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S. 510 AND THE REGULATION

OF CASH TENDER OFFERS:

DISTINGUISHING ST. GEORGE

FROM THE DRAGON t

Richard G. Swanson*

An outsider who wishes to acquire control of a corporation
has several courses open to him.' If the outsider is himself a
corporation, if the management of the corporation to be ac-
quired supports his view that a change is in the best interests
of both companies, and if the acquirer is willing to forego the
possible secrecy of his actions in order to cultivate such co-
operation, the techniques of merger or sale of assets, through
shareholder approval, are available. Of course, any such ap-
proval, requiring a vote of the shareholders, is regulated by
the Securities and Exchange Commission through its proxy
rules.2 If the management is expected to oppose any acquisi-
tion attempt by the outsider, and if the outsider is lacking the
funds or desire to acquire his control by capital investment,
the acquirer may use the technique of the proxy contest. This
too, however, is carefully regulated by the SEC under its
proxy rules. His remaining course, other than private nego-
tiations for a sale of control, is the tender offer. If the offer

t This article is based on S.510 as originally introduced by Senator Wil-
hams. S.510 as it passed the Senate on August 30, 1967, was changed in some
respects from the version as introduced. For example, additional disclosure is re-
quired if there is a prior understanding that, following a successful tender offer
and without a shareholder meeting, a new majority of the board of directors will be
elected.

However, the article discusses S.510 as originally introduced; it is essentially
an analysis of the basic justifications for and aims of the regulation of cash
tender offers. Since the amended version of the bill has not yet passed the House,
any comments must necessarily be tentative.

* Member of the Minnesota bar; A.B., Albion College, 1964; LL.B., Harvard
Law School, 1967.

*1. See generally A. CHOxA, BUYING, SELLING, AND MERGING BUSINESsES (1958);
G. McCAuTHY, ACQUISrIONS AND MERGES (1963); COnpORATE Gnowva
THROUGH MERGER AND ACQUISmON (A.M.A. Management Report No. 75, 1963);
C. DRAYToN, MERGERS AND ACQUISITIONS: PLANNING AND ACTION (1963) (a
research report to the Financial Executives Research Foundation); J. HENNESSY,
ACQURUNG AND MERGING BUSINESSES (1966).

2. 15 U.S.C. §78n(a) (1964); 17 C.F.R. §240.14 (1964).
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is to exchange the shares of the acquiring corporation for the
shares of the acquired, the shareholders accepting this offer
have been viewed by the SEC as essentially purchasers of
stock in the acquiring corporation as well as sellers of their
presently-owned stock. They therefore fall under the protec-
tion of the Securities Act of 1933 and its prospectus require-
ments. If, however, the outsider is not a corporation, or if
he seeks to utilize secrecy as a means for avoiding manage-
ment opposition or for saving costs, he may use the technique
of a cash tender offer to the shareholders. This latter tech-
nique, unlike the others, is not subject to the meticulous re-
gulations of the SEC.-

The phenomenon of the tender offer has become increas-
ingly apparent in the past few years. In 1965, there were 29
cash tender offers involving companies listed on the New York
Stock Exchange and 15 on the American Stock Exchange,
compared with only eight in 1960 involving companies listed
on both exchanges. 5  And this number is increasing.6  The
amount involved in these offers was close to one billion dol-
lars.7 Perhaps the most significant indication that the tender
offer is becoming a major form of corporate takeover is the
abandonment of the proxy contest (the most analogous
substitute method for effecting a management-opposed take-

3. 15 U.S.C. §77e (1964). For the definition of the term "sale", see 15 u.S.C.
§77b(S) (1964).

4. See generally Fleischer & Mundheim, Corporate Acquisitions by Tender Offer,
115 U. PA. L. REv. 317 (1967).

5. Cohen, A Note on Takeover Bids and Corporate Purchases of Stock, 22
Bus. IAw. 149 (1966). The figures vary among the different sources used. It
has been reported also that in 1965 there were 60 tender offers involving the
New York Stock Exchange and 25 involving the American Stock Exchange. N.Y.
Times, Jan. 17, 1966, at 110, col. 3. Another source reported an estimate of 56
offers involving the New York Stock Exchange, up from 40 in 1964, and 30 offers
involving the American Stock Exchange, up from 19 in 1964. Wall Street Jour-
nal, May 16, 1966, at 5, col. 2. A more empirical study revealed that the num-
ber of cash tender offers reached its peak in 1965 of 76 cash bids and .24 stock
tenders, but the level decreased in 1966 due to a tight money policy. Hayes &
Taussig, Tactics of Cash Takeover Bids, 45 HAnV. Bus. REv. 135, 136-38 (1967).

6. Bus. WEEx, Feb. 26, 1966, at 38.
7. Senator Williams stated that the Wall Street Journal reported 107 different

cash tender offers during 1966, which would be an increase over the 1965 data
of the Hayes and Taussig study. 113 CONG. REc. [No. 6 444 at S444] (daily
ed. Jan. 18, 1967). This would differ, however from the results of that study,
which showed a decrease in the number of tender offers during 1966 because of
the tight money policy. Hayes & Taussig, supra note 5, at 137-38. For an ex-
amination of several recent tender offers, see N.Y. Times, April 2, 1967, § 3, at
1, col. 4.

[Vol. 5: 431
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over) in favor of the tender offer by groups with a history of
proxy battle experience8 and the recommendation of the ten-
der offer method in many cases by proxy contest specialists.9

In any event, the increasing impact of the cash tender offer
method on the financial community calls for a reassessment
of the circumstances surrounding its use in order to provide
the maximum protection of the interests of all those involved
with it.

On January 18, 1967, Senator Harrison Williams of New
Jersey, chairman of the Securities Subcommittee of the Sen-
ate Banking and Currency Committee, introduced a bill,
S. 510, to amend the Securities Exchange Act of 1934 and to
require disclosure of material information prior to an acquisi-
tion by a cash tender offer.'0 Of course, the mere fact that
the cash tender offer remains the only major technique of
acquisition not subject to the disclosure provisions of the
securities acts and regulations does not in itself justify pro-
tection by the SEC and the disclosure rules under the pro-
posed legislation." It is the purpose of this article to analyze
whether such disclosure regulation is both necessary and
justifiable; and, if so, whether the proposed legislation attacks
the problem in the best manner. The bill offered by Senator
Williams is significant in two respects: (1) it represents the
initial entry of the SEC into regulation of the market for
corporate control in sales among shareholders and pur-
chasers, and (2) it represents an extension of the Securities
Exchange Act protection of sellers of securities substantially
beyond dealings with insiders. Because of this significance,
any step taken by Congress in authorizing such an extension
must be carefully examined. In such a light, this article will

8. N.Y. Times, Jan. 17, 1966, at 110, col. S.
9. Elias, The Role of Professional Proxy Solicitors, 2 MER Ens & AcQuISrrToNs

79, 84 (1966) (regarding a report from Georgeson and Co., New York proxy soli-
citors).

10.S. 510, 90th Cong., 1st Sess. (1967), Appendix. For a brief history of the
bill, see infra, at 483-85.

11. The unofficial statements of Manuel Cohen, chairman of the SEC, in his ar-

ticle, supra note 5, have been criticized by Professor Henry Manne as implying
that the mere existence of the unregulated market area of tender offers is itself
justification for regulation. Manne, Tender Offers & the Free Market, 2 MERGms
&ACQUSMONS 91 (1966).

The article by Chairman Cohen was adapted from a speech before the American
Society of Corporate Secretaries, Inc., at Colorado Springs, Colorado, on June 28,
1966. For summaries of that speech, see 204 Com. & FIN. CHRON. 145 (1966);

Proposed Regulation of Cash Tender Offers, FINANCIAL ExECUTIVE, Aug. 1966,
at 60.

1968]
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seek to answer the following questions: (1) Is there a need
for protection in the use of cash tender offers? (2) If so,
can adequate protection be provided under the present law?
(3) If legislation is desirable, what should be its scope? (4)
And does the proposed legislation of Senator Williams ac-
complish the desired ends yet remain within the justifiable
scope?

I. Is PROTcTION NEoESSAnY?

Before beginning an analysis of the proposed legislation,
it is necessary to gain some insight into 'the tender offer
phenomenon. The procedure of an offer usually begins with
the prospective purchaser, after investigating the operations
of the company in which control is desired as well as the re-
cent market trends of its stock," determining an offer price

12. This investigation by the prospective purchaser of shares may reveal several
factors which would make a corporation vulnerable to a takeover bid. These are:
(1) Low earnings and low dividends. A corporation that has not been perform-
ing successfully within the industry will usually find the price of its stock below
its potential value as an active and progressive member of that industry. The
possibility of reorganizing the management to bring the company up to a par with
the industry is attractive to potential offerors. This attractiveness may also be
present in a generally declining industry where the management has failed to diver-
sify in order to maintain a profitable business despite the industry. (2) Cash ac-
cumulations. A corporation which has accumulated large amounts of liquid as-
sets or has retained too high a ratio of cash receivables and marketable securities
to current liabilities as a result of a conservative investment program may pro-
vide a tempting picture to an offeror who would wish to liquidate and keep (or
liquidate and reinvest) those assets. The same view might be taken of a cor-
poration with considerably undervalued assets or excessive reserves. Also, a cor-
poration that has achieved effective decentralization among its divisions and sub-
sidiaries would be prone to partial liquidation by spinning off some of those parts.
(3) Shareholder relations. A corporation that has recently been having trouble
with dissatisfied shareholders, or one that has maintained a consistent policy of
alienating the shareholders even though there has been no recent uprising, is
a very vulnerable target for a tender offer. Another relevant factor is the disper-
sion of the shareholders. If they are widely spread, their allegiance to manage-
ment may be insignificant, and the percentage of holdings required to achieve
control is less. Also, the stockholder is less likely to know what is going on, ex-
cept as he is informed by letter or other communication. (4) Offeror plans. Of
course, a corporation might, through no fault of its own, fit into the diversifica-
tion plans of the offeror. Here such factors as research developments, under-
developed new products, patent expiration dates, geographical area, and the adap-
tability of the corporation to the function of supplier or sales outlet, become rele-
vant. In this case, a well-adjusted company is just as vulnerable to a tender offer
as one that faces serious problems. - FIANCIAL WonLD, Aug. 17, 1966, lists 12
respectable candidates for takeover bids. (5) Abortive merger talks. The tender
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sufficiently in excess of the present market price to induce the
shareholders to tender their stock.13 Unless he has sufficient
capital to finance the purchase from his own coffers, the of-
feror must usually arrange a loan to cover the taking up of
the tendered shares. He then -wil contract -with a brokerage
house to manage the procedural aspect of the offer and will
communicate with the shareholders, either directly by mail
or indirectly through newspaper advertisements and press
releases. 14 The terms of an offer may vary; but they will
usually describe the method for tendering shares, the offer
price, the length of time available in which to take advantage
of the offer, and the minimum and maximum number of
shares to be tendered as a condition of the offer. Beyond
these, there are some precautionary terms that have been
inserted in tender offers, such as a statement that the pur-
chaser may withdraw the offer in the event of material ad-
verse developments in the acquired corporation,1 and in-
dication of possible plans for a future merger,16 or a dis-

offer is often used as a means to gain directly from the shareholders what could
not be gained from negotiations with the incumbent management. The failure of
merger talks, then, may mark the corporation as a tender offer target by the inter-
ested outside party. Barnhill, The Corporate Raider: Contesting Proxy Solicitations
and Take-Over Offers, 20 Bus. LAw. 763, 764-65 (1965); Hayes & Taussig, supra
note 5, at 142; G. McCATaY, supra note 1, at 73-102; Wheelus, Proxy Pugilism:
Proxy Battle Techniques and How They Were Used in Some of the Rougher Fights,
2 MEmcms & ACQUISITIONS 7S (1966).

13. The rule of thumb is a premium of 20 per cent above the market price two
days before the offer is to be made. Variations of this rule, according to the
special circumstances of the case, have ranged from zero to 44 per cent of the
market price. Hayes & Taussig, supra note 5, at 139-40; G. McCAnTHY, supra
note 1, at 259-60.

14. Compare Offer to Purchase S50,000 Shares of Common Stock of Columbia
Pictures Corporation at $33 Per Share, Sept. 30, 1966 [hereinafter cited as Offer
for Columbia Shares], with Wall Street Journal, Oct. 3, 1966, at 25, col. 5.

15. See Offer to Purchase the First 65,000 Shares of Common Stock Tendered
of Pacific Insurance Company of New York, Sept. 16, 1966, p. 3, which pro-
vided that the offer might be withdrawn on notice delivered to the shareholders
upon the occurrence of any significant change in the corporation's capital struc-
ture or increase in the number of outstanding voting shares, a material adverse
change in the financial condition of the corporation, and any other material ad-
verse occurrence beyond the control of the offeror. Fleischer & Mundheim, supra
note 4, at n. 77.

16. See Offer to Purchase Common Stock of Wagner Electric Corporation, May
S1, 1966, which provided that if the tender offer was successful, the purchas-
ing corporation might acquire the entire business of the offeree corporation, whe-
ther by purchase, merger, or otherwise. The reason for such a statement stems
from the uncertainty whether merger plans are a material fact that could impose
liability under 10b-5 and whether such plans are definite enough to require dis-
closure even if being negotiated. Id. at n. 95 and accompanying text.
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claimer provision allowing the purchaser to buy stock of
the acquired corporation on the market both during and
after the offer.17  The terms of the offer will usually also
mention the method by which the purchaser will take up the
shares tendered. The advantage of using the first-come-
first-served method of acceptance is that the shareholders
will be prone to rush immediately to tender their shares in
order not to be left behind. On the other hand, the forcing
of hasty action is likely to evoke cries of unfairness and
fraud as a management defense; and the offeror may desire
to insert a provision for the pro-rata taking up of tendered
shares. 8 Furthermore, if a term is added permitting the
purchaser to take up any or all of the shares in excess of the
maximum desired at his option, the offeror may gain a
greater foothold in the acquired corporation than is im-
mediately apparent since the shareholders will not tend to
back off from sending in their shares to the tender agent
once it is known that the maximum has been reached.

There are several inherent advantages in the .tender of-
fer technique which have contributed substantially to its in-
creased use. Compared with the proxy contest, even in the
face of hostile management, it is cheaper, as the proxy con-
test entails expensive solicitation as well as the expense of
complying with SEC disclosure requirements and the com-
plexities of various legal and mechanical requirements. Fur-
ther, the complexity of a proxy fight tends to prolong it,
enabling management to defend itself better, which in turn
increases the costs and risks of a proxy contest. Further,
if he loses the proxy fight, the outsider may have nothing
to show for his efforts, whereas with a cash tender offer,
even if he does not get control, he still has the shares he has
purchased, on which he may have a gain, and he also will
be getting a return on his investment. In a proxy fight the
outsider will find it difficult to know where he stands until
the proxies are finally counted at the shareholders meeting.
The tender offer eliminates this uncertainty by establishing
a time limit for tenders, before which the outsider may at

17. See Offer to Purchase 300,000 Shares of Common Stock of the Philip Carey
Manufacturing Company, Feb. 8, 1966, which disclaimer provided that the offer
is not to be construed to mean that the offeror cannot purchase shares on the mar-
ket at prices less than the offer price or that such purchases would "diminish"
the tender offer. Id. at n. 108.

18. See Offer to Purchase Columbia Shares.

[Vol. 5: 431
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any time accurately assess his position because those shares
tendered are irrevocable until the offeror has acted on them.
Finally, the tender offer is less damaging to the reputation of
the corporation sought to be acquired as well as to that of
the outsider. 9  This is because of the relative secrecy in
which an offeror may act and the speed in which the entire
transaction may take place, both of which tend to prevent
management from hurling public accusations at the intruder
with the resulting public rebuttals and counter-accusations.

The tender offer method also provides advantages over
the acquisition of assets, either with cash or an exchange of
shares. The latter usually requires a two-thirds vote of
shareholders to approve the transaction.20 And if the man-
agement opposes the acquisition, the outsider is forced back
into all of the problems noted above concerning proxy solici-
tations. But even beyond this, the purchaser may wish to
avoid the extensive redrafting of legal arrangements in the
acquired corporation that can accompany a merger or ac-
quisition of assets.2' Under the tender offer method, control
is mainitained through the board of directors and through
the voting of shares, and the acquired corporation does not
become an integral part of the acquiring corporation. Fur-
thermore, the concept of "working control", which is pos-
sible under the tender offer method but not under an acquisi-
tion of assets or merger, as opposed to numerical or com-
plete control, enables the outsider to gain an effective grip
on the target corporation at a minimum of capital invest-
ment.22

19. The offeror will have to be cautious in taking advantage of his ability to
realize his investment, particularly if he sells out after an abortive tender offer. He
may become liable under §16(b) of the 1934 Act if he has obtained over ten
per cent of the outstanding shares in his acquisition program and sells within
six months of his last purchase of the corporation's shares. 15 U.S.C. §78p
(1964). Also, if a share-for-share offer fails, he may become liable under Rule
10b-6 of the 1934 Act for participating in sales on the market before the im-
pact of the tender offer has subsided and the market price has returned to its own
level. 17 C.F.R. §240.10b-6 (1964).

20. ABA-ALI MODEL Bus. CoRnP. Aar §§ 67, 72 (1962). Although most states
require a two-thirds consent from the shareholders to effect a merger or sale of
assets, a few states vary from this. t. BAXm & W. CARY, CASES ON CORPORATIONS
96 (3d ed. 1958).

21. The United Fruit Company used a tender offer to avoid renegotiation of a
number of leases incident to a merger proposal involving Winchell Donut House,
Inc., Wall Street Journal, Sept. 13, 1966, at 15, col. 4.

22. Several kinds of control are possible, including (1) complete ownership of
the capital stock, (2) majority ownership, (3) majority ownership with a legal

1968]
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Although such control may just as easily be gained from
the purchase of control from a single shareholder or a small,
controlling group, there are three factors which warrant the
use of a general tender offer.23  First, the uncertainty ac-
companying the developing law of saie of control and
fiduciary responsibility may cause the management group to
hesitate. Secondly, the outsider must necessarily "tip his
hand" in seeking such a sale of control, which may allow the
management group to begin mounting an opposition to later
attempts via the tender offer. And finally, a single control-
ling group would demand a greater "sweetener" in the pre-
mium offered over market price because of the certainty of
the t-ransaction, the savings in expenses of the purchaser in
communicating his offer, and the higher bracket of capital
gains tax applicable to a large shareholder.24

The tender offer method has certain advantages beyond
the facilitation of a choice among specific alternatives of
corporate control acquisition. Perhaps the most important
of these advantages is secrecy.25 The element of surprise
will catch the management off their guard and will usually

device, such as pyramiding through holding companies, voting trusts, and issues
of non-voting stock, (4) minority control with shareholders widely and diver-
sely scattered, (5) management control by self-perpetuation where the majority of
shareholders are too dispersed and disinterested to exert a controlling influence,
(6) proxy control through committees, and (7) interlocking corporate officers and
directors. Detroit Edison Co. v. SEC, 119 F.2d 730, 739 (6th Cir. 1941) (ac-
tion under §2(a)(8) of the Public Utility Holding Company Act of 1935). See
generally 2 L. Loss, SEcuarrs REGULATION 770-83 (2d ed. 1961); Sommer,
Who's "In Control"? - S.E.C., 21 Bus. LAw. 559 (1966).

23. For a discussion of private sales of control regarding the definitional scope
of "tender offer" under S. 510, see infra, pp. 510-16.

24. For tax considerations concerning the offeror, see Colborn, Fleming, Katcher
& Merritt, Buying and Selling a Corporate Business: A Survey of Tax and Non-Tax
Implications, 10 W. Rs. L. REv. 123 (1959); Sogg, Problem Areas in Buying
and Selling a Corporate Business, 17 W. RES. L. RE-v. 784 (1966); Darrell, The
Use of Reorganization Techniques in Corporate Acquisitions, 70 HAnv. L. REV.
1183 (1957).

25. Hayes & Taussig, supra note 5, at 139. Senator Williams stated in a speech
before the New York State Bar Association that "those who wish to keep their iden-
tity and their transactions secret have turned to other methods [than the proxy
contest], chief of which is the cash tender offer." N.Y. Times, Feb. 4, 1966, at
42, col. 3.

Recently, a mystery group made a tender offer to purchase 250,000 shares
of Metro-Goldwyn-Mayer, Inc., at $43 per share. Wall Street Journal, April 5,
1967, at 2, col. 2. See also N.Y. Times, April 5, 1967, at 61, col. S.

[Vol. 5: 431
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prevent the development of serious opposition 6 And by
keeping the offeror's identity a secret, the shareholders will
be less tempted to hold out for higher prices if the offeror
is well-respected in the financial community or has indicated
a strong interest in the company, 7 and they will be less likely
to hold back tenders as a protective measure if the offeror
has the reputation of a looter or liquidator.

Furthermore, there are advantages to the tender offer sub-
sequent to the acquisition of control. Having purchased a
controlling interest in stock, the offeror will be able to main-
tain a leverage on earnings distributions.28  Also, the main-
tenance of a controlling stock interest will nearly eliminate
the problem of opposition groups with substantial share-
holdings arising in the future.29

The tender offer method is not without its shortcomings.
First, the decision of the offeror to maintain secrecy in his
plans to acquire control will hinder his investigation of the
target corporation, for The offeror will be unable to time his
offer precisely due to an unawareness of the immediate in-
ternal climate of the corporation, such as the initiation of
forward-looking projects, recent dividend decisions, and other
factors which might hinder the success of the offer if they
were made public. He will also find it difficult to "feel out"
shareholder opinion fearing to inform management of his
interest and will thus be unable to get the cooperation of

26. The secrecy employed by Pennzoil Company enabled it to acquire 5,152,598,
or 42 per cent, of the shares of United Gas Corporation, which was nine times its
size. Pennzoil started buying the stock of United Gas one year before the tender
offer was announced, accumulating over 275,000 shares. Pennzoil management re-
ferred to United Gas during this time as "Company X," refused to discuss the
takeover in the presence of secretaries, and watched the waste baskets. Rejecting the
prospect of making merger overtures, the company lined up a public relations
man and six law firms in the areas where United Gas operated in order to protect
its position once the offer came to the attention of the management. Of the 25
banks financing the offer, only five were informed of the actual intentions of the
company. The tactics paid off when over five times the minimum shares re-
quested in the offer were tendered and accepted by Pennzoil. Wall Street Journal,
Feb. 11, 1966, at 1, col. 6. See also Bus. WEEx, Feb. 26, 1966, at 39. The courts
later rejected an attempt by United Gas to enjoin Pennzoil from purchasing more
than ten per cent of the corporation's stock, as it would require a change in its
present capital structure to comply with the Public Utility Holding Company Act
of 1935. United Gas Corp. v. Pennzoil Co., 248 F. Supp. 449 (S.D.N.Y. 1965).

