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11. Free State Fireworks Company, Colesville, Maryland, purchased a ship-
ment of fireworks from Hercules Powder Company, FOB seller’s plant,
Apopka, Florida. While the shipment was in transit from Apopka to
Colesville, the fireworks exploded, killing three persons and causing a
vast amount of property damage. There is some evidence of negligent
manufacture of the fireworks. Discuss the possible liability of Free State
and Hercules.

12. Sunshine Pharmaceutical Company manufactures drugs and medicines.
It produced a vaccine for a national swine flu immunization program.
Speck, a vaccinee, was partially paralyzed after being vaccinated, and
medical experts believe that the vaccine caused the paralysis. Does

Speck have a valid claim against Sunshine? On what basis?

ANSWERS
KNOW THE CONCEPTS

1. Fourth, Fifth, Sixth, Eighth, and Fourteenth Amendments. Fourth: protec-
tion from unreasonable searches and seizures; Fifth: due process of law
(federal) and prohibition of compulsory self-incrimination and double
jeopardy; Sixth: speedy and public trial, impartial jury, information as to
charges, calling and confronting witnesses, having a lawyer; Eighth: pro-
scribes excessive bail, excessive fines, and cruel and unusual punish-
ment; Fourteenth: due process of law (state).

2. Investigation: no level; arrest: probable cause; charges: probable cause,
preponderance of evidence, or prosecutor’s evidence supports belief in
guilt; trial: guilt proved beyond a reasonable doubt.

3. (a) To streamline the trial, among other things. To exclude irrelevant,
unreliable, or unfairly prejudicial matters. (b) Constitutional guaran-
tees, especially their violation, may necessitate the restriction or out-
right barring of otherwise admissible evidence.

4. (1) Classification as either felony or misdemeanor; (2) classification
according to the type of harm caused.

5. If one knowingly commits a criminal or tortious act, one is presumed to
intend the natural consequences of that act. Moreover, if the conse-
quences occur to someone not intended as the victim, or if the conse-
quences are different from those intended, the law may transfer the
mens rea, or tortious intent, from what was intended to what actually
occurred.

6. Duty, breach of duty, causation, and damages.
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10.

11.

12

.

13.

14.

15.

16.
17.

18.

19.

. Intent is the mens rea preceding or accompanying the act. Motive is the

overall purpose, good or bad, for which the act is done.

. (a) Assault, battery, false arrest, false imprisonment, intentional infliction

of mental (emotional) distress, and invasion of privacy; (b) conversion,
nuisance, trespass to personal property, and trespass to real property.

. Tax evasion, bribes, extortion, embezzlement, kickbacks, pilferage,

forgery, computer crimes, antitrust violations, RICO offenses, and fraud
concerning consumers, credit cards, securities, insurance, bankruptcy,
and bank loans.

Crimes: proof of guilt beyond a reasonable doubt, damages not neces-
sary, consent usually no defense, mainly statutory law, and guilt requires
intentional or grossly negligent acts.

Torts: preponderance of evidence, damages needed, consent a defense,
mainly common law, and liability based on intentional acts, negligence,
or no-fault (e.g,, strict liability).

False. In most cases, there is no duty to volunteer information. Even if,
in this case, there were a duty to speak, it is not at all clear from the
facts that (1) the nondisclosure was of a material fact; (2) A intended
that B would rely on the nondisclosure; (3) B justifiably relied on the
nondisclosure; and (4) B was damaged. All of those points would have
to be proved, in addition to demonstrating that A had a duty to speak
(e.g., because A knew that B had misconstrued A’s silence).

(a) Nothing. (b) Under “pure” comparative negligence, 40% of $250,000
($100,000); otherwise, nothing.

Attempt and compounding a crime. In some cases, other crimes (e.g.,
bribery) may also have no tort equivalents.

Arson, bribery, burglary, computer crimes, corporate crimes, embezzle-
ment, forgery, larceny (theft), and robbery.

Act of God, assumption of risk, contributory or comparative negligence,
and superseding (intervening) causes.

Express and/or implied warranties. By a disclaimer.

Negligence or strict liability. Provide a conspicuous, comprehensive
warning about possible injuries and the need of the buyer and other
users to be very careful.

The Magnuson-Moss Act sets certain requirements for warranties. They
must be either full warranties (without limitations) or limited warranties
(with clearly stated limitations).

No. Parties usually are liable for a breach of warranty if they could have
foreseen the existence of, and potential injury to, the purchaser of a
defective good, as well as others exposed to that defective good.
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PRACTICAL APPLICATION

1. (a) Yes. Double jeopardy applies only to the filing of the same criminal
charges.

(b) The burden of proof for you, the plaintiff, would be only a prepon-
derance of evidence, not—as it was for the prosecutor in the crimi-
nal case—proof of guilt beyond a reasonable doubt. There are, of
course, other differences; for instance, some evidence may be more
easily admitted in a civil trial.

2. (@) Certainly, Derek has acted negligently: he had a duty not to allow
his garbage to accumulate over several months, and he breached
that duty. They key issue is proximate cause.

Wendy should be able to obtain a damages award against Derek for
the physical and emotional harm suffered. It is foreseeable that
rodents might gather in a festering pile of garbage, and that a rat
might bite someone nearby. If Wendy were an adult or older child,
she might be deemed contributorily negligent or to have assumed
the risk, but for a five-year-old her actions appear to be reasonable.
Moreover, the foreseeability of injury to a child is heightened by the
close presence of a playground.

Wendy's parents should be able to recover from Derek for their
expenses in having Wendy transported, examined, and treated.
Damages would include any of their costs that directly and proxi-
mately follow from the injury. Wendy’s mother may also sue for
trauma suffered, particularly if she actually saw her child being bit-
ten; however, questions of duty, proximate cause, and actual dam-
ages may undermine such an action.

(b) Although ambulances often have to travel rapidly, Paul may show

that, in these circumstances, climbing the curb amounted to negli-
gent driving. If, however, the ambulance company is part of a gov-
ernmental or charitable agency, immunity may serve as a partial or
absolute defense.
Paul’s claim against Derek appears to be too attenuated. Few, if any,
courts would find proximate cause between Derek’s negligence
(accumulation of the garbage) and the force causing Paul’s injuries
(the moving ambulance). There is no foreseeability. Also, supersed-
ing cause may be a defense.

(c) Derek may claim that Wendy's mother was herself negligent in
supervising Wendy. That is a question of fact for the jury. Even if
her mother was contributorily negligent, that defense would not bar
Wendy’s suit. [However, Derek might file a third-party claim (See
Chapter 3, pages 53-54) against the mother to receive a contribution
from her for damages he must pay to Wendy.]
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3.
4.

As for Paul, Wendy’s conduct (assuming she was negligent) and the
mother’s supposed negligent supervision of Wendy were no more the
proximate cause of his harm than was Derek’s negligent accumulation
of garbage; the calling of an ambulance also did not foreseeably lead to
Paul’s injuries, nor was it breaching a duty of care in the first place.

Res ipsa loquitur and respondeat superior.

(a) Fourth Amendment protection against unreasonable search and
seizure, Fifth Amendment protection against self-incrimination.

(b) Actions taken were not by government (or, at very least, school offi-
cials are not police toward whom the amendments are really
geared); search was reasonable; blood sample is not the sort of
compulsory “testimony” that Fifth Amendment concerns.

(©) Probably admit both the blood sample (more likely) and the bottle.
May exclude bottle as unreasonable search (argument that bottle is
unfairly prejudicial would probably fail; the fact that evidence is
harmful does not make it inadmissible).

(d) Among others, with drunken driving, reckless endangerment,
destruction of public property.

(e) Negligence, trespass to real and personal property.

. Contact the authorities. Watch out not to be overzealous; this may lead

to charges of malicious prosecution, abusive discharge, defamation, and
so on, However, to countenance embezzlement by sending the embez-
zler on to another employer may amount to compounding a crime and
may subject you to a civil suit from a subsequent employer.

. (@) Insanity.

(b) Does alcoholism constitute an involuntary or voluntary intoxication
defense? Although intoxication may be a cause of personal anguish
leading to embezzlement, it is hard to see how it can result in inten-
tional acts of fraud, as opposed to mere recklessness. Even if it
could, assuming that Sally has any moments of lucidity in which she
realizes what she has done, she will probably be held accountable
for failing to take corrective measures.

(©) Sally’s infatuation for “Albert” may be evidence of insanity, but it
would not be duress.

(d) If you, the prosecutor, consider Sally to be relatively innocent com-
pared to Albert, you may decide that Sally’s assistance is necessary
to apprehend and convict Albert. Immunity may be deemed a nec-
essary means to obtain Sally’s full assistance.

(e) Some problems: (1) before trial, how guilt should be apportioned
between Sally and Albert; (2) how much leeway should a prosecu-
tor have; (3) if immunity is given, how may Sally’s credibility be
ensured.
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8.

9.

10.
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(B Sally: conversion; Albert: conversion (using Sally as his agent), per-
haps fraud upon Sally.

(a) This question should induce much discussion, since there are many
possible answers. One is that, since the insane person lacks mens
rea, a finding of guilt would mean that the act is a crime per se.

(b) The punishment, if any, is generally a question of community stan-
dards: the range of choices deemed to be neither too lax nor too
severe.

(2) Entrapment. The question is whether Sidney initially had the neces-
sary predisposition or whether his mens rea was induced by Lucy.
Was Lucy’s conduct the sort that would have caused an “innocent”
man, one without predisposition toward solicitation, to do what
Sidney did?

(b) There is no tort equivalent to solicitation. Even if Sidney’s act were
tortious, could Lucy or any other individual prove damages?

(a) Larceny.
(b) Burglary (and larceny).
(¢) Armed robbery (larceny is part of the crime).

() The first two crimes involve the torts of trespass to real property and
conversion. The third crime’s tort equivalents are assault, battery
(assuming Cory or the knife touched Vera), and conversion; inten-
tional infliction of mental (emotional) distress may also be raised,
although assault, battery, and conversion should be easier to prove
and each is a basis for complete recovery of compensatory as well
as punitive damages.

If Crass has rigged prices, then it and the other price-riggers have
engaged in antitrust violations and unfair competition. Depending on
other facts, this activity may constitute interference with contracts or
prospective economic advantages.

Wally may have an action for abusive discharge against Brenda and
Crass (the latter under respondeat superior).

Strikes are privileged conduct; hence, they do not constitute tortious
interference with contracts or prospective economic advantages.
However, Vera’s act is probably an assault upon the strikebreakers who
saw it and—with reason—believed that the shotgun was loaded.
Concerning the distribution of photographs showing Leo with several X-
rated films, Crass is probably liable for invasion of privacy (public dis-
closure of private facts, intrusion upon a person’s private life), and per-
haps also liable for intentional infliction of mental distress. Of course, so
long as the photographs truly show the movies in Leo’s hand, defama-
tion is negated on the grounds of truth,
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11.

12,

Lastly, Leo’s statements to the customers appear to be disparagement
(trade libel). That Crass has provoked Leo’s ire is no defense; his reme-
dy is to sue Crass, not counter its torts with his own.

Note that the individuals at Crass who authorize or carry out a tort are
liable for that tort just as the company is.

Free State is responsible for risk of loss in transit because of the term
“FOB seller’s plant,” which designates the buyer’s assumption of the
risk. (This subject was explained in Chapter 9.)

However, the real cause of the explosion and the resultant loss of
lives and property damage may be negligent manufacture by Hercules.
In a claim or cross-claim for negligence, Free State could probably use
res ipsa loquitur to place on Hercules the burden of putting forth evi-
dence. Depending on the circumstances of the sale, Free State may also
proceed against Hercules for strict liability and/or breach of warranty.

Against others, both parties suffer from the obvious fact that fireworks
can be extremely dangerous and that both the manufacturer and the
purchaser need to take that into account when making the shipping
arrangements.

Speck may have a prima facie case against Sunshine. Vaccines, properly
tested and manufactured, should not cause paralysis. Thus, the doctrine
of res ipsa loquitur may be used, in a negligence case, to place on
Sunshine the burden of putting forth evidence. Speck may also sue
Sunshine in strict liability and in warranty (e.g., breach of warranty of
merchantability).
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PROPERTY

KEY TERMS

real property land, whatever is growing or built on land, and
the rights associated with ownership and use thereof

personal property all property, tangible and intangible, except
real property; generally property without a permanent location

bailment delivery of personal property into the care, control, and
possession of another, without passing ownership interests

intellectual property protected expressions of scientific, artistic,
or other creative and/or commercial endeavors. The main
types are evinced by patents, copyrights, and trademarks.

In law, property is a collection of rights and interests, generally associat-
ed with the idea of ownership. There are two main types of property: (1)
real property, which is land, the buildings, trees, or other items attached
to the land, and the rights of land ownership and use; and (2) personal
property, which is all other property, tangible or intangible, except real

property.

PROPERTY AS A LEGAL CONCEPT

The law of contracts has an enormous influence on property. Unless a
contract involves solely services, it probably has property (goods, land,
etc.) as its subject matter. Indeed, a contract itself may be a form of
property; the contractual rights and interests are owned by the parties to
the contract, and generally are both transferable and enforceable in
court.

Using this broad perspective, one sees that, for example, a negotiable
instrument is a form of both a contract and property. Under the broad
definition of property as a “bundle of rights,” property is anything capa-
ble of ownership, whether individually, collectively, or for the benefit of
others.

449
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PERSONAL PROPERTY
TANGIBLE AND INTANGIBLE

Personal property (also called “personalty”) can be tangible or intangi-
ble. Tangible personal property is subject to physical possession. It
can include almost anything that takes up space and is movable (non-
movables would be real estate or fixtures).

Intangible personal property consists of rights in something that
lacks physical substance. Examples include contracts, stocks, bonds,
computer software (programs), employment, utility services (telephone,
electricity, etc.), and intellectual property (copyrights, patents, and trade-
marks). Documents or other materials related to such property are really
just evidence of the property; they are not the property with which we
are concerned.

For instance, a written agreement evinces a contract, but the rights
under the contract are the important property interest. Likewise, it is not
the stock certificate, the computer disk, the employment card, or the cer-
tificate of copyright registration that is the key property interest; these are
evidence of property, but the property itself is not capable of physical
possession. One cannot control a portion of IBM equal to a 10-share
interest in that company; nor can one simply pick up job tenure and put
it in one’s pocket; nor can one physically possess the exclusive right to
publish the latest “great American novel.” All such rights (stock owner-
ship, employment, copyright) are real, but intangible.

FIXTURES

Another class of property is called a fixture. Consisting of what was
personal property that has become attached to real property, the fixture
is generally treated as part of the real property. Once personal property
has become so incorporated into real property that it is difficult, costly,
and/or impossible to remove, the personal property is considered a fix-
wure. The main question is often whether an item’s value is intrinsically
related to the surrounding real property; the more closely the two are
connected, the more likely the item (be it a backyard swing, a clothes
dryer, a chandelier, or the like) is a fixture.

In the absence of agreement by the parties, courts often look to the
parties’ apparent intent to have, or not, have, a fixture. This “intent test”
considers:

(D the item’s purpose;
(2) the way in which it was attached; and
(3) the usual practice and custom with respect to such an item.
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An exception is the trade fixture, placed on leased premises by a ten-
ant for use in his/her business. Unlike the situation for other would-be
fixtures, the tenant can continue to treat a trade fixture as personal prop-
erty. However, if removal causes damages, the tenant must reimburse the
landlord. (If removal would cause severe damage, the trade fixture may
have to stay.)

YOU SHOULD REMEMBER

Personal property can be fangible (subject to physical posses-
sion) or intangible [e.g., stocks, contracts, intellectual property).

Fixtures are personal property that have become incorporated
into real property to such an extent that they are treated as part
of the real property. Trade fixtures usually may be removed,
however.

ACQUIRING TITLE TO PERSONAL PROPERTY

* CONTRACTS, SALES OF GOODS, AND
TRANSFERS OF COMMERCIAL PAPER

Contracts in general, as well as UCC Article 2 (sale of goods), have
already been discussed in Chapters 4-9.

The transfer of negotiable instruments under UCC Articles 3 and 4 was
covered in Chapters 10-12.

* GIFTS

A gift is a voluntary transfer of property from its owner (donor) to
another person (donee) without any compensation for the donor. When
the donee is a minor and the property is held in trust (see page 479), the
Uniform Gifts to Minors Act often outlines the custodian’s (trustee’s)
duties and the minor’s rights.

ELEMENTS OF A GIFT

The three elements of a gift are as follows:
1. Donative intent (language or circumstances indicate that the owner
intended to give away the property).

2. Delivery [the property was actually or symbolically (e.g., keys to an
automobile) placed in the donee’s hands, with the owner giving up
control].

3. Acceptance by the donee (usually presumed).
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Because delivery is essential, there are no “executory” gifts; in the
absence of consideration, a mere promise to give something is unen-
forceable.

TYPES OF GIFTS

The three categories of gifts are inter vivos, causa mortis, and testamen-
tary.

