and more complex as the 
twentieth century ends and the new millennium begins. Parties will always try to use 
new collateral to arrange financing. Collateral which ten or fifteen years ago was not 
contemplated as useful as the subject of secured financing is now being utilized in the 
fast paced and rapidly changing area of secured transactions. New collateral and speed of 
transactions inspired in large part by electronic advancements which are now considered 
commonplace in business are the subject of the changes in Article Nine. In general, it 
appears that the revisers have made an admirable attempt to make the laws which govern 
these new transactions both reasonable and uniform. Due respect seems to have been 
accorded by the revisers to need for speed and certainty in these newer type secured 
transactions. Although adoption is in an early stage, history tells us that approval is 
probable by the projected date of July 1, 2001, or some time relatively soon thereafter. It 
is likely that the revisions will become the law. 
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