27. The problem of shareholders holding out for a higher price when they are
aware of the identity of the offeror is discussed fully infra pp. 488, 491, 493.

28. G. McCARTHY, supra note 1, at 28.
29. Id.

1968)
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dissident shareholders against management.30 In other words,
the more the offeror tends toward secrecy, the less accurate
his assessment of the proper premium above market price is
likely to be. The consequences are that, if the offer falls
short of the "desirable" mark, there is a greater probability
of opposition to the offer developing, not only from the man-
agement, and perhaps the shareholders themselves, but also
from outside bidders interested in the company.:"

Second, the announcement of a tender offer above market
price invariably causes a jump in the market of that stock's

312price. Usually, that jump will seek the level of the offer
price.m This can add greatly to the cost of an offer if the
offeror is later forced to raise his price in order to insure
success. For example, if the original offer was $5 above
market, and this proved to be an inadequate premium, a sub-
sequent raise of $4 to a $9 premium above the original
market level would be even more inadequate since the share-
holders would be considering the second offer against a new
market level that has already absorbed the $5 premium.
Further, if the offeror intends to make further acquisitions
of stock, this rise will add to the expenses of the offeror in

30. The offeror is faced with a similar problem if he wishes to obtain the share-
holder list of the corporation in order to contact personally some of the larger share-
holders. By making his demand on management for the right as a shareholder to
view the list, he will have "tipped his hand" and allowed management to begin
building up defenses. Furthermore, it is often easy for management to use the with-
holding of the list as a delaying tactic, forcing the offeror to vindicate his right
in the courts. Even though the courts will likely adjudge the seeking of con-
trol a proper purpose under most state laws, an offeror will have to weigh the dis-
advantage of giving warning to management against the obvious advantages of
the shareholder list.

31. N.Y. Times, Dec. 5, 1965, §S, at 2, col. 3 (statement by a Lehman Brothers
spokesman).

32. This sudden rise in the market price has enabled the larger securities
firms to engage in arbitrage, the practice of short-term buying and selling in dif-
ferent markets to take advantage of slight price differentials. When a tender
offer is announced, these firms will buy stock on the open market and then tender
it to the offeror at the higher offer price. The firms must act quickly because
profit seekers will drive the price up to the offer level almost immediately; and
there is still the risk that the offeror will not accept the shares if the bid is un-
successful as a whole. Wall Street Journal, Feb. 11, 1966, at 1, col. 6.

33. Almost immediately after Giannini Controls Corporation announced its offer for
35 per cent of the shares of Veeder-Root, Inc., the market price jumped up
from $32.50 per share to near the level of the offer price of $38 per share.
N.Y. Times, Dec. 5, 1965, §3, at 2, col. 3.
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using later tender offers to supplement his shareholdings,34

especially if the first offer stimulated -interest in the shares
of the company and they continue to rise.

Third, the costs of the tender offer may be increased by
the offeror's own overeagerness. If he overplays his part in
trying to induce the shareholders to tender their stock, they
may see his enthusiasm as a chance to hold out, expecting
higher offers to follow.35 Once this idea has been conveyed
to ihe shareholders, it may even hamper subsequent offers
despite later attempts to correct it.

Fourth, if the offeror decides to use a pro rata provision
in his offer, he may find that existing management factions
may be left in the corporation even though they tried to
get out. While they may remain effectually impotent because
of a substantial reduction in their shareholdings, their re-
putation and contacts with the shareholders can prove to be
an undesirable situation.

Fifth, from a tax standpoint, the sale of shares in a tender
offer is a taxable transaction to the tendering shareholder.
Because the larger shareholders will find themselves in a
higher -tax bracket than the smaller ones, ,the premium in-
ducement must be high enough to entice those larger share-
holders if the offer -is to prove successful. This increment
of the "tax premium" to entice those larger shareholders
is essentially a giveaway to those with smaller holdings. 6

34. Greatamerica Corporation sought to gain control of Braniff Airways, Inc., by
using two separate tender offers over a period of two years. The market jump
caused by the first offer at $25 per share continued to rise as the prospects of the
company and of the industry in general looked brighter, so that the second offer

had to be made at $75 per share. Wall Street Journal, Feb. 11, 1966, at 1,
col. 6.

35. G. McCABTHY, supra note 1, at 38.
36. This can best be illustrated by hypothesizing X Corporation, which has 21

stockholders, five of which own one per cent each of the company's outstand-
ing shares, five owning four per cent each, five owning six per cent each, five
owning seven per cent each, and one owning ten per cent. If an offeror wishes
to gain 51 per cent control of the corporation, he must offer a premium above
market price that will induce the tender of shares by the group most essential to
his obtaining that percentage. Since the capital gains tax for each group in-
creases as his sale constitutes a greater percentage of X Corporation's stock,
the single holder of ten per cent will demand a greater premium than the
holders of seven per cent, and so on. Therefore, all other factors being equal,
the offeror must provide a premium that appeals to the six-per-cent holders in
order to gain his requisite 51 per cent. In this case, a completely successful bid

would yield him 55 per cent of the company's shares. Since the four- and one-
per-cent holders would have been induced to tender at a lower premium because

of their lower tax brackets, the premium costs to this segment is non-func-
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Sixth, even though the offeror may employ the tender of-
fer technique to avoid the agencies and regulations of the
federal government, he may find himself faced with problems
either under the antitrust laws37 or under § 16 of the Securi-
ties Exchange Act. 8

Finally, perhaps the greatest disadvantage, and the most
prevalent cause of increased expenses to the offeror, is the
defensive tactics open to a hostile management faced with a
tender offer to its shareholders. Even before beginning any
positive program of defense, the management 'has available
in its arsenal two weapons that can be most detrimental to
the offeror's efforts. Access to the shareholder list allows
the management to cultivate shareholder support by personal
communication through the mails, whereas the offeror must
rely on the more impersonal methods of newspaper advertise-
ments and the efforts of brokers if he is to maintain a desired
secrecy. The list also permits management to use face-to-
face persuasive techniques on the larger shareholders, where
the support of management can do the most damage to a
tender offer. And management has access to the corporate

tional expense to the offeror. Furthermore, if factors other than their tax situa-

tions enter in their decision, the offeror may have to provide a premium that

would appeal to the seven-per-cent holders to compensate for non-tendering share-

holders in the lower groups.
37. The Justice Department is equally concerned with violations of the anti-

trust laws resulting from acquisitions of control via the tender offer as re-

sulting from mergers. Bus. WEE, Feb. 26, 1966, at 58.
38. The offeror will usually embark on a program to purchase stock on the

market in the corporation in which control is sought in order to gain a foot-

hold prior to the actual tender offer. If he becomes the beneficial owner of more
than ten per cent of a class of the company's stock during this program, he

must file a report under §16(a) of the Securities Exchange Act. 15 U.S.C. §78p
(a) (1964); G. McCARTvY, supra note 1, at 258. It has been suggested that, if

the offeror obtained a firm commitment to tender from stockholders who owned

over ten per cent of the shares once the offer is made, a partnership under

§3(a)(9) of the 1934 Act would be formed, requiring the filing of a report

under §16(a). See 15 U.S.C. §78c(a)(9) (1964); Fleischer & Mundheim,

supra note 4, at n, 68. An extension of this reasoning would be that the offeror

must file a report under §16(a) at that time during his offer when he has received

the minimum number of required shares tendered that would make both his offer

and the shareholders' acceptance unconditional and would create an obligation to

purchase shares resulting in ten per cent beneficial ownership, even though the

offer is extended for an additional period of time. But the disclosure of the of-

feror's identity at this point would not hinder the success of the bid. And it is

questionable whether a tender of over ten per cent of the shares would re-

quire filing if the bid remained conditional, since the tender is essentially a non-

transferable option to purchase the shares. See Rule 16a-6, 17 C.F.R. §240.16a-6

(1964).



1968] S. 510 Cash Tender Offer Regulation 443

treasury to support its efforts. Furthermore, there is incen-
tive for forming an immediate defense to the offer because,
if the first attempt is unsuccessful, further attempts are often
unlikely. Not only will the offeror suffer additional expenses
as a result of counter tactics and market jumps, but he will
also have been publicly embarrassed by the failure of his
first attempt. His only measure against the latter is secrecy,
although it is doubtful that he can maintain complete secrecy
throughout the entire length of the tender offer. His mea-
sure against -the former is speed, which ideally would not
permit management to take advantage of either the stock-
holder fist or the corporate treasury; but he must allow
enough time to collect the desired number of tenders.

One of the defensive techniques used by management is
to contact the shareholders and present arguments against
the acceptance of the tender offer. This may be done either by
letter, 9 or by newspaper advertisement, 40 or both. The argu-
ments will vary according to the circumstances, but they will
generally include notice of rejection of the offer by manage-
ment and the directors; financial conditions that show the
value of the stock to be worth more than the offering price;
future plans of the company; a statement intimating that
broker persuasiveness is due to incentive commissions paid
by the offeror; the irrevocability of the tender; tax considera-
tions; and, if there is a pro rata provision, a statement that
there is nothing to be gained by tendering before the dead-
line 41

The management will also be able to engage in slight ex-
aggeration, or "puffing", of its arguments without much
fear of successful retaliation by the offeror in the courts.
Except in cases of blatant misstatements or fraud, the SEC
will probably not be persuaded to intervene to seek an in-
junction. In the past, especially in proxy contests for con-
trol, it has remained in an umpire role, rather than as an
active participant, allowing greater freedom than usual in

39. See Letter to Columbia Pictures Shareholders, Oct. 5, 1966 (hereinafter cited
as Columbia Letter, Oct. 5, 1966); Letter to Stockholders of Columbia Pictures
Corporation, Oct. 11, 1966 (hereinafter cited as Columbia Letter, Oct. 11,
1966).

40.See A Word of Advice to Shareholders of Columbia Pictures Corporation,
Wall Street Journal, Oct. 7, 1966, at 24, col. 5.

41. See Columbia Letter, Oct. 5, 1966.
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making statements. - Apparently, this policy of protecting
advocacy is shielded from abuse by the opposing party's
ability to answer the statements. Furthermore, the offeror
will find it difficult to seek redress for misstatements by
private action under 10b-5 because the deception, if effective,
would not have caused injury to the offeror in the purchase
or sale of a security.43 Rather, an effective misstatement by
management would be the direct cause of a lack of a pur-
chase or sale.44

42. Von Mehren & McCarroll, The Proxy Rules: A Case Study in the Administra-
tive Process, 29 LAw & CoNTEMP. Paon. 728, 735 (1964); Cohen, The SEC and
Proxy Contests, 20 FED. B.Jr. 91 (1960).

43. 17 C.F.R. §240.10b-5 (1964). A private right of action under Rule 10b-9
is created only in favor of persons who have either purchased or sold securi-
ties and have been defrauded in the process. Studebaker Corp. v. Allied Products
Corp., 256 F. Supp. 173, 179 (W.D.Mich 1966), citing Kardon v. National Gyp-
sum Corp., 69 F. Supp. 512 (E.D.Pa. 1946); Birnbaum v. Newport Steel Co., 193
F.2d 461 (2d Cir. 1952); O'Neill v. Maytag, 339 F.2d 764 (2d Cir. 1964); and
Vine v. Beneficial Finance Co., Inc., 252 F. Supp. 212 (S.D.N.Y. 1966). The
case of Voege v. American Sumatra Tobacco Co., 241 F. Supp. 369 (D.Del.
1965), allowed standing to a shareholder under 10b-5 for misrepresentations in
a tender offer even though she did not tender her shares. The offeror acquired over
90 per cent of the corporation's shares and then effected a short-form merger
under Delaware law, in which plaintiff and the other remaining shareholders
were paid $17 per share. This case is therefore distinguishable from the broad
proposition that any shareholder offered a tender bid may sue for misrepresenta-
tions under 10b-5, even though he did not tender, because the plaintiff in effect
"sold" her shares in that she was forced to dispose of them as a result of the
merger. And the merger was made possible by the success of the deceptive tender
offer.

A further problem that would be faced by the offeror in acting under 10b-5
to recover because of management's misstatements in preventing tenders would be
the difficulty in proving damages. Since the offeror did not pay for the shares
affected, damages would have to be based on the value of the shares had the
offer been successful. This would require speculation as to the success of the
corporation under new management, which would be an unacceptable measure
to the court. The offeror may find it easier to secure a remedy under the state
laws of intentional torts. W. PnossEn, TORTS 938 (3d ed. 1964).

44. It has been suggested that two recent decisions imply that the offeror would
be successful in seeking an injunction preventing management from disseminating
misleading statements.

In J.1. Case v. Borak, 377 U.S. 426 (1964), the Supreme Court required
the courts to fashion an appropriate remedy to vindicate substantive rights arising
from the 1934 Act. If such a right can be found, an injunction would be an ap-
propriate remedy in the tender offer situation. And in Studebaker Corp. v. Gitt-
lin, 360 F.2d 692 (2d Cir. 1966), the court gave a corporation standing to seek
an injunction under §14(a) of the Securities Exchange Act because it had an
interest in seeing that a contest for control was free from infractions of the proxy
rules. Since the offeror has an interest in seeing that statements affecting the
tender of shares under the offer be free from infractions under 10b-5, the same
reasoning would apply to him. Fleischer & Mundheim, supra note 4, at 362-63.

444
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A second defense is to enter into merger talks with another
corporabion 45 This would have a dual effect. First, if the
other corporation seeking a merger has a good reputation and
a progressive record, the shareholders will be induced to keep
their stock in order to take advantage of the new manage-
ment. Secondly, if the offeror subsequently reveals his iden-
tity in order to compete with the merger-seeking corporation
on a "popularity" basis, ithe merger terms can be used to
force the offeror to increase .his offer price until he has
reached his cost limit and must withdraw. But the offeror
has an advantage in forcing a tender decision within a given
time limit. Management might find it difficult to attract a
merger prospect in such a short time; and, when it does, con-
crete merger terms will take time to negotiate. It wi1 then
be forced to curry favor with the shareholders with glittering
generalities, which may look pale compared with the hard
cash offer of the offeror-a sort of "bird-in-the-hand" philo-
sophy. But if headway can be made in a merger program,
the offeror will find difficult competition 6

Another defense is management purchase with corporate
funds of its outstanding shares, either on the market or

45. Phoenix Insurance Company successfully warded off an offer for 51 per
cent of its 1.7 million shares at $75 per share by pursuing merger arrangements
with Travelers Insurance Company. Wall Street Journal, Feb. 11, 1966, at 1,.
col. 6.

If the merger talks are genuine and attractive, the only means with which
an offeror can turn the attention of the shareholders back to the tender offer
is to increase the offer price. This was done by Kewanee Oil Company in its
bid for Kendall Refining Company, eventually resulting in two successive increases,
from $52 per share to $55 and then to $65, in order to head off the latter's
merger with Witco Chemical Company. Bus. WEI, Feb. 26, 1966 at 38.

46. Two questions have been raised as to the role of the offeror regarding tend-
ered shares when management seeks to use the defense of merger negotiations.
First, because to effect a merger the shareholders must consent by vote or proxy,
any communication by the offeror to induce acceptance of the tender offer may
be "reasonably calculated to result in the procurement, withholding or revoca-
tion of a proxy" under Rule 14a-1(f) (ill). 17 C.F.R. §240.14a-3(f) (iii) (1964).
This is even more apparent in the case in which the offeror attacks the pro-

posed merger as well as seeks to induce tendering. Secondly, it is possible that

the offeror could vote under state law the shares tendered in the shareholder vote
to approve the merger, if those shares are tendered with proxies and are coupled
with an interest that supports a promise of irrevocability. The SEC, however, has
taken the position that the offeror cannot vote the shares until he is firmly obli-
gated to purchase them, since he is not a "beneficial owner" under Rule 14a-
2(c). 17 C.F.R. § 240.14a-2(c) (1964). See Fleischer & Mundheim, supra note
4, at 368-70.
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with a counter offer.4 7 The result of this would be to at-
tract tenders away from the original offer in the case of
a counter offer, and to cause an increase in the market price
level in the case of market purchases. Both would force the
offeror to increase his offer price to make a successful bid.48

And if the purchasing is extensive, management can "dry
up" the market 9

Market purchases can give rise to shareholder derivative
suits under state law for waste of corporate assets, but a
series of Delaware cases seems to have established the prin-
ciple that management is justified in using corporate funds
to thwart a bid for control ff it believes the contest is one of
policy that involves possible major changes in the form or
conduct of the business as it exists at the time." The pro-
priety of this line of thinking has been the subject of some
criticism;"' and the fact that there 'has been a dearth of sup-
portive cases since the series implies that the criticism might
be valid. Also, speed will again aid the offeror, since man-
agement repurchase of stock with corporate funds is not
justified if begun before it was determined that there was
a genuine threat to corporate policy.2

Because the "waste of assets" attack by the offeror is
after the fact and consequently of no benefit to the tender
offer itself, the offeror would do better to seek a preliminary

47. American Steel and Pump Corporation, controlled by the Defiance Indus-
tries-BSF group, made a tender offer to purchase 51 per cent of the outstand-
ing shares of Standard Products Company at $13.50 per share. Standard man-
agement resisted, driving the offer price up to $15 per share, and finally forced
American Steel and Pump to retreat empty-handed with a counter-offer at $17.25
per share. N.Y. Times, Jan. 17, 1966, at 110, col. 3.

48. For a discussion of the role of management's use of corporate funds to outbid
the offeror under the proposed legislation, see note 171, and accompanying text infra.

49. If management purchases shares on the market to force out the offeror, either
by raising the market level or by buying up available shares, it should be re-
quired under Rule 10b-5 to disclose the reasons for its purchases, including whe-
ther it is for the preservation of corporate offices, since that information would
affect the market level at which the shareholders would sell in order to aid in
that purpose. See generally 5 L. Loss, supra note 22, at 1453-54.

50. Kors v. Carey, 39 Del. Ch. 47, 158 A.2d 136 (1960); Bennett v. Propp,
41 Del. Ch. 14, 187 A.2d 405 (1962), and Cheff v. Mathes, 41 Del. Ch. 494,
199 A.2d 548 (1964).

51. Marsh, Are Directors Trustees?, 229 Bus. LAw. 35 (1966); Note, 1965
DuKE L.J. 412.

52. Bennett v. Propp, 41 Del. Ch. 14, 187 A.2d 405 (1962).

[Vol. 5: 431
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injunction by persuading the SE05 3 to intervene under § 9
(a) (2) and Rule 10b-5 of the 1934 Act 5 A violation of § 9
(a) (2) occurs whenever purchases are made with a manipul-
ative intent to raise the market price level (and such actually
occurs) even though the purchaser acted in what he believed
was a bona fide purpose and even -though his self-serving in-
tent was never fully realized.5 This is true in the case of
placing bids or offers, directly or indirectly, on the market
as well as in the case of actual purchases on the market 6

This would then cover the counter offer of management. The
only uncertainty is that the usual case involves market pur-
chases to raise artificially the market level in order to sell
a block of stock at the higher price. No case has held that
it is equally damaging to raise the level artificially to out-
purchase another party. But this would seem a logical ex-
tension of the law because purchasers at the higher market
level after the defeat of the tender offer would be injured by
the market collapse when the battle was over.

A fourth defense is -to begin litigation against the of-
feror. In Gome cases, this tactic is legitimate, such as for
protecting the present operating condition of the corporation
from federal or state intervention resulting from a violation
of a statute that would occur if the offeror were to gain con-
trol.5 7 But in other cases, a suit may be equally effective as
purely a harassment tactic.5 8 Other than the ffling of

53. The offeror here faces the same problem of a lack of a purchase or sale by
himself when proceeding under lOb-5 to require management to disclose its inten-
tions when purchasing on the market or making a counter offer as when proceed-
ing under lOb-5 for misstatements in communications to shareholders. See supra,
note 42.

54.15 U.S.C. §78i(a)(2) (1964). Both §9(a)(2) and Rule 10b-5 are often
cited together in a suit to enjoin false and deceptive practices in manipulating
the level of the market. E.g., Studebaker Corp. v. Allied Products Corp., 256 F.
Supp. 173, 179 (W.D.Mlch 1966). For a general discussion of illegal market
manipulation, see 3 L. Loss, supra note 22, at 1529-71.

55. SEC SECUrnEs EXCHANGE AcT RELEASE No. 3055, (Oct. 27, 1941).
56. Cf. Kidder Peabody & Co., 18 S.E.C. 559, 570 (1945).
57. The complaint of Columbia Pictures Corp. v. Clairmont, Civil No. 3581

(S.D.N.Y. 1966) alleges that the offeror and its associates violated the Federal
Communications Act of 1934 and the rules thereunder by seeking control.

58. This tactic may also be used by the offeror and his associates. Although it is
not clear whether the dissident shareholder group of Columbia Pictures Corpora-
tion was directly involved with the tender offer of the Banque de Paris, that
group filed suit while the offer was pending to force Columbia to separate the
earnings statement of the motion picture company and that of its subsidiary, Screen
Gems, Inc., which sold movie rights to television. Alliston Corp. v. Columbia Pic-
tures Corp., Civil No. 3279 (S.D.N.Y. 1966).
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counter suits, there is really very little, that the offeror can
do to retaliate. But again, speed and secrecy are potent
weapons for delaying use- of these defenses by a 'hostile man-
agement.

There are several potential defenses available to manage-
ment that would provide effective opposition if certain cir-
cumstances exist. If the company has plans for new develop-
ments, such as plant expansion, research programs, product
improvements, or -the like, announcement of these plans can
be accelerated in order to influence the tender offer. A.nd
along the same line, an increase in dividends would help
paint a pro-management picture, if such action is warranted
by the corporation's earned surplus situation.9 Also, wealthy
friends of management can be induced to purchase stock on
the market in order to buoy the price level above that of the
tender offer.60 However, if part of this inducement is the
promise that the friendly purchasers would later be able to
sell out at a profit because of the buoyed market level, they
run the risk of violating the anti-manipulative provisions of
the 1934 Act.61 Influential friends might also prove helpful
if they can persuade the banks or other loan sources to with-
draw the flnancing of the tender offer. 2

Despite the defenses open to an entrenched management
because of its corporate powers and access to corporate
facilities, three distinct advantages of the tender offer method
for gaining corporate control emerge from the above analysis.
First, -the method is relatively cheaper than the proxy contest
because expenditures result in an investment as well as the

59. When Allied Products Corporation made a tender offer for 854,000 shares
of Dayco Corporation at $26 per share, the Dayco management issued a stock
split of five new shares for four old shares and announced a dividend increase
of 300 per cent, which forced the market level of the shares above the offer
price. N.Y. Times, Nov. 1, 1966, at 53, col. 6.

60. Dorchester Gas Producing Company made an unsuccessful bid to purchase
290,000 shares of Louisiana Gas Service Company at $20 per share, due to the
efforts of New Orleans interests friendly to Louisiana Gas in purchasing on the
open market to push the market level above $21 per share. Wall Street Jour-
nal, Feb. 11, 1966, at 1, col. 6.