Gifts inter vivos are made during the donor's lifetime, when he/she is
not facing imminent death. The three elements are those listed above.

Gifts causa mortis are a type of conditional gift, which places a pre-
condition on permanent retention of the item. When the donor, believing
that his/her death is imminent, conveys property with the intent that the
donee keep it after the donor's death, that is a gift causa mortis. The
property must be returned to the donor if (1) the donor recovers, or dies
from a cause quite different from that contemplated by the parties; (2)
the donee predeceases (dies before) the donor; or (3) the donor revokes
the gift.

A testamentary gift is stated in a will. It serves to transfer property
when the maker of the will dies. Because wills are freely revocable until
death, the effect is to make testamentary gifts likewise revocable. There
is no actual gift until after death.

* ACCESSION
Accession is an addition to the value of personal property, by labor,
materials, and/or natural process (e.g., growing fruit).

Examples: Accession

1. Adding an air conditioner to an automobile.
2. Turning an uncut diamond into a finished gem.

The property owner has a right to the increased value. Typically,
he/she has paid for or performed the accession.
If ownership is at issue, these principles control:

1. Accessions performed by a thief or otherwise done in bad faith and
without the owner’s consent: The original property’s rightful owner is
entitled to the accession.

2. Accessions performed in good faith: The more the accession increases
the value of the property, the more appropriate it becomes to place
title with the person responsible for the accession. If the original
owner keeps the property, he/she must (unlike the situation above)
compensate the improver for the accession. If the improver gets the
property, he/she must pay the original owner for its preaccession
value.
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Example: Accession Performed in Good Faith

Bobby Booby, thinking that a beat-up chair in his late Aunt
Esmeralda’s house was left to him, does extensive work to refinish it. A
formerly $20 chair is now worth about $100. Actually, the chair was left
to cousin Kate.

Bobby probably will be allowed to keep the chair, after giving Kate
$20 for what it was originally worth. If, instead, Kate takes the chair,
Bobby should be compensated for the accession.

* CONFUSION

When the personal property of different owners is commingled, there
is confusion of goods: the various owners’ properties can no longer be
distinguished. For collective warehouses, silos, storage tanks and the
like, confusion is avoided by maintaining thorough records showing how
much of a fungible good (e.g., a particular grade of oil or grain) is held
by each owner.

If the confusion was the intentional or otherwise wrongful act of one
of the owners, then title rests exclusively with the innocent owner(s). On
the other hand, all owners share equally if the confusion occurred by the
owners’ consent or agreement, through an accident or honest mistake, or
by an act of God or a third party. The only way for one owner to obtain
more than an equal share (or, perhaps for insurance purposes, to show a
disproportionate share of loss) is to produce records that adequately sup-
port such a claim.

* POSSESSION

When personal property is lost, mislaid, or abandoned, or
clearly had no prior owner, a person may obtain title simply by
taking possession of it.

Property is lost when it is accidentally left somewhere by its owner,
who cannot find it but does not intend to give up ownership. The finder
of lost property is a gratuitous bailee for the true owner, with title against
all other persons but the true owner. (A “gratuitous bailee” has a right
of possession, but the owner retains superior title interests. This bailee
usually must take measures, but only those reasonable under the circum-
stances, to protect the property and locate the owner. Bailments are
discussed later in this chapter.)

There are, however, two exceptions: if the property is found by a tres-
passer or by an employee at work, then the owner of the premises on
which the item was found, not the finder, acts as bailee and has the title
interest.
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Property is mislaid when it is intentionally put somewhere, but then for-
gotten. In most states, the owner of the premises, not the finder, becomes
the gratuitous bailee with good title against everyone but the true owner.

Property is abandoned when the owner discards it without intending
to reclaim it. Title passes to the first person who takes possession of the
property and intends to keep it. Valuable items, however, presumably are
mislaid, not abandoned.

According to the treasure trove rule followed in most states, a non-
trespassing finder has title to money or other treasure buried for so long
a time that it is unlikely a prior owner will return. (Otherwise, the
landowner usually has the rightful claim.) More important are the estray
statutes found in most states: they provide the procedures (including
publication of notice) whereby the finder/holder of lost or mislaid prop-
erty may claim full title to it if it is not reclaimed by the true owner with-
in the statutory period.

* OPERATION OF 1AW

Federal, state, and local laws provide for transfer of property title via
intestate succession or escheat (see the discussion of wills, pages
480—481), via bankruptcy or execution on judgments (see Chapter 13), or
via lawsuits for conversion (see torts, Chapter 19). Except in certain limit-
ed instances (e.g., a UCC “bona fide purchaser” of goods; see Chapter 9),
even innocent third persons cannot obtain title to stolen property; the
thief never obtained title, which remains with the true owner.

* CREATION

The final method of gaining title—by invention, art, or other intellectu-
al endeavor (e.g., creating a painting, writing a book, knitting a sweater,
developing a computer program) involves a topic, intellectual property,
considered in Chapter 26.

YOU SHOULD REMEMBER

Title may be acquired by sales contract, by the proper taking
of a negotiable insirument, or by gift, accession, confusion, pos-
session, operation of law, or creation. Except for certain specific
exceptions (e.g., UCC bona fide purchasers), a person who
takes from a thief does not acquire title.

BAILMENTS

A bailment involves a transfer of personal property possession, but
not title. The bailor (owner) transfers possession to the bailee.
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The requirements for a bailment are as follows:

1. Bailor retains title.

2. Bailee obtains possession:

() delivery by bailor,

(b) acceptance by bailee.
Possession is for a specific purpose.

4. Possession is temporary; property ultimately reverts to bailor or bailor's
designee.

e TYPES OF BAILMENTS

There are three general categories of bailments: (1) bailments solely
benefitting the bailor; (2) bailments solely benefitting the bailee; and (3)
bailments beneficial to both parties.

W

Bailments are generally express or implied agreements, but
fhely can be imposed by operation of law (constructive
bailments).

BAILMENT TO BENEFIT SOLELY THE BAILOR
Example: Only the Bailor Benefits

Barbara Bailor leaves her cat with Boris Bailee while Barbara is on
vacation; Boris is to take care of the cat, with no compensation expected
or received.

Also known as a gratuitous bailment, this bailment is really a favor
performed by the bailee. Thus the bailee usually owes just a stight degree
of care; only gross negligence will leave him/her responsible for dam-
ages to, or loss of, the bailed property.

Constructive bailments usually fall into this category. The constructive
bailee has found lost or stolen property, has received a misdelivery, or
has otherwise had the property “thrust upon him/her.” Once the con-
structive bailee takes control of the property, he/she is held to the stan-
dard of care (that is, slight care) associated with a gratuitous bailment.

BAILMENT TO BENEFIT SOLELY THE BAILEE
Example: Only the Bailee Benefits

Bob Bailor lends his car to Barry Bailee, with Bob neither expecting
nor receiving compensation for the “loan.”
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Because here the bailor is doing the bailee a favor, with the bailee
passing nothing in return to the bailor, it seems only fair to hold the
bailee to a duty of great (extraordinary) care. Unless he/she was
exceedingly careful, the bailee may be held accountable for damages to,
or loss of, the bailed property.

BAILMENT OF MUTUAL BENEFIT
Example: Both the Bailor and the Bailee Benefit

Goods are left with a firm entrusted to packing and storing them. The
bailors pay for the bailee firm’s services.

Here the bailee owes a duty of ordinary care. In effect, he/she is held
to the “reasonable person” standard found in the tort law of negligence.

Note that parking lot bailments involve transfer of the keys of the vehi-
cle and physical control of it. If a person parks the car and retains the
keys, he/she has merely rented parking space. There is no bailment
because delivery and acceptance of possession are lacking.

* MODERN TREND IN DETERMINING THE
BAILEE’S DUTY OF CARE

As just discussed, most courts decide the bailee’s duty of care accord-
ing to whom the bailment benefits. An increasing number of courts,
however, treat the issues of whether the bailment benefits only one of
the parties, and whether the bailee is compensated, as being two impor-
tant, but not necessarily decisive, factors in determining the duty of care.
The question is simply: What was reasonable care, given all the circum-
stances present in a particular case? Obviously, the overall effect may not
be different from the older three-tiered standard; for instance, most
judges and juries will hold that the degree of care reasonable when the
bailee is simply doing a favor for someone is lower than when the bailee
is compensated for his/her services.

e THE BAILOR’S DUTIES

Just as the bailee has a duty of one of three levels of care, so the
bailor also has duties. He/she must deliver to the bailee property safe
and fit for the bailment’s purpose, must defend against any third party’s
wrongful claim to title in the property, and must tell the bailee about
property defects of which the bailor has or should have knowledge.

e LIMITS ON THE BAILEE’S LIABILITY

Express, written bailments can expand or (more typically) limit the
bailee’s potential liability. For bailees bearing a special, public interest
(e.g., parking garages, hotels), liability limits may be forbidden by state
statute or municipal ordinance; even if not prohibited, limits must be
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reasonable. For purely “private” bailments, liability limits are usually per-
mitted unless they defeat the bailment’s purpose. The modern law’s
emphasis on consumer protection has led to most states’ requiring that
liability limitations be clearly expressed, via a method that would be
noticed by a reasonable bailor before, or at the outset of, a bailment.

* BAILMENT TERMINATION AND THE RETURN
OF PROPERTY

Bailments are terminated by performance, time, destruction of
bailed property, acts of the parties, or operation of law.

Performance arises when the bailment’s purpose has been fulfilled or
when the agreed-upon duties of bailor and bailee have otherwise been
completed.

Time terminates the bailment when the period expressly provided or
implicitly agreed to by the parties has lapsed.

Destruction of bailed property can occur through a third party or by an
act of God (e.g., a hurricane). It also arises when the bailed property is
no longer appropriate for the bailment's purpose.

Acts of the parties include (a) the parties’ subsequent agreement to ter-
minate; (b) either party’s decision to terminate a bailment that is for the
sole benefit of one party and/or has an indefinite duration; (c) the “inno-
cent” party’s choice to terminate and, if applicable, to seek damages,
because the other party has materially breached the bailment agreement
(e.g., the bailee used the property in a way not agreed to by the bailor).

Operation of law concerns the bailee’s death, incompetence, insolven-
cy, or other such event that renders performance impossible.

Upon termination, the bailee must return the bailed property to the
bailor unless:

(a) it was lost, stolen, or destroyed through no fault of the bailee;

(b) it was delivered to someone with a better claim to it than the bailor
has;

(c) it was taken by legal process (e.g., attachment); or

(d) the bailee has an unpaid lien on it.

Most states have statutes permitting a bailee’s lien on the bailed prop-
erty if the bailee has not been paid for services performed on the prop-
erty. After notice, the property is sold to pay off the lien (see discussion
of liens in Chapter 13). Usually the lien is solely possessory (if the bailee
gives up possession, the lien ends) and cannot be used for work done
on credit.
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YOU SHOULD REMEMBER

Bailments involve transfer of the possession of personal proper-
ty, but not fitle to it, from a bailor to a bailee. Possession is tem-
porary, for a specific purpose.

The three main types of bailment are (with bailee’s duty of
care in parentheses): bailments solely to benefit bailor {slight),
bailments solely to benefit bailee (great), and mutual benefit
bailments {ordinary).

Bailments are usually express or implied agreements, but can
be imposed by law (constructive bailments). If a bailee’s liabil-
ity limits are clearly and noticeably expressed, they will general-
ly be upheld.

Bailments are terminated by performance, time, destruction of
bailed property, acts of the parties, or operation of law. In
the absence of a justifiable excuse, the bailee is liable for failure
to return bailed property.

o THE COMMON CARRIER AS A SPECIAL TYPE
OF BAILEE

A common carrier holds itself out to the public as available for
transporting goods or passengers.

A common carrier may be regulated by state agencies or, if an inter-
state carrier, by federal agencies such as the Interstate Commerce
Commission. Although this discussion will focus on carriers of goods,
note that carriers of passengers are also subject to extensive state and
federal regulation. Passenger carriers are not insurers of their passenger’s
safety (hence not strictly liable), but they are usually held to a high duty
of care—more than just avoiding ordinary negligence.

When transporting goods, the common carrier is a special type of
bailee, strictly liable for property damaged, lost, or taken while in its pos-
session unless the damage, loss, or taking resulted from one of the fol-
lowing:

1. The shipper’s actions, such as improper packing, if the resulting prob-
lem was not obvious to the carrier. (The “shipper” is the party sending
the goods via the carrier; e.g., the owner or seller of the goods.)
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2. Governmental acts, such as attachment or confiscation pursuant to
legal processes.

3. An act of God, such as a severe flood, tornado, earthquake, or other
unforeseeable natural catastrophe.

4. An act of a “public enemy,” a term that includes nations, groups, and
individuals seeking the violent overthrow of the government.

5. The inherent nature of the property, such that the shipper should have
made special carrying arrangements. The nonnegligent carrier is thus
not responsible if, for example, perishable goods spoil.

It is usually the common carrier’s burden to prove that the damages
arose from one of these exceptions.

Once transportation is completed, the common carrier is considered a
“warehouse” for goods still in its possession. Thus strict liability (with just
the five exceptions listed above) ends when (a) the goods are unloaded
from the common carrier and placed in a storehouse; or (b) the con-
signee (the person to whom the shipment was sent) has had reasonable
time to inspect and take possession of the goods (with some states also
requiring that the consignee receive notice of the goods’ arrival).

The common carrier as warehouse owes a duty of ordinary care. Like
warehouses generally, the carrier is then held just to a negligence stan-
dard, not one of strict liability.

COMMON CARRIER’S LIABILITY
LIMITATIONS

Intrastate commerce: most states permit limits except for gross
negligence.

Interstate commerce: federal law [and UCC 7-309[2) allows
limits if the shipper can obtain a higher amount of liability by
paying increased rates.

YOU SHOULD REMEMBER

Common carriers of goods are, in effect, bailees. They are
strictly liable for goods damaged in transport unless a partic-
ular exception intervenes (e.g., the shipper’s negligence or third-
party acts caused the damage).
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Once the transportation is completed, or shortly thereafter, the
common carrier owes only a duty of ordinary care (a negligence
standard).

e INTELLECTUAL PROPERTY

A special type of intangible property, arising from the creative endeav-
ors of the human mind and known as intellectual property, is evinced
by patents, copyrights, and trademarks and trade names. It is discussed
in Chapter 26.

JOINT OWNERSHIP OF PROPERTY

Both personal and real property may have more than one owner. The
four main categories of co-ownership are joint tenancy, tenancy by the
entirety, tenancy in common, and community property.

A joint tenancy is established when equal interests in property are
conveyed by an instrument expressly stating that the parties acquire the
property as joint tenants. Four “unities” are preconditions to the joint ten-
ancy: the owners must all have received their interests in the property (a)
at the same time (unity of time), (b) from the same source (unity of title),
(¢) in equal interests (unity of interest), and (d) with each owner having
a right to possess the whole (unity of possession).

Perhaps the most important aspect of joint tenancies is that the owners
have a right of survivorship: when one of the joint tenants dies,
his/her interest passes equally to the surviving joint tenants. Moreover,
just as a joint tenancy interest cannot pass by inheritance (it goes to the
surviving joint tenants, not the deceased joint tenant’s heirs), so it cannot
be transferred by one of the joint tenants; such a transfer destroys the
unity of time and converts the new tenants’ ownership to that of a tenan-
¢y in common (see below); the new owner, as well as the remaining old
owners, hold the property as “tenants in common.”

A tenancy by the entirety, which only a married couple can create,
is similar to a joint tenancy in that there are four unities and a right to
survivorship. Unlike the situation in a joint tenancy, though, a unilateral
action of one tenant (e.g., an attempt to transfer his/her interest to a
third party) cannot turn a tenancy by the entirety into a tenancy in com-
mon. Only death, divorce, or agreement by both spouses terminates this
tenancy. Many states, including all community property states no longer
recognize this tenancy.

A tenancy in common requires only one of the four unities: unity of
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possession. There is no right of survivorship; a deceased common ten-
ant’s heirs receive his/her interest in the tenancy. If the type of co-own-
ership is unspecified or otherwise unclear, a conveyance to two or more
persons is treated as creating a tenancy in common.

Lastly, some states (Arizona, California, Idaho, Louisiana, Nevada, New
Mexico, Texas, Washington, and to a certain extent Wisconsin) follow a
system known as community property. Almost all property acquired
by the husband or wife during the marriage, except for gifts or inheri-
tances, is owned equally by both spouses. Property acquired before
marriage is not included, unless it becomes so “commingled” with com-
munity property that it can no longer be traced.

A special form of real property, the condominium, features sole own-
ership of individual office or apartment units, with joint ownership (by
all the sole owners) of the land and common areas. The owners’ man-
agement participation and their shares of expenses are governed by state
law and the terms of the condominium agreement. Condominium own-
ers typically have the right to enjoy free and equal use of the common
areas, and to transfer their units subject only to lawful restrictions in the
condominium agreement.

YOU SHOULD REMEMBER

The major forms of joint ownership are joint tenancy (with sur-
vivorship rights and the four “unities”—time, title, interest,
and possession) and tenancy in common (with no survivorship
rights and only one “unity,” possession).