61. See notes 53-55 supra.
62. When Glen Alden Corporation sought control of McKesson & Robbins, Inc.,

it is said that the chairman of McKesson persuaded the chairman of the Chase
Manhattan Bank during a golf game to abandon its tentative plans to finance
the Glen Alden purchase. When this move became known, the other banks grew
doubtful; and Glen Alden was pressured to sell its one million McKesson
shares to Foremost Dairies, Inc., which had been approved by McKesson manage.
ment. Wall Street Journal, Feb. 11, 1966, at 1, col. 6.
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purchase of control. And it is less complex than the proxy
contest because of the lack of federal regulation in this area.
Secondly, the offer can be imited to a fixed period of time.
The resultant speed with which the entire transaction can
take place is an influential factor in both preventing the build-
up of management defenses and curbing the expenses of
acquiring control. And finally, if the offeror is confident of
management opposition and does not wish to seek their co-
operation, 63 secrecy enables him to catch the management by
surprise. In the confusion of the moment, management will
be less 'likely to build effective defenses against the offer
than if it were notified in advance.

To illustrate the generalities analyzed above, and to pro-
vide exemplary material for the discussion to follow on the
proposed legislation, consider a recent tender offer made for
the shares of Columbia Pictures Corporation. This is an
appropriate example in that it involves neither a case of
outrageous fraud and looting by a corporate Genghis Khan '
nor a case of a "friendly" change of control in which pro-
tection of the interests involved would be less necessary. It
is rather the in-between case-the case that is most likely to
reveal whether protection of interests is needed in the gen-
eral area of tender offers.

Columbia's trouble began in mid-September of 1966, when
a shareholder committee representing over 200,000 of Colum-
bia's 1,967,000 outstanding shares was formed.6 5 In the wake

63. It would seem the rare case in which the offeror would not seek manage-
ment cooperation before the announcement of the tender offer. Although the element
of surprise is a high card against a recalcitrant management group, there would be
an even greater savings of costs and headaches if management could be per-
suaded to approve the offer. Unless management has given the offeror some
prior indication of its unwillingness to cooperate, an offeror is foolish not to try
to gain the favor of his only source of opposition, at least briefly before the offer
is made.

64. Senator Williams points out recent "industrial sabotage," in which "we
have seen proud old companies reduced to corporate shells after white-collar pirates
have seized control with funds from sources which are unknown in many cases,
then sold or traded away the best assets, later to split up most of the loot among
themselves." 111 CONG. REc. 28257-28258 (daily ed. OcT. 22, 1965).

65. The members of this committee included Maurice Clairmont, president of Al-
liston Corporation and former chairman of Lee National Corporation, represent-
ing over 30,000 shares; Sylvia Martin, investor and former chairman of Wind-
sor Industries, Mojud Company, Bates Manufacturing Company, and other con-
cerns of the late Lester Martin, representing over 135,000 shares; and Gerald Riv-
lin, member of Rodman & Renshaw, Chicago brokers, representing over 75,000
shares. Wall Street Journal, Oct. 3, 1966, at 32, col. 2.
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of two other shareholder uprisings in the motion picture in-
dustry, involving Paramount Pictures and MGM, the Colum-
bia shareholder group submitted a list of grievances to the
management. 66 It stated dissatisfaction with the earnings
record, the executive compensation, and the use of the tele-
vision licensing profits of Screen Gems, a subsidiary of
Columbia, to bolster Columbia's profits by combining the
earnings reports.6 7

On September 30, Columbia shareholders received a tender
offer from an undisclosed principal through a Swiss Branch
of the Banque de Paris et des Pays Bas.68 It offered to pur-
chase all shares tendered up to 350,000 shares at $33 per
share, about $3 over market, expiring two weeks later on
October 14. The offer stated that, if less than 200,000 shares
were tendered, the offeror could refuse to accept the shares
but reserved -the right to accept any or all of those shares
tendered if it desired. If more than 350,000 shares were ten-
dered, the offeror reserved the right to purchase all or some
of the excess or to assign it to others. If it did not exert
that right, the offeror would take up those shares tendered
on a pro rata basis.

It is obvious that the Columbia management was taken
by surprise, not knowing whether the offer was a bid for con-
trol or merely a means for supplementing an investment, or
whether it was from the dissident shareholder committee,
the Banque de Paris, or some completely unknown party.69

The best management could do was to send a letter to the
shareholders, arguing that if the offer was for $33 per share
the offeror must think that the actual value is greater than
$33, and urging the shareholders to "go glow" in tendering

66. Wall Street Journal, Sept. 14, 1966, at 32, col. 2.
67. An unidentified member of the shareholder committee stated that the Columbia

board refused its request for three of the nine seats on the board of directors and
that "now we're going for all the marbles." He would not comment on whether a
proxy contest was planned. Wall Street Journal, Sept. 15, 1966, at 6, col. 2.

68. See Offer for Columbia Shares.
69. Seymour H. Malamed, vice-president and treasurer, stated that "at this stage,

there is nothing we know about it [the offer] or can comment on." As to the question
of the unknown source of the offer, Morton Gould, attorney for the shareholder
committee, denied that the dissident group had any connection with it. Wall
Street Journal, Oct. 3, 1966, at 32, col. 2. Abraham Schneider, president of Colum-
bia, issued a statement that "we don't know who is behind the Swiss bank offer,
but we are trying to find out not only who they are, but what their plans and inten-
tions are; and we will inform the stockholders immediately of anything we learn."
Wall Street Journal, Oct. 4, 1966, at 8, col. 2.

[Vol. 5: 431



S. 510 Cash Tender Offer Regulation

the shares because the pro rata provision made immediate
tender unnecessary and because a tender would tie up the
stock for two weeks, even if the market went above the $33
level. 7

On -the sixth day of the offer, October 5, the management
was able to send out a more comprehensive letter of opposi-
tion to the tender offer.71 This was substantially the only de-
fense used against the bid prior to October 14. It argued
thai the directors recommended refusal of the offer, that none
of the directors would accept, that the Swiss bank represen-
tatives had not disclosed their intentions but that it was ap-
parent that the Swiss bank thought the value of the stock
was greater -than $33, that no attempt at cooperation with or
prior notice to management was made, that Columbia's in-
terest in Screen Gems alone was worth $31.75 per share and
that to this must be added real estate interests and first-run
movie releases owned by Columbia, that brokers would en-
courage tenders because the bank was giving a 50 cents
per share incentive commission, and that there was nothing
to be gained by hasty action.

On the same day, the representatives in the United States
of the Swiss bank, Paribas Corporation, a subsidiary of
the Banque, and Kuhn, Loeb & Co., a New York broker,
stated that the Banque de Paris was the sole principal and
that it was not seeking control but only investment. They
added that a Swiss bank was used for "purely technical
reasons.' 2  On the basis of this statement, and because of
the reputations of the Banque de Paris and Kuhn, Loeb &
Co., the Columbia management accepted -the declaration of
investment intent only and so informed the shareholders in
a Retter dated October 11.73

In this atmosphere, around 675,000 shares, or 34 per cent
of Columbia's outstanding stock, were tendered; and the
Banque announced that it would purchase the bulk of the ex-

70. Wall Street Journal, Oct. 4, 1966, at , col. 2.
71. Columbia Letter, Oct. 5, 1966.
72. Wall Street Journal, Oct. 6, 1966, at 24, col. S. Serge Varangot, manager

of the stock exchange department of the Banque de Paris, communicated with the
Columbia management, assuring them that the purchase was for investment. This
was not unusual for the Banque, which had acquired a ten per cent interest in
Libby, McNeil & Libby through a tender offer in 1963 for investment pur-
poses, which was supported by the Libby management. Wall Street Journal, Oct.
7, 1966, at 12, col. S.

73. Columbia Letter, Oct. 11, 1966.
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cess for its own account and would assign the remainder to
unidentified persons." None of the members of the share-
holder committee tendered their shares. 5

It is at this point that several things should be noted.
This is because, if protection is necessary, the interests con-
cerned would most likely be injured prior to the culmina-
tion of the tender offer. Regardless of the Columbia man-
agement's selfish interest in retaining control of the corpora-
tion, -the management has a fiduciary interest in protecting
the operating condition of the corporation. This would seem
particularly true in the case of Columbia, since the television
interests owned by its Screen Gems subsidiary are severely
regulated by the Federal Communications Commission."5 It
was not until the sixth day of the offer that Columbia be-
came aware that the offeror was a foreign concern rather
than a United States interest and that the offeror was seek-
ing investment and not control. Had a foreign concern been
seeking control, the television interests of Screen Gems might
have been in jeopardy under the FCC regulations. Even at
this point management's fiduciary interests had not been fully
protected. In the first place, the statement of investment in-
tent was nothing more than just that; and, as we shall see,
the events following -the offer tended to cast doubts on the
validity of that statement. Secondly, the management was
still in the dark as to the identity and intentions of the as-
signees of the excess shares tendered.

As to the shareholders, they were unaware whether there
was an attempt to oust the present management until the
management letter of October 11 toid them that the bid was
for investment only and that management would remain. Un-
til that time, a shareholder could not have made shis tender
decision to sell because of his dissatisfaction with the pre-
sent management or to take a chance on new management,
whoever it may be, since they did not know whether the
directors would remain despite the offer. Furthermore, un-
certainty as to management's ability to protect the operat-
ing condition of Columbia under the FCC rules might affect
the shareholder's decision as to the tender offer, since the
latter's investment is best served by the assurance that man-

'74. Wall Street Journal, Oct. 18, 1966, at 5, col. 2.
75. Id.
'76. See the litigation of Columbia Pictures against the Banque de Paris and its

associates, infra, pp. 454-55.
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agement's fiduciary obligations are protecting the corporate
enterprise whenever there is a change in control. Finally,
shareholders accepting -the bid could not be assured that they
were receiving the best possible price for their shares. They
could not be certain of the reasons for the "toned-down"
opposition in the letter of October 11 compared with the
fervent opposition in the letter of October 5, whether it was
an honest belief that the offeror was only seeking a capital
investment or was the result of private arrangements between
management and the offeror.

Of course it is all speculation, but the general uncertainty
prevailing during this tender offer, coupled with the down-
ward trend in Columbia earnings in the past few years, may
have been the cause of the overwhelming response to the
tender offer on October 14.

The role of the dissident shareholder committee in the
tender offer was, and still is, an unanswered question.
Throughout the offer and after, committee spokesmen re-
peatedly denied any connection with the Banque's bidJ7 How-
ever, none of the members of -the shareholder committee ten-
dered their shares. Further, on October 7, during the bid,
AMston Corporation, controlled by Maurice Clairmont, who
was a member of the dissident committee, filed suit against
Columbia to compel the latter to report its earnings separ-
ately from those of Screen Gems7 8 It is uncertain whether
this was done solely in the interest of the shareholder com-
mittee or whether it was a harassment tactic and publicity
measure to aid acceptance of the tender offer.

In any event, on October 20, the opposing forces met. The
shareholder committee represented over 200,000 shares. The
Banque de Paris and its assignees represented 675,000 shares.
Spokesman for the Banque group, Edward Merkle, president
of the Madison Fund -investment company, assignee of 100,-
000 of the tendered shares (the Dreyfus Fund had been as-
signed about 190,000 shares), stated that the two major
groups had joined forces in seeking control of the board and
estimated that they controlled 1,100,000 of Columbia's 1,967,-

7. See Wall Street Journal, Oct. 3, 1966, at 32, col. 2; Wall Street Journal,
Oct. 10, 1966, at 2, col. 3; Wall Street Journal, Oct. 18, 1966, at 5, col. 2; Wall
Street Journal, Nov. 1, 1966, at 9, col. 3; Wall Street Journal, Nov. 7, 1966,
at 32, col. 2.

78. Note 58 supra.
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000 outstanding shares.79 Apparently, the Banque de Paris
had decided to seek control after all, or at least was willing
to go along with the shareholder committee to see what would
materialize. Columbia management refused the request of
the two groups for a controlling position on the board of
directors, and the lines were drawn for a proxy battle at the
December 21 annual meeting.80

The Banque's change in attitude from investment to con-
trol, and the entrance of two mutual funds into the picture,
posed a threat to the interests of Screen Gems in several tele-
vision stations, as well as a threat to the management's of-
fices. Columbia filed suit against the Banque de Paris and
the Madison and Dreyfus Funds.81 The complaint alleged
that the Banque violated §§ 310(A) and 310(B) of the Com-
munications Act of 1934 by failing to apply for approval of
the FCC where a transfer of control would result in sub-
stantial control of a communications enterprise by aliens.8"
This allegation was later vindicated in a letter from the FCC
to representatives of -the coalition group seeking control.83 It

also alleged that the two mutual funds violated an FCC rule
prohibiting a single company from owning a greater than
one per cent interest in more than five VHF stations, since
both Madison and Dreyfus owned over one per cent interests
in Metromedia, Inc., which controlled four stations, and since
Madison owned an interest of over one per cent in Wometco
Enterprises, which controlled three stations.8" Now under

79. Wall Street Journal, Oct. 25, 1966, at 3, col. 2.
80. Wall Street Journal, Oct. 26, 1966, at 52, col. 2.

81. Columbia Pictures Corp. v. Clairmont, Civil No. 3581 (S.D.N.Y. 1966).
See also Wall Street Journal, Oct. 28, 1966, at 7, col. 1.

82.47 U.S.C. §310(A) (5) (1964); 47 U.S.C. §310(B) (1964).
83. In a letter dated November 2, 1966, to Gould, the FCC stated that . .An

agreement among stockholders whose holdings total more than 50% of voting stock
to act in concert through specified representatives to exercise control of the com-
pany would prima facie constitute a change in control of broadcast licenses is-
sued pursuant to the Communications Act of 1934. Such control may not, under
Section 310B of the Communications Act, be transferred [sic] without the prior
written consent of the commission, obtained pursuant to an application therefor."
Wall Street Journal, Nov. 7, 1966, at 32, col. 2.

84.47 C.F.R. §73.636 (1966). The complaint contained further allegations
that (1) there were material omissions in the tender offer, (2) the Madison and
Dreyfus Funds violated §17 of the Investment Company Act of 1940 and Rule

17d-1 thereunder by failing to get SEC approval for the plan to gain control of
the company with the other parties, and (3) the sale of shares by the Banque
to the Madison Fund violated §17(a)(1) of the Investment Company Act be-
cause Merkle and Varangot were affiliated parties of both concerns. Columbia Pic-
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pressure, the Banque and both mutual funds withdrew from
the coalition and restated their interests as being solely for
investment."' Negotiations were begun with management
to cement the new relationship; the Columbia suit was drop-
ped; and the Banque started taking the necessary measures
with the FCC to safeguard the Screen Gems licenses.8

The Columbia experience indicates that the three tender
offer advantages to the offeror of cheapness, speed, and
secrecy may seriously jeopardize the interests of the cor-
poration and the shareholders. Threats to the operating
condition of the corporation, such as the television licenses
of Screen Gems, are of great importance to ithe shareholder
who wants to reject the tender offer. Because he is in a
sense casting a vote for the existing management, he must
know that any transfers of control will not unduly hamper his
investment; otherwise he might tender his stock. The pro-
tection of this interest can come either from his own analysis
of potential -takeovers or from his assurance that manage-
ment is adequately able to analyze the situation in order to
perform its fiduciary duty in keeping the corporate enter-
prise from unlawful dangers. In the latter case he must
know of any arrangements that would cause self-interest to
overshadow fiduciary responsibility. Neither of these can be
accomplished under a cloak of secrecy. Furthermore, both
tendering and non-tendering shareholders have an invest-
ment interest in determining the adequacy of the price of-
fered them. This interest can best be protected by a suf-
ficiency of information, either from a regulated source or
from the arguments and counter-arguments of the parties
involved and of the financial press. But the speed of the
tender transaction will often hamper a full realization of
tures Corp. v. Clairmont, Civil No. 3581 (S.D.N.Y. 1966). See 15 U.S.C. §80a-
17 (1964); 17 C.F.I. §270.17d-i (1964).

85. Wall Street Journal, Nov. 15, 1966, at 2, col. S.
86. Later, the FCC approved an additional purchase of 350,000 shares of Colum-

bia stock by the Banque, boosting its holdings to 35 per cent of the outstand-
ing shares. The FCC imposed the following conditions: (1) that the bank not
acquire further stock in Columbia that would increase its percentage holdings,
(2) that the bank take no action looking to control of the company, by itself
or with others, (3) that the bank make no agreements concerning the voting of
the stock, and (4) that it report annually to the FCC on any agreements or ac-
tions concerning the Columbia stock. Wall Street Journal, Dec. 30, 1966, at 18,
col. 2. Even though the stock is restricted in the hands of the Banque, it offers a
tempting control package that would not be so restricted in the hands of the pur-
chaser. See Bus. Wm, Feb. 18, 1967, at 78.
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this objective. Only the cheapness is an advantage that does
not directly interfere with the interests of the corporation
and the shareholders, but ithat advantage is directly related
to speed and secrecy. Among the offeror, the shareholders,
and the corporation, a balance must be struck.

Since Senator Williams has introduced his proposed legis-
lation to regulate this complex area of tender offers, the SEC
has expressed its interest in approval of the entrance of
the Commission into this field.87 This in itself raises serious
problems. No one can doubt that the SEC has been rapidly
expanding its sphere. of influence to the point at which it is
becoming a major governmental agency.88 The result is in-
evitably a "continuous drain upon its skilled manpower." 89

Nevertheless, if the SEC regulation of tender offers is the
most adequate remedy for the protection of all the interests
involved, this would seem the appropriate course of action.90

But first one must determine that present laws are inadequate
in providing this protection.

87. SEC, MEMORANDUM TO THE SENATE CommrTrEE ON BANKING AND CUn-
BENCY on S. 2731, 89th CoNG., 2d SisS. (1966) (hereinafter cited as SEC Memo-
randum on S. 2731). See also N.Y. Times, May 13, 1966, at 38, col. 3. In
fact, it has been reported that one official of the SEC foresees that, if the bill
does not pass eventually, the Commission will make its own rules similar to those
offered in the proposed legislation. Wall Street Journal, May 16, 1966, at 5, col.
2. However, the source of this authority is not likely to be Rule 10b.5, whose
general grant of power confines the SEC to defining fraudulent practices under that
section and which does not contain the broad kind of authorization given by Con-
gress to the SEC regarding §5 of the 1933 Act. Effective regulation of all tender
offers must come from express congressional authorization. Note, The Regulation
of Corporate Tender Offers Under Federal Securities Law: A New Challenge for
Rule 0-5, 33 U. CHL L. REV. 359, 384-85 (1966).

88. Loomis, Where Manny Cohen Is Leading the SEC, 74 FORTUNE, at 163
(1966).

89. Cary, Book Review, 75 HARv. L. REV. 857, 858-59, (1962). See also Douglas,
Foreword, 28 GEo. WASH. L. REv. 1, 2-3 (1959). (Note that both articles were
written before the major expansion of SEC activities under the 1964 amend-
ments).

90. The SEC has said that the proposed legislation of Senator Williams would
be significant in providing the necessary protection of shareholders in situations
similar to that of the Columbia Pictures Corporation. MEMORANDUM OF THE OF-
FICE OF THE GENERAL COUNSEL, SECUiTEiFS AND EXCHANGE CoMMISsXoN, WnIH
RESPECT TO LETTER oF NOvEMBER 10, 1966 FROM SENATOR THomAS H. KUCHEL,
113 CONG. REc. S448 (daily ed. Jan. 18, 1967).
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I1. CAN ADEQUATE POTECTION BE P:ROVIDED
UNDER PRESENT LAw?

If the offeror is to be required to disclose material facts in
connection with his tender offer, the duty is most likely to
arise from Rule 10b-5 under the Securities Exchange Act of
1934."' For 10b-5 -o achieve similar results as S.510 would,
then the information required to be disclosed under S.510
would have to be both material and definite enough to re-
quire 10b-5 disclosure. Further, 10b-5 would have to cover
omissions in the tender offer market for control as well as
misrepresentations.

It is true that the offeror possesses information that may
have a direct bearing on the interests of the shareholders in-
volved, for example, his identity and intentions. Even be-
fore the offer was made, a shareholder selling on -the ex-
change to the offeror, as a part of the latter's program to
build up an initial block of stock, would like to know of the
offeror's plans to make a tender bid at a price higher than
the one at which he is selling. Granting shareholder in-
terest in acquiring some of this information, ,he has no
"right" to it under 10b-5 unless it can be deemed "material."
Materiality is defined as the nature of information which
would "materially affect the judgment of the other party to
the transaction '8  and would affect the value of the stock . 3

But several questions arise in the tender offer situation.
While the disclosure of the information possessed by the
offeror prior to the tender offer would undoubtedly affect
the value of the stock on the market, disclosure during the
tender offer would not since that value is fixed by -he terms
of the offer. This disclosure would aid the shareholder in
determining whether to accept the bid; but the "value," if
it is anything different from the offer price, is affected only
by corporate information possessed not by the offeror but by
the management.9 4 The result is a capricious coverage of

91. For a thorough discussion of tender offers under the present law, see Fleischer
& Mundheim, 115 U. PA. L. REv. 317 (1967).

92. Kardon v. National Gypsum Co., 73 F. Supp. 798, 800 (E.D.Pa. 1947).
93. Speed v. Transamerica Corp., 99 F. Supp. 808 (D.Del. 1951).
94. To explain this more fully, suppose A makes an offer for X stock at $10

per share, and the market value at that time was $8. Before the offer was
made, disclosure of a possible offer at $10 per share would undoubtedly cause
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10b-5 to pre-tender-offer purchases but not to the tender offer
itself. There is no reason for distinguishing bids by share-
holders and bids by complete outsiders without one share, at
least as a matter of disclosure. But even relying solely on
the shareholder judgment aspect of materiality, it still is
uncertain whether a purchaser covered by 10b-5 must disclose
his identity as suchY5  Furthermore, it is questionable
whether the offeror's intentions can be held material, especi-
ally if they are a part of a profit-making scheme that might
have been deduced by any of the shareholders selling under
the -tender offer from the available corporate information 6

It is clear that 10b-5 does not require the disclosure of
superior financial analysis.9 7

In a similar respect, the question whether the offeror is
seeking investment or control may be material to ,the share-
holder judgment but not sufficient enough a "plan" to re-
quire disclosure. No one speculating on the tender offer for
Columbia shares can fail to note the possibility that the Ban-
que de Paris may have had no thoughts of control until the
completion of the transaction when approached by the dis-
sident shareholder committee for support. Yet, such in-
formation would have an impact on a shareholder's decision
to tender his stock.