Many noncommunity property states still permit tenancy by the
entirety, which is similar to joint tenancy, but harder to terminate
and available solely to married couples.

Two other forms of joint ownership are community property
and condominiums.

All of the above forms of ownership can apply to both person-
al and real property, except for condominiums, which are real

property.

REAL PROPERTY

Real property interests center around ownership, use, and possession.
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ACQUISITION OF TITLE

Ownership (title) may be acquired in many ways.

e VOLUNTARY TITLE TRANSFER BY DEED

The transfer, by sale or gift, is formally accomplished by delivering to
the grantee a deed, which customarily includes the following:

1. Names of the grantor and grantee.

2. Consideration paid, if applicable.

3. “Words of conveyance,” stating the parties’ intent to convey.

4. A precise, formal description (metes, i.e., measures, and bounds, i.e.,
directions) of the property.

5. Exceptions or reservations, such as easements or profits (both
described shortly).

6. Quantity (acreage).
7. Covenants or other warranties.
8. The grantor’s signature.

General warranty deeds include all of the usual covenants (title, no
encumbrance, quiet enjoyment, i.e., possession without disturbance).
The grantor warrants title against defects or encumbrances arising before
or during his/her ownership.

Special warranty deeds include the general warranty’s covenants, but
warrant only against defects or encumbrances arising after the grantor
acquired the property.

Deeds (whether general warranty or special warranty) usually warrant
the grantor’s “good and merchantable title.” If disputes over title arise
later, the grantor may be subject to a breach of title lawsuit.

A quitclaim deed, however, contains no warranty of title; it simply
grants all of the grantor’s rights in the property, whatever these rights
may be. Unless the quitclaim and the grantor’s actions were fraudulent,
he/she is not liable to the grantee even if it turns out that the grantor had
no title at all and hence conveyed none to the grantee.

Recording the deed in the local records office is not needed to transfer
title. However, recording provides notice to others, and in many states
establishes priority over unrecorded deeds involving the same property.

FACTORS INVOLVED IN REAL PROPERTY SALES

The sale of real property generally involves the following:
1. Contract of sale, which must be in writing to be enforceable (Statute of
Frauds).

2. Title search, generally performed to determine if the grantor has a mar-
ketable title.
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3. Mortgage(s), when money is borrowed to purchase the property.

4. At closing, delivery of the deed to the buyer, who pays the purchase
price. The money may then be disbursed to, among others, the broker
or agent (if any), the title company (f applicable), the seller's mort-
gagee (if money is still owed), and the seller.

MORTGAGES
Mortgages are a type of security transaction involving real property.
(See Chapter 13.) The mortgage is a document, and a conveyance, from
the mortgagor (debtor) to the mortgagee (creditor), with real property
described and given as security for the loan made by the mortgagee to
the mortgagor. The loan itself is usually evinced by a promissory note.
Most states consider the mortgagor to have title, even if in default, until
court action has resulted in a foreclosure; in essence, the mortgagee sim-
ply has a lien on the property. Some states, though, treat title as resting
with the mortgagee, whose interest is subject to a condition subsequent
(payment of the debt), which would place title with the mortgagor; in
effect, this “title theory” makes little difference, as the mortgagor retains
possession and other property interests, as well as such duties as paying
taxes. (For a discussion of foreclosures, see Chapter 13.)

ALTERNATIVES TO THE MORTGAGE

Two alternatives to the mortgage are as follows:

1. Deed of trust. The property is conveyed to a third person (the trustee),
who holds it in trust as security for the debt. The debtor retains posses-
sory and other property rights (see page 465). Foreclosure is generally
along the same lines as for mortgages, but the trustee, not the sheriff,
may conduct the public sale.

2. Installment land contract. The seller retains a security interest until the
total purchase price is paid. The buyer possesses the property, with
forfeiture conditions (such as for default in payments) stated in the
contract.

* INVOLUNTARY TITLE TRANSFER BY
OPERATION OF LAW

1. Foreclosure sale. Title may pass because of an unpaid mortgage or a
mechanic’s lien. For more, see Chapter 13,

2. Judgment sale. Title may pass because of an unpaid judgment, leading
to 2 writ of execution for the judgment creditor. For more, see Chapter

13.
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Eminent domain. The right of the federal and state governments, as
well as some other entities with governmental powers, to take private-
ly owned real property for the public benefit is called eminent
domain. The Fifth Amendment to the U.S. Constitution requires that
the owner be compensated for the property taken; the amount award-
ed is generally the property’s fair market value before the taking
occurred.

. Adverse possession. If a trespasser actually occupies property continu-

ously, exclusively, openly, and in a manner hostile to the owner’s
rights (without permission), and if this state of affairs lasts for the peri-
od of time required by state statute (it varies from about 5 to 20 years),
then the owner's title passes to the trespasser by adverse possession.
Some states require that the trespasser have had at least some claim of
title beforehand, and most states look to whether the would-be
adverse possessor paid taxes on the property. Neither government
land nor land occupied by permission of the owner can be acquired
by adverse possession.

TRANSFER BY INHERITANCE

Title to real property may be transferred either through a will or intes-
tate succession.

YOU SHOULD REMEMBER

gifi), formally accomplished by delivery of a deed. There are gen-
eral warranty, special warranty, and quitclaim deeds.

Frauds), generally involve a file search, and often are accom-
plished by a mortgage. In return for borrowing money to
purchase the realty, the mortgagor (debtor) conveys to the
mortgagee (creditor) a security interest in the real property. Al-
ternatives to mortgages are deeds of trust and installment land
contracts.

by foreclosure sale, judgment sale, eminent domain, or adverse
possession.

succession.

Real property title can be acquired via voluntary transfer {sale or

Sales of realty must be in writing to be enforceable (Statute of

Involuntary transfer of real property tifle can be accomplished

Tifle to real property can also be acquired by will or intestate
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RIGHTS ASSOCIATED WITH LAND
OWNERSHIP

The law has long held that certain rights naturally accompany land own-
ership.

1.

2.

In

Surface rights. A landowner holds the exclusive right to occupy the
surface of a piece of land.

Subterranean rights. A landowner has the exclusive right to oil, miner-
als, and other substances found beneath the land’s surface. He/she is
also entitled to a reasonable use of percolating (subsurface) waters;
this last right is often treated as a riparian right (see 8).

Air rights. A landowner has the exclusive right to the air above his/her
land, to that height over which control is reasonable. (Obviously,
absent zoning restrictions, a landowner cannot prevent airplanes from
flying over his/her property at a safe altitude.)

. Right o trees, crops, or other vegetation on the land.

Right to fixtures on the land (e.g., a shed or a patio).

- Right to lateral and subjacent support. A landowner’s neighbors may

not excavate or otherwise change their own land to such an extent
that the owner’s lands or buildings are damaged.

. Right to be free of public or private nuisances. A landowner may

request a court order to abate pollution, noxious odors, excessive
noise, or other interference with his/her enjoyment of the land. (If gov-
ernmental actions make the land uninhabitable, the owner may seek
“inverse condemnation”—an order that the government take the prop-
erty by eminent domain and compensate the owner.)

Riparian rights. A landowner may use a natural waterway within
his/her property. (Title to navigable streams extends only to their low
water mark, with the federal government owning the rest.)

conjunction with these rights comes the obvious duty not to inter-

fere with other landowners’ rights. For example, an owner’s riparian
rights do not permit the owner to pollute or divert a waterway passing
through his/her property. Most states also do not allow the owner to
diminish unreasonably a waterway’s flow.

RESTRICTIONS ON LAND-USE RIGHTS
* GOVERNMENTAL CONTROLS

The owner’s right to use his/her land is now usually subject to many
governmental controls, including zoning and building codes.
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Zoning is legislative action, usually at the municipal level. It regulates
the use of property, including the types of construction permitted within
different zoning districts.

Like other administrative rulings, zoning decisions are subject to judi-
cial review but are presumptively valid. Courts are extremely reluctant to
overturn decisions unless they were clearly arbitrary or otherwise violat-
ed due process.

Unlike eminent domain, zoning changes generally do not afford
landowners an opportunity to receive compensation from the govern-
ment. Typically, to qualify for compensation, some or part of the land
must actually be taken, not merely adversely affected by land-use regula-
tion.

* PRIVATE RESTRICTIONS

So long as they are not unlawful or otherwise contrary to public poli-
cy, private restrictions may also be placed in deeds, subdivision plans, or
the like; such restrictions are usually upheld if they benefit the landown-
ers as a whole. Examples of use restrictions include limits on the size
and design of houses or other buildings, and prohibitions of commercial
establishments or certain other buildings.

YOU SHOULD REMEMBER

Rights naturally accompanying land ownership include sur-
face, subterranean, air, riparian, and lateral/subjacent support
rights; the right fo trees, crops, or other vegetation; the right to
fixtures; the right to be free o?nuisances.

Duties also come with land ownership. For example, owners
generally may not abuse their riparian rights to the detriment of
others. Also, of course, owners have the duty fo conform with
zoning and building codes and other governmental controls.
There may also be private restrictions on land use.

POSSESSORY AND NONPOSSESSORY (USE)
INTERESTS

e POSSESSORY INTERESTS

There are three main types of possessory interests in real property:

1. Fee simple estate. The highest form of ownership and possession,
fee simple estate includes all rights in the land. Owners in fee simple may
pass to others rights in the land without giving up absolute ownership.
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Besides fee simple absolute (FSA), there are fee simple determinable
(FSD; ownership automatically ends if a specified action occurs) and fee
simple subject to a condition subsequent (FSSCS; ownership is sub-
ject to a grantor’s right of repossession if a specified action occurs). In
either case, ownership and possession are absolute until and unless the
specified action occurs.

Example: FSA

Land is granted to X. There are no conditions and no possibility of
reversion.

Example: FSD

Land is granted to a university “so long as the land is used for educa-
tional purposes.” If the educational purpose ceases, the land automatical-
ly reverts back to the grantor or his/her heirs.

Example: FSSCS

Land is granted to a museum, but “if a painting by Pablo Picasso is
ever exhibited on the premises, the grantor or his/her heirs may re-
enter.” If a Picasso is shown, it is up to the grantor or his/her heirs
whether to have the land revert.

2. Life estate. Here the term of a person’s possessory interest in land
is the duration of one or more human lives as specified in the granting
instrument. Usually the estate is for the life of the grantee (the person
receiving the life estate). Upon the death of the life tenant, the land
either reverts to the grantor or his/her heirs (a reversionary interest) or
passes to another party designated in the granting instrument. In the lat-
ter case, the remaining estate is called a “remainder,” with the ultimate
recipient being the “remainderman.”

Life tenants may generally do anything with their property,
including leasing or transferring it, that wil? not cause permanent
damage to it. Of course, if A%\as a life estate for the life of B,
she cannot give to C a fee simple estate or any other estate that
exceeds the lifetime of B, that is, A cannot transfer more than she
herself has.

3. Leasehold. Both fee simple estates and life estates are labeled “free-
holds”; in both cases, the estates are of uncertain duration. A leasehold,
however, generally has a set term. Unlike the freehold situation, the prop-
erty’s owner is distinct from its occupant, because a leasehold grants only
possession, not title. (See the discussion of leases later in this chapter.)
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e NONPOSSESSORY INTERESTS

Three nonpossessory interests are easements, profits, and licenses.

1. Easements. Created either by agreement (express) or by operation
of law (implied), the easement gives to its holder a limited right to use,
or forbid the use of, another person’s land for a specific purpose.
Although most easements are affirmative, that is, they grant the use of
another person’s property (e.g., a farmer’s driving on his neighbor’s pri-
vate road to get to a second parcel of land that he owns), they can also
be negative, that is, they restrict a property owner’s use of his/her prop-
erty, the servient estate, because such a use would affect an adjoining,
dominant estate (e.g., servient estate S cannot build in such a way as to
deprive dominant estate D of access to sunlight). (The effect of negative
easements is similar to that of restrictive covenants. The latter are
express provisions, usually placed in deeds, that attempt to restrict the
transfer or use of property.)

Deeds transferring title, or documents accompanying deeds, are the
usual means of creating express easements. One main type of express
easement is the appurtenant easement, which concerns adjoining land:
the dominant estate holds a negative or affirmative easement over the
neighboring, servient estate. Appurtenant easements, intended for holders
of particular property, “run with the land.” Thus, when the dominant estate
is transferred, the appurtenant easement also passes to the new owner.

The other main type of express easement, an easement in gross, is
given for a specific purpose. There is no adjoining, dominant estate. At
common law, this “personal” easement could not be transferred.
However, most states now allow such transfers, especially for easements
necessary for commerce or other public purposes.

Example: Easement in Gross

A utility company’s right to run lines on private property.

Implied easements, like implied contracts, are based on the parties’
presumed intent. Other nonexpress easements include easements by
prescription and easements by necessity. The former is similar to title
by adverse possession; it results from actual, open, continual, and non-
permissive easement use of another’s land for the statutory period of
time needed to establish adverse possession. (Like adverse possession,
prescriptive rights typically cannot be acquired in public lands.) An ease-
ment by necessity arises if a land conveyance makes such an easement
necessary for the use and enjoyment of granted or retained land.

Example: Easement by Necessity

Olive Owner transfers some land to Bill Buyer. Bill’s tract has no
access to a public road except through Olive’s retained land. Thus there
is an easement by necessity through Olive’s land.
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2. Profits. A profit is the right to obtain a possessory interest in some
aspect of another’s land, such as crops, timber, or minerals. An easement
usually accompanies the profit, so that the profit holder can enter the
land to remove the particular crop, mineral, or whatever.

3. Licenses. The owner permits someone to use his/her land, general-
ly for a limited, specific purpose (e.g., to camp, hunt, hike, or fish). The
license is subject to revocation at any time.

YOU SHOULD REMEMBER

The three main possessory interests in real property are (1) fee
simple estate {can be absolute, determinable, or subject to a
condition subsequent); (2) life estate; and (3) leasehold. Absolute
ownership vests with fee simple. Leaseholds convey only posses-
sion, not title.

Three major nonpossessory interests are easements, profits,
and licenses. Easements can be affirmative (to use another per-
son’s property) or negative (restricting the use of property).
They can be appurtenant (“running with the land”) or in gross
(to a particular person). Besides arising by express or implied
agreement, easements can be by prescription (similar to adverse
possession) or by necessity.

TENANT/LANDLORD RELATIONSHIP

The owner of real property may be a landlord, having put possession
in the hands of a tenant.

* THE LEASE

The rental agreement, a lease, is between the lessor (owner) and
lessee (tenant). Although most leases should be express and stated in
writing, most states permit short-term leases (one year or less) to be oral
or simply implied. The Statute of Frauds, however, bars enforcement of
an unacknowledged, unwritten lease covering more than one year. Also,
federal, state, and local fair housing laws bar discrimination in renting
based upon race, color, religion, national origin, sex, handicap, or famil-
ial status.

TYPES OF LEASEHOLDS

There are four main types of leasebolds (nonownership, possessory inter-
ests in realty):
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1. Estate for years. Tenancy is for a definite period of time, and usually
ends on or by a date stated in the lease, although termination may
instead occur because of the parties’ mutual agreement, a condition
stated in the lease, operation of law (e.g., bankruptcy), or merger
(lessee acquires fee simple title to the property).

2. Periodic tenancy. Tenancy is for a definite period of time, often
month to month, which automatically renews until a contrary notice is
given by the lessor or lessee (usually one rental period, e.g., a month,
in advance).

3. Tenancy at will. Either party may end the tenancy at any time,
although most states require a termination notice.

4. Tenancy at sufferance. Tenancy continues after the lease has
expired, with most jurisdictions holding that this leasehold implicitly
becomes a periodic tenancy.

COVENANTS

Most written lease agreements contain covenants, that is, statements
about the parties’ rights and duties. Covenants customarily cover security
deposits, rent (e.g., requiring payment in advance), lease assignments or
subleases (e.g., whether, and in what circumstances, they are permitted),
and restrictions on use of the premises (e.g., as solely a retail store—no
manufacturing allowed). Even if not in writing, there generally are
implied covenants that (1) the landlord has the right to transfer posses-
sion to the tenant; (2) the tenant will not cause “waste,” that is, damage
the property beyond normal wear and tear; (3) the landlord grants “quiet
enjoyment,” that is, will not disturb a lawful tenant’s use and enjoyment
of the premises; and (4) the property is livable—in good repair (warranty
of habitability).

TERMINATION OF THE LEASE
Before its term has run, a lease may be terminated for the following rea-
sons:

1. Frustration of the lease’s purpose due to zoning changes, eminent
domain, or the like. Also, if a mortgage predates a lease, its foreclosure
ends the lease.

2. Tenant’s breach of covenants. The landlord must generally serve notice
and follow other statutory provisions before evicting a breaching ten-
ant.