The informaion withheld by an offeror is usually a com-
plete omission rather than a misrepresentation or misstate-
ment. The recent case of SEC v. Texas Gulf Sulphu1r,95 how-
ever, indicates an extension of liability for non-disclosure to

the market level to rise to around $10. But A is not an insider at this point. If one
makes the assumption that the announcement of an offer places A in the position
of an insider, the effect on the market that brings 10b-5 into play no longer
eists because A has already established a steady market level of $10 by pub-
licly offering to pay any shareholder that amount for his stock. The only way that
the market can be affected after the offer announcement is for B, or possibly C, an
outsider, to consider the, worth of the stock above $10 per share and to begin
purchases on the open market at a higher price or to make a counter offer. But the
information that would prompt such a decision is not the fact that A was to make
an offer or the reasons why A made that offer, but that the stock has certain in-
herent values belonging to the corporation not under A's management. This is essen-
tially corporate information that is possessed by B, if anyone, and not A.

95. L. Loss, supra note 22, at 1463-65. But see Ward La France Truck Corp.,
13 S.E.C. 373, S80-81 (1943).

96. See infra, pp. 492-98.
97. L. Loss, supra note 22, at 1463. See also Comment, The Prospects for Rule

X-OB-5: An Emerging Remedy for Defrauded Investors, 59 YALE L.J. 1120,
1148 (1950).

98. 258 F. Supp. 262 (S.D.N.Y. 1966).
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complete omissions involving transactions on the stock ex-
change or over-the-counter market. The principle would seem
equally applicable to the tender offer situation, where a
mechanical procedure for itendering the shares to brokers
or representatives of the principal prevents any knowledge
of the offeror's intentions. In the market for control, the
atmosphere created is much the same as in the anonymous
exchange or over-the-counter markets and rather unlike that
of an arm's length transaction. The disclosure should then
be made generally to all the shareholders at the time of the
offer.

Even if 10b-5 applied to the information and omissions
discussed above under the present law, it is unlikely that
10b-5 as such can be used to provide adequate protection
because of the "insider" hurdle 9 Despite the broad lan-
guage of the rule, 10b-5 has been held not to apply to all
cases involving a purchase or a sale of securities. The duty
to disclose material information rests on an insider relation-
ship arising out of the circumstances of the transaction and
the fiduciary or quasi-fiduciary relation of the parties. 00 It
does not apply to the ordinary investor since he, by definition,
has no sources of corporate information different from those
of the other party.1' 1 It is certain that an offeror is not an
"ordinary" investor because he does possess information
unavailable to the tendering shareholders. If labeled an
"insider" ,he would be forced to disclose his firm plans for
future action after a successful bid,102 or to disclose his intent
to make a tender offer to sellers on the market prior to the
bid. 0 3 But it is uncertain whether possession of this informa-
tion makes him an "insider" because it is essentially personal
information, and he has no fiduciary ties to the shareholders.

The most expansive definition of an insider was given in
In the Matter of Cady, Roberts and Co. :04

99. See Cohen, "Truth in Securities" Revisited, 79 HAnV. L. REv. 1340, 1399
(1966).

100. Connelly v. Balkwill, 174 F. Supp. 49, 59 (N.D. Ohio 1959). See also
Note, 59 HARv. L. REV. 769, 774 (1946).

101. Comment, 59 YALE L.J. 1120, 1155 (1950).
102. Note, 33 U. Cm. L. REV. 359, 375 (1966).
103. Cf. Hughes & Treat, 22 S.E.C. 623, 626 (1946) (dictum).
104.40 S.E.C. 907 (1961).
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Analytically, the obligation [to disclose material in-
formation] rests on two principal elements: first, the
existence of a relationship giving access, directly or in-
directly, to information intended to be available only
for a corporate purpose, and not for the personal bene-
fit of anyone; and second, .the inherent unfairness in-
volved where a party takes advantage of such informa-
tion knowing it is unavailable to those with whom he is
dealing.

10 5

Certainly, if the offeror were to base his decision to make a
tender offer on information received from a corporate in-
sider that was otherwise unavailable, there is a likelihood of
liability under 10b-5.116 But beyond that, he can hardly be
classified an insider. His information is self-deduced and not
information intended solely for corporate use. Further-
more, there is no element of unfairness related to "corpor-
ate" information because the facts available to the offeror
are equally available to the tendering shareholders. And if
this concept of fairness were applied on a broad scale, the
result would be administratively impossible and contrary to
the policies inherent in the securities market.10 7

Even if the scope of 10b-5 could be judicially expanded to
encompass the tender offer situation, there is strong argu-
ment against its direct application. The broad terms of
10b-5, which would require solutions to the myriad problems
by individual court analysis, and the resort to state law when-
ever 10b-5 proved to be inadequate, would result in a hodge-
podge of judicial decisions in an already complex area. How-
ever, the fact that tender offers often involve numerous and
scattered shareholders, and that each of them is placed in
identical decision-making situations by the tender offer,
would indicate that their interests should be uniformly pro-
tected. Because disclosure of material information is in-
volved, some guidelines should be provided through SEC
rule-making if one is to proceed under the present law.10 8

105. Id. at 912.
106. See id; SEC v. Texas Gulf Sulphur Co., 258 F. Supp. 262, (S.D.N.Y.

1966).
107. Fleischer & Mundheim, supra note 4, at 331.
108. Note, The Regulation of Corporate Tender Offers Under Federal Securities

Law: A New Challenge for Rule lob-5, 33 U. Cmr. L. R v. 359, 383-86 (1966).
It has been suggested that disclosure of information known to the offeror might
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Furthermore, the delicate balancing in this area between the
importance of a vigorous business community and share-
holder protection by disclosure would seem to call for a more
considered approach to the problem through legislation rather
than rule-making.10 9

Another possible source of protection that cannot be over-
looked is § 14 of the Securities Exchange Act and the proxy
rules thereunder. Here are explicit guidelines for disclosure
that would be lacking under 10b-5. In fact, the SEC relied
heavily on -these rules when framing the recommendations
regarding the proposed legislation of Senator Williams."
However, the direct application of the proxy rules to tender
offers is an even more tenuous proposition than 10b-5.

be required under 10b-5 by implying that the failure to disclose such informa-
tion in the light of the statement made in the offer that the offeror is willing
to pay $X per share makes that statement a misrepresentation. For example, the ex-
pectations of the shareholders reading the offer might be that the value of the
stock is worth no more than $X. Therefore, the offeror must disclose informa-
tion known to him that would make the value of the stock over $X, such as li-
quidation plans or other intentions. Furthermore, that statement might imply that
$X is the highest that the offeror is willing to pay for the shares during the
tender offer, preventing him from negotiating with management groups to sell
out at a higher price, or increasing the offer price without paying those who have
already tendered the higher price. But this method of finding liability has two dis-
advantages: (1) the effect of the implications giving rise to liability under lob-5
can be nullified with an appropriate disclaimer that rejects such implications, and
(2) the theory would place an emphasis on disclosing the least possible informa-
tion so that fewer implications can be made. Because of these disadvantages,
the matter could better be handled by SEC rule-making. Fleischer & Mundheim,
supra note 4, at 335-49.

Another suggestion is that whenever additional compensation is paid to brokers
in order to persuade them to actively participate in effecting the transaction, ex-
tra disclosure precautions are necessary. Such bonus commissions are common in
the tender offer situation. But this method must also be supplemented by SEC
rules. See Helier, Integration of the Dissemination of Information Under the Securi-
ties Act of 1933 and the Securities Exchange Act of 1934, 29 LA-w & CONTENT.
PnoB. 749, 763-65 (1964).

Professor Cohen suggests that, if the offeror is a continuous registrant under the
1934 Act, the making of an offer may be material to the investors in the offeror
and require more immediate filing of that information in the offeror's continuous
disclosure file than is now required by Form 8-K. Cohen, "Truth in Securities" Re-
'visited, 79 HA~v. L. IEv. 1340, at n. 176 (1966).

109. This opinion has been supported regarding any extension of 10b-5 into what
is now state law or corporation law. See Kaplan, Corporation Law and Securities
Regulation, 18 Bus. IAw. 868, 872-73 (1963); Ruder, Pitfalls in the Development
of a Federal Law of Corporations by Implication through Rule 10b-5, 59 Nw. U.L.
RPv. 185, 190 (1964).

110. Cohen, A Note on Takeover Bids and Corporate Purchases of Stock, 22 Bus.
LAW. 149, 153 (1966).
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The recent case of Studebaker Corp. v. Gittli"111 poses some
problems to the pre-offer stage if the offeror seeks to obtain
the shareholder 'list to aid in making his offer. A shareholder
had obtained an authorization from forty-two other share-
holders, representing over five per cent of the corporation's
outstanding stock, entitling him under New York law to in-
spect the stockholder list.11 2 Studebaker refused the request,
charging a violation of Rules 14a-3 and 14a-6.11 The SEC
argued in an amicus brief that the scope of § 14(a) literally
includes all authorizations, not just one conferring powers
to vote, and that the proxy rules should apply therefore to a
solicitation of authorizations from shareholders to inspect the
stockholder :list.114 The court, however, found it unnecessary
to go that far. Relying on SEC v. kin,n5 the court held that
since Gittlin's purpose in seeking to inspect the list was to
use it as an aid in soliciting proxies to oppose management
on certain policies, the authorization was part of a "con-
tinuous plan" ending in the solicitation of proxies and was
calculated to "prepare the way for its success. 116 The fail-
ure of the court to consider the SEC's expansive interpreta-
tion of the proxy rules has led one commentator to assert that
its practical effect will be to affirm the SEC position."' If
this is true, the proxy rules would apply to the solicitation
of an authorization to inspect the stockholder list in order
to effect a tender offer. The disclosure that an offer is to be
made, and its terms, would destroy the element of surprise
and perhaps the effectiveness of the offer. Premature dis-
closure would probably force the offeror to elicit manage-
ment support to save his offer and there would be no need to
inspect the stockholder list. The offeror would probably
forego ,the stockholder list inspection and the SEC's expan-

111. S60 F.2d 692 (2d Cir. 1966).
112. N.Y. Bus. CoRP. LAw § 1315 (McKinney, 1962).
113. 17 C.F.R. §240.14a-3 (1964); 17 C.F.R. §240.14a-6 (1964).
114. The SEC wrote to the court, explaining its position that "section 14(a) of

the Securities Exchange Act of 1934 and the Commission's rules thereunder apply
to any proxies, consents, and authorizations in situations involving elections to of-
fice; there is no reason to suppose that Congress intended that the protective pro-
visions of the proxy rules should not reach other situations in which a share-
holder is requested to permit another to act for him, whatever may be the pur-
pose of the authorization." Studebaker Corp. v. Gittlin, 360 F.2d 692, at n. 2 (2d
Cir. 1966).

115. 132 F.2d 784 (2d Cir. 1943).
116. Id. at 786.
117. 65 ICH. L. REv. 582, 589 (1967).
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sire view of § 14(a) would not protect the shareholder.
Regarding the tender offer itself, application of the proxy.

disclosure rules seems most doubtful. It has been argued that
in enacting § 14(a) Congress intended to remedy the need
for disclosure of information in all situations where "either
the corporate management or outside groups bargained with
security holders to affect the latter's rights.""1 8 This need
is particularly evident when such bargaining would result in
the affected shareholder remaining in the corporation with
his rights substantially changed in some way, as in the case
of a vote to effect a major change in the corporate structure
or a consent to tender securities in exchange for a different
security.119 But to apply the proxy rules in a case where the
shareholder is being asked to sell his stock in a substanti-
ally arm's-length transaction would require technical manipu-
lation of the terms of the rules. If such a manipulation were
possible, it would undoubtedly come through the "continu-
ous plan" concept of Okin, now embodied in Rule 14a-l(f)
(1) (iii), which defines "solicitation" as any communication
that, among other things, is issued under "circumstances rea-
sonably calculated, to result in the procurement, withholding
or revocation of a proxy.' 1 0  Under this section, it is gen-
erally thought that there is a two-fold test.121 First, the com-
munication itself must be reasonably calculated to result in
a proxy being procured, withheld, or revoked. This covers
a broad range of communications; for example, a letter to
shareholders of a Swiss bank during a proxy contest for the
election of directors of a company whose shares are owned
by the bank opposing the bank's policy of supporting man-
agement regardless of the opposition.n Secondly, the sender
of the communication must be shown to have intended to

118. Bernstein & Fischer, The Regulation of the Solicitation of Proxies: Some Re-
flections on Corporate Democracy, 7 U. CnL L. REv. 226, 231 (1939).

119. Id. at 232.
120. 17 C.F.R. §240.14a-1(f) (2) (iii) (1967). See also SEC Securities Exchange

Act Release No. 5276 (Jan. 17, 1956).
1 2 1. See 42 NOTRE DAME LAw. 84, 91 (1966).
122. Gaudiosi v. Mellon, 269 F.2d 873 (3d Cir. 1959). However, certain com-

munications are clearly not within the scope of a solicitation under §14(a), in-
cluding semi-annual and quarterly reports, communications containing informa-
tion and comments concerning business matters that are usually sent by manage-
ment to the shareholders during the fiscal year, proxy forms furnished at the
shareholder's unsolicited request, and newspaper stories quoting contending par-
ties in an election and furnishing editorial comment. 42 NOTRE DA2.E LAw. 84,
91 (1966), citing L. Loss, supra note 22, at 872-73, n. 5.
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solicit proxies. The difficulty in applying this test to the
offeror in a tender offer situation is that it is doubtful
whether he has any specific intentions to solicit proxies; if
he does, it would seem an entirely different matter than the
solicitation of tenders, since the success of the latter would
be a prerequisite .to the mere intention to solicit proxies. For
example, an intent, defined in terms of a reasonable calcula-
tion of the effect of the communication, to solicit proxies to
effect a liquidation of the acquired corporation would depend
entirelly upon the number of shares tendered under the offer.
And the result of a tender offer is most often pure speculation.
The two situations are too independent to be termed a "con-
tinuous plan." Unless the definition of "solicitation" can be
made to rest'on the mere possibility of a solicitation of proxies
that could be related to the original offer, the proxy rules have
no direct or cohsistent application to the tender offer situa-
tion.M

To state that the proxy rules have no direct application to
tender offers is not to state that the rules offer no insight into
the problems of the tender offer. The proxy rules were an
attempt to attack the disenfranchisement of the shareholder
from the corporation caused by the intense concentration of
power in management. They did this by a regulatory rear-
rangement of the powers ,of the shareholder regarding funda-
mental corporate actions, providing him the information to
make a reasoned decision whenever his vote was asked for or
required.

From this highly successful experiment, several observa-
tions must be noted as equally applicable to the tender 'offer
problem. First, whenever a contest develops between opposing
parties in a proxy solicitation, where the decision rests with
the shareholders, the SEC and the courts have chosen to play

123. This result might be implied from SEC v. Topping, 85 F. Supp. 63 (S.D.
N.Y. 1949). There the court applied the Okin rationale of a "continuous plan" to a
letter sent, by a shareholder, even though the shareholder had expressed that he
would not solicit proxies unless the annual meeting was postponed for one month;
and the meeting was held as scheduled. The case is somewhat ineffectual, how-
ever, since the statements of the court from which the implication must be made
were mere dicta, the case being rendered moot upon the occurrence of the an-
nual meeting.
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the role of umpire and not of participant 12 4 As with a proxy
contest, the interest involved in a tender offer belongs to the
corporation, the shareholders, and the offeror, not to the gen-
eral public. The SEC should, therefore, limit itself solely to
refereeing the actions of the interested parties. Its tools are
full disclosure requirements. Beyond that, it should have no
interest in whether the offeror's effort is successful, or
whether it be looting or not.

Secondly, the SEC has sought a balance in regulating the
many communications to shareholders that accompany a
proxy contest. On the one hand, it seeks to promote ad-
vocacy by permitting greater-than-usual freedom in state-
ments and opinions, on the theory that in weighing the argu-
ments of both sides the shareholder will gain a comprehen-
sive picture of the election or policy decision facing him.25
On the other hand, it will not liken the corporate contest to
the comparatively unrestrained political contest on the theory
that the investing public deserves some protection against ob-
viously misleading statements and unfounded accusations.1 6

This same balancing can be applied to the tender offer situa-
tion. The shareholder deciding whether to tender his stock
can best assess the value of those shares against the price of
the offer if he is able to weigh the arguments and counter
arguments of the opposing parties. But because the valua-
tion of stock is often complex and dependent upon the ac-
curacy of the information used in the weighing process, he
should be guarded against misleading statements using in-
formation not based on fact.

Finally, the proxy contest is often complex and greatly in-
fluenced by the peculiar facts of the individual case. Much
of the success of the proxy rules in this area has been the re-
sult of the SEC's ability to use the raw material of its ad-ministrative experience in handling each individual case on
its facts, under the aegis of broad and flexible regulatory

124. The SEC: see E. AnANOW & H. Enom, PRoxY CONTESTS FOR CorlnATE
CONTROL xvInM (1957) (introduction by J. Sinclair Armstrong, former chairman
of the SEC); Cohen, The SEC and Proxy Contests, 20 FED. B.J. 91 (1960).
(1960).

The courts: see Levin v. Metro-Goldwyn-Mayer, Inc., CCH Fed. 1961 Sec.
L. Rep. P91891 (S.D.N.Y. 1967).

125. Von Mehren & McCarroll, The Proxy Rules: A Case Study in the Adminis-
trative Process, 29 LAw & CONTEE P. PROB. 728, supra note 42, at 734-35 (1964).

126. SEC v. May, 229 F.2d 123, 124 (2d Cir. 1956).
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guidelines.227  In considering legislation to regulate tender
offers, one must take note of the successful application of the
proxy system. Tender offers are usually quite simple in form
and can be legislatively regulated to that extent, such as the
information that must be disclosed, to whom it must be dis-
closed, the amount of time needed to create an informed
market, and the basic mechanical outline of an offer. How-
ever, the complexity of the tender offer arises in the refine-
ments and variations possible in this kind of scheme. To
deny administrative powers to deal with these variations as
they are used would be to build a mountain of loopholes.

The present law provides one with guides, not answers,
to the problems that arise in the use of tender offers. It is in
this light that we now turn to prospective legislation to pro-
vide the answers. But before the legislative structure can be
built, a foundation must be poured. This is the task of deter-
mining the justifiable scope of tender offer legislation.

III. WHAT SHouLD BE THE SCOPE OF PROTECTIVE
LEGIsLATIO1 ?

The legislation growing out of the problems involved in the
use of tender offers represents a recognition of and a reaction
to the market for corporate control. It is something separate
from the investment market as the values of the "securities"
traded are determined by premiums above the investment
values of the traditional market. Yet it is tied to the invest-
ment market. Tradition permits the transfer of control only
as an adjunct to investment shares. The values of both invest-
ment and control -are superimposed in our traditional system
of value communication, the stock exchange and the over-the-
counter market quotations.128 The law has allowed the control

127. Von Mehren & McCarroll, supra note 42, at 744-46.
128. I have appropriated from Professor Manne the concept of a market for

corporate control as an economically functioning market separate from the tradi-
tional investment market. This division is particularly apparent in the tender
offer situation, in which the premium above market represents the value of that
control factor, assuming that the regular market adequately represents the value
of the investment factor at that time. But because the vote of a share is tied
to the capital interest represented by that stock, complete separation of the two
markets is impossible. As to Professor Mane's theory that the control market
should be completely divorced from the traditional market, enabling votes to be
bought and sold alone through market quotations, and in which inside informa-
tion should be a valuable economic commodity, I shall let him speak for him-
self. See Manne, Some Theoretical Aspects of Share Voting, 64 COLi. L. REv.
1427 (1964); H. MANNE, TR I N( AND THE SToCK MnU= (1966).
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market substantial entrepreneurial freedom, because of these
traditional ties to the investment market, provided the curbs
of the investment market are satisfied. It may be noted that
the merger laws and proxy rules regulate part of the control
market, the control premium being determined by the cost of
convincing a shareholder to vote affirmatively for the
change.1

29

While this may be true in the broadest sense of a control
market, the kind of market for control created by a tender
offer is much less unilateral and much more analagous to the
investment market. When announcing an offer price, the
offeror will have considered all of the factors necessary to
arrive at a premium sufficient to induce the shareholders to
tender.3 0 The shareholders will have a chance to assess the
value of the premium in terms of the factors creating a pre-
mium sufficient to result in a decision to tender their shares.
Because these factors may differ, there will be created a sort
of bid-asked situation. This is the market for corporate con-
trol.

The investment market prior to the tender offer can be pre-
sumed an accurate picture of the investment portion of the
stock that must be tendered with the control portion, because
of the registration and fraud provisions of the Securities Act
of 1933, and the reporting and fraud provisions of the Securi-
ties Exchange Act of 1934. If one omits from consideration
that part of the stock's value which represents control sought,
the offeror would be in the position of any purchaser in the
securities market and subject, as an outsider, only to those
rules presently existing which regulate non-insider conduct.
Any legislation that seeks to impose an insider's duty to dis-
close on the offeror must deal solely with that unique part of
the tender offer that distinguishes such a purchase from all
other purchases-the premium for control. It should regulate
only the market for corporate control.

129. Manne, Some Theoretical Aspects of Share Voting, 64 COLUm. L. REV.
1427. 1432 (1964).

130. The premium should not include the prospective profits that a corporate
offeror intends to make by his own efforts after the combination or control arrange-
ment is effected but rather only the increased value of the shares resulting from
the present compatibility of the two corporations. However, the factors in this area
are most easily subject to price compromise to obtain an attractive premium.
G. McCAYTHY, AcQuisrrxoNs AND ME I tnS 85 (1963).

1968]



Harvard Journal on Legislation

From this analysis, it would seem to follow that there
should be an exemption from regulation in the case in which
the offeror indicates an intent to purchase for investment
purposes only, as in the Columbia Pictures bid. One's im-
mediate reaction would be the exact opposite of that result,
since there would seem to be little apparent distinction be-
tween the premium paid for control and the premium paid to
acquire a substantial investment block. In a sense, both ap-
proaches are correct if one observes the dual purpose of legis-
lation in this area. In the first place, regulation of tender
offers attempts to provide protection against the "corporate
raider," 1 3 that individual or corporation whose takeover of
the reins of the acquired corporation would prove detrimental
to the profitable, operating existence of the corporation.132

Regulations pertaining to this aspect of the legislative purpose
have no bearing on the offeror seeking only investment since,
without control, the purchaser cannot "raid" the corporation.
Therefore, disclosure of facts solely related to protection
against "raiders," i.e., the identity of the offeror, the back-
ground of the offeror, and the intentions of the offeror (other
than the initial investment or control intent), would have no
place in this instance. On the other hand, the nature of the
control market is not entirely absent. The acquisition of a
large block of stock gives the purchaser an opportunity to pass
this block to another party, who does desire control, at a sub-
stantial premium. Of course, if such an arrangement were
made prior to the tender offer, the situation would be the
same as a single tender offer for control. Furthermore, al-
though an investment intent will forestall the possibility of
active control immediately after the acquisition, the control-
ling shareholder may change his mind at some later date when
there is no presumption that the intent existed at the time of
the tender offer. This change may not even result in active
control, but may merely be an influence on the policies of man-
agement. While both of these cases can effectively be dealt

131, The term "raiders", as used throughout this paper, includes not only corporate
looters but also those persons whose control would injure the operating conditions
of the corporation in a manner that would make the corporation less profitable,
as in the case of the violation of FCC rules by Columbia Pictures had the Banque
de Paris acquired control of the corporation, which would have caused several
TV licenses not to have been renewed.