3. Constructive eviction. When a landlord materially impairs the tenant’s
ahility to enjoy the premises, the tenant may terminate the lease. (The
law considers the landlord’s conduct to be, in effect, an eviction.)
Other breaches of covenant by the landlord usually permit the tenant
just to collect damages, not terminate the lease.
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A tenant’s unilateral abandonment of the premises does not terminate
the lease. He/she remains liable for the remaining rent, with the landlord
usually subject to a statutory duty to mitigate damages (attempt to get a
new tenant).

* MAINTENANCE OF RENTED PROPERTY

The common law left maintenance completely up to the tenant. Now,
though, statutes, case law, and leases themselves may place maintenance
responsibility on the landlord, tenant, or both. Obviously, landlords are
in charge of common areas (facilities used by all tenants, such as parking
lots, halls, and shared electric and plumbing systems).

YOU SHOULD REMEMBER

The four main types of leaseholds are estates for years, period-
ic tenancies, tenancies at will, and tenancies at sufferance.
Leases may contain express covenants, and almost all leases
have implied covenants, such as: (1) landlord has the right to
transfer possession, (2) tenant will not cause “waste,” (3) land-
lord grants “quiet enjoyment,” (4) the property is in good repair
(warranty of habitability).

Before its term has run, a lease can end because its purpose
has been frustrated, the tenant has breached covenants, or there
has been a constructive eviction.

TORT LIABILITY FOR REAL PROPERTY
CONDITIONS CAUSING INJURY (PREMISES
LIABILITY)

A landowner may be liable in tort for a visitor’s personal injuries
resulting from property conditions.

The traditional approach is to label the visitor an invitee (e.g., some-
one entering the premises to engage in business, such as shop or make
repairs), a licensee (e.g., a social guest or household member), or a tres-
passer. The property owner’s duty to invitees extends beyond the
issuance of warnings to the exercise of reasonable care in protecting
invitees against all dangerous conditions they are unlikely to discover;
his/her duty to licensees is to warn them of known, dangerous condi-
tions they are unlikely to discover; his/her duty to trespassers is merely
not to injure them intentionally, simply for trespassing. When the
landowner knows or should know that children, attracted by a swim-
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ming pool or some other feature or artificial condition, are likely to tres-
pass, he/she generally has a higher duty of care (the “attractive nuisance”
doctrine).

Most states no longer look only at the status of the injured party.
Instead, the test of due care is the overall reasonableness of the
landowner’s acts or omissions, considering all facts and circumstances.
Therefore, status as an invitee, a licensee, or a trespasser is only one
consideration out of many.

Some other general principles in establishing liability are as follows:

1. Tenants, as occupants of the premises, have the primary potential lia-
bility to injured persons.

2. Most states have recreational use statutes: when real property is used
for recreation, and without charge, then these statutes remove from the
landowner any duty to make property safe or to post warnings.

3. Case law and statutes have increasingly held landlords responsible
under fitness warranties customarily involved in land sales. Thus a
landlord may be responsible to third parties injured because of the
landlord’s failure to (a) repair defects as required by the lease; (b)
reveal known defects to the tenant; and (c) keep the premises in
accord with the local building code. Indeed, landlords and tenants
may both be held accountable for injury-causing failure to maintain the
premises.

4. A lease may provide that the landlord is not liable for injury to anyone
on the premises. However, such exculpatory clauses often are not
upheld, particularly if the circumstances indicate that it would be
inequitable to do so (e.g., the landlord knew or should have known
about an extremely dangerous defect in a stairway, while the injured
person had no such actual or constructive knowledge).

COMPARISON OF MAJOR PROPERTY
ARRANGEMENTS

The following table shows the comparative characteristics of the major
arrangements governing property.



Characteristic

Right to
Sell/Keep
Consideration Property to
Property Transfers Transfers Right to Assign Necessary to Be |Pay Owner’s
Arrangement Title Possession |Right to Use’| Possession or Use® Enforceable Debts*
Bailment No Yes Rarely No (although may No (can be If permitted
create a subbailment) gratuitous) by statute
Lease No Generally, Yes Generally, yes unless Yes No**
yes lease specifically
prohibits
Sale Yes Yes Yes Yes Yes Already
(see Chapter 9) completely
has the
property
Security interest No Generally no| Generally Generally no “Value” given— Yes
{see Chapter 13) (except for no cannot be gratuitous

pledges)

*Such right would be by the person that acquired this property interest (i.e., the bailee, lessee, buyer, or secured creditor).
**Tenant cannot “convert” a leasehold to fee simple even if landlord owes tenant money.
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PROPERTY

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

1.
2

¥ LI NS

=)

10.

11.

Name at least five forms of intangible personal property.
What are the three basic elements of a gift?

. What are the four requirements for a bailment?
. Name four types of bailments and the bailee’s duty of care for each.
. If your state follows the community property system, in what region of

the United States do you live?

. Is it necessary to record a deed? If not, why do it?
. (2) Name two examples of voluntary transfer of real property, and

name the document that must be delivered in order to make such
transfers.

(b) Name three types of deeds.
(¢) Name four methods of involuntary transfer of real property.

. Name eight rights associated with land ownership.

Name three possessory and three nonpossessory interests in real prop-
erty.

(a) What are the four main types of leaseholds?

(b) Name four implied covenants.

In most states, what is the test of the landowner’s due care toward visi-
tors?

TERMS FOR STUDY

abandoned property covenants

accession deed

adverse possession donative intent

air rights donee

appurtenant easement donor

bailee easement (affirmative or nega-
bailment tive)

bailor easement by necessity
common carriers easement by prescription
community property easement in gross
condominium eminent domain
confusion estate

constructive bailment estate for years



estray statutes

exculpatory clause

fee simple determinable

fee simple estate

fee simple subject to a condition
subsequent

fixture

general warranty deed

gift

gift causa mortis

gift inter vivos

gratuitous bailment

intangible personal property

joint tenancy

landiord

lease

leasehold

license

life estate

lost property

mislaid property

mortgage

periodic tenancy

personal property

premises liability
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probate

profit

quitclaim deed

real property

recreational use statutes

restrictive covenant

right of survivorship

right to lateral and subjacent
support

riparian rights

special warranty deed

subterranean rights

surface rights

tangible personal property

tenancy at sufferance

tenancy at will

tenancy by the entirety

tenancy in common

tenant

testamentary gift

title

trade fixture

treasure trove rule

Zoning

PRACTICAL APPLICATION

1. Daryl Dentist leases an office from Laura Landlady. He has hung sever-
al abstract paintings on the walls, and has strongly bolted and attached
his dental equipment to the walls and to plumbing and electric outlets.
Now that his lease is expiring, Daryl wants to take all of this property
to a new location. Laura claims that he cannot do that; the paintings
and equipment are now hers. Discuss.

2. Joe suffers a heart attack. Believing he hears the “flapping wings of the
Angel of Death,” he gives his prized sports trophies to Herb. Joe recov-
ers. When he asks for the trophies back, Herb says, “Sorry, Joe; they're

mine now.”

(a) Can Joe get the trophies back?

(b) What if Joe recovers, thinks about asking for the return of the tro-
phies, and then dies in a car accident?
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3.

4.

5.

6.

7.

PROPERTY

While you are in a restaurant, you find a diamond-studded hat under
your chair. Is it now yours? Discuss.

Shipper’s goods are damaged during transit by a common carrier. No
one can show why. Who will probably be liable?

(a) Husband Harry and wife Wilma own property P as tenants by the
entirety. Without telling Wilma, Harry transfers his interest in P to
Otherwoman Olive. Harry dies. Wilma then dies, with her will
leaving each of her heirs an equal interest in P. How much of P do
the heirs own, and how much does Olive own? What type of ten-
ancy now exists?

(b) Same questions as (a), but assume that husband and wife held P
as joint tenants.

A fee simple owner conveys a life estate to L, with the remainder to R.
L wants to lease his interest. May he do so?

Carrie Kiddie passes through Nellie Neighbor's yard every school day
in order to catch the bus, and to return home after getting off the bus.
This use continues for several years, during the school year. When
Carrie’s parents sell their house, the new owners start to use Carrie’s
former pathway to walk to and from a local store. Nellie asks them to
stop. If she goes to court, who will win?

ANSWERS
KNOW THE CONCEPTS

1.

2.
3.

Contracts, stock, bonds, computer software (programs), employment,
utility service, and intellectual property.
Donative intent, delivery, and acceptance.

Bailor keeps title, bailee obtains possession (delivery and acceptance),
possession is for a specific purpose, possession is to be temporary.

. (1) Bailment solely for bailor’s benefit (gratuitous bailment)—slight

(2) Bailment solely for bailee’s benefit—great
(3) Mutual benefit bailment—ordinary

(4) Constructive bailment—usually slight
Probably in the Southwest or the West.

No. To provide notice to others and to establish priority over unrecord-

ed deeds to the same property.

(a) Gift and sale; deed.

(b) General warranty, special warranty, and quitclaim.

(c) Foreclosure sale, judgment sale, eminent domain, and adverse pos-
session.
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8. Subterranean, surface, air, riparian, and lateral support rights; the right

10.

11.

to fixtures; the right to trees, crops, or other vegetation; the right to be
free of nuisances.

. Possessory: fee simple estate, life estate, and leasehold.

Nonpossessory: easement, profit, and license.
(a) Estate for years, periodic tenancy, tenancy at will, tenancy at suffer-
ance.

(b) Landlord has right to transfer possession, tenant will not cause
“waste,” landlord warrants habitability, and landlord grants quiet
enjoyment.

Reasonable care given all facts and circumstances, including but not
limited to the visitor’s status as invitee, licensee, or trespasser.

PRACTICAL APPLICATION

1. Laura evidently claims that the various properties are fixtures.

However, if the dental equipment is a fixture, it is obviously a trade fix-
ture. Thus Daryl can take it, although he will have to reimburse Laura
for any costs or damages associated with detaching the equipment.
The paintings probably are not fixtures. Only if they were attached in
such a way as to make removal difficult and costly, or only if other cir-
cumstances indicate they were intended to remain on the premises,
will Daryl be barred from taking them.

If the paintings are fixtures, Daryl may claim that they are subject to
the trade fixture exception. However, unless the paintings are actually
pictures of bicuspids or otherwise oriented toward dentistry, a court
may well hold that they are not crucial to Daryl's business. Even if they
are trade fixtures, removing them might be, on balance, too costly to
be permitted.

. (a) Yes. First, a gift causa monis is freely revocable. Second, Joe recov-

ered, so the trophies revert to him anyway.

(b) It does not matter. Even though merely thinking about asking for
return would not constitute revocation, Joe’s recovery automatical-
ly rescinds the gift. To be effective, the death must be of the type
contemplated; the car accident certainly is not.

. It appears unlikely that the hat was abandoned; valuable items are pre-

sumably mislaid. In most states, the restaurant owner would become a
gratuitous bailee. Afier following the mandates of the estray statute
(found in most states) and otherwise reasonably attempting to locate
the owner, the hat would become the restaurant’s. However, if the
property were deemed to have been lost rather than mislaid, or if
there were a specific statutory provision on this point, you, the finder,
might get the hat (after attempts to locate the owner have failed).
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4.

PROPERTY

The common carrier. Usually a strict liability standard is applied, with
the carrier having the burden of proving an exception to liability.

5. (a) Heirs—all; Olive—none. The present tenancy could be joint or in

6.

common, depending on how the will sets it up.

(b) Heirs—half; Olive—half. Unlike situation (a), the transfer to Olive
is effective, although it does convert the tenancy to one in com-
mon (no longer joint).

Yes. However, because L can rent out the land only for as long as he is
alive, prospective tenants should be informed of that fact, including the
possibility that R may suddenly become their new landlord.
Depending on landlord/tenant law, the rental agreement may have to
make the lease subject to early termination upon a condition subse-
quent: L’s demise.

Probably Nellie. The question appears to be whether the new owners
have an appurtenant easement. Carrie’s use, if it constituted an ease-
ment, was probably an easement in gross—to Carrie personally, for
purposes of catching and leaving a school bus. As such, it would not
pass on to the new owners. There are no facts which show that the
owners have to use the pathway (easement by necessity), or that the
previous use was long or frequent enough (note that the pathway was
used only when school was in session) to constitute an easement by
prescription.

Actually the judge may well decide that Carrie’s use was merely a
license, not transferable and, in any case, freely revocable by Nellie.



KEY TERMS

insurable inferest a legal or equitable interest in the subject matter
such that the insured benefits from its preservation and/or incurs a
loss if it is destroyed or damaged

insurance a conlract whereby risks are transferred; the insurer issues a
policy covering (paying compensation in the event of) certain occur-
rences (risks) that, if they occur, will result in a loss to the insured

trust an arrangement whereby property is transferred to a trustee,
who administers it for the benefit of another party, the beneficiary

will an instrument, executed by a testator/testatrix according fo the
formalities required by state statute, setting forth how that person’s
estate is fo be distributed after his/her death

TRUSTS AND WILLS

A person’s real and personal property is his/her estate. When the person
dies, the estate passes to others by trust, will, or state statute.

TRUSTS

To establish a trust, one party (the settlor—also sometimes called the
donor, creator, or trustor) transfers property to another party (the trustee),
who administers it for the benefit of a third party (the beneficiary). People
can create a trust while still alive, or provide for one through a will.

479
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Requirements for Creation of an Express Trust (the usual type)
1. Capacity of settlor to make a contract or will
2. Intention fo create a trust
3. Adherence to any formal, statutory requirements

4. Conveyance fo frustee of specific property that seftlor has the
right to convey

5. Clearly identified beneficiary
6. Trust not violative of law or other public policy

Two types of implied trusts are imposed by law to remedy unjust situations:
Q1) constructive trusts, used to require the return of wrongly obtained property
(a trust meant to correct fraud or other misconduct); and (2) resulting trusts,
making a person who received property he/she was not intended to receive a
trustee for the intended beneficiary (a trust meant to correct mistakes).

WILLS

A will is an instrument, executed by a testator (male) or testatrix
(female) with the formalities required by statute, stating how that person’s
estate is to be distributed after death. It may also specify guardians of the
person and/or property of minors or others for whom the testator/testatrix
acts as guardian.

Most states require that a will be (1) in writing; (2) made by someone
who is an adult and of sound mind; (3) signed by the testator/testatrix in the
presence of two or three witnesses, who also sign in the presence of each
other and the testator/testatrix.

To amend a will, the testator/testatrix completes a codicil, which must meet
the same formalities of procedure as a will itself. Although a will can be
revoked by the testator’s or testatrix’s simply destroying it, the clearest expres-
sion of revocation—rather than worrying about possible “unrevoked”
copies—is to execute a new will, which specifically revokes all previous wills.

Wills are submitted and approved by a court according to the process
known as probate. An executor (sometimes referred to as a personal represen-
tative) is usually named in the will itself; if not, the probate court names an
administrator, usually a close relative or friend of the decedent. The executor
or administrator takes inventory of the estate, settles debts and taxes, oversees
sales or other liquidation of assets, and (f there is a will) distributes the estate
in accordance with the decedent’s intentions as expressed in the will.
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INTESTATE SUCCESSION BY STATE STATUTE

To die intestate is to die without leaving a valid will. Distribution of the
estate is then governed by intestate succession laws. Each state has its own
such law, specifying the order in which the estate is divided among surviv-
ing relatives. Only if there are no surviving relatives does the estate pass
over (escheat) to the state.

INSURANCE

Insurance is a special contract intended to transfer and allocate risks from the
insured (person taking out the policy) to an insurance company (insurer).
The insurer issues an insurance policy covering a possible loss. The policy is
a special kind of agreement between the insurer and the insured. For the
insurance agreement to be enforced, it must meet the usual requirements of a
contract and the insured person must have an insurable interest in the subject
matter (e.g., property, health, life) that is being insured.

An insurable interest is a legal or equitable interest in the subject matter
such that the insured benefits from its preservation and/or incurs a loss if it
is destroyed or damaged.

For property (real or personal) insurance, the insurable interest is usually
ownership. However, many states also permit any lawful economic interest
(e.g., the insurer is a creditor whose money helped the insured buy some
property, and thus the insured has an insurable interest in that property
even though it does not own the property). For property insurance, the
interest must exist when the loss insured against actually occurs.

For life insurance, the insurable interest may be the insured’s own life, or
that of his/her spouse, children, parents, business partners, debtors, fellow
shareholders (in close corporations) and key personnel (for business entities).
The interest must exist when the policy is issued.

Insurable losses are accidents that occur by chance. If the loss is an inten-
tional act or results from normal wear and tear (or other occurrences certain
to take place), then the loss is uninsurable.

There are many types of insurance, such as term life, whole life, variable
life, variable universal life, health and disability. Property insurance covers
automobiles (personal or business), homes, fire, and theft. Liability insur-
ance covers damages that are the insured’s legal responsibility to pay to a
third party. Liability insurance is often found in property insurance policies.
Workers’ compensation is a special type of liability insurance where the
injured employee is paid by the employer’s (insured) insurance policy.

Businesses generally have commercial liability policies. They also may
have fidelity insurance, which covers an employer to protect against losses
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caused by dishonest employees (e.g., a bank may purchase fidelity insur-
ance to cover losses for embezzlement by its employees). Another type of
coverage is business interruption insurance, which covers losses due to
equipment malfunctions or other covered risks that stop a business’ normal
operations. Many large corporations carry directors’ and officers' liability
insurance (D&O insurance) to protect directors and officers from liability for
the actions they take on behalf of the corporation. (Few small corporations
purchase this coverage because it is usually quite expensive.)

Insurance policies may include an incontestability clause, which provides
that after a policy has been in force for a specified length of time, usually two
or three years, the insurer cannot contest statements made in the insured’s
insurance application. Especially common in many commercial lines of
insurance is the coinsurance provision: the insured business agrees to carry,
from another insurer, additional insurance on a portion of the insured prop-
erty’s value. If the second policy is not in force, there would be a pro rata
reduction in the amount paid for a loss.

Insurers usually must give permission before a property or liability insur-
ance policy can be assigned to a third party. As for policy interpretation,
ambiguities are interpreted most strongly against the contract's preparer
(almost always the insurer). Insurers must act in good faith. Failure to do so
(eg., denying a legitimate claim) is an act of “bad faith” that may lead to lia-
bility for compensatory and punitive damages.

Via subrogation, an insurer “stands in the shoes” of the insured. Having
paid for an insured’s loss, the insurer may seek reimbursement from a third
party whose intentional or negligent act caused the loss. There is, however,
no subrogation right against a third party who causes the death of someone
covered by life insurance.

Like most written contracts, insurance policies may be canceled by either
party upon giving required notice (normally in writing). Most policies con-
tain a grace period that allows for delinquent payments or otherwise pre-
vents a lapse in coverage. Other than failure to pay premiums, a policy also
loses enforceability if: (1) important contractual sections, such as those on
notice of loss (promptly informing the insurer about a loss) and on proof of
loss (demonstrating the insured’s damages), are ignored; (2) the policy was
procured by fraud; (3) there is no insurable interest; or (4) certain acts are
illegal or otherwise violate public policy.

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

1. State the two most basic categories of trusts.
2. Name three general requirements for a will to be effective.
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3. What insurable interest can a person have in (a) life insurance; (b) prop-
erty insurance?
4. Name several types of insurance.

TERMS FOR STUDY

bad faith insurance

business interruption insurance intestate

codicil liability insurance
D&O insurance life insurance
escheat personal representative
estate probate

executor property insurance
express trust settlor

fidelity insurance subrogation

good faith testator

implied trust testatrix
incontestability clause trust

insurable interest will

insurable losses

PRACTICAL APPLICATION

1. Ollie Oldman dies intestate. He had no wife and no children or other
descendants. Ollie’s parents have long been dead. His only sister and
only brother predeceased Ollie, but those two siblings each had three
children, all of whom are alive. What happens to Ollie’s estate?

2. () Ichabod Insured has a liability insurance policy covering all negli-
gent acts by employees. One of his employees behaves negligently,
and Ichabod is sued. The insurer refuses to provide Ichabod with a
defense because it believes that the employee was not meant to be
covered by the policy. Ichabod wants to file a claim against the
insurer for bad faith. Discuss.
(b) Assume that the insurer pays on the policy. Is subrogation possi-
ble? If so, against whom?

ANSWERS
KNOW THE CONCEPTS

1. Express trusts and implied trusts.
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2. In writing, by a competent adult, and signed by the testator or testatrix

3.

in the presence of two or three witnesses (who also sign, as witnesses).

(2) The insured’s own life or that of his/her spouse, parent, child,
debtor, partner, or other shareholder in a close corporation, and (for
business entities) lives of key personnel. (b) Usually ownership, but can
be any legal, economic interest existing when the loss occurs.

4. Term life, whole life, health, disability, automobile, home (property), fire,

theft, liability, workers’ compensation, business interruption, D&O insur-
ance, and fidelity insurance.

PRACTICAL APPLICATION

1.

Ollie’s estate passes in six equal parts to Ollie’s closest relatives, his six
nephews/nieces. That Ollie had no direct descendants (children or
grandchildren) only means that more distant relatives will take from his
estate under the intestate succession laws. Escheat occurs only when
there are no surviving relatives at all.

(a) Presumably the insured prepared the policy. Unless it can point to
language in the policy supporting its interpretation, the insurer will
be bound by these facts: (1) the policy appears to cover all
employees, and (2) any ambiguities should be resolved in favor of
the insured (the non-preparer of the policy). A claim for bad faith
could succeed if Ichabod shows the usual elements necessary to
receive punitive damages, including willful or incredibly reckless
acts by the defendant and resulting harm to the plainiff.

(b) The only person we know about is the employee. Unless barred
by the policy itself, or by a separate policy between that particular
employee and the insurer, or by virtue of public policy, the insurer
might proceed against the employee. Note, however, that if the
employee had a right to indemnity from his/her employer
(Ichabod), the insurer’s claim would be self-defeating,
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ANTITRUST
LAW

KEY TERMS

anfitrust law statutory, regulatory, and case law, the most important
being federal, designed to prevent and correct unreasonable
restraints on trade

per se violations actions that are automatic violations of anfitrust laws

rule of reason the antitrust doctrine whereby most unintentional, rea-
sonable restraints of trade are lawful if economically efficient and
connected to a valid business purpose considering all facts and
circumstances

Because the U.S. economic system is generally based on capitalism and free
enterprise, the common law traditionally has tried to maintain open competi-
tion in the marketplace. Sometimes, however, economic changes outpace the
law. Thus America’s industrial revolution led to the pyramiding of economic
interests in large business aggregates, such as “trusts,” and monopolies
emerged. Because state legislatures and the courts were unable to control this
vast new concentration of powers, a body of federal antitrust law was
designed to advance free competition while at the same time regulating the
activities of businesses engaged in interstate commerce.

The four main antitrust statutes are the Sherman Antitrust Act, the Clayton
Act, the Robinson-Patman Act, and the Federal Trade Commission Act.

SHERMAN ACT

The Sherman Act (1890) outlaws contracts, combinations, or conspiracies “in
restraint of trade,” as well as monopolization or attempted monopolization.
Taking into account all circumstances, the courts (since a 1911 Supreme Court
ruling) have applied a “rule of reason” test. Therefore, in practice the
Sherman Act is subjective and relatively lenient, requiring actual adverse

485
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impact on competition before finding a violation and subjecting the violator
to criminal penalties and civil suits.

“Reasonableness” depends on all of the surrounding circumstances: the
actual anticompetitive effects of an alleged antitrust violation. Under the rule
of reason, most restraints of trade are lawful if (1) they are connected to a
legitimate business purpose, and, (2) as interpreted by courts, they are
deemed economically efficient. There are many instances in which trade is
restrained, but to prohibit that restraint would be detrimental. Indeed, when-
ever Seller A sells a good to Buyer B, trade is restrained because that good
cannot be sold to someone else, also.

Some types of agreements among supposed competitors, though, are
automatic (“per se”) violations—proof of the wrongful act automatically
proves an antitrust violation. (In essence, the harmful market effects are
assumed.) The per se rule is credited with improving judicial efficiency and
providing clear guidance for business managers in their decision-making. It
remains controversial, however, as economists and other analysts continue
to debate whether certain business behaviors truly harm competition and
deserve to be classified as per se violations.

Actions deemed illegal under the per se rule are borizontal price-fixing,
group boycotts, production quotas, certain horizontal territorial limitations or
market divisions, and some “tying arrangements.”

1. Horizontal price-fixing: businesses at the same level of competition (e.g.,
retailers) setting prices (e.g., a mandatory rate schedule) for products
and/or services. Arranging to set arbitrarily a common price among com-
petitors is the most direct way to reduce competition. It is no excuse that
competitors sought to set “reasonable” prices or eliminate “ruinous”
competition.'

Courts broadly define the term “price-fixing.” Credit terms and dis-
counts cannot be fixed, since they are inextricably related to price. That
also holds true for agreements to set freight prices. (Such arrangements
eliminate competition based on a purchaser’s distance from a supply
source.) Even agreements among competitors to buy any excess
amounts of their commodities may constitute price-fixing.

10n rare occasions, the courts have used a rule of reason approach to review restraints of trade
involving incidental price-fixing peculiar to an industry. For example, the Supreme Court upheld
the blanket-fee arrangements used for copyright licensing and royalties in the music industry
because (1) it is highly impractical for copyright owners to separately negotiate licensing fees
for every performance of their work; and (2) the blanket-fee arrangements made by umbrella
organizations such as BMI (Broadcast Music, Inc.) and ASCAP (American Society of Composers,
Authors, and Publishers) actually encourage licensing and enforcement of music copyrights.
Broadcast Music, Inc. v. CBS, 441 U.S. 1 (1979).
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Three Imporiant Concepts Related to Price-Fixing, but Judged by a
“Reasonableness” Standard

Competitors need not meet and explicitly fix prices or related
terms to be engaged in price-fixing. IF only a few firms control a
market {an oligopoly), these firms—if they follow the pricing poli-
cies of the leading firm in that industry (or otherwise mimic one
another’s pricing behavior)|—may effectively restrict competition.
This conscious parallelism is legal, though, as long as there is no
other evidence of collusion. What gets firms in trouble are
arrangements, understandings, practices, efc., however informal,
that take from the individual firm its capacity to set prices inde-
pendent of what other firms have done or may do.

Resale price maintenance (RPM) is the most wellknown and contro-
versial vertical restraint of trade. In order to manage and exert control
over profits, suppliers state implicily or explicitly that retailers are to
sell the goods at a minimum price. Some retailers secretly seek RPM
as a way fo fix prices horizontally. Retailers in the 1930s sought to
legalize RPM as a way to ensure goods were being sold at “fair”
prices. As discount stores and mailorder houses prcﬂifercted in the
1960s, however, Congress began to repeal the laws permitting RPM
and take a more aggressive regulatory stance. Manufacturers now
often use consignment arrangements to disguise RPM. Today, courts
apply a rule of reason analysis to RPM issues.

The law may allow vertical “maximum price agreements,”
in which a manufacturer or wholesaler requires that businesses
down the chain of distribution (e.g., refailerse\ charge no more than
a maximum price for a good or service. Although fixing a relafive-
ly low, maximum price may drive competitors out of business and
reduce nonprice competition for product services or optional bene-
fits, it may foster market efficiencies and benefit consumers with
lower prices. Thus, vertically imposed price ceilings are judged by
the “rule of reason” test, as held by the Supreme Court in State Oil
Co. v. Khan, 522 U.S. 3 (1997).

2. Group boycotts: excluding other businesses from dealing in their prod-
uct(s) (e.g., a group of distributors pressure a manufacturer to terminate
its sales to a “rebel” distributor). However, “refusals to deal,” often a
manufacturer’s decision not to sell to a particular wholesaler or retailer,
are usually allowed. A refusal to deal usually only becomes illegal if cou-
pled with harassing monitoring of retail pricing behaviors or otherwise
used as a “disciplinary tool” to influence the buyer’s adoption of a resale
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price maintenance plan. (Boycotts organized for noneconomic political
expression are protected under the Constitution’s First Amendment.)

3. Production quotas: arbitrarily restricting the supply of certain goods in
order to increase prices.

4. Horizontal territorial limitations or market divisions: competitors divid-
ing up and keeping exclusive geographic areas for the sale of their
products (thereby restricting the number of competitors dealing in a
particular region or with specific customers). This territorial allocation
or division of markets is illegal per se because it gives a producer,
for each market segment, an effective monopoly.

5. Tying arrangements: requiring the purchase of a “tied” product in
return for a contract involving another, more highly desired, “tying”
product. A tying arrangement is illegal if it affects a substantial portion
of commerce in the tied product and if the seller has strong economic
power in the tying product’s market (i.e., it can force a tie-in due to a
patent or to a large market share in the tying product).

Sometimes the allegedly tied and tying items are part of the same
product (e.g., for a television set, a picture tube and the accompanying
screen really are part of the same overall product). Is the sale of an
automobile with a built-in radio a tying arrangement? It is very unlikely.
Finally, sellers may allege that the tied product is the only product suit-
able for use with the tying product. Courts rarely accept that defense
because for most tied products suitable substitutes exist.

The Sherman Act sets forth civil sanctions and criminal penaities (up to 3
years’ imprisonment and fines of up to $350,000 for individuals and $10 mil-
lion for corporations). Plaintiffs who prove direct damages because of
antitrust violations recover three times the actual damages (treble damages).
Other civil remedies, including injunctions, attorneys’ fees, costs of suit, and
interest, are also available in antitrust actions under the Clayton and
Robinson-Patman Acts.

A plaintiff has standing to sue only if he/she can prove a direct injury.
Fixed prices or other illegal costs, while perhaps passed on to purchasers
down the stream of distribution, do not confer standing on these, indirectly
harmed persons. (Many states, though, permit indirect purchasers to sue
under state antitrust laws.)

OTHER RESTRAINTS OF TRADE

Monopolies resulting from business skills, patented or otherwise protected
products, or sheer luck do not violate antitrust laws. If, though, the monopoly
or an attempted monopoly is the result of intentional restraints on trade (i.e., a
conspiracy to acquire monopolistic powers), then it probably violates the
Sherman Act.
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* VERTICAL NONPRICE RESTRAINTS OF
TRADE

Often manufacturers that are unable to take advantage of resale price
maintenance use other methods (exclusive distributorships, exclusive deal-
ings, or tying arrangements) to exert similar control over retailers.

An exclusive distributorship occurs when a firm acquires the sole right
to sell a manufacturer's product within a given geographical region. Although
some recent cases find these distributorships to be illegal per se, most court
decisions have held exclusive distributorships to a rule of reason test (finding
illegality only when there are few substitutes for the product and thus there
exists very little competition).

Exclusive dealing involves requiring the buyer to resell only the products
of a single manufacturer. Exclusive dealing is illegal under Section 3 of the
Clayton Act if it tends to create a monopoly or substantially lessens competi-
tion. Regulation of the manufacturer extends also to termination of the dealer
contract. (Both federal and state laws protect against some types of arbitrary
franchise termination. As a rule, a manufacturer is allowed to terminate a
dealer when the dealer is unsuccessful, when he/she breaches key provisions
in the distributorship agreement, or when the manufacturer changes its mar-
keting strategy.)

With tying (previously defined), a seller may charge near-monopoly
prices for the tied product. Tying arrangements in almost any area (e.g.,
goods, land, services, intellectual property) are potentially unlawful under
the Sherman Act. They are also prohibited by the Clayton Act when the
tying exclusively concerns commodities.

Regulation of vertical trade restraints (e.g., agreements between
a supplier and retailer) leads inexorably fo this question: Which
competition is preferable, intrabrand (between the same brand)
or interbrand (between different brands)2 Many economists,
judges, and legal scholars argue that when all vertical restraints
are deemed illegal, there exists a “free rider” problem. When a
manufacturer cannot set a minimum resale price or minimal
amount of required service work, for example, consumers seek-
ing complex goods may learn about the products from skilled
technicians at high-priced stores, and then buy the products from
discount stores (which “free ride” off of the geﬂer services pro-
vided by other stores). This intrabrand competition may force
higher-priced retailers that offer good customer service to
cut back their service and/or get out of the business (thereby
lessening customer satisfaction). Proponents of vertical restraints
say that it is better to promote interbrand competition, which
results in more innovation and efficiency in the market.

Vertical restraints are judged by a rule of reason. If there are
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legitimate economic and business objectives in restraining intra-
brand competition {such as furthering interbrand competition),
then the courts will approve such restraints. In deciding these
cases, the courts examine the degree of competition, the shares

of market power, and the barriers to entry for new competitors.

CLAYTON ACT

The “rule of reason” and apparent loopholes in the Sherman Act led in 1914
to the enactment of the Clayton Act. This law is much stricter on allegedly
monopolistic activities than is the Sherman Act because Clayton Act violations
require only a probable adverse impact on competition (i.e., anticompetitive
tendencies) rather than proof of completed anticompetitive effects (the
Sherman Act standard, which is actual adverse impact).

The government or private parties can obtain federal court injunctions for
the following practices that the Clayton Act forbids:

1. Exclusive dealing and tying arrangements for the sale of commodities

2,

when such contracts may substantially reduce competition or tend to
create monopolies.

Two or more significantly competing companies having the same indi-
vidual serve as a director or a high-level officer (one chosen by the
board of directors). Such an interlocking directorship is unlawful if
each company has capital, surplus and undivided profits altogether
exceeding $10 million. “Significant competition” means that competing
activities account for at least 4% of one company’s total sales and—for
each company—the directly affected sales amount to more than $1
million and at least 2% of total sales.?

3. Monaopolistic mergers, that is, mergers that substantially lessen competi-

tion or tend to create monopolies in either a product market or a geo-

graphic market. The three types are:

(a) Horizontal: the merged entities operated the same type of business
at the same level (e.g., both were car manufacturers). This is often
illegal, particularly if it results in a significant increase in market
concentration or otherwise has a probable anticompetitive effect.