132. 111 CONG. REc. 28257-60 (1965) (statement of Senator Williams). Sec also
N.Y. Times, Oct. 25, 1965, at 57, col. 1.
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with under the emerging law of fiduciary responsibilities of
controlling shareholders,"3 the important point is that the
offeror is in essence paying a premium not only for the right
to acquire a substantial investment block but also for the
potentialities of the control portion of the stock.

The element of a large investment block represents merely
a compression of time. If the offeror were to purchase a sub-
stantially similar block -of stock on the market over a period
of time, the force ,of his interest would cause a general rise in
the market price of the stock. What he offers the shareholder
in a tender offer is an investment increment representing the
value to him of avoiding the cost of a gradual market rise.
The control premium is that amount he is willing to pay for
the control potentialities of -a large block of stock, whether it
is in the form of later active control, influence of corporate
policies, ,or sale of control. The mere existence of these poten-
tialities acts as an influence on management, since it is un-
likely that even an "investing" shareholder of sufficient
strength will permit management to take a haphazard or
laggard course because of the effect on the former's capital
gains and dividend interests. Both of these elements-an
investment block premium 'and a control premium-must be
valued by both the offeror and the shareholders in the tender
offer situation. Therefore, those elements of legislation that
are geared to the functioning of the tender offer market and
the valuation of premiums, rather than for the protection from
corporate "raiders," remain essential in the case of invest-
ment tender offers as in the case of control tender offers.

To elaborate more fully on the scope of regulation of the
market created by tender offers, one must consider the in-
terests of those parties involved. Those parties are the man-
agement (as representatives of the interests of the corpora-
tion), the tendering shareholder, the remaining shareholder,
and the offeror. The Congress, in enacting legislation, and
the SEC, in administering and supplementing it, must per-
form the delicate task of balancing among these interests. 13 4

The concerns of the SEC and Congress are threefold:
(1) The market created by the tender offer must function

133. See infra, note 266.
134. The task of balancing the interests of both the management and the offeror

when protecting the shareholders was recognized during the time that proposals
for the regulation of takeover bids were being made in Great Britain. See 193
THE ECONOMIST 270 (1959).
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smoothly in that no one interest should be able to effectively
block any of the other interests. Examples of this would be
the ability of the offeror to embark on a tender offer with-
out adequate financing to assure payment of the share-
holders, the ability of management to use corporate funds
to out-bid the offeror at every turn, and the ability of share-
holders to utilize knowledge of the offeror's intentions to hold
out until the profitability of the transaction is minimal to
the offeror. (2) The market created by the tender offer
must be "honest" and free from collusion. An example of
this would be the ability of the offeror and management to
arrange a profitable truce and thereby induce unwitting share-
holders to tender at the lowest possible price. (3) The
market created by the tender offer must be accurately in-
formed so that each party has the maximum information
possible to vindicate his interests without undue detriment
to the other interests involved. The actual balancing process
is the primary concern of the next section concerning the
proposed legislation of Senator Williams. But first one must
define those interests which must be balanced.

A. The Shareholders

In assessing the proposed legislation of Senator Williams,
Manuel F. Cohen, chairman of the SEC, placed his dis-
closure emphasis on informing the shareholders of the "iden-
tity, background, and future plans" of the offeror in order
to place the former on an "equal footing" with the latter
in the assessing of the future of the corporation and the
value of the shares.1 35 This would seem to place the share-
holder in a position to make a choice of management-if the
future looked brighter under the offeror, he would remain;
but if it looked dimmer under his present situation, he would
tender. Indeed, this is the basic philosophy behind the proxy
rules. By giving the shareholder the most complete picture
possible of each of the contending parties, he could choose
that management team he felt would provide the best future
for his investment. 36

135. Cohen, A Note on Takeover Bids and Corporate Purchases of Stock, 22
Bus. LAw. 149, 150 (1966).

136. E. AnANOW & N. EINHORN, supra note 124, at 82; Armstrong, The Role
of the Securities and Exchange Commission in Proxy Contests of Listed Companies,
11 Bus. LAw. 110, 115-16 (1955).
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This philosophy cannot be applied to the tender offer situa-
tion. If a shareholder decides to tender, and eventually sell,
his shares, he in effect is saying that he has no interest in the
future of the corporation and would rather realize his invest-
ment or put his money to work in other corporations. 37 If he
decides not to tender, he may be saying that he likes things
the way they are and prefers to remain under the present
management. If this is the case, the identity, background, and
future plans of the offeror would have no bearing whatsoever
on his decision. To counter this, it can be argued that a share-
holder may wish to make a choice of management and there-
fore should have the opportunity to do so. Here the other
interests come into play. The offeror, and perhaps even the
management, may not wish to submit to such -a choice, and
would therefore desire to withhold the identity and other fac-
tors. That part of the market created by tender offers which
remains open to negotiation and evaluation by the parties
would permit this on a voluntary basis for both sides. If a
choice of management is the primary interest of the share-
holder, he can withhold his tender until the relevant informa-
tion is forthcoming. If it is the primary interest of the
offeror, he may voluntarily submit the information to the
shareholders. But to require such information by regulatory
legislation is to presuppose a choice-of-management function.
And this is both undesirable and impossible.

It is undesirable because it shifts from management to the
shareholders collectively the burden of protecting the corpora-
tion from "raiders." It is presumed that management has
both the facilities and the ingenuity to protect the share-
holders from becoming the victims of a corporate looter. But
if that burden were shifted, one would doubt whether the
small shareholders would have the wherewithal or the concern
that management would have, even with the knowledge of
the identity, background, and intentions of the offeror. Even
assuming that -he would, his impulse might be to "git while the
gittin's good" rather than to protect the corporate enterprise.
Yet it would seem ludicrous to hold the small holder respon-
sible as a fiduciary to those victims that were left in the cor-
poration. A better solution would seem to leave the fiduciary
responsibility to oppose a "raider" with the management, so

137. Manne, Tender Offers & the Free Market, 2 ME1GES & AcQuiSrrioNS 94
(1966).
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that its recommendation to refuse the tender because of the
danger of a "raid" would present a unified course of action
to the shareholders rather than the quandary noted above.

Furthermore, the presupposed choice-of-management func-
tion is impossible because a certain choice is equally likely to
result in tendering as withholding. For instance, if the share-
holder wished to cast a vote for the offeror, he might tender
his shares, or at least some -of them, realizing that each stock-
holder must forego a portion of his present holdings as the
price for bringing the new management into the corporation
on its terms; but he might also withhold his stock, thinking
that the others will tender enough to bring in the new manage-
ment and his investment will be undiminished. If the share-
holder wished to cast a vote against the offeror, he might
tender his shares in order to get out in case the new undesired
management might get in by others tendering, thinking that
he could "wait in the wings" and reinvest without much loss
if the bid was unsuccessful; but he might also withhold his
stock, thinking that if everyone else did the same, the unde-
sired management would be frozen out. It is apparent, then,
that unless the impossible task of informing each shareholder
what all the others were doing could be performed,138 the
choice-of-management function is not susceptible to regulation
in the tender offer situation. If this is the case, what functions
do the shareholders perform?

1. The Tendering Shareholder

The first bundle of interests of a tendering shareholder
arises out of his "valuation" function. Faced with the pre-
mium above market price, he must determine whether that
premium is sufficient compensation for those things appur-
tenant -to the investment he would be giving up.139 Some of

138. An attempt to inform the shareholders of what the other shareholders were
going to do with the tender offer creates a circular impossibility. Each share-
holder would not be able to act unless he knew how the others would act. But
the others cannot act because they do not know what each shareholder would do
were he to act.

339. If one assumes that the market gives an accurate picture of the investment
value of the shares, those things which must be valued by the shareholder repre-
sent rights or obligations arising outside a mere return on investment at that
particular time. In other words, if the offer price represents only a return on
investment at that particular time (not including the right to retain the invest-
ment), he would have sold his stock on the market. However, because a share-
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the factors utilized by the shareholder are personal and there-
fore not in need of protection by disclosure requirements.
Among these would be the proper inducement to exchange
investment for cash at -that particular moment, the effect of
the taxable nature of the transaction on his tax picture, and
his personal allegiances to the present management. To this
Professor Manne would add the price necessary to induce
the shareholder to forego the alternative of participation in
the new management. 40 Chairman Cohen would carry this
to its logical end and say that the value of this factor cannot
be adequately assessed unless the shareholder has enough
information with which to value that alternative.' 41 But, as
we have seen, this implies a choice-of-management function,
the result of which cannot be predictably controlled by regu-
lation.1' The decision remains a personal one-whether to
retain an investment in that company with its inherent pos-
sibilities within the industry, or to change investments to
another company, or to realize its value. The value of a
successful premium is that which would induce either of the
latter two.

Beyond the personal, there are several factors utilized by a
shareholder to value the premium which is derived from his
being a member of the group to whom the tender offer is made.
These are the interests that affect the balancing of disclosure
regulation. The number of shares sought by the offeror is im-
portant. If the percentage is substantial, say 95-100 per cent,
the shareholder will be able to wield a greater power with his
holdings since he can cause a greater degree of failure in the
bid by withholding. 43 He will then place a greater value on
the premium needed to cause him to tender. The shareholder
will also value the premium according to his assurance that
the offeror is financially able to back his bid, since any failure
holder also has the right to retain his investment, part of his "valuation" func-
tion will be to reassess the value of that right in the light of the information about
the corporation's past performance that is provided him, as compared with the
premium offered.

140. When the offeror is determining the premium necessary to induce tendering,
this factor would be discounted by the value of the possibility that the offer would
be unsuccessful if the shareholder did not participate. Manne, Some Theoretical
Aspects of Share Voting, 64 COLOML L. REV. 1427, 1435 (1964).

141. Cohen, A Note on Takeover Bids and Corporate Purchases of Stock, 22
Bus. LAw. 149, 151-52 (1966).

142. Supra, pp. 464-65, 470-72.
143. Manse, Some Theoretical Aspects of Share Voting, 64 COLUm. L. REV. 1427,

1434 (1964).
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to pay would decrease the over-all profit -and perhaps cause
litigation expense. The shareholder, further, will value the
bid according to his awareiiess of arrangements made with
the management, since these might lead to the suspicion that
the management is recommending tender for its personal pro-
fit. Therefore, he will demand a higher premium to relieve
him of the suspicion that he may not be getting his maximum
price. The number 'of shares already owned by the offeror
will also affect the shareholder's judgment of the value of the
premium, since this indicates the seriousness of the offeror.
He is then likely to demand a higher premium. Of course,
these are only examples of the many factors which enter the
picture. If the shareholder's interest in placing an accurate
value on the premium were to be fully protected, all such
relevant information would have to be disclosed. It is the role
of balancing, however, that determines which are necessary
and which unduly conflict with other interests.

The second bundle of interests of a tendering shareholder
arises out of his "judicial" function. When presented with a
tender offer, the shareholder, as a member of the entire group
of shareholders -acting under the -offer, is given the opportun-
ity to pass judgment on the present management. Ideally, he
should be able to hear the arguments of both sides, before ex-
ercising ,his ultimate check on management-the sale of his
shares.144 Some elaboration is necessary to clarify this func-
tion. From the work of Adolf Berle and Gardiner Means 4 5

comes the characterization of the modern shareholder in a
public corporation as an ineffectual element in corporate
control. His power decreases as ownership is dispersed; and
the power of management and single minority shareholders
increases in inverse proportion. The proxy rules were an

144. When a shareholder sells his stock, he registers a vote against the man-
agement and its present policies. Sales by shareholders as a group then operate
as an effective check on management policies. J. LIVINGSTON, THE AmEIuCAN
STOcKHOLDER 60 (1958); Tucker, Stockholder Remedies, Corporate Democracy,
4 VA. L. WEEKLY DIcTA CoMP. 31, 32 (1952-53); Grimes, The Right to Sell His
Stock, Corporate Democracy, 4 VA. L. WEEKLY DIcTA CoMP. 34 (1952-53). The
effectiveness of this check can best provide shareholder protection by the use of dis-
closure to provide free exit from investment and transfer of shares. Manning,
Book Review, 67 YALE L.J. 1477, 1493 (1958). But it has been suggested that the
ability of a shareholder to sell his stock does not encourage "corporate demo-
cracy," particularly for those who are "locked in" with large capital gains. D.
BAum. & N. STILES, TRE SILENT PARTNERS 11 (1965).

145. A. BERLE & G. MEANS, THE MODERN CORPORATION Am PRIVATE PROPERTY

(1932).
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effort to revest some of this power in the shareholders under
the guise of "shareholder democracy. ' ' 14

1 It was thought that
an investor obviously had no right to handle the day-to-day
affairs of the corporation, but that he should be kept fully
informed of the corporation's activities and be called upon at
various intervals to approve or disapprove management's
record.47 The key to this was informed participation caused
by disclosure, and the valuable check on management was the
proxy contest for control of the corporation. 148 By providing
the shareholder with sufficient information to make effective
use of his vote, management would be held in check by the
competitive force of other management teams that the share-
holders could vote in. 49 And it has been suggested that the
same disclosure technique would provide the protection of
"shareholder democracy" in the tender offer situation. 50 Such
a rationalization, however, would seem sheer fantasy, since
"shareholder democracy" has as its purpose more active par-
ticipation in the corporate enterprise while the tendering of
shares amounts to nothing more than bailing out.

Despite the good intentions of the "corporate democrats,"
the experience of the proxy rules has cast some doubt on the
entire philosophy. Although the rules have been generally
successful, the shareholder has often been stubborn in wield-
ing his check in a proxy contest, and opposition effort must be
substantially greater than that .of management in inducing
votes. The reasons for this are varied, from the fact that by
not selling his shares before the contest the shareholder has

146. For an extensive list of articles on "corporate democracy," written before
1960, see Cohen, The SEC and Proxy Contests, 20 FED. B.J. 91, at n. 1 (1960).

147. E. AxrANow & H. EMNHORN, supra note 124, at 81-82. The proxy rules were
intended to reestablish the effectiveness of the role of the shareholder in the
corporation and to protect his interests by disclosure. "In order that the stockholder
may have adequate knowledge as to the manner in which his interests are being
served, it is essential that he be enlightened not only as to the financial condi-
tion of the corporation, but also as to the major questions of policy, which are de-
cided at stockholders' meetings." S. Rep. No. 1455, 73d Cong., 2d Sess. 74 (1934),
quoted in Bernstein & Fischer, supra note 118, at 227-28. See also E. EEuSON
AND F. LATCRAm, SHAREHOLDER DEmOCHaCY 8 (1954). For a more tempered
view of the proxy rules, that they seek not to restore the shareholders to their
former position of control influence but rather to make more effective their resi-
dual sphere of influence, see Gower, Book Review, 68 HAiv. L. REv. 922, 926
(1955).

148. Note, 60 Nw. U.L. REv. 349, 353 (1965).
149. F. EMERSON & F. LATCHAm, supra note 147, at 143.
150. Bus. WEEK, FEB. 26, 1966, at 39.
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already voted for management' 51 to the fact that shareholders
lack cohesiveness and are often in the management class
themselves. 1 2 The efforts of the "corporate democrats"
have been termed "fundamentally misplaced, misdirected
and romantic.' 1 53  The most effective solution to take its
place has been a system of checks and balances to keep
management in tow.154 To the traditional forces of the market
aid labor have been added the effective check of SEC con-
trols.155 An informed public opinion, particularly that of the
financial community, provides an executive conscience.56 In
fact, disclosure in itself can -have a healthy effect on the con-
duct of management. 157 While these checks are somewhat
amorphous, a substantial theory is developing that the pro-
fessio'nal investors, mutual and pension funds, insurance com-
panies, and the like, have a duty to hold management in line.15 8

To this group of checks can be added the tender offer. How-
ever, it possesses the same tendency toward lethargy as the
proxy contest. Yet, its potentialities are greater. In both, in-
formation is the key to effectiveness, provided the share-
holder is given sufficient time in which to digest that informa-
tion. And in both, the greatest sources of information are the
arguments and counter arguments of the parties, tempered
by a regulatory guarantee of accuracy and minimal informa-
tion. But, whereas the shareholder vote presumes a continued
investment and therefore a lesser tendency to depart from
the present course, the tender of shares is an all-or-nothing
act and will give the truest picture of dissatisfaction with
management. The possibility -of being cut off in this manner
with one stroke of the axe would tend to keep management on
friendly terms with the shareholders and to give shareholder
requests more importance.

151. Glenn, A Study and a Suggestion, Corporate Democracy, 4 VA. L. WEEKLY
DICTA Comvnp. 124, 125 (1952-53).

152. See J. LIVINGSTON, supra note 144, at 26-38.
153. Manning, supra note 144, at 1490.
154. Loss, An Ex-Bureaucrat's Views, Corporate Democracy, VA. L. WEEKLY DICTA

ComP. 78, 79 (1952-53).
155. Id.
156. J. LVINGSTON, supra note 144, at 20-21.
157. Manning, supra note 144, at 1487.
158. See J. LIVINGSTON, supra note 144, at 239; D. BAUM & N. STILES, supra

note 144, at 13-14; Ritter, Reflections on the Corporate Exercise of Proxies, FIN.
ANALYSTS J., Sept.-Oct. 1966 at 89.
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The effectiveness of this "judicial" function of the share-
holders, then, lies in the assurance that whenever a tender
offer situation arises, the shareholders will be informed of
the arguments of both sides, if there is a contest, and will
have time in which to make an informed decision. Of course,
if the management wishes to remain silent in the face of
a dissatisfied group of shareholders, it will be taking a chance
on cutting its own throat, insuring the effectiveness of the
check with its own inaction. If, however, it decides to take
a stand, the shareholders should have access to information
relevant to the state of the corporation. For a large part,
this is available in the continuous reporting requirements
of § 13 of the 1934 Act and the annual reports. But it should
also include recent developments in the corporate picture.
Time is also an element in providing full disclosure so that
the arguments of both sides can be developed and so that
the financial press and the financial community can comment
upon the merits of either side.5 9 It is only in this manner
that the shareholder can effectively utilize his "judicial"
check against management.

2. The Non-Tendering Shareholder

In a sense the non-tendering shareholder represents the
opposite conclusion from the tendering shareholder in per-
forming both the "valuation" function and the "judicial"
function. To that extent his interests are identical to those
described above in arriving at his conclusion.. But his posi-
tion differs in that he has chosen to remain with the corpora-
tion. This gives him an additional interest-to be protected
from the corporate "raider." Here his interests are iden-
tical with the fiduciary responsibilities of the management
and he must be assured that the management has had the
opportunity to investigate the offeror to determine that he
is not a "raider.' 160 It is in his best interests, as with the
management, that the identity and background of the offeror

159. Another corollary of adequate time in which to allow the arguments of both
sides to develop is the fact that advisory members of the financial community will be
able to form an opinion on the tender offer. When shareholders seek impartial
guidance from investment advisers, advisory services, security-analyst groups, and
the like, they will be given informed and capable advice. See F. Emerson & F.
Latcham, supra note 147, at vi (introduction by Benjamin Graham).

16D. Infra, pp. 478-81.
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have been disclosed and, if management has determined that
the offeror is a "raider," that he has been informed of this
when being called upon to make his tender decision. His
best assurance of this would seem to be adequate disclosure
requirements to the management. But his interests would also
include a safety valve. Assuming that management has made
the determination that the offeror is a "raider," that the
matter has been disclosed by management to the shareholders,
and that management has recommended the withholding of
tenders, a shareholder following this suggestion, thinking that
the shareholders as a group would present a unified front
against the offeror, would be seriously damaged if the others
sold out from under him. It would seem in his best interests
that at some median point in the bid he be given a progress
report. But such a requirement would be certainly detri-
mental to the interests of the offeror, and perhaps to the
interests of the shareholders themselves. 161

B. The Management

It is certain that the directors of a corporation are bound
by -the fiduciary duty to use reasonable care in determining
the policies and operations of their company and that fail-
ure to fulfill that duty will, under certain circumstances,
result in liability.6 2 What is unclear is whether this fiduciary
duty extends beyond the operational functions of the corpora-
tion. It has been held that, if an outsider seeks to take con-
trol of the corporation, those presently in control have a
duty to the corporation to reasonably investigate the out-
sider; and if it is found that there are circumstances that
would have been sufficient to put a reasonable, prudent man
on his guard, those in control have a duty to refrain from

161. It is detrimental to the interests of the offeror because the offeror may be
placed in a situation in which his announcement might cause withdrawals on a bid
that might otherwise be successful. This would be true if the tendering shareholders
acted to leave the corporation under present management and, realizing that the bid
would be successful without their tenders, decided to retain the shares in order to be
a part of the corporation under the new management. Beyond the adverse effects
on the offeror, amateur shareholders may even find this announcement detrimental to
their interests. Professional investors would be able to more accurately assess the
results of the bid and then over-tender so that all of their shares would be pur-
chased when a pro rata provision is applied. See infra, pp. 503-05.

162. See Itwin v. Allen, 25 N.Y.S.2d 667 (S.Ct. 1940); Barnes v. Andrews, 298
Fed. 614 (S.D.N.Y. 1924).
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transferring their control to the outsider, thereby causing
harm io the corporation.16 If one seeks to apply the same
concept to the management, problems arise. For one thing,
the duty imposed would necessarily be the active prevention
of a takeover rather -than the passive withholding of a
transfer of control. The problem can be seen by extending
the (heff v. Mathes line of cases 64 from acquiescence in
managerial action to prevent a takeover by an outsider to
the affirmative duty to -take such action. The management
is put in a bind. If it does too little, it may be liable for
failure to fulfill its duty of care. If it does too much, it may
be liable for wasting corporate assets or using the corporate
treasury to advance personal interests.'6 Yet it has been
urged that management should not only have the right but
also the responsibility to oppose an outside group seeking
control. 66 The tender offer situation is a case in which this
responsibility both should and can come in to play, at least
to the extent that management investigates the offeror and
reports to the shareholders any determination that the of-
feror is a "raider." Because it is undesirable to place the
burden of protecting the corporation from "raiders" on the
shareholders, 67 the interests of the non-tendering sharehold-

163. Insuranshares Corp. of Delaware v. Northern Fiscal Corp., 35 F. Supp. 22, 25

(E.D.Pa. 1940). See also Gerdes v. Reynolds, 28 N.Y.S.2d 622 (S.Ct. 1941).
164. See supra, note 59. The reasoning in Cheff has been held to encompass the

use of corporate funds even when the protection of control is the primary motive.
Lawrence v. Decca Records, Inc., 195 N.Y.S.2d 431 (S.Ct. 1959).

165. Even though the management decides that the outsider seeking control is a

"raider", it would be difficult to tell to what extent this was in good faith deter-
mined for the protection of the corporation and to what extent it was done for

self-interest, since the motivation for the decision lies within the minds of the man-
agement group. See Marsh, Are Directors Trustees?, 22 Bus. LAw. 35, 62 (1966).

An example of a shareholder suit against management for using corporate assets
for the protection of offices and self-interests is the complaint of Gartzman against
Schneider and the management of Columbia Pictures Corporation. See Wall Street

Journal, Nov. 1, 1966, at 9, col. 3.
166. By requiring management to oppose the offeror's bid for control, there is not

only the maximum protection against "raiders" that can be provided by manage-

ment but also an increase in the amount of information that is disseminated to the

shareholders. Barnhill, The Corporate Raider: Contesting Proxy Solicitations and

Take Over Offers, 20 Bus. LAw. 763, 780 (1965). A flat requirement of opposition,

however, might frustrate economically beneficial changes in control because of the
inherent advantages of an incumbent management. The duty would better be that

of investigation, relying on fiduciary responsibilities, perhaps even supplemented by
the motivation of self-interest, to determine the nature of the opposition and its

tenor.
167. Supra, pp. 474-77.
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ers can be vindicated only by management in performing its
"protective" function adequately. It is essential, then, that
management be informed of the identity and background of
the offeror and be burdened with the responsibility to use
that information to protect the non-tendering shareholders.
In this respect, the fiduciary responsibility and the personal
interests of management operate together for the protection
of the corporation and the interests of the shareholders.

The problem is to delineate where management's personal
interest in holding on to their corporate offices becomes para-
mount and therefore against the best interests of the corpo-
ration and the shareholders. This problem can be solved by
confining the area of management responsibility to the tender
offer itself. First, management should, ideally, be confined to
responsive communications. If these communications to share-
holders must be submitted to the SEC for approval, the ele-
ment of disinterested judgment within that administrative
body would be able to determine whether the management
decision that the offeror was a "raider" was based on a rea-
sonable analysis of the facts or whether it was a purely un-
supported rationalization to cover self-interest." 8 This would
not, I think, be giving too much power to the SEC. Instead, it
would operate 'as a check on management's tendency to act
selfishly in the more flagrant cases; yet it would not enable the
SEC itself to screen potential "raiders" because the initial
decision must be made by management before it ever reaches
the Commission. Secondly, the use of corporate funds by
management to purchase stock on the market or to out-bid the
offeror would seem prone to permitting the emphasis of per-
sonal interests over fiduciary responsibility. There is no need
for this in the tender offer situation, provided management is
given enough time to build a verbal defense, since manage-
ment has a much greater advantage than the offeror in knit-

168. Professor Marsh has proposed a legislative enactment that would accomplish
very nearly the same thing in all areas. See Marsh, supra note 165, at 73-76. In
the specific case of tender offers, the fraud provision of S. 510 would put the stigma
of misrepresentation on communications by management that would label an out-
sider a "raider" without substantial support. This would most likely occur in the
case in which management had let its self-interests prevail. The approval of the
SEC would be a supplementary check in that unsupported statements would be
weeded out of the communication.

[Vol. 5: 431
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ting cohesive stockholderopposition. 169 While the Cheff line of
cases would seem to deny such a limitation under the present
law,170 the proposed legislation to allow the SEC to regulate
corporate repurchases of stock could make it a possibility. 17'
The use of corporate funds to buy shares on -the market or
with a counter bid might be justifiable to protect unsuspect-
ing shareholders from being duped into surrendering control
of the corporation to an unknown party. But the ,tender offer
situation that would be created by the proposed legislation
would produce an informed group of shareholders. The
proper defense of management should therefore be to per-
suade those shareholders to act according to management's
position regarding the tender offer by supplying them with
arguments and information supporting that position. The
use of the corporate treasury should be limited solely to
communicating this information to the shareholders. The
opportunity to permit an informed decision by the stock-
holder that would accompany the regulation of tender offers
belies any argument of management that the funds must be
used to buy up shares to protect the corporation from the
shareholders' own naivete. The shareholder is then able to
perform his "judicial" function to the extent that it wi]l
operate as a meaningful check on management, rather than
becoming a pawn in a struggle for control between manage-
ment and the offeror.

169. Other than the corporate treasury, management has possession of such de-
fensive weapons as the shareholder list, information regarding the future plans to
increase the profits of the corporation, and the natural hesitancy to make sweeping
changes in the control of a corporation.

170. It has been suggested that, since the present law seems to make it impossible
to deny management access to the corporate treasury, particularly in opposing proxy
contests for control, an interim solution (or mitigation of management advantages)
would be to permit the outside opposition also to have access to those funds by
reimbursement. Brudney, Fiduciary Ideology in Transactions Affecting Corporate
Control, 65 MAcE. L. Ev. 259, 285 (1966).

171.S. 510, 90th Cong., 1st Sess., § 1(5) (1967) (hereinafter cited as S. 510),
Appendix. The rules and regulations under this section could provide that a corpo-
ration or its affiliates could not repurchase its shares, either on the market or
through a tender offer, while a tender offer is pending by another group. Of course,
there would have to be an exception for corporate repurchases definitely planned
prior to the announcement of the bid that are otherwise legitimate corporate re-
purchases. Furthermore, such a rule should not prevent a management group from
buying shares with their personal funds.
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C. The Offeror

The limiting of management's "protective" function
brings one naturally into the interests of the offeror. His
sole interest, of course, is the success of the bid. To this end,
he seeks to utilize his weapons of secrecy and speed to
minimize the defenses of management. But if his secrecy is
limited to the pre-tender-offer period and then revealed to
management to assure the latter's "protective" function, and
if his speed is crippled by extending the time in which the
tendering must take place 'to assure the shareholders' "judi-
cial" and "valuation" functions, the offeror is severely ham-
pered. There may also be a rise in the cost of the tender
offer because of this protection. Of course, he is not entirely
hampered. The secrecy of the offeror before the tender offer
announcement is still a potent weapon in that it takes man-
agement by surprise. And nime, being a continuum, can be
limited to some middle ground that is neither too short nor
too long. The limitations on management's "protective"
function noted above also serve to hold down management
defenses, such as the SEC's approval of shareholder com-
munications and the prohibition of management use of cor-
porate funds to bid up the market. While it would be in the
offeror's best interests for the myriad management defenses
to be regulated by the SEC, this would seem undesirable in
that it would put management in a strait jacket and would
be administratively burdensome, if not impossible in cases
of management appeals to friendly interests. The task then
becomes a balancing of interests, and perhaps the creation
of advantages to the offeror to equalize the advantages of
management. 2

172. One such advantage might be to require seriatim resignation of the present
board of directors, after a successful bid, proportionate to the degree of control
acquired by the offeror. While it might be argued that most directors would
probably face the inevitable and make such arrangements anyway, the tenacity of
the Columbia management in the face of the majority shareholdings of the Banque
de Paris--dissident shareholder committee coalition indicates that this might not
always be the case. Furthermore, in order to protect the shareholders from such
an arrangement taking place without their knowledge, the SEC has recommended
that information regarding voluntary seriatim resignations be sent to the share-
holders under a provision in the proposed legislation similar to § 14(c) of the 1934
Act. See SEC, SECurxiTES AND EXCHANGE COMMISSION IECOxMxENDED AMEND-
1nENTS TO S. 510, 90th Cong., Ist Sess. (1967) (hereinafter cited as SEC IEMO-
nANDum on S. 510). The advantage to offeror in making seriatim resignation
required would be the avoidance of possible expenses in wresting control from a
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IV. Is S. 510 TM PROPER SOLUTION .

In October, 1965, Senator Williams introduced a bill, S.
2731, to provide for the regulation of tender offers. 73 The
bill essentially provided for disclosure legislation that would
serve the dual purpose of preventing damage to the share-
holders before the tender offer was acted upon so that they
would not be forced to shoulder the expense of burdensome
litigation and of opening the offeror's "cloak of secrecy" to
the light of publicity to prevent the kind of "industrial
sabotage" that causes "proud old companies" to be "re-
duced to corporate shells.' 74 S. 2731 provided that no per-
recalcitrant management in a proxy contest (this assumes that the offeror has either
acquired only working control or would not want to allow the development of ad-
verse sentiments in the minority toward the new management) and the avoidance of
a waiting period until a meeting can be held to change control. But there are dis-
advantages to such a requirement in that (1) it would usurp the state law now
governing seriatim resignations in tender offer situations, (2) complications might
develop in determining the correct proportion that should resign, either under a
cumulative or straight voting procedure, and (3) it would present an easy way in
which to "buy" a directorship if the principle were applied to situations in which
there was a change in control of less than a majority.

Another advantage that might be created for the offeror is a provision similar to
Rule 14a-7 which would require management to either provide a shareholder list or
distribute the offeror's tender offer materials at the latter's expense, whichever
management chose. Since an outsider seeking control usually purchases stock as a
foothold, the requirement of 14a-7 that the person making the request be a share-
holder could also be carried over. This provision would enable the offeror to
achieve a more thorough dissemination of his information. And the danger to him
of "tipping his hand" would be inconsequential, since management would know his
identity under the regulation of tender offers anyway. But it would also have the
disadvantage of giving management advance notice of the offeror's arguments. And
in the case of the offer itself, the offeror would probably avoid this technique since
the placing of a newspaper ad would provide the initial element of surprise; and if
that is successful, personal solicitation of the offer would only add to the expenses.
Finally, the short time in which a tender offer is usually open would make small
delays in sending the material unduly detrimental to the offeror.

173 S. 2731, 89th Cong., 1st Sess. (1965) [hereinafter cited as S. 2731].
174. Supra, note 73.
It should be noted at this point that the disclosure philosophy adapted by the

proposed legislation goes beyond the function of informing the shareholders suffi-
ciently to enable them to protect their personal interests in deciding whether to
tender their shares. Some provisions, such as those requiring the disclosure of
the offeror's identity and background and his intentions, are calculated also to
prevent undesirable offerors from even beginning a tender offer program. Since
the public disclosure of undesirable intentions would undoubtedly evoke public
disapproval, the requirement would hopefully cause persons with such inten-
tions to avoid using tender offers. Furthermore, such provisions as the disclo-
sure of funds, the identity of the offeror's associates, and his previous market ac-
tivities, are calculated to aid the SEC in enforcing its rules by pin-pointing vio-
lations and by showing who the violators are likely to be. For discussions of
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son could increase his beneficial ownership of shares to over
five per cent, nor make a cash tender offer that would so
increase his holdings, without filing certain information with
the SEC 20 days in advance. Such information would in-
clude the background and identity of the offeror or pur-
chaser, the source of funds, the purpose of the purchase or
offer, the number of shares presently beneficially owned, the
facts of previous market purchases, information as to short
sales, and the details of any arrangement with any person
regarding the shares of the corporation.

After careful scrutiny of the bill by the SEC,176 it was sub-
stantially revised and submitted as S. 510 on January 18,
1967.176 The information required is substantially the same,
but omits facts concerning previous market purchases and
short sales. The reporting provisions are made applicable
to purchasers of shares resulting in holdings over ten, rather
than five, per cent; and reporting is not required until seven
days after the purchase, rather than twenty days before it.
As to tender offers, the same information that a purchaser
must report must be filed with the SEC five, rather than
twenty, days before the offer; and the filing is to remain
confidential with the SEC until the offer is made, instead
of being sent to the issuer twenty days in advance.

S. 510 goes beyond mere disclosure, however, in attacking
the problem of -tender offers. It provides that a shareholder
may withdraw his tender at any time within seven and after
sixty days after the offer is made; that the SEC shall regu-
late recommendations to accept or reject the offer; that all
shares tendered must be taken up pro rata, that increases
in the offer price apply retroactively to shares already ten-
dered, and that all communications regarding the tender
offer are subject to a fraud provision.

Since the revised bill was introduced to the Senate, the
SEC has published further recommendations. 1 77 The SEC
would change the bill to provide that shareholders may with-

this three-pronged protection in the use of disclosure legislation, see Note, Dis.
closure as a Legislative Device, 76 HAIv. L. REv. 1273 (1963); Knauss, A Reap-
praisal of the Role of Disclosure, 62 MIcH. L. REV. 607 (1964); Heller, Disclo-
sure Requirements under Federal Securities Legislation, 16 Bus. LAw, 300 (1961).

175. SEC MxMo O NDm on S. 27S1. The SEC noted its general approval of
the proposed legislation, at 5.

176.S. 510, Appendix.
177. SEC IEMORANDUM on S. 510.
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draw their tenders before the expiration of seven days after
the offer or at any time until the shares have been taken up
by the offeror; that the pro-rata provision of the bill should
extend regulatory powers to the SEC in order to cope with
unanticipated problems; that if arrangements are made be-
tween the offeror and management for an immediate seriatim
resignation without a special meeting, the shareholders would
be given information equivalent to the proxy requirements of
§ 14(c) of the 1934 Act; and that the exemption for acquisi-
tions covered by the 1933 Act be eliminated from the bill.
This brief historical sketch of the progress of tender offer
legislation in the United States indicates a process that has
to some degree already culminated in other countries, notably
Great Britain and Canada.178

178. Great Britain. Prevention of Fraud (Investments) Act, 6&7 Eliz. 2, c.
45, §14 (1958); Licensed Dealers (Conduct of Business) Rules, Stat. Instr.,
1960, No. 1216; REPoRT OF THE COiMANY LAw COMMITTEE, CM. No. 1749,
c. 7 (1962) (hereinafter cited as JENKINS REPORT) (recommendations for legis-
lation to supplement and extend the existing Licensed Dealers Rules, which
apply only to those limited transactions effected by licensed dealers). See gen-
erally M. WEINBERG, TAKE-OVEnS AND AMALGAMATIONS (1963). The rash of
take-over bids following World War ii in Great Britain reached its peak in
1953-54, causing such unethical practices as the wide use of non-voting shares
to finance bids, the refusal of managements to communicate details of offers
to the shareholders, and the transferring of corporate assets to newly-formed
companies to leave only a corporate shell subject to the take-over bid (the Wor-
cester Building Scheme). The reasons behind the increase in take-overs, and the
liquidation of acquired corporations, were (1) the post-war inflation that caused
the cash value of many corporate assets to be above the book values, (2) the
cash accumulations in companies, caused by dividend restrictions imposed by the
government to combat this inflation, (3) the low market values of shares because
of the dividend restrictions, (4) the lack of progressive expansion plans and
the conservative managements left behind when the government relaxed its
tight controls after the war, and (5) the highly liquid assets owned by the
corporations that were accumulated during the war and post-war inflation when
the government taxed heavily distributions of earnings. Because the difficul-
ties of that period have been largely settled by the British government, it has
been suggested that the legislative regulation of take-over bids is not neces-
sary, and that the recommendations of the Jenkins Committee are generally incon-
sequential. See G. Penrose, Some Aspects of the Development, Criticism and Con-
trol of the Take-Over Bid Since 1945, [1964] JuRm. REv. 128; 212 TE ECONO-
MIST 1054 (1964). Beyond the differences in circumstances, the regulations
of the SEC provide shareholder protection in the United States that would pre-
vent the blatant cases of fraud experienced by the British in the height of the
take-over bids. See JENKINS REPORT, U1228, at 85 (quoting a memorandum
submitted by the law firm of Davis, Polk, Wardwell, Sunderland and Kiendl,
New York); Gower, Corporation Law in England and America, 11 Bus. LAW. 39,
49 (1955). It would seem, therefore, that the value of the British take-over ex-
perience lies not in direct application of principles to the United States situa-
tion but rather in its being the first major attempt to cope with the problems of
tender offers. See MINUTES OF EVIDENCE TAKEN BEFORE THE COMPANY LAW
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As the process of balancing all the interests involved in a
tender offer begins, one general observation must be made.
That is that the success of a tender offer is often in the best
interests of the corporation, the shareholders, and the finan-
cial community and industry as a whole. It can be a con-
venient form of combining two companies in order to obtain
diversification and economies of scale; and it may resuscitate
a corporation that has been suffering from management dol-
drums.379 On the other hand, the naivete of the shareholders
in matters concerning the tender offer enables an offeror to
take undue advantage of the lack of knowledge on the part
of the shareholders. 180 The Kimber Committee in Ontario,
in viewing these opposing poles, concluded that the primary
objective of legislation in this area should be to protect the
interests of the shareholders. However, in doing so it should
not unduly impede potential bidders nor place them in a
disadvantageous position against an entrenched manage-
ment."8 This view has been acknowledged in the United

CoMna= (1960-61) [hereinafter cited as MfINUTES Or =H JENKINS CoM-
MI'EE]. For further discussion of take-over bids in England and the Jenkins
Report, see R. Pennington, The Report of the Company Law Committee, 25 Mo.
DEaN L. REv. 703 (1962); D. Rice, Take-Over Bids for Private Companies,
1961 J. Bus. L. 260; S. Temkin, Take-Over Bids, 4 BuS. L. REV. 236 (1957);
209 THE ECONOMIST 511 (1963); 226 L.T. 215 (1958); 112 L.J. 468, 501,
579 (1962).

Ontario: Ontario Securities Act, 14 & 15 Ellz. 2, ch. 142 (1966) [herein-
after cited as Ontario Securities Act]; REPORT OF THE ATTORNEY GENERAL'S
CoemrrEE ON SECUmTiS LEGISLATION IN ONTAio (1965) (hereinafter cited
as KniBBn REPORT). The Kimber Committee recognized the differences be-
tween Ontario and the United States as to the necessity of legislation regard-
ing tender offers, caused particularly by the extensive regulation of securities trans-
actions by the SEC. Kn uM ln REPOT, 3.05, at 21 (quoting from a letter dated
May 27, 1964, from Manuel F. Cohen to J.R. Kimber). However, the Ontario situa-
tion is much more analagous to that of the United States than that of Great
Britain; and this was recognized in formulating the proposed legislation in this
country. Cohen, A Note on Take-Over Bids and Corporate Purchases of Stock, 22
Bus. LAw. 149, 152 (1966).

179. See Manne, Tender Offer & the Free Market, 2 MERGERS & ACQuiSrrONS
91, 92 (Fall 1966); 111 CONG. REC. 28260 (1965) (statement of Senator Wil-
lians). See also JENKINS REPORT, 265, at 98; MEMoRANDUM BY THE INSTI-
TUTE OF DECeoTRs, MINrrFs OF THE JENKiNs CoMnMrEE, at 800-801; M10-
RANDUIm OF THE COUNCIL or TEE LAW SoCIETY or SCOTLAND, MINUTES OF THE
JENKENs COnarrrEE, at 1314-15.

180. MINUTES OF TnE JENINS ComnITTEE, 2163, at 442.
181. KY.MER REPORT, 3.10, at 22. Compare JENKINS REPORT, 265, at 99.
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States. 82 With this in mind, we now turn to the specific pro-
visions of S. 510.183

A. Disclosure of Identity and Background

Perhaps the most troublesome asepect of tender offer legis-
lation is the identity of the offeror.1' The Jenkins Report in
Great Britain accepted the approach of the Licensed Dealers
(Conduct of Business) Rules of 1960 without hesitation, re-
commending the identification of the offeror and his associates
be provided in the offering circular."" The Kimber Com-
mittee considered the problem more fully and came to the
opposite conclusion, stating that even though it could in-
fluence the shareholder's decision, it would unduly discour-
age tender bids.186 However, it provided that the identity
of the offeror could be voluntarily disclosed. The problem
in he United States seems to have been assumed away, the
identity disclosure provision having appeared in S. 2731 and
having remained intact throughout the historical develop-
ment of the legislation. The apparent thought is that the
identity of the offeror is the primary means of protection
against the corporate "raider."' 87

However, as has been noted previously, the regulatory re-
quirement that the identity of the offeror be disclosed to the
shareholder is undesirable and useless. It is outside the scope
of justifiable tender offer legislation because, first, it would
shift the fiduciary burden of protecting the corporate en-

182. M. Cohen, A Note on Take-Over Bids and Corporate Purchases of Stock, 22
Bus. LA.w. 149, 152 (1966); 113 CONG. REc. S.443-44 (daily ed. Jan. 18, 1967)
(statement of Senator Williams); N.Y. Times, Nov. 19, 1966, at 45, col. 7
(speech by Senator Williams); Loomis, RECENT Acnvrry AT THE SECunrrm
AND EXCHANGE COMMISSION, 61 Nw. U. L. REv. 677, 685 (1966).

183. It is to be noted that I am in agreement with many aspects of S.510. The
provisions dealt with in this article will be those in which there is a necessity for
explanation or change. The others do not require discussion.

184. The identity and the background of the offeror, which the proposed legis-
lation requires to be discharged, are correlates. For convenience, the term "identity"
will often be used alone throughout this paper, it should always be construed to imply
disclosure of the background as well.

185. JENKINS REPORT, f280, at 104, following the Licensed Dealers (Conduct of

Business) Rules, [1960] 1 Stat. Instr. §I(a) (ii) (No. 1216).
186. KImmEm REPORT, 3.18, at 25.
187. See 111 CONG. REC. 28258 (1965) (statement of Senator Williams).
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terprise from the management to the shareholders; and,
secondly, it presumes a choice-of-management function for
the shareholder that cannot exist since the decision to tender,
or not to tender, can mean both a vote for and a vote against
the offeror, depending on the attitude of the shareholder.188

The requirement that the identity of the offeror be disclosed
to the shareholders would not produce the certain result that
is necessary in protective legislation. And by leaving the
fiduciary burden with management, the duty to investigate
that the disclosure of identity would bring about would re-
main where the investigative tools are stored-with manage-
ment.

189

The problem that was most burdensome to the Kimber
Committee was the argument that the name of the offeror is
most material if the shareholder is considering whether to
remain with the company. In such a case, the shareholder
would be most likely to sell his shares at a lower price to an
offeror with a bad reputation, holding on to ,his stock if the
offeror has a good reputation in the financial community.
As a result, the probability of higher costs, and perhaps the
eventual frustration of the bid, is increased as the reputation
of the offeror (and consequently the potential future of the
company) improves.'90 At the other end of the spectrum is
the problem which the American legislation seems to have con-

188. Supra, pp. 474-77.
189. Supra, pp. 478-81.
It might be argued that the purpose of securities legislation, besides pro-

tecting the smooth functioning of the securities market, is to protect the share-
holders and investors, not the management. But the protection of management
is not the primary concern in disclosing the identity of the offeror to manage-
ment only. It is rather the proper method in which to protect the shareholders.
Because the shareholders themselves do not have the tools to investigate a poten-
tial "raider," and because regulatory protection by disclosure to them would
not produce uniform results, the only justifiable means of protection against
"raiders" is management investigation. And the shareholders are the ultimate reci-
pients of the protection because of management's fiduciary responsibilities to pro.
tect the stockholders from harm.