Besides a rising market share, courts searching for “substantially
lessened competition” may consider industry trends toward consol-

2A 1990 Clayton Act amendment requires that each year, starting in 1991, these figures (510
million and $1 million, respectively) ate to increase by a percentage amount equal to the
percentage increase in gross national product. Therefore, as of 2003, the figures had risen to
over $14 million and $1.4 million, respectively.
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idation. Those trends could be a basis for enjoining mergers with
short-term pro-competitive effects, but which would result in a
concentration permitting future collusion.

(b) Vertical: the merged entities operated the same type of business, but
at different levels (e.g., an automobile manufacturer merged with a
car dealership or, at the other end of the vertical chain, with a sup-
plier of steel or other materials used to build cars). This is generally
permitted. Courts may outlaw a vertical merger if it would likely
foreclose to competition a large share of the relevant market.

Vertically integrated firms tend to exclude competitors from
sources of supply or from customers (and thereby impose barriers
to market entry by new firms). Often, vertically integrated firms also
are accused of discriminating in price and favoring captive con-
sumers over nonintegrated competitors. However, unlike horizontal
mergers, vertical mergers do not immediately result in more concen-
trated markets and can even make an industry more efficient; so
antitrust challenges are fewer and less likely to succeed than for
horizontal mergers.

(c) Conglomerate: the merged entities are in unrelated businesses (e.g.,
a restaurant chain and an airline), geographic areas, or both. This is
very likely permitted. Grounds for disallowing such a merger arise
when the merger eliminates potential competition or gives an unfair
advantage to the merged entity.

It is sometimes argued that “conglomerate” mergers eliminate the
“potential entrant effect.” The potential for a new entrant {a new
market competitor) should cause competitors to remain efficient in
order to discourage these possible entrants from actually entering
the market. If a potential entrant merges with an existing ‘company,
this competitive discipline is weakened.

A plaintiff challenging conglomerate mergers must first prove that
existing competitors were influenced by the potential entrant.
Second, the acquiring firm must have Kad reasonable means
to enter the given market without merging. Third, the number of
potential entrants cannot be large; otherwise, the elimination of only
one would have an insignificant effect on competitive discipline.

One common merger justification is the “failing firm defense.” Claiming
that the merger would increase market efficiency by saving an insolvent firm,
the acquiring firm may avoid antitrust sanctions. The alleged insolvency must
be proven with evidence that: (1) the “failing” firm was and is unable to reor-
ganize successfully under Chapter 11 of the bankruptcy laws, and (2) the
“failing” firm genuinely tried, but failed, to find other suitable merger partners
that might have led to less market concentration.
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MONOPOLY POWER: SOME
IMPORTANT CONCEPTS

When determining whether illegal monopoly power is present, a number of
factors need to be considered.

Elasticity of Demand. The number of competitive firms in an industry affect
the elasticity of demand for goods or services. When the number of competi-
tors is large, each firm’s demand elasticity (percentage change in quantity,
divided by percentage change in price) should be high. The opposite is true
when there is a2 monopoly. When a monopolistic firm raises the price of a
good or service, the demand drops off very little (giving the firm much control
over consumers).

Market Power. To be unlawful, the monopolist’s use of market power must
exist over (1) a specific product and (2) a particular geographic area. After
defining the relevant geographic and product markets, a monopolist’s market
power is found by determining the cross-elasticity of demand between the
monopolized product and possible substitute products. That cross-elasticity is
the consumers’ willingness to substitute physically different products for the
same purpose or use. Plaintiffs in an antitrust suit (e.g., one concerning
alleged motor oil monopolization) usually claim low cross-elasticities (very
few substitutes—e.g., no similar motor oil), while the defendants allege that
there are many substitutes for the product (high cross-elasticities—e.g., many
other comparable motor oils). In determining cross-elasticity, courts look to a
number of factors, such as price, quality, use, and industry custom.

Market Share. This figure is a percentage: the dollar amount of the monop-
olist’s sales as a percentage of the total sales amount for all firms in that
market. Anywhere from perhaps 70% of the market or greater is usually con-
sidered a monopoly. Even if a company has only 20% (or less) of the market,
a merger initiated by that company could be prohibited as anticompetitive.
Thus, there is no litmus test for determining whether a particular market
share constitutes a monopoly.

Tllegal Use of Monopoly Power. The mere existence of monopoly power does
not violate the antitrust laws. Some industries (e.g., utilities) actually may be
more efficient when operated as a monopoly. Antitrust plaintiffs need to show
that the defendant unlawfully used its market power. True monopolies only
exist when the firm’s market power abuses customers or competitors, whether
intentional or not. (Mere skill, foresight, and diligence are not abusive.)

Examples of using monopoly power, perhaps unlawfully: {1) a com-
pany with 75% market share will only lease its product, never sell it
(that was an antitrust problem for IBAXS; (2) a company with exireme
market power in one area (computer operating systems) allegedly
uses that as leverage to force businesses/consumers to take less desir-
able software (Microsoft has faced such charges.)
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ROBINSON-PATMAN ACT

Price discrimination occurs when a seller charges different prices to differ-
ent buyers for commodities of like grade and quality. The Robinson-Patman
Act (1936) forbids such price discrimination by sellers in interstate commerce if
the sales occur fairly close in time and if their effect may be to substantially
lessen competition, to tend to create a monopoly, or otherwise to harm or
prevent competition. The FTC or individual plaintiffs can bring actions against
the alleged violator.

Price discrimination is not illegal without proving some form of “injury” to
the seller’s competitors, the buyer, or the competitors’ or buyer’s customers.
Usually, the level of business at which the injury occurs must be identified.
A primary line injury occurs when the discriminating seller hurts one of its
direct competitors. When a buyer suffers because the seller sold the same
commodity for a lower price to the buyer’s competitors, a secondary line
injury occurs.

A controversial theory of price discrimination involves injury to a buyer’s cus-
tomers. This tertiary line injury is said to occur when customers of retailer X
do not obtain the cost savings retailer Y’s customers receive because Y was sold
a commodity at a discriminatory, lower price than was X. (Therefore, in selling,
leasing, or otherwise furnishing that commodity to its customers, Y can pass on
its savings from the price discrimination; without such a special, low price as
was bestowed upon Y, X has no cost savings to pass on to its customers,)

As a practical matter, price discrimination usually only succeeds when buyers
lack information about the prices other buyers are paying or do not know
about the other buyers’ secret discounts in the form of kickbacks or rebates.? As
a legal matter, price differences are allowed only if they result from disparities
in costs (e.g,, shipping expenses), from a good-faith reduction in price to meet
competition in a particular region, or from changing market conditions (eg,
imminent deterioration of perishable goods, distress sales, end-of-season sales
of obsolete goods). Buyers may also be liable for requesting or knowingly
receiving an illegal price differential.

FEDERAL TRADE COMMISSION ACT

The Federal Trade Commission Act (1914) outlaws “unfair or deceptive [busi-
ness] practices” and “unfair methods of competition.” What those terms mean
has been left for the courts to decide. The act grants the Federal Trade

3The law of price discrimination shows how antitrust law sometimes has conflicting goals. Although
trade association activities, such as price list sharing, are frowned upon as anticompetitive (possible
price-fixing), the absence of price lists may cause buyers to be ignorant of what their competitors
are paying and thus become prey to unlawful price discrimination.
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Commission (FTC) sole authority to investigate possible violations and to
enforce the law.

The FTC considers the following factors when deciding whether a business
activity violates the act: (1) Is it against public policy? (2) Is it immoral, oppres-
sive, unscrupulous, or otherwise unethical? (3) Does it cause substantial harm
to consumers?

The FTC exercises its powers via:

Advisory opinions counseling businesses on the legality of a proposed
activity.

Consent decrees—in return for the business’ agreement to stop doing
something, the FTC agrees not to impose severe penalties.*

Cease and desist orders—telling businesses to stop breaking certain laws.
Violations can subject the offending business to fines of up to $10,000 per
day.

Extreme measures—e.g., requiring divestiture (selling off) of a busi-
ness’ assets or subsidiaries; ordering that the business be dissolved.

ANTITRUST LAW ENFORCEMENT

State attorneys general may sue Sherman Act violators on behalf of injured
state residents, whether consumers or competitors. Moreover, private parties
injured by Sherman or Clayton Act violations may bring civil damage suits. For
concerted, nationwide efforts at creating a uniform antitrust policy, though,
one usually must turn to the FTC or the U.S. Justice Department (Justice). Each
has issued guidelines setting forth enforcement policies: Justice discusses
when it will oppose mergers, and the FTC covers certain industries. In addi-
tion to both agencies having Clayton Act powers to bring civil actions, Justice
can seek judicial enforcement of the Sherman Act. The FTC and Justice also
enforce other, lesser known laws, such as the section of the Lanham Act that
prohibits deceptive trademarks. Only the Justice Department has the power to
bring criminal, as well as civil actions (e.g., under the Sherman Act).

The FTC’s function continues to be controversial. Businesses often resent
FTC trade regulation rules and enforcement, but consumer organizations
often criticize the FTC as being too lenient on business. (Both groups’ criti-
cisms are common for other agencies as well, such as the Occupational
Safety and Health Administration, Food and Drug Administration, and
Federal Communications Commission.)

Clearly, the extent of antitrust regulation is related to the political climate.

4Subsequent damage suits by private plaintiffs may not use 4 consent decree as proof of a violation,
but must prove their cases independently.
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When the public is upset with a particular industry or problem, heightened
regulation and enforcement tend to follow, whereas regulation—or, at least,
enforcement—sometimes decreases when the predominant concerns are
governmental interference and the stifling of would-be entrepreneurs. (Of
course, FTC actions may be reviewed and, in effect, overturned by Congress
or the federal courts.)

The FTC has proven reluctant to pursue antitrust cases against certain
professions, thus giving them a limited, de facto exemption. Certainly,
doctors, lawyers, and other professionals can no longer maintain mini-
mum fee schedules or otherwise forbid competifive pricing. However,
traditions of selfpolicing, federalism, and professional independence
have been advanced as reasons to leave regulation to the profession
itself and to the individual states.

EXEMPTIONS FROM ANTITRUST LAWS

The actions of government officials (foreign or domestic), fishing and agricul-
tural cooperatives, Major League Baseball (but no other professional sport),
export associations, labor unions, and persons associating together in order to
petition the government usually are exempt from antitrust laws. Also generally
exempt are business activities required or exclusively regulated by state, feder-
al, or foreign laws or administrative regulations. Moreover, the insurance indus-
try has an antitrust exemption to the extent it is already regulated by the states.

The scope of these exemptions tends to be narrow. Only activities specifi-
cally designated as exemptions are allowed, with little variation from a literal
reading of the law. For example: (1) the insurance industry’s exemption is
restricted to activities related to the sale of policies; (2) labor union activities
that provide aid to nonlabor groups or that tend to control marketing are not
exempt; and (3) only “persons engaged in agricultural production” are enti-
tled to an antitrust exemption, not those involved in packing, or both pro-
duction and distribution.

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

1. Name the four major statutes comprising the body of federal antitrust
law.

2. What is the name of the antitrust law doctrine that holds that most
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accidental and reasonable restraints of tracle are not prohibited if con-

nected to a legitimate business goal?

3. Name two advantages of judging antitrust cases according to the perse rule.

4. Name five per se antitrust violations.

5. What three elements must be established to prove an illegal tying

arrangement?

6. Name three activities declared unlawful by the Clayton Act.

=. What sanctions are available under (a) the Sherman Act (b) the

Clayton Act?

8. Explain the potential entrant effect.

9. What two facts must be proved for a “failing firm defense” to be suc-

cessful?

10. What is the relationship between elasticity and market power?

11. What are the two relevant markets to consider when alleging the ille-

gal use of market power?

12. Under what circumstances are different prices permitted under the

Robinson-Patman Act?

13. What are six items necessary to prove price discrimination illegal?
14. (a) What are three factors that the FTC considers in determining

whether business practices are unfair or deceptive?
(b) What may the FTC do to enforce the antitrust laws?
15. (a) List at least five activities exempted from the antitrust laws.

(b) How much “leeway” is allowed in interpreting antitrust exemptions?

TERMS FOR STUDY

advisory opinion
antitrust law

cease and desist order
Clayton Act
conglomerate merger
conscious parallelism
consent decree
division of markets
elasticity of demand
exclusive dealership
exclusive dealing
exemption

failing firm defense
Federal Trade Commission Act
free rider

group boycott

horizontal merger
horizontal territorial limitations
interbrand competition
interlocking directorship
intrabrand competition
market power

market share
monopolies
monopolistic mergers
per se violations

potential entrant effect
price discrimination
price-fixing

primary line injury
production quotas

resale price maintenance
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Robinson-Patman Act tertiary line injury
rule of reason tying arrangement
secondary line injury vertical merger
Sherman Act vertical restraint

PRACTICAL APPLICATION

1.

Bambi’s Bikes is the major wholesale distributor of bicycles and bike
parts in North and South Carolina. Its closest competitor is Wilma'’s
Wheels, another bike and bike parts business. Bambi’s Bikes and
Wilma’s Wheels agree that Bambi will distribute bikes throughout all of
the Carolinas except the Charlotte metropolitan area, where Wilma will
from now on do all of her business. The Bambi-Wilma agreement is an
example of:

(1) vertical territorial restrictions, and the rule of reason applies;

(2) horizontal territorial restrictions, and the rule of reason applies;

(3) vertical territorial restrictions, and is per se illegal; or

(4) horizontal territorial restrictions, and is per se illegal.

. Ivy League universities signed a consent decree with the U.S. Department

of Justice agreeing to stop meeting and exchanging among themselves

information regarding their costs of operation and the financial needs of

their students. The tuition charged by each of these private universities is
close to the same amount charged by the others.

(@) Most likely, the charges against these universities were that they
had engaged in: (1) vertical price fixing, (2) horizontal price fixing,
(3) a Robinson-Patman Act violation, (4) illegal ‘monopolization, or
(5) exclusive dealing.

(b) The universities’ conduct was: (1) per se illegal, (2) only illegal if it
unreasonably restrained competition, (3) only illegal if a substantial
amount of interstate commerce was negatively affected, (4) con-
scious parallelism, or (5) illegal under the Clayton Act.

- Tinytown is served by only a single convenience store, Pop’s Place.

There is adequate space for like stores to be built, but none have been
constructed in years. Visitors to Tinytown notice that the prices at the
store are much higher than those at stores from their hometown. Under
what circumstances could Pop’s be considered a monopoly?

Irvin Inventor has recently developed a unique hat cleaner. To reap a

“fair” profit (Irvin earns royalties on each cleaner sold), and to protect

his product from intrabrand competition, Irvin has allowed only one

retailer per state to sell his product.

(a) What kind of arrangement has Irvin set up, and what antitrust law
determines whether it is legal?

(b) Assuming that Irvin holds a patent for his hat cleaner, can he
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5.
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require that businesses desiring to purchase the hat cleaner must
also buy another, unrelated product?

Amalgamated Bigshot Company (ABC) controls 80% of the market in
retail sales of buckshot. ABC wants to take over (1) Diddly Squat Sales
(DSS), which controls 7% of buckshot retail sales; (2) Mid-Sized
Manufacturers (MSM), which has no retail sales but manufactures
approximately 30% of all buckshot; and (3) Little-of-Both Operations
(LOBO), which has about 1% each of retail buckshot sales and buck-
shot manufacturing, and runs a hamburger joint so customers can eat
while they mull over their buckshot purchases. Which merger is most
likely to be permitted? Which is least likely?

You are the chief executive for a nationwide, Fortune 500 Company. A
little firm in the Midwest keeps underselling your company’s product,
P. Can you lower P’s price in response, doing so only in the Midwest?

ANSWERS
KNOW THE CONCEPTS

1.

8.

The Sherman Antitrust Act, the Clayton Act, the Robinson-Patman Act,
and the Federal Trade Commission Act.

. The “rule of reason.”
. The per se rule is credited with improving judicial efficiency and pro-

viding clear guidance for business managers in their decision-making.

. Horizontal price fixing, group boycotts, production quotas, tying

arrangements, and territorial limitations.

First, there must be evidence of the seller’s sale of one product condi-
tioned on the purchase of another, distinct product. Second, the seller
must have sufficient economic or market power to force the tie-in. Third,
the level of competition restricted in the tied (less desirable) product must
be substantial.

. Exclusive dealing and tying arrangements for the sale of commadities;

interlocking directorships; and monopolistic mergers.

. (a) Criminal penalties (up to 3 years’ imprisonment and fines of $10 mil-

lion) and civil sanctions (treble damages, injunctions, and costs of
suit, including attorney’s fees);
(b) same civil sanctions as for the Sherman Act.
The potential entrant effect causes competitors to remain efficient so as
to discourage the potential entrant from entering the market. Once
potential entrants begin to merge with existing companies, competitive
discipline is reduced.
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10.

11.
12.

13.

14.

15.
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In order for the “healthier” firm to exempt itself from antitrust enforce-
ment, 1) the “failing” firm must have been unable to reorganize suc-
cessfully under Chapter 11 of the bankruptcy laws, and 2) the “failing”
firm must have made unsuccessful attempts to find other suitable
merger partners that might reduce market concentration.

When the number of competitors is large, the demand elasticity (percent
change in quantity/percent change in price) for each firm is high. Thus,
each firm has very little power to raise its income by raising its price. The
opposite is true for a monopoly. A monopolistic firm has great control over
its consumers, so when it raises a good’s price the demand for that good
drops off very little or none at all, and its income rises correspondingly.

The product market and geographical markets must be considered.

When the seller can show that price differentials result from disparities in
costs, from a good-faith attempt to meet competition, or from changing
market condlitions.

To establish illegal price discrimination, a plaintiff or the FTC must prove 6
elements: (1) discrimination in price (within roughly the same time period),
(2) between two different purchasers, (3) affecting interstate commerce, (4)
concerning commoxdities of like grade and quality, (5) causing a substantial
lessening of competition or tending to create a2 monopoly, and (6) causing
injury to competitors of the seller or the buyer or to their customers.

(2) Whether the practice is (1) against public policy; (2) immoral,
oppressive, unscrupulous, or otherwise unethical; and (3) substan-
tially harmful to customers.

(b) Advisory opinions, consent decrees, cease and desist orders, and
extreme measures such as ordering divestiture or dissolution.

(a) Actions of government officials, fishing and agricultural coopera-
tives, Major League Baseball, export associations, labor unions,
insurance companies, persons associating together to petition the
government, and business activities required or exclusively regulat-
ed by state, federal, or foreign laws or administrative regulations.

(b) Litle leeway, as, for example, insurer's exemption concerns only
the sale of policies and the labor union exemption is restricted to
the union’s role as its members’ bargaining agent with the employer.

PRACTICAL APPLICATION

1.

2.

The answer is (4). Both Bambi's Bikes and Wilma’s Wheels are at the
same level (so horizontal, not vertical); they are engaged in a market
division, which is a per se violation of the antitrust laws.

(2) There is nothing in the facts suggesting a merger (i.e., monopoliza-
tion of the market), an exclusive dealing, or price discrimination (a
violation of the Robinson-Patman Act). Instead, it is price-fixing, by
supposed competitors, at the same level of the market; therefore,
the price-fixing is horizontal, not vertical—answer (2).
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(b) Answer (1). It is a per se antitrust violation outlawed under the
Sherman Act. The rule of reason still does not apply to horizontal
price-fixing. Conscious parallelism was not present because the
parties actually met and colluded (rather than simply followed the
pricing structure set by the leading firm). The Clayton Act does not
directly govern price-fixing, but instead concerns exclusive dealing,
tying arrangements, interlocking directorships, and monopolistic
mergers. So that act is not at issue here.

3. Simply being the only store in town does not constitute an illegal monop-
oly. Perhaps the town only has enough demand for one store. Although
the visitors could be from places with very low standards of living, the
high prices could be cause for alarm. Is Pop using his “sole supplier”
power to his advantage? One has to presume that these prices are fair,
and not illegal, because other stores could always open in competition
and undercut Pop’s prices (unless Pop owned all other land on which
stores could be built, or had used a threat of predatory pricing to keep
competitors from entering the market).

4. (2) Irvin has granted exclusive distributorships to the retailers. Irvin has
a right to choose who he would like to sell his products, but if there
are no real substitutes for his product in the areas, these agreements
could be found illegal under Section 3 of the Clayton Act.

(b) No. That would be an unlawful tying arrangement. The patent does
not give Irvin a right to mandate tie-ins, but actually provides the type
of market power that bolsters claims against a tying arrangement.

5. The DSS acquisition would be a horizontal merger since they are both in
the same business; the MSM merger would be a vertical merger because
they operate at different levels in the same business; and LOBO is a mix-
ture of both a horizontal and vertical merger, as well as, in part, a con-
glomerate since LOBO operates a completely different business (the
hamburger joint) from what ABC does. DSS is the least likely merger to
be permitted (since it would remove 35% of the remaining competition
in a field already dominated by ABC).

The MSM merger most likely will be permitted. An argument also
can be made to approve the LOBO merger because, although involv-
ing some horizontal elements, the acquisition likely would have the
smallest probable adverse effect on competition.

6. The resulting price differential probably will not violate the Robinson-
Patman Act if it is simply a good-faith effort to meet the competition’s
price on product P. (Query: Is selling at a loss “in good faith”?)
Robinson-Patman is not designed for this type of case, but for prevent-
ing firms from dropping their prices on goods in order to eliminate
competition and create a market monopoly for themselves. When the
number of competitors is large, the demand elasticity (percent change in
quantity/percent change in price) for each firm is high. Thus, each firm
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has very little power to raise its income by raising its price. The opposite
is true for a monopoly. When a monopolistic firm has great market
power over its usual customers, it can raise the price of a good without
suffering much, if any, drop in demand. Thus an anticompetitive,
monopolistic firm’s income rises correspondingly.
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KEY TERMS

environmental law statutory, regulatory, and case law, the most signif-
icant being federal, designed to protect and clean the environment

Environmental Protection Agency (EPA) the largest federal regulatory
agency, it oversees many nafionwide pollution control programs

Superfund a fund established by the Comprehensive Environmental
Response, Compensation, and Liability Act that can be tapped by
the EPA and state and local governments to clean up hazardous
waste sites

bubble concept an approach fo minimizing the costs of reducing
industrial emissions: an overall emission standard is set for a plant
or areq, rather than regulating each internal process

Historically, the only recourse against polluters was through trespass and zon-
ing laws or through the doctrines of private or public nuisance. At common
law, an individual or a government could seek a court-ordered abatement of
pollution. Major efforts to control the effects of industry on the environment
have only been in place since the late 1960s, when sweeping federal regula-
tion began. Many statutes have expanded both the types of lawsuits, as well
as potential plaintiffs, for private actions against businesses allegedly in viola-
tion of federal or state environmental laws. Typical civil or criminal penalties
include injunctions, damage awards, fines, and—sometimes—ijail sentences.

NATIONAL ENVIRONMENTAL POLICY

The 1969 National Environmental Policy Act (NEPA) is the cornerstone of all
federal environmental law. It establishes the nation’s environmental policy,
sets goals, and provides means for carrying out the policy. The overall goal
of NEPA is to ensure that environmental information is made available to

502
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government officials and the public before decisions are reached or action
taken. NEPA tries to accomplish this goal by: (1) creating the Council of
Environmental Quality, to review conservation plans or other programs (e.g.,
construction) affecting the environment, to propose legislation, and to monitor
and report yearly on the state of the nation’s natural resources; (2) requiring
that federal agencies undertaking or proposing “major federal actions signifi-
cantly affecting the quality of the human environment” prepare environmental
impact statements (EIS), which are documents detailing the environmental
effects of those actions and their alternatives. (Anything involving federal
funds, approval, licensing, or supervision is within NEPA’s reach.)

The EIS requirement has a particularly strong impact on power plant activi-
ties (construction, maintenance, or abandonment), transportation facilities (rail-
roads, highways, harbors, etc.), and leases of federal land. When preparing an
EIS, the federal agency must contact concerned businesses and other agencies
in order to report adequately (1) the proposed action’s environmental impact,
including unavoidable adverse effects on, and commitments of, resources; (2)
the tie between local short-term effects on, and commitments of, resources;
and (3) alternatives to the proposed action.

POLLUTION CONTROL MEASURES

Federal anti-pollution measures are designed to eliminate or control the
diffusion of waste particles through the air, water, and land.

ENVIRONMENTAL PROTECTION
AGENCY (EPA)

The EPA, created in 1970, oversees many of the federal pollution control
programs. It is the largest regulatory agency of the U.S. government. Its pri-
mary function is to establish and enforce standards, conduct research on
pollution effects, monitor and analyze the environment, advise Congress of
new policies to protect the environment from pollution, and assist state and
local pollution control programs.

WATER POLLUTION

The earliest attempt by the federal government to reduce water pollution was
the River and Harbors Act of 1886, which required permits for dumping
into navigable waters. In 1948, the Water Pollution Control Act was an
attempt to eliminate all pollutant discharge into the nation’s waterways. In
1965, the Federal Water Pollution Control Act strengthened the previous
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federal statutes and expanded the national government’s powers over dump-
ing. (The Safe Drinking Water Act—Public Health Service Act, enacted in
1974, is also important.) A 1996 amendment to that law requires the EPA
to set standards for the following pollutants in drinking water: arsenic,
chlorine, cryptosporidium, and radon. The EPA must now also screen
chemicals in drinking water to see if they mimic the effects of estrogen
in the body (a possible cause of breast cancer). The law, though, which
most comprehensively governs water pollution is the 1972 Clean Water Act.

THE CLEAN WATER ACT (CWA)

The CWA has two stated goals: (1) to make the nation’s water safe for
swimming and fishing, and (2) to eliminate the discharge of all pollutants
into navigable waters. To accomplish these goals, the EPA is authorized to
establish water quality criteria regulating the concentration of pollutants that
are permissible in a body of water and effluent limitations regulating the
amount of pollutants discharged from a particular source.

« NATIONAL PERMIT SYSTEM (THE “NATIONAL
POLLUTANT DISCHARGE ELIMINATION
SYSTEM”)

Companies must obtain permits from the EPA to discharge pollutants into
the navigable waters of the United States. The permit specifies each pollutant
that can be discharged and sets average and maximum daily limits, called
effluent limitations, on each. Permit holders must monitor their discharges
and furnish reports to the authorities.

e PUBLICLY OWNED TREATMENT WORKS

Discharges into publicly owned sewage treatment works require no per-
mit. However, industrial users must still meet certain pretreatment criteria
standards before they make their discharges. They must treat wastes to
remove pollutants before discharging them into the system.

* HAZARDOUS SUBSTANCES

The CWA forbids the discharge of hazardous substances in harmful quan-
tities. Dischargers must report any leaking, spilling, pumping, or dumping,
and are liable for clean up costs.

* ENFORCEMENT

The CWA authorizes the EPA to use administrative, adjudicatory procedures
in order to impose civil penalties for permit violations. The EPA administrator
may also bring a civil action (a lawsuit in court) to obtain an injunction or a
civil penalty against a violator. The administrator may also bring criminal pro-
ceedings. However, in some states, the EPA has delegated enforcement to the
state government, which has agreed to meet EPA specifications.
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The statute also provides for citizen suits. Any citizen having standing may
bring a civil action on his or her own behalf against a violator.

THE OIL POLLUTION CONTROL ACT OF 1990

Congress passed the Oil Pollution Control Act in response to the
Exxon Valdez oil spill off the Alaskan shore in March 1989. The statute
provides that a party responsible for a vessel or a facility that has dis-
charged oil upon the navigable waters or adjoining shoreline is liable for
the removal costs and damages that result from the incident. Defenses
exist for acts of God, acts of war, and acts or omissions of third parties.
The act increases defendants’ maximum liability, and it mandates thick,
double hulls for all newly built oil tankers; after the year 2015, every
tanker in use must have these hulls. Perhaps most important, the act
establishes a fund, paid for by a tax on oil, to provide the money for federal
cleanup efforts. (This is particularly important when the liable person is
unknown or the maximum amount of private liability will be inadequate to
pay for cleanup costs).

AIR POLLUTION

In 1955, Congress passed the first federal law to deal with air pollution. The
most important modern statute is the Clean Air Act.

THE CLEAN AIR ACT

The Clean Air Act (CAA) was originally passed in 1963 and has been amend-
ed on several occasions since, including a major revision in 1990. It encourages
states to control local sources of harmful airborne particles (carbon monoxide,
particulates, sulfur oxides, hydrocarbons, and nitrogen oxides).

The CAA authorizes the EPA to determine concentrations of various parti-
cles that would be consistent with human health. It further requires the EPA
to set standards for common pollutants such as dust, catbon monoxide, and
ozone. The standards are called the National Ambient Air Quality Standards
(NAAQS). As part of ongoing congressional oversight, Title VI of the
Transportation Equity Act for the 21st century (1998) codified the implemen-
tation dates for new ozone and particulate air quality standards (which may
still be adjusted).

* STATE IMPLEMENTATION PLANS (SIP)

Once the EPA sets the NAAQS, states are responsible for controlling and
cleaning up areas that do not comply with them. States have to detail the
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measures they would use to achieve the standards, and then submit their
plans to the EPA. If a state’s implementation plan is inadequate, the EPA can
withhold federal funds, prohibit the construction of new air pollution
sources, or intercede with its own measures. All SIPs must include emission
limitations and measures that will be taken to uphold air standards. Emission
limitations are specific rules that operators of pollutant sources must follow
to reduce emission from mobile sources of pollution.

e ENFORCEMENT

Enforcement of the CAA is accomplished through administrative penalties,
injunctions, criminal prosecution, and citizen suits. It permits states to issue
permits for noncomplying pollutant emissions, provided that certain condi-
tions (e.g., the polluter's reaching the lowest achievable emission rate) are
met. A 1990 amendment mandates stricter automobile emission limits and
“cleaner” gasoline blends, requires increasing use of alternative fuel vehicles
for companies with car fleets, provides for phasing out the use of ozone-
depleting chemicals, calls for tougher emission standards at coal-burning
plants and other producers of “acid rain,” imposes additional requirements
for cities to reduce their carbon monoxide levels, dramatically expands both
the list of toxic air pollutants and the EPA’s role in curtailing them, and cre-
ates a Chemical Safety Board to determine why chemical accidents occur.

LAND POLLUTION

Several federal stawutes relate to dumping of materials on land and hazardous
waste.

THE RESOURCE CONSERVATION AND
RECOVERY ACT OF 1976 (RCRA)

The RCRA addresses the special problems of hazardous waste sites and
solid/hazardous waste management (ambient air standards, groundwater
quality, waste collection, open dumps, resource recovery, and markets for
recovered materials). Under the RCRA, handlers of hazardous wastes must
conform to specified standards. Handlers are those who generate, transport,
treat, or store hazardous wastes. Hazardous wastes are those wastes that
contribute significantly to serious, irreversible illness or pose hazards to
human health when improperly managed. These wastes are characterized
by toxicity, corrosiveness, reactability, and ignitibility.
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* GENERATORS AND TRANSPORTERS

Generators and transporters of hazardous waste must notify the EPA of
the location and general description of their activities. The EPA issues identi-
fication numbers to each handler.

Generators of waste must keep records concerning their hazardous wastes.
If waste generators transport the wastes off the site of their manufacture, they
must package and label the wastes and ship the packages with a manifest.
The manifest identifies the persons originating, carrying, and receiving the
wastes and states the nature and quantity of the wastes.

Transporters must comply with the terms of the manifests they receive from
generators and must keep a copy of each manifest. If waste discharge occurs
during carriage, transporters must take appropriate, immediate action to protect
human health and the environment. Rules and guidelines determine whether
they are to clean up the discharge or to immediately notify authorities.

* OWNERS OR OPERATORS

Owners or operators of a hazardous waste treatment, storage, or disposal
facility (TSDF) have to apply for permits allowing them to dispose of their
hazardous wastes. Owners and operators of hazardous waste landfills are
required to submit, with their permit applications, information about their
facility’s potential for exposing the public to hazardous substances. Permits
are not issued unless certain performance standards are met. In running
their facilities, owners and operators must analyze representative samples of
waste before transporting, storing, or treating them. They also must provide
training for personnel and must inspect facilities to discover malfunctions.
Where discharges occur, they must take necessary remedial action.

* ENFORCEMENT

EPA employees are authorized to enter facilities at reasonable times. They
may inspect samples, and they may copy records. If violations of the haz-
ardous waste provisions are not corrected, violators ultimately are liable for
civil penalties. Knowingly making a false statement in required documents is
a crime punishable by fine. The RCRA’s ban on open dumping of hazardous
wastes is enforceable by citizen suits.

THE SUPERFUND LAW

The Superfund Law (1980), formally known as the Comprehensive Environ-
mental Response, Compensation, and Liability Act (CERCLA), deals with the
uncontrolled releases of hazardous wastes. CERCLA creates a fund that can be
tapped by the EPA and state and local governments to clean up hazardous
waste sites in accordance with the EPA’s National Contingency Plan. Fund pri-
orities are based on a ranking of the risk per site. This EPA Hazardous
Ranking System thus has led to a National Priorities List of sites to be cleaned.
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e NOTICE REQUIREMENT

Persons in charge of a vessel or a facility that has released a hazardous
substance must immediately notify the EPA’s National Response Center.
Notice must also be provided to potentially injured parties by publication in a
local newspaper. Failure to comply with these notice requirements subjects
the person in charge to a fine and imprisonment.

e OBLIGATIONS OF INDUSTRY

Generators and transporters of hazardous substances, as well as past and
present owners and operators of hazardous waste sites, are strictly liable for
the costs of cleaning that waste. However, there are limitations on this strict
liability statute. Liability is not imposed when a release of hazardous sub-
stances results from an act of God, an act of war, or the act or omission of a
third party.