190. Letter from J.R. Kimber, March 14, 1967 [hereinafter cited as Kimber
Letter]. A similar argument was made in Manne, Tender Offers & the Free
Market, 2 MERGERS & AcQUIsrrIoNs 91, 94 (1966). His solution essentially is to
leave the cases of "crooks" to the criminal law, in which they are afforded the
traditional safeguards of "trial by jury, presumption of innocence, no ex post
facto laws and no double jeopardy." Id. Such a solution, however, would fail to
recognize one of the important functions of tender offer legislation - to catch
possible "raiders" before they have gained control of the corporation and have
forced the shareholders into the courts, where the expenses of getting a remedy
may greatly outweigh the value lost in small shareholdings.
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sidered isolated, that if the corporation is to be protected from
"raiders" before those persons could cause actual damage
and if recovery is to be confined to after-the-fact litigation, the
identity of the offeror is essential. To gain some insight itto
this conflict, one must begin with the conclusion of the pre-
ceding paragraph-that the protection of the corporate and
shareholder interests in this matter must rest with the man-
agement and that they, not the shareholders, should be given
the identity and background of the offeror. Now, if the offeror
is determined a corporate "raider," with a bad reputation,
the management would inform the shareholders of 'that fact
both to preserve their control and to protect themselves from
liability for mismanagement. But it does not follow that the
management will be equally swift in disclosing the identity
of the offeror with a good reputation, assuming that the of-
feror has not himself disclosed that information. Disclosure
of the offeror with a good reputation may in fact induce ten-
ders since the shareholders would feel that they can be as-
sured prompt payment due to the reputable source of funds
or that the reputation of the offeror indicates that the of-
fer was preceded by a thorough investigation so that the
price offered is the maximum he is willing to pay for the stock.
The good reputation of the offeror might, also, indicate that
the bid is serious, whereas by keeping the identity a secret,
investors, especially those with a fiduciary responsibility
such as mutual or pension funds, might withhold tender un-
til they can be sure that it is not just a spurious bid for con-
trol that might easily fold before the tenders are taken up,
causing inconvenience and expense. 191 Finally, management
may want to preserve the secrecy of the offeror to utilize it
as a defense. By pointing out that the offeror is withholding
his identity from the shareholders, management could cause
the would-be tendering shareholders to east doubts on the
offeror's motives--' what is he afraid of?"

191. A. Oakley Brooks, president of the De Vegh Mutual Fund, Inc., and vice-
president of the Pine Street Fund, Inc., responded to the tender offer by an un-
identified principal for shares of Columbia Pictures Corporation by stating that
he would act in the best interests of the funds' shareholders in deciding whe-
ther to tender their Columbia holdings but that he would under no circum-
stances accept the offer until he knew who was behind it. Wall Street Journal, Oct.
6, 1966, at 24, col. 3.
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The problem, thus, becomes much narrower. To begin
with, there are few cases in which the offeror seeks to re-
main unidentified once the tender offer has been announced.
In most of those situations, the offeror is a "raider" who has
good reason to hide his identity. But in those cases the dis-
closure of his identity by management is presumably in the
best interests of the corporation and the shareholders, and
the withholding of tenders is desirable. If in some situa-
tions the management has an interest in allowing the offeror
to keep his secrecy in order to provide management with de-
fensive material, the cases in which the offeror is incon-
venienced by the holding out by shareholders become even
fewer. It is in the remaining negligible portion of &he total
picture of tender offers that the balancing of interests must
take place. When viewed in the light, the inconvenience to
the offeror seems insignificant in comparison with the damage
that might result from a successful takeover by a "raider."
Certainly, if we are to follow the presumption of the Kim-
ber Committee in favor of the shareholder interests, the bal-
ance in favor of requiring disclosure of the identity of the
offeror to management would seem sound.

The only question that remains is whether management
would be required to disgorge the information of the of-
feror's identity anyway under Rule l0b-5, thereby causing
a circular route to the same result as if the information were
required to be disclosed to the shareholders themselves.
There are several situations that must be considered. First,
management might oppose the offeror on the grounds that a
takeover would be detrimental to the corporate interest-the
"raider" situation. In this case, it has been observed that
the fiduciary responsibilities of the management would re-
quire disclosure to the shareholders for their protection. This
could be supplemented, if necessary, by SEC rule-making
power by requiring an opposition statement of this nature by
management to include disclosure of identity. Secondly, the
management could approve the offer. Here there is no ad-
vantage to the offeror in keeping his .identity secret since -the
force of management approval would far outweigh the dan-
ger of holding out. Again, this could be supplemented by
Commission rules to the effect that communication of ap-
proval by either party must include the offeror's identity.
Finally, it is the case between these two extremes that is dif-
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ficult.192 Here management could oppose the offer on grounds
other than corporate protection, and an insider could tender
his shares as the result of a personal decision. Or manage-
ment could remain silent, and an insider could decide either
to tender or not to tender. In both cases, he possesses cor-
porate information 193 unavailable to other shareholders. As-
suming that 10b-5 can be extended to cover complete omis-
sions,194 the tendering of shares by an insider would seem
to come under the rule. But the value of the information as
to the identity of the offeror lies not in the ability to tender
the shares but in the ability to withhold from tendering. If
an insider decides to tender, he is realizing the value of his
investment plus the premium and has no concern who is the
incoming management. The value of this knowledge is his
ability either to hold out with the expectation of an increase
in the offer price or to retain his shares to be in the corpora-
tion when the new management comes in. If the insider ten-
ders, there is lacking the "inherent unfairness" in using in-
formation to his advantage over the other shareholders that
brings 10b-5 into play.9 5 Yet, if the insider does seek that
advantage and withholds his tender, there is lacking the
transaction in shares-a purchase or eale-that brings in
10b-5.

Beyond the application of Rule 10b-5, it might be argued
that it is unfair to put management in such a position of ad-
vantage in being able to withhold his tender. While this may
be true, it is doubtful that the case will ever arise. In the
first place, we have noted that the situations in which there
is a combination of the offeror's desire to remain unidenti-
fied after announcement of the offer, a decision by the man-
agement that the offeror is not a "raider", and a decision by
management to keep the offeror's identity a secret, are few
in number.'96 Secondly, if the decision by management is
to oppose the offer on grounds other than corporate protec-

192. It is, of course, assumed that in all such cases management has decided to
keep the identity of the offeror to itself. This in itself would seem the excep-
tion rather than the rule.

193. The information would be deemed corporate information in that it would
be acquired by the corporation in order to fulfill management's "protective" func-
tion through its fiduciary responsibilities.

194. Supra, note 98 and accompanying text.
195. On the "inherent unfairness" criterion, see In re Cady, Roberts & Co., 40

S.E.C. 907, 912 (1961).
196. Supra, pp. 488-90.
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tion, it could hardly be said that the director, officer, or em-
ployee, is taking advantage of information by withholding
his tender, since he is merely following the management de-
cision. Finally, in the case in which management remains
silent, the director, officer or employee has good reason to
hold his stock because a tender on his part only makes more
certain the change in control that would most likely cost him
his job. He, again, would not be "taking advantage" of the
identity information.197  In short, it is inevitable that the
personal considerations of a director, officer, or employee in
withholding is tender will be far more important than a
knowledge of the identity of the offeror, simply because he
has more at stake than mere investment. If the rare case
in which the management person is motivated by the offeror Is
identity should arise, it would, in balance, seem a small price
for avoiding the only other justifiable alternative, that is,
no requirement of disclosure of the offeror's identity and
hence lesser protection of the corporation and the non-ten-
dering shareholders.

In essence, the problem of identity becomes this: (1)
identity is most material in discovering the corporate "raid-
er;" (2) in all other cases the identity may or may not be
material under the circumstances; and (3) the "materiality"
of the identity information lies in the power to withhold, not
to give, tenders. Because required disclosure of identity to
the shareholders cannot serve the purpose of protecting the
corporation and the non-tendering shareholders since a de-
cision to withhold can mean both approval and disapproval of
the outsider, and because such disclosure to the management
can provide this protection since it has the investigative tools
and the power to recommend unified, cohesive action to the
shareholders, the required disclosure of identity should be
made at least to the management. But required disclosure
also to the shareholders by regulation is both unjustifiable,
in that it cannot produce uniform results to serve a protec-
tive function and is therefore outside the scope of proper
regulation, and, undesirable, in that it may serve to relieve

197. These arguments would not be applicable in the case in which a manage-
ment person gave the identity information to outside shareholders who were
his friends. Liability under 10b-5 in such a case where a holder's investment
interest predominates would depend on the court's judgment of the "tippee"
problem presented in SEC v. Texas Gulf Sulphur Co., 258 F. Supp. 262 (S.D.
N.Y. 1966). See 3 L. Loss, supra, note 22, at 1450.51 (2d Ed. 1961).
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management of its fiduciary obligation to investigate the of-
feror since the shareholders would be put on notice of the
need to investigate by the legislation. In all other cases
where the identity is material and would result in withhold-
ing by the shareholders, management is most likely to divulge
the information to protect its corporate office by frustrating
the bid. If management does not divulge it, the reason for
this would be to use it as a defense, in which case there would
be no undue advantage to management because by opposi-
tion it neither withholds to be around when the offeror takes
over nor withiholds to command a higher price before capitu-
lating-but rather seeks to keep the offeror out. In all other
cases where identity is immaterial there is no advantage to
management. In cases of approval or of opposition against
an offeror determined by management to be a "raider," the
identity should be disclosed to the shareholders by SEC re-
gulation. Finally, in the rare case of unfairness that has
threaded its way through the above observations, a balanc-
ing of interests would seem to place the protection of -the cor-
poration and the non-tendering shareholders in all cases
above that one case of undue management advantage.

B. Disclosure of Intentions

The proposed legislation would require disclosure in ten-
der offers of any "plans or proposals" that the offeror has
to liquidate the corporation, sell its assets, effect a merger,
or cause "any other major change in its business or corpor-
ate structure.' " The problem of disclosure of intentions
was dealt with by the Jenkins Committee which concluded
that a statement of the offeror's intentions should not be re-
quired; in most cases the offeror will not be able to decide
what actions -to take until he has actually achieved control
and it would be impossible to enforce implementation of the
offeror's stated intentions. 19 9 The Kimber Report omitted
without comment the offeror's intentions from among the

198. S. 510, 90th Cong., 1st Sess. §1(1) (A) (iil), Appendix, p. 522.
199. Cf. JENKINS EEPORT, 267, at 99-100. Compare Mxnws oF THE JENEINS

Comac=rEE, 7041, at 1549-50, 7with MlEmoRANDUm BY THE COUNCIL OF THE
INSTITUTE OF CHAnTERED ACCOUNTANTS OF ScoTLAND, MNuTEs OF THE JEN-
xKNs ConArEE, at 1334-35, and INTES OF THE JENKINS COMMTE, 1177,
at 236.
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items of required disolosure in a tender offer.100 At the
hearings before the Jenkins Committee in 1961, Chairman
Cohen, then director of the SEC Division of Corporate Fin-
ance, explained that the SEC believed management forecasts
to be inappropriate information to be included in a prospectus
and that statements of opinion or forecasts, such as the pro-
spects for future dividends, do "not fit into our notions of
what the standards under a disclosure statute statement
should be." '' He went on, however, to state that under cir-
cumstances where an offeror as an insider could be said to
have a duty to the shareholders, a failure to disclose an in-
tent to change the nature of the business or to sell the physical
assets would be considered a violation of the securities acts'
anti-fraud provisions. 2  Assuming that the proposed legis-
lation bridges the requirement of insider status, is there
any reason for the apparent duality of standards between
management and an offeror? Or is the need for disclosing
intentions applicable only to insiders as such and therefore
not relevant to tender offer legislation? The answers can be
found by reviewing two important cases.

In I re Ward La France Truck Corp.,20 3 the president
and treasurer of the truck company caused the corporation
to purchase shares from outside shareholders in order to in-
crease their controlling proportions, at an average of $9.71
per share. The Commission found them liable under Rule
10b-5 for failing to disclose to the sellers of those shares,
among other ithings, an intention to liquidate the corporation
and realize about $25 per share and an intention to transfer
the remaining assets of the corporation as a going business
to Salta Corporation, which payment would realize about $45
per share. The Commission found this to be a fraud upon
the shareholders because the insiders were acting upon in-
formation to which they had access but which was unavail-
able to the other shareholders .20  There are two elements to

200. KIMBER REPORT, Appendix B, Div. B, at 73-74. See Ontario Securities Act,
§90.

201. MINUTFS OF T JENKINS COMITrEE, 16601, at 1463. See also id.,

5024, at 1030 (comments of F.A.O. Schwartz, partner in the law firm of Davis,
Polk, Wardwell, Sunderland and KiendI, New York).

202. Id., 6642, at 1471.
203. 13 S.E.C. 373 (1943).
204. For some questions regarding tender offers that stem from the Ward La

France case, see R. JENNINGS & H. MiASH, CASES ON SEcuniTIEs REGULATION
836-37 (1963).
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be considered here- (1) the transfer of assets plans and
(2) the liquidation plans. First, the fact that Salta partici-
pated in the scheme to buy out the outsider interests in-
dicates that the transfer of assets was not mere intention but
a material fact. Since this was negotiated between the two
managements confining the information within -the corporate
sphere, failure to disclose this material fact by an insider
when he purchased on the market was a clear violation of
10b-5.205 It was use of corporate information that was not
available to the shareholders. Secondly, the liquidation plans
also involve corporate information unavailable to share-
holders. Information that could have been used in deter-
mining the liquidation value of the stock was not distributed
to the shareholders and, hence, was known only by the in-
siders.20 6 The implication is if the information for determin-
ing liquidation value were otherwise available to the share-
holders there would be no liability for a complete omission of
that fact, unless non-disclosure would render misleading a
statement otherwise made.

The other case is Mills v. Sarjem Corp2 07 in which a syn-
dicate purchased eighty per cent of the shares of Tacony-
Palmyra Bridge Company through a tender offer. An action
brought under 10b-5 alleged the failure of the syndicate to
disclose a plan to sell the bridges to the Burlington County
Bridge Commission in exchange for revenue bonds at sub-
stantial profit. In denying liability, the court stated:

There seems to be no question but that the sellers
and purchasers of the shares of stock dealt at arm~s
length, and that the selling shareholders were plainly
on notice of the fact that the purchasing syndicate de-
signed to obtain all of the capital stock of the corpor-
ation. Surely plaintiffs must have anticipated the like-
lihood that the defendants had a profit-making purpose
in mind, especially when the price per share offered to

205. Cf. In re Hughes & Treat, 22 S.E.C. 623, 626 (1946) (dictum).
206. The unavailability of information with which stockholders might deduce

the liquidation value of the company's shares was also present in Speed v. Trans-
america Corp., 99 F. Supp. 808 (D.Del. 1951). This was an important factor
in causing such knowledge of liquidation value to be considered inside informa-
tion under lOb-5. See Fleischer & Mundheim, Corporate Acquisition by Tender
Offer, 115 U. PA. L. REV. 317, at note 71 (1967).

20. 133 F. Supp. 753 (D.N.J. 1955).
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them was substantially higher than the market value
of the shares. The entire field of securities transactions
is to some degree speculative in nature, and sales are
usually motivated by a difference in opinion between
vendor and purchaser regarding the future prospects
of the particular security involved. Such was clearly
the case here, and in the absence of any fiduciary duty
it was not incumbent upon the defendants to divulge
their plans with respect to a subsequent resale of the
property.208

The court distinguished those cases in which the duty to
disclose future prospects was placed on persons in a fidu-
ciary position because in the present case the information
was not obtained by virtue of an insider relationship.2 9

A cursory glance at these two cases might well seem to
support the dual standard, insiders have a duty to disclose
their intentions as a result of their fiduciary relationship
and outsiders have no such duty. This would lead to the
conclusion that, since tender offer legislation seeks to put
a quasi-fiduciary burden of disclosure on offerors, offerors
should have the duty to disclose their intentions. However,
this would ignore the crucial element in both the above
cases- -in forming their intentions insiders have access to
factual information that is unavailable to outside share-
holders.2 10 The tender offeror must investigate the corpor-
ation in which the takeover is sought as an outsider, despite
any quasi-fiduciary obligations that legislation puts on him
once he has made the offer. The information available to
him is essentially the same as is available to the shareholders,
investment advisers, and the entire financial community.
A decision to merge, sell the corporation's assets, or liqui-
date is an investment decision based upon an analysis of
those facts; and there is an SEC policy not to require dis-
closure of investment analysis, since the facts used are

208. Id. at 764.
200. Id. at 764-65, citing Speed v. Transamerica Corp., 99 F. Supp. 808, 828,

829 (D.Del. 1951).
210. Even after control is obtained, the plans regarding the corporation that were

made before embarking on an acquisition program are not information that becomes
available as a result of the new position of control and are not therefore inside
information. Mills v. Sarjem Corp., 133 F. Supp. 753, 765 (D.N.J. 1955).
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available to the general public.21' Furthermore, it would be
ludicrous to assume that such a declaration of intent could
be enforced, or even should be enforced. For example, if
the offeror intended to merge or sell the corporation's as-
sets by purchasing working control and relying on his man-
agement influence to gain the support of the remaining
shareholders, a one-third negative vote could make his plans
impossible.212 If he intended to liquidate the corporation, he
may discover that the corporation was engaging in research
that held prospects for even greater profits as a going con-
cern. Conversely, if he intended to merge, he may discover
upon taking control that it would be more profitable for both
him and the remaining shareholders to liquidate and use
the funds to finance a new plant and operations with more
modern equipment. If he intended to replace the old man-
agement entirely, he may discover some persons he would
like to keep employed with the corporation.213 The specu-
lations are infinite, but the conclusion is singular: the re-
quirement that the offeror disclose his intentions is both
impractical and contrary to the policy of protecting indi-
vidual analysis based on public facts.2 14

It cannot be said that the failure to disclose the intentions
of the offeror will enable corporate "raiders" to be more
successful. It is doubtful whether a "raider" will readily
disclose such information honestly or forthrightly since that
would only be assuring his defeat. To have the proper in-
fluence on the shareholders, evil intentions must appear to
be evil. By disclosing the identity of the offeror to the man-
agement, the facilities for investigation of the offeror and
his possible intentions can be put to work.

211. 3 L. Loss, supra note 22, at 1463.
212. Supra, note 20, p. 437.
213. Compare MEMmOANDUM OF THE TRADES UNION CoNGRESS, MINUTES OF THE

JENKINS CommrrTE, at 993.
214. Professor Manne reaches the same conclusion but from a slightly different

approach. He objects to the provision requiring disclosure of intentions because
(1) it implies wrongly that all liquidations are undesirable from the shareolder's
point of view, (2) it requires the offeror to observe his stated plans and policies
while there is no similar inhibition on the ability of incumbent managers to change
their policies at will, and (3) such information would be of keen interest to
competitors, particularly if the offeror is held to his statement. Manne, Tender
Offers & the Free Market, 2 MERGERS & AcQuisIrroNS, pp. 91, 95 (Fall 1966).

For another approach to the same conclusion, see Hayes & Taussig, Tactics
of Cash Takeover Bids, 45 HAnV. Bus. REV. 135, at 144 (March-April 1967).
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There is, therefore, no need to make the protection of the
corporation and the remaining shareholders rest on the im-
probable assumption that by disclosing the offeror's inten-
tions to the shareholders given the offer the "raiders" will
honestly disclose -themselves as such. 15

C. Disclosure of the Source and Amount of Funds

Senate Bill 510 would require the offeror's disclosure of
"the source and amount of the funds or other consideration"
used in making the purchases, providing an exemption from
specificity if the source was a loan made by a bank, as de-
fined in § 3(a) (6) of the Securities Exchange Act, in the
ordinary course of business.216 A less specific approach -to
the problem was taken by the Kimber Committee. 17 The
Jenkins Committee felt that the Licensed Dealers Rules,
in requiring the dealer to disclose what steps he had taken
in assuring payment of the offer if accepted, did not go far
enough.218 Although it rejected the other extreme of requir-
ing security for the maximum possible cash consideration,
the Committee recommended a definite statement by the of-
feror of the steps taken to assure payment, which would act
as a binding representation.219 It is certain that a tendering
shareholder has an interest in being assured that arrange-
ments for the payment of the offer price have been made
adequately. In fact, the lack of such assurance, and the pos-
sibility -that he might have to resort to burdensome litigation
to recover his stock or to compensate for damages, might
well influence a decision not to tender. To this end, any of

215. The offeror should he required to disclose only whether the tender offer
is being made for control or investment. The necessity for this disclosure is aptly
illustrated by the Columbia Pictures case, and it is essential in determining whether
management's "protective" function and the shareholders' "judicial" function will
even be brought to bear on the situation. S. 510 recognizes this by prefacing its
requirement of disclosure of intentions with "if the purpose of the purchases or
prospective purchases is to acquire control of the business of the issuer of the
securities;" and to this extent, but to this extent only, such a disclosure provision
should be preserved. See S. 510, §1(1) (A) (ii), Appendix, p. 522.

216. S. 510, § I(1)(A)(ii), Appendix, p. 522. See SEC MEMORANDUM on S. 2731,
at 9-10.

217. KImrER REPonT, 3.19, at 25. See Ontario Securities Act, §90(6).
218.See Licensed Dealers (Conduct of Business) Rules, [1960] Stat. Instr,

No. 1216, 1st Sched., Pt. 11, §2(5).
219. JENEINS REPOnT, 281, at 105.
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the above methods would seem adequate to protect his in-
terest.