Innocent landowners who acquire property without knowledge of contami-
nation, and who had no reason to know of it, are not liable for costs under
Superfund. The responsible persons from whom the EPA can recover the
costs of remedial work include (1) the present owner or operator of the
facility; (2) the owner or operator at the time of disposal of the haz-
ardous substance; (3) any person who arranged for treatment or disposal
of hazardous substances at the facility; and (4) any person who trans-
ported hazardous substances to and selected the facility. The Supreme
Court decided in U.S. v. Bestfoods, 524 U.S. 51 (1998) that only if a parent
corporation was doing more than generally supervising a subsidiary
(e.g., the parent'’s own employees managed or directed some of the
activities that caused pollution) may the parent, not just the subsidiary,
be held liable for the cleanup of pollution caused by the subsidiary.

e PUBLIC RIGHT TO KNOW PROVISIONS
UNDER SUPERFUND

Superfund’s right to know provision requires owners and occupiers of
facilities that produce, use, and store hazardous chemicals to file with local
and state officials a material safety data sheet (MSDS) for each hazardous
chemical. The MSDS provides government officials with information regarding
the use of hazardous chemicals in their communities.

o ENFORCEMENT

In addition to EPA enforcement of Superfund, states can also sue private
parties (e.g., transporters, generators) for removal costs if such efforts are
consistent with the National Contingency Plan. The statute authorizes citizen
suits. Although the Superfund fails to impose liability for injuries to private
individuals, it does not supersede any state or common law remedies available
to private individuals.
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THE TOXIC SUBSTANCES CONTROL
ACT (TSCA)

TSCA, enacted in 1976, regulates hazardous chemical substances and mix-
tures. The EPA maintains an inventory of all chemical substances and mixtures
handled in the United States. All persons seeking to manufacture any new
substance or mixture for a significant new use have to notify the EPA.

The EPA administrator is empowered to make rules necessary to protect
both health and the environment against unreasonable risks posed by all
substances and mixtures. The administrator must apply the least burdensome
rule that will be effective, but the possible rules range from requiring notice of
the unreasonable risk of injury to prohibiting entirely the manufacture of a
substance or mixture,

THE FEDERAL ENVIRONMENTAL PESTICIDE
CONTROL ACT (FEPCA)

FEPCA, enacted in 1972, requires that pesticides in interstate shipments be
adequately labeled and unadulterated. The statute also covers interstate
manufacturing operations, as well as actual misuse of pesticides.

Pesticides are classified for general and restricted use. Restricted pesticides
may be applied only by persons certified to use them. States certify pesticide
applicators subject to EPA approval.

The use of a registered pesticide in any way inconsistent with its labeling
instructions is prohibited. A farmer or other pesticide applicator’s conviction for
knowingly violating FEPCA'’s provisions may result in fine or imprisonment.

Pesticide manufacturers must register with the EPA and must report annu-
ally on types and amounts of pesticides produced and sold. EPA agents may
inspect manufacturing plants and take samples. When a pesticide violates
FEPCA, the EPA administrator may issue an order to stop its sale or use.
Pesticides violating the law may also be seized.

THE FOOD QUALITY PROTECTION ACT

The Food Quality Protection Act, enacted in 1996, prohibits the use on
crops or processed food of a pesticide that would cause more than one per-
son in a million to develop cancer from eating typical amounts of that food
over a lifetime. The statute also allows the EPA, when evaluating pesticides,
to consider the impact on children and the likelihood that the chemicals will
cause birth defects or reproductive problems.
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NUCLEAR POWER REGULATION

Nuclear power is handled separately from other hazardous-waste producing
processes. Much of the regulation falls under the jurisdiction of the Nuclear
Regulatory Commission (NRC).

NUCLEAR POWER DEVELOPMENT

The NRC oversees the private construction, ownership, and operation of
commercial nuclear power reactors.

¢« NUCLEAR POWER LICENSING

Persons seeking to build nuclear power plants must apply to the NRC for
a construction permit. If a construction permit is issued, the initial applica-
tion to build is carried over to the operational licensing stage.

e NRC CRITERIA FOR PLANT LOCATION

The suitability of an applicant's site is determined by comparing the design
and operating characteristics of the proposed reactor with the physical char-
acteristics of the site. The human environment near the site is also consid-
ered, with particular regard for the population density in the surrounding
area. Otherwise unacceptable sites can become acceptable if compensating
engineering safeguards are included in reactor designs.

THE PRICE-ANDERSON ACT

The Price-Anderson Act protects nuclear licensees from the risk of exces-
sive liability resulting from a nuclear incident. A nuclear licensee is required
to carry, for potential liability claims, the maximum amount of insurance cov-
erage available at a reasonable cost on the private market (presently about
$200 million in coverage). If an incident occurs and liability exceeds the
mandatory private insurance coverage, each nuclear licensee (approximately
105 throughout the United States) must contribute a pro rata share up to $63
million per reactor per incident.

The federal government will indemnify (reimburse and hold harmless)
licensees and other persons up to $560 million for incidents at non-commer-
cial nuclear reactors. In effect, Price-Anderson makes the nuclear industry
strictly liable for many harms arising from nuclear accidents, and—in return—
the industry receives some federal indemnification for amounts exceeding a
licensee’s insurance coverage. Liability is capped at the required private insur-
ance, federal indemnification, and pro rata contribution amounts. That means
that, per reactor incident, the absolute liability limit (including possible feder-
al government payments) is about $7.4 billion.
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THE NUCLEAR WASTE POLICY ACT (1982)

This act establishes a national plan for the disposal of highly radioactive
nuclear waste. The statute puts in motion a process for locating and con-
structing two temporary repositories (storage facilities) for high-level nuclear
fuel until permanent repositories are built.

PROTECTION OF WILDLIFE

Energy demands in the highly industrialized United States have prompted
mining, wetlands filling, and other activities that damage lands and displace
wildlife. State and federal laws allow development to continue in critical areas,
such as virgin lands and scenic places, while minimizing environmental dam-
age. Critical areas include parks, forests, tidelands, wetlands, and the continen-
tal shelf. Some important federal statutes are the Marine Protection, Research,
and Sanctuaries Act of 1972 (the Ocean Dumping Act), the Coastal Zone
Management Act (1972), the Noise Control Acts of 1970 and 1972 (requiring
the EPA and the Federal Aviation Administration to set standards and to regu-
late aircraft noise), the Forest and Rangeland Renewable Resources Planning
Act (1974), and the Surface Mining Control and Reclamation Act (1977).
Probably the most significant law in this area, and certainly the most contro-
versial, is the Endangered Species Act (1973). This act protects many species
(both plants and animals) from activities that would harm them or their habi-
tats. The act makes it a federal offense to buy, sell, possess, export, or import
any species listed by the Interior Department as endangered or threatened, or
any product made from such a species. Federal agencies must ensure that their
projects do not jeopardize a listed species or adversely affect its habitat.
Agencies must obtain a permit by consulting with the Interior Department for
land-based species or the Commerce Department for marine species. There are
fines for persons who violate the act, and a cabinet-level review committee ulti-
mately determines whether federal projects may be exempted from the act.

THE COST OF ENVIRONMENTAL
REGULATION

Pollution control has a price, and trade-ofts usually have 1o be made. Weighing
costs and benefits, however, involves controversial fact determinations and value
judgments. Ultdmately, every member of society contributes to environmental
problems and everyone also benefits from correcting these problems. (Of
course, the contributions and benefits, while shared by all, certainly are not
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equal per member; some people pollute, or benefit from pollution abatement,
much more than others do.) To deal fairly and effectively with pollution preven-
tion and clean-up, cost allocation systems generally should include a combina-
tion of incentives, regulations, and charges or permits for polluting. Because the
costs of environmental regulation have proven to be so immense, the govern-
ment has begun to allow for alternative methods in protecting the environment.

ADR AND ENVIRONMENTAL DISPUTES

The use of alternative dispute resolution (ADR) techniques in the envi-
ronmental field is relatively new and likely to rise rapidly. Environmentalists,
businesses, and enforcement agencies increasingly realize that litigation
often is not cost-effective.

The Superfund Law incorporates the concept of ADR by requiring the EPA
and private parties to try to negotiate settlements. The EPA also promotes
ADR for other environmental disputes. An EPA policy guideline defines vari-
ous methods of ADR and how to select a neutral third party. An enforcement
dispute with the EPA may be submitted to ADR only with EPA approval.

ADR organizations exist that will help parties solve their hazardous waste
problems. These organizations usually include specialists from business,
environmental groups, and universities. Use of ADR in these cases usually
focuses on the allocation of cleanup costs.

THE BUBBLE CONCEPT

An innovative approach to reducing the costs of environmental regulation is
the bubble concept. Previously, each process or industrial pollution-causing
unit within a plant or area was treated separately and had to conform to some
emission standard. Under the bubble concept, trade-offs can be made within
the plant and some processes can be left alone while those that are less
expensive to modify are drastically cut. In effect a “bubble” is drawn around
the entire plant and an overall emission standard is set, rather than focusing
on each process. The concept can further be expanded into the selling of pol-
lution rights (or “credits”) where companies with capabilities to more inexpen-
sively lower emissions can sell their rights to those who cannot. The overall
pollution standard is still met, but at a cost that is cheaper to society.
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INTERNATIONAL ENVIRONMENTAL
LAW

Since pollution does not remain confined within national borders, there are
numerous environmental concerns that must be addressed by the interna-
tional community: issues such as air pollution (the “greenhouse effect,” acid
rain, and radioactive fallout); water pollution (ocean dumping, oil spills, and
contaminant runoffs, such as pesticides); soil erosion (often caused by over-
grazing or the clear-cutting of all trees and most vegetation); and the degra-
dation or extinction of plant and animal species.

In June 1992, delegates from 172 nations met in Rio de Janeiro, Brazil for
the United Nations Conference on Environment and Development. This Earth
Summit generated among other things: (1) the Rio Declaration, a short state-
ment that outlines 27 principles linking environmental protection and
economic development, and that recognizes developing nations’ “right” to
develop responsibly; (2) an agreement by industrialized countries to reduce the
emission of gases thought to cause global warming (the “greenhouse effect”) to
1990 levels by the year 2000, with these countries’ adoption of emission-control
policies; (3) a document calling for the prudent harvesting of forests, i.e., con-
servation practices meant to maintain the viability of forests despite continued
logging and other operations; and (4) a statement that signatory nations will
establish policies to uphold biodiversity, i.e., to slow the extinction of plants
and animals. The statements produced little action, however.

In December 1997, the United Nations Framework Convention for
Climate Change (UNFCCC) met in Kyoto, Japan, and adopted the Kyoto
Protocol, intended to combat global warming by reducing six green-
house gases (mostly carbon dioxide) in the United States and 37 other
industrialized nations. Just as the Earth Summit aimed to reduce the
emitted gases to 1990 levels by the year 2000, so the Kyoto Protocol
seeks similar reductions to at or below the 1990 benchmark, but with the
timetable pushed back (e.g., to 2012 for the United States). Contending
that the protocol unfairly exempts over 140 developing countries (includ-
ing Brazil, China, India, and Mexico) from any obligation to limit their
rapidly growing emissions and that the preferable method to fight pollu-
tion is through flexible, free-market mechanisms (see “The Bubble
Concept,” on page 512), not governmental dictates, the U.S. government
has strongly opposed the protocol. Without American ratification, the
Kyoto Protocol—as presently constituted—will not be implemented.

Rich and poor countries often have different concerns about the environ-
ment.' It may be unfair for developed nations to insist on environmental pro-

!n rich nations, environmentalists tend to worry about saving the ozone, preventing severe and
permanent climate changes, as well as protecting endangered specics or otherwise preserving
biological diversity. In less affluent nations the focus usually is on the basic problems of polluted
air and water, deforestation, and soil erosion.
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tection standards that could slow the economic development and growth
needed to lift Third World nations out of poverty (standards which, incidental-
ly, most developed nations did not try to meet when they were at a less devel-
oped stage). While economic growth is the cure for poverty, economists and
others disagree about how developing nations should approach environmen-
tal issues. Some say that only after these nations have risen to a higher level of
education, agricultural and industrial production, income, and other standards
for economic advancement can they turn aggressively toward environmental
matters. Others believe that a strong, highly protective environmental policy is
a prerequisite to sustainable economic growth.? A middle view seems to be
that while economic growth and environmental protection are separate issues,
a developing nation may simultaneously pursue both, with advancement in
one not necessarily harming the other.

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

1. Other than statutes, the main bases for legal relief from pollution have
been what type of claims?

2. Name at least ten federal environmental statutes.

3. Name four or more actions that RCRA requires of various hazardous
waste handlers.

4. Name the three principal areas covered by the Federal Environmental
Pesticide Control Act.

5. Instead of litigation, governments, businesses, and environmental
groups have increasingly used alternative dispute resolution techniques
to try to resolve environmental disputes. True or False.

6. Which should developing nations emphasize first, economic advancement
or environmental cleanup and protection?

2Environmental damage can undermine economic productivity. For example, soil erosion caused
by slash-and-burn land clearing or poorly planned strip mining rapidly can diminish land fertility
and reduce agricultural production; water pollution can drastically lower fishing “harvests”; air,

water, and land pollution, as well as poorly planned development, may mean that fewer tourists
visit to enjoy a Third World country's natural beauty, go on safaris, and otherwise spend money.
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Agenda 21

bubble concept

Clean Air Act

Clean Water Act

Council of Environmental Quality

Earth Summit

Endangered Species Act

environmental impact statement

Environmental Protection Agency

Federal Environmental Pesticide
Control Act

Food Quality Protection Act

generators of waste

handlers of waste

Hazardous Ranking System

hazardous waste

Kyoto Protocol

manifests

material safety data sheet

National Ambient Air Quality
Standards
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National Environmental Policy Act

National Permit System

National Priorities List

Nuclear Regulatory Commission

Nuclear Waste Policy Act

Oil Pollution Control Act

pollution rights (or credits)

Price-Anderson Act

Resource Conservation and
Recovery Act

responsible persons

Rio Declaration

state implementation plans

Superfund

Toxic Substances Control Act

transporters of waste

TSDF (treatment, storage, or
disposal facility)

PRACTICAL APPLICATION

1. You are in charge of a construction project that uses federal funds and
will necessitate discharges into waterways and the atmosphere.
(a) What three types of documents should you develop or obtain?
(b) If you fail to do so, what are the possible consequences?

2. It will be extremely expensive to remove hazardous waste from a section
of land that has both a public owner (the state) and a number of private
owners. What legal remedies are available?

3. A new, federally funded project will destroy a 30-square-mile section of
grasses commonly found throughout the southern United States. It will
not directly harm an endangered rodent species that lives almost exclu-
sively in that 30-square-mile area and uses the grasses to hide from its
predators. Will the project violate the Endangered Species Act?
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ANSWERS
KNOW THE CONCEPTS

1.

2,

4.
5.
6.

Common law claims for trespass or for private or public nuisance;
alleged zoning ordinance violations.

Clean Air Act; Clean Water Act; Coastal Zone Management Act;
Endangered Species Act; Federal Environmental Pesticide Control Act;
Federal Water Pollution Control Act; Food Quality Protection Act; Forest
and Rangeland Renewable Resources Planning Act; Marine Protection,
Research and Sanctuaries Act; National Environmental Policy Act; Noise
Control Acts; Nuclear Waste Policy Act; Oil Pollution Control Act;
Resource Conservation and Recovery Act; Safe Drinking Water Act;
Superfund; Surface Mining Control and Reclamation Act; and Toxic
Substances Control Act.

Keep records; properly pack and label waste; ship waste with a mani-
fest, comply with statutes, regulations, and manifests; clean up waste dis-
charge or notify the EPA; if an owner/operator of a TSDF, apply for a
permit, train personnel, and inspect their facilities.

Pesticide manufacturing, labeling, and use.
True.
The answer is unclear. Some analysts contend that developing nations

lack the economic resources to protect their natural environment and can
only do that after sufficient economic development has occurred. Others
say environmental degradation deprives a developing nation of any sus-
tainable economic growth. A third, middle ground argues for simultane-
ous efforts on both fronts: the economy and the natural environment.

PRACTICAL APPLICATION

1.

(2) An environmental impact statement, a Clean Water Act permit
(under the National Pollutant Discharge Elimination System), and a
Clean Air Act state permit.

(b) Failure to obtain these documents may bring the project to a halt
and/or lead to fines, injunctions, imprisonment, and/or citizen suits.

Under the Superfund Law, the EPA, states, and private citizens can sue
to be reimbursed for removal costs. Open dumping can be remedied
by a RCRA citizen suit. All private and public parties also may sue
under common law claims such as trespass and nuisance (e.g., private
citizens may try that approach to recover not merely for removal costs,
but also for the actual damage to their property and to business and
personal uses of that property).



ANSWERS 517

3. Probably. The act covers harms not just to the species themselves, but to
their habitats. While the grasses certainly are not endangered, the rodent
species is. The destruction of the rodent’s grass habitat indirectly harms
that rodent by leaving it much more vulnerable to its predators. This
habitat destruction thus seems to violate the act.