One question that has been raised about the method used
in the proposed legislation, however, has been from Pro-
fessor Manne. He asserts that the required disclosure of
the source of funds is an "innocent" cloak to cover the "ul-
terior motive" of the SEC, to uncover the use of funds from
Swiss banks and to enhance the SEC's powers over for-
eign sources of funds, even though there is today no directly
authorized method for acquiring this power.2 0 While one
cannot predict the motives of the SEC by speculation, the
argument points out one problem with identifying the source
of funds. The institutions supplying capital for the offer
may be subject to business and political pressures, and many
would be discouraged from financing a bid that would result
in possible opposition and publicity. Furthermore, legal at-
tacks from management might be directed toward these in-
stitutions as defensive measures.221 Usually the offeror will
place his funds in escrow until the bid is completed. In light
of this, it would seem that the shareholder could be given
adequate assurance of payment by requiring the escrow
agent, or whoever holds the funds, to specify their adequacy
in concrete -terms, and in relation to the maximum amount
necessary to complete the bid. Beyond this, any discrepan-
cies or irregularities, as in the case where no escrow arrange-
ment is used, can be pointed out by the shareholder's finan-
cial adviser. 22 2 In this way, the shareholder can be assured

220. Manne, Tender Offers & the Free Market, 2 MEHMGEBS & AcQuIsrrIONs, 91, 94
(Fall 1966).

221. Hayes & Taussig, supra note 214, at 145.
222. It is unclear whether the proposed provision requiring that all recom-

mendations to accept or reject the tender offer be subject to SEC rules-and
perhaps thereunder prior to approval applies to financial advisers and brokers
as well as to management and the offeror. See S. 510, §2(3), Appendix, p.
If this is the case, as is quite possible under the provision's broad language, these
persons should be specifically exempt from its coverage. See N.Y. Times, March
2 3, 1967, at 47, col. 5 (comment of Ralph Saul, president of the American Stock
Exchange). Brokers and advisers are the ones to whom shareholders would usually
turn for advice regarding the best action to take in response to the tender offer.
In some cases, a broker might be considered a biased party because of commission
bonuses given by the offeror. But since such bonuses are a part of the tender offer,
its terms would be disclosed to the shareholders. Knowing this, the stockholder
can turn to his lawyer or some other disinterested party for advice. But
unwarranted SEC regulations should not cut off or hinder these legitimate sources
of advice. Anyone other than the offeror, management and their associates should
remain free to express his opinions without being inhibited by SEC rules.
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sufficient information to put him on notice of possible frauds
that might otherwise only come out in after-the-fact litigation,
without the danger of hindering the financing of offers by
the institutions.

D. Disclosure of the Number of Shares Beneficially
Owned

The proposed legislation would provide for disclosure by the
offeror of the number of shares beneficially owned by him
or his associates and the number of shares for which there
is a right to acquire.22 3 It is essential to the interests of the
shareholder that he be aware to what extent the offeror
has already made progress in his bid for control. If the
progress is substantial, it is likely that the "valuation" of
the premium over market price will become of greater im-
portance in his weighing process than the protection of pres-
ent management by withholding tender, since the likelihood
that management will remain in office decreases as the foot-
hold by the offeror increases. Furthermore, the greater the
foothold by the offeror, the greater a percentage of the re-
maining shares will be held by each shareholder. Since his
power over the success or failure of the bid corresponds to
the percentage of shares he holds, the shareholder may want,
indeed deserves, a higher premium than his percentage
loss.22 4 In order to make such a decision, it is essential that
he knows where he stands vis-a-vis the offeror in order to bar-
gain with him intelligently. And in order to stand in this
position, he must know how many shares are presently under
the offeror's control.22 5

223. S. 510, §1(1) (A) (iv), Appendix, p. 522.
224. An extreme example of this phenomenon is the case in which the offeror

holds 49 per cent of the outstanding shares and makes a tender offer for the two
per cent that would give him majority control. The shareholder would undoubt-
edly demand a much higher premium for these essential shares than in the case
at the opposite extreme in which the offeror owns no shares. The value of the
premium, or at least the portion of it here concerned, increases proportionately
with the increase from the latter extreme to the former.

225. If a shareholder is concerned with the identity of the offeror, the disclosure
of the number of shares owned by him provides a basis from which investigation
of the shareholder list would reveal his identity. See Kimber Letter. See also
ONTAruo Sxcuarnms AcT, 1966 Ont. Stats., c. 142, §90(1).
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E. Disclosure of Arrangements

The bill before Congress would provide for disclosure by
the offeror of any "contracts, arrangements, or understand-
ings" -with any person regarding the shares of the corpora-
tion.22 6 As with the assurance of payment and the knowledge
of the present holdings of the offeror, this information is
essential to the interests of the shareholder in knowing where
he stands before deciding whether to tender. Because his
major source of information opposing the offer is from man-
agement, he must have a basis for determining whether an
approval of the offer from management has been influenced
by any "deals" between it and the offeror. The shareholder
would also be interested in, among other things, any ar-
rangements that might affect the payment for his shares.
Furthermore, such arrangements can influence management's
decision whether the offeror and his associates would be
detrimental to the corporation and the shareholders. This
was illustrated in the Columbia Pictures case, in which an
arrangement was made between the offeror and two mutual
funds to distribute the excess shares tendered, an agree-
ment that threatened the 'television interests of Screen Gems,
Columbia's subsidiary, under FCC regulations prohibiting
a mutual fund from having a greater than one-per-cent in-
terest in more than five stations.227 As this arrangement
was apparently made after the tender offer announcement
but before the taking up of the shares, the SEC regulations
under the bill should make it clear that such agreements are
"material changes" that must be disclosed by amendment.228

If this kind of material change occurs toward the end of the
offer, or after the period in which a shareholder can revoke
his tender, an additional period of revocability of short
duration should be provided under the SEC rules.

F. Disclosure of Previous Market Activities and Short
Sales

The original bill, S. 2731, provided for disclosure by the
offeror of the dates and prices of purchases in the corpor-

226. S. 510, §1(1) (A) (v), Appendix, p. 523.
227. Supra, note 93 and accompanying text.
228. See S. 510, §1(1) (B), Appendix, p. 523.
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ation's stock made by the offeror prior to the tender offer,
with the identity of the broker or dealer; and the dates and
amounts of all short sales effected in that period, also with
the identity of the broker or dealer.2 29 The SEC recommended
that both provisions be eliminated. The former would un-
justifiably make relationships between brokers and their
customers public. The latter would be unnecessary because
a ten-per-cent beneficial owner would be prohibited from
making short sales under §16(c) of the 1934 Act and be-
cause owners of under ten per cent "appear to be rather
unlikely to resort to short-sales as a tenihnique to accomplish
acquisitions or take-overs." The Commission said that if
experience proved otherwise, it could use its rule-making
powers to remedy the situation.230  The provisions were
omitted from S. 510. It is arguable that such information
is necessary to point out market irregularities prior to the
tender offer in the offeror's effort to achieve a foothold at
the cheapest possible price. But it stands to reason that
any person purchasing a block of stock on the market, whether
seeking control via the tender offer or merely making an in-
vestment, would want to pay the cheapest possible price.
For this reason, such activities as would be pointed out in
these disclosure provisions are already covered by the anti-
manipulation sections of the securities acts.23 1 To extend
the bite of tender offer legislation to purchases in the market
before the offer is to legislate beyond the justifiable scope
of the bill. For example, the remedy of a person selling on
the market at a low price due to manipulation should be
governed by the price obtainable at that time without the
manipulation. But by tying that manipulation into the ten-
der offer legislation, it is arguable, especially in light of the
bill's provision to extend increases in the offer price to all
tendering shareholders, that the remedy would be governed
by the offer price.232 That would seem both undesirable to

229.S. 2731, §2(1)(c)(1)(v)-(vi).
230. SEC Memorandum on S. 2731, at 10-11.
231. See generally 3 L. Loss, supra note 22, at 1529-70.
232. Professor Manne objects to the provision requiring increases in the offer

price to all tendering shareholders because it is contrary to the economic notion
that identical goods may be acquired for different prices at different times and
because, carried to its logical extreme, it would require all purchases for control
to be made at the same price, whether bought on the market or through the
tender offer. Combining this provision with the required disclosure of previous
market activities under S. 2731, he asserts that a shareholder selling on the market
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the offeror and unwarranted in that the premium is an in-
ducement to shareholders being extended the offer and not
to persons selling on the market, where the seller has con-
sented to realize his investment portion only according to
the market price. These two disclosure provisions were
properly omitted, as they were duplicative in their protec-
tion and beyond the scope of tender offer legislation.

G. Management Solicitations and Recommendations

The Williams bill provides broad regulatory power in the
SEC to govern the solicitations and recommendations of
management to accept or reject the offer.33 In the rules
contemplated under this section, 'immediate management re-
sponse with SEC approval would be permitted, provided a
more complete and regulated response is forthcoming to the
shareholders. 234  The communications would also be subject
to a general fraud provision.235 This, I believe, is the cor-
rect approach.23

would be able to sue under lOb-5 to get the higher offer price. Manne, Tender Ofers
& the Free Market, 2 MEGEnS & AcQUIsrrIoNS 91, 94-95 (Fall 1966). Although
this argument is a bit extreme in some respects, it does point out the danger in
extending tender offer legislation beyond the market for corporate control and
into the investment market. The provision requiring the offeror to give increases
in his offer price to all tendering shareholders is justifiable when limited to the
tender offer only, since successive offers can be viewed as a continuous plan of
tender offer acquisition. But the provision could have deleterious effects if market
acquisitions were regulated under the same legislation by enabling sellers on the
market to command a premium when they sold as the result of an investment
decision with no thought of premium valuation.

233.S. 510, §2(3), Appendix, p. 524. The provision is worded broadly, in
terms of "any solicitation or recommendation," and presumably applies to persons
other than the offeror and management as well. See supra, note 222. The rules
thereunder will be patterned after the examination procedures used in proxy
contests. Cohen, A Note on Takeover Bids and Corporate Purchases of Stock,
22 Bus. LAw. 149, 153 (1966).

234. Such a provision would be provided by an SEC rule similar to Rule 14a-12
under the proxy rules. See SEC MEMIORANDUM ON S. 2731, at 18.

235. S. 510, §2(7), Appendix, p. 525. See SEC Memorandum on S. 2731, at 20-21.
236. Compare ONTAiuo SEcURITiEs ACT, 1966 Ont. Stats., c. 142, §95 (legis-

latively required contents when a circular is issued by the management); JENKINS
REPORT, 273, at 102 (recommendation circulars under the Licensed Dealers
Rules need only be governed by a fraud provision if distributed through authorized
channels).
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The question remains whether management should be re-
quired to submit to the shareholders a statement of its ap-
proval or disapproval of the tender offer. It has been
suggested that management have the responsibility to op-
pose a group seeking control of its company.2 37 This would
seem to go too far, since it is conceivable that the manage-
ment would find a takeover in the best interests of the com-
pany and would therefore approve the bid.238 Are there
reasons that management might wish to remain silent? First,
silence might indicate dilemma. The management could well
conclude that the takeover would possibly help the company
out of its problems; but if it came to a vote of the directors,
the desire to retain their positions and the personal faith
in their own management abilities would produce a vote of
opposition. Yet, by using corporate funds to carry through
that opposition, the management might open itself to lia-
bility for waste of corporate assets for personal aggran-
dizement and protection of office. A legitimate conclusion
would be for management to remain silent. Secondly, man-
agement might be in the process of negotiating a merger,
which would require disclosure under the SEC regulations
as a matter influential to the shareholder decision. As mer-
ger negotiations are often delicate and easily upset by pre-
mature publication, management would desire to remain
silent until the negotiations are completed.239 Finally, the
state of the corporation might be in such bad shape that dis-
closure of the information required by the SEC to accompany
a management statement would aid the offeror rather than
hinder him. The best defense would then be silence. Against
these considerations must be balanced the interests of the
shareholders in receiving the maximum amount of infor-
mation. Realistically, the instances in which management
will not oppose a tender offer will be few, and most of those
will involve management approval, probably due to special
arrangements with the offeror or the lack of a real threat of
a change in control. In those remaining few cases, the desire
to provide the shareholders with information is laudable.
But the requirement that management must answer the offer

237. Supra note 166.
238. The management of Westee Corporation expressed the belief that the survival

of the company depended upon its being taken over by some larger concern.
Wall Street Journal, Nov. 25, 1966, at 28, col. 1.

239. Cf. AMUTFS OF THE TENEINS CoUM1TEE, 7051, at 1551.
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would be an unwarranted intrusion of SEC regulation into
the provinces of state corporation law, involving more com-
plexities than can be handled by a black-and-white require-
ment.140  The requirement was properly omitted, leaving
management a voluntary choice of approval, disapproval, or
silence, governed by their fiduciary responsibilities.

t. Procedural Time Limitations

The most delicate balancing of interests takes place in de-
termining the procedural time limits in which tender offers
must operate. The shareholder must be given ample time in
which to assess the information available to him from both
the offer statement and other sources, so that the "valuation"
and "judicial" functions performed can obtain maximum
veracity.241 On the other hand, the value of speed in pro-
ducing a successful tender offer should not be denied the
offeror. Management must be given time to present its case
to the shareholders, but not enough time to mobilize an im-
penetrable defense against the offeror 2 42 In this light, the
original bill presented by Senator Williams, S. 2731, required
that tender offers be filed with the issuer and the Commission
20 days in advance of the public announcement to the share-
holders.2 42 In its recommendations to the Senate Banking
and Currency Committee, the SEC rejected the 20-day ad-
vance notice provision because it would enable management
to mobilize too great a defense and because it was "unneces-
sary for the protection of security holders to whom such of-
fers would be directed.' '4 Following the Commission's sug-
gestions, the revised bill, S. 510, provided for a five-day
advance filing with the SEC to remain confidential.2 45 When

240. See id., 6640, at 1471 (remarks of Manuel Cohen).
241. See KuyBER IREPORT, 3.16, at 24; MEMORANDUM BY THE CoN DTTEE OF

THE ASSOCIATION OF Bm, sIs CHA'nBErS OF COMMERCE, MINUT OF THE JENKINS
COMMITEE, at 488; MINUTES OF THE JENKINs CoMvrrrE., f3755, at 757-58.

242. Cohen, A Note on Takeover Bids and Corporate Purchases of Stock, 22
Bus. LAw. 149, 153 (1966); 113 CONG. rEc. S445 (daily ed. Jan. 18, 1967)
(statement of Senator Williams).

243. S. 2731, §2(1) (c).
244. SEC Memorandum on S. 2731, at 17. See also Cohen, A Note on Takeover

Bids and Corporate Purchases of Stock, 22 Bus. LAW. 149, 153 (1966).
245.S. 510, §2(2), Appendix, p. 524. The bill also provides that any person

who acquires or obtains the right to acquire shares that would increase his
beneficial holdings to over ten per cent must file a statement with the issuer, the
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the offer had been approved and announced, the shareholders
would be given a seven-day withdrawal period to change their
minds and would also be able to revoke their tenders after
sixty days.24 The former was thought necessary to enable
opponents of the offer to dissuade shareholders from tender-
ing or to convince them to withdraw; the latter was thought
necessary in order not to tie up the shareholders' stock for
an inordinate length of time.247 This approach was similar
to that of the Kimber Committee in Ontario, which recom-
mended a seven-day withdrawal period, but went on to re-
quire a minimum length of time of twenty-one days in which
the offer must remain open and a maximum time limit of
thirty-five days, unless the offer is for all the outstanding
shares.248 Since the submission of S. 510 to Congress, the
SEC has offered further recommendations, advocating un-
limited withdrawal for the seven-day period and then the
privilege of withdrawing at any time until the tenders are
taken up.249

In analyzing the proposals now before Congress, I wish
to compare my own concept of the proper procedural time
limits. It is therefore necessary to describe it briefly at this
point. At some time prior to the announcement of the tender
offer, the offeror must file confidentially with the Commission
the statement proposed in S. 510. Presumably five days is
sufficient time for the SEC to review it. *When the announce-
ment is made, both to management and the shareholders, there
should be a three-day waiting period before any shares
may be tendered. Once tendering is permitted, shareholders
may unconditionally withdraw their tenders up to seven days
from the beginning of the tender period. After that, the share-

exchange, and the SEC within seven days from the purchase. S. 510, §1(1),
Appendix, pp. 522-23. This post-filing provision was necessary because there
may be situations in which advance filing of that information would be impossible,
such as acquisitions by inheritance or by gift without previous notice. SEC
Memorandum on S. 2731, at 8.

246. S. 510, §2(4), Appendix, p. 524. Although it may only have been an
oversight in the proposed legislation, there is no provision requiring the offeror
to disclose to the shareholders that they have the right to withdraw their tenders
during the first seven days and after 60 days. Such a statement should be explicitly
required so that the shareholders have notice of their rights.

247. SEC Memorandum on S. 2731, at 19.
248. KuIymB REPORT, 1113.14-3.15, at 24; ONTABIo SEcunrrms AcT, § 81.

Compare JENMNS REPORT, U274-78, at 102-104 (prior notice to the offeree
company with no right of withdrawal during the bid).

249. SEC Memorandum on S. 510, at 1-3.
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holders should have an additional seven-day period that per-
mits withdrawal on the condition that the offeror has not
taken up the shares. At the close of this period, there should
be a twenty-one-day period in which shareholder tenders are
irrevocable; but after that time the shareholders could re-
voke unconditionally, provided the SEC has not granted per-
mission, upon application of the offeror, to extend the last
period in the public interest. In short, this involves a 5-3-7-
7-21 system. The theory behind it is that the things most
consequential to the shareholder's decision will occur earliest
in the bid, and these are the things which require unhurried
assessment. As the bid progresses, there is less need for
additional comments and information and more need for per-
mitting the offeror to assess his position and either withdraw,
accept, or change the offer price. I will now seek to explain
-this position more fully.

The idea of confidential advance filing is necessary for the
protection of the offeror's interests. If it were made public,
as the SEC pointed out, the management would be given ad-
ditional time in which to cultivate defenses before the offeror
is even able to present his offer, much less to state his case
in support of that offer. It is arguable that five days is an
insufficient length of time in which the Commission can fully
review the offer statement.250 But the SEC has expressed
the belief that, in the light of its experience in proxy con-
tests, five days is enough time and that any greater length
of time would make the bill unworkable from the standpoint
of the offeror.251 Furthermore, the longer the time required
for advance filing, the greater the possibility that news of
the offer will leak out and cause harm to the offeror's inter-
ests. The designation of five days seems adequate.

The proposals before Congress reject any waiting period
between the announcement of the offer and the beginning of
actual tenders. This is unfortunate. A three-day waiting
period would serve several legitimate functions. First, it
would enable management to give some statement to the
shareholders before they acted on the offer. Certainly three

250. Compare Rule 14a-6(a), 17 C.F.R. §240.14a-6(a) (1964) (requiring
filing with the SEC ten days in advance of proxy solicitations); §8(a) of the
1933 Act, 15 U.S.C. §77h(a) (1964) (making the effective date of a regis-
tration statement 20 days after its filing).

251. Letter from Walter P. North, associate general counsel of the SEC, Feb. 6,

1967.
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days is not sufficient time for management to build up a
solid defense against the offer.2 52 This was evidenced in
the Columbia Pictures case, in which the first effort of man-
agement amounted only to a letter to shareholders to "go
slow" in considering the offer.2 53 But a waiting period of
this duration would at least give the shareholder two sides
to consider before acting. It can be argued that management
has seven days in which to convince the shareholder to with-
draw. But the purpose of this legislation is to enable the
shareholder to carefully weigh the alternatives. It is not
to create rules similar to those of a wrestling match to deter-
mine which party should begin in the top position. The
shareholder should at least know whether his management
is even going to take a position before he acts. Also, the
mechanical difficulties of withdrawing one's tender from the
transfer agent-the possibility of affidavits, guaranteed sig-
natures, and the like-may deter -the shareholder and promote
inaction. Secondly, a three-day waiting period would enable
the information regarding the tender offer to disseminate
through various channels. A shareholder should be given the
opportunity to consult, and to receive an informed opinion
from, his investment adviser or his lawyer. For those who
have or seek neither, the financial press offers an opportunity
to receive disinterested opinion; and the waiting period would
permit ,this to develop to a limited extent before action is
taken.25

4 Finally, the waiting period would effectively solve
the problem of an offeror closing off the bid and taking up
shares tendered in order to retender them to a second offeror

252. Upon learning of an impending contest for control, management should
develop the following defensive measures: (1) accelerate plans for the future;
(2) review the dividend policy; (3) make an opinion research survey; (4) contact
public relations experts; (5) if it is a proxy contest, contact professional proxy
solicitors; (6) personally talk with large shareholders; (7) have the accountants
review the companies in which the outsider or insurgent has operated; (8) become
familiar and comply with SEC regulations; (9) initiate voluntary campaign
services such as stockholder committees; (10) determine how to present the
management case; (11) get favorable news coverage, (12) contact local financial
organizations, such as security analyst socities, and (13) if it is a proxy contest,
determine managements proposed rules governing the validity of proxies. Barnhill,
The Corporate Raider: Contesting Proxy Solicitations and Take Over Offers,
20 Bus. LAw. 763, 768-76 (1965). Most of these are generally applicable to
both tender offers and proxy contests. And they would take considerably longer
than three days to develop.

253. Supra, note 79 and accompanying text.
254. Cf. Minutes of the Jenkins Committee, 115172, at 1048.
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that has made an intervening offer at a higher price. The
SEC seeks to rely on the shareholders' withdrawal privilege
to solve this problem, and to an extent this is true.255 How-
ever, the withdrawing of tenders takes time, particularly if
it is done by mail. The offeror might just as easily close off
the bid and retender the shares immediately thereafter,
whether the tenders were withdrawable or irrevocable, taking
his chances on the consequences. In the miasma of confusion
that would follow-whether the second offer is deemed suc-
cessful, whether the withdrawal dates from the sending or
receipt of the letter, and whether the withdrawal came be-
fore or after the bid was closed, perhaps to the minute-the
SEC might find that it had created a Frankenstein's monster
that must somehow be subdued by it and -the courts. On the
other hand, if the original offeror were required to wait
three days before accepting the second offer, there would be
time for preliminary rulings on some of the major questions
that may arise, and a chance to freeze the shares in the hands
of the original offeror if it was determined that his action
was illegal, for example, if he closed the bid and re-tendered
during the period of unconditional withdrawal.

The following periods of seven days' unconditional with-
drawal and seven days' conditional withdrawal work a com-
promise with the bill as it now stands. It operates on the
theory that at least ten days is required to permit 'the share-
holders to assimilate the necessary information and to weigh
both sides. No offer should be permitted -to be closed off
within that period. However, it is unreasonable to force
the offeror to keep his offer open beyond ten days if he has
obtained his necessary quota. The element of speed may be
essential if he is dealing with a highly entrenched manage-
ment, and the forcing of his bid to remain open for a longer
period of time might insure its defeat. Nevertheless, events
may occur after that ten days that might influence the share-
holder's decision. For example, a counteroffer may not take
place until after that time because of the intervening five-
day advance filing requirement with the SEC. It is also
during this time that rebuttals or extended statements from
either side may be made, as in the case of Columbia Pictures,
in which the letter to the shareholders explaining the Banque's
investment intent was sent out twelve days after the offer

255. See SEC Memorandum on S. 510, at 2.
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was announced.25 6 For this reason, the shareholders should
have the privilege of withdrawing if they change -their minds.
But in keeping with the conclusion that -the offeror may have
an interest in closing off the bid after ten days, the offeror
should also be able -to take advantage of his success and take
up the tenders. Therefore, the second seven-day period should
permit withdrawals on the condition that the offeror has not
closed his bid.

The SEC has changed its position from permitting no
withdrawal until after fifty-six days from the initial seven-
day unconditional withdrawal period to permitting condi-
tional withdrawal at any time after that period. In support
of this, it argues that the pro rata provision creates a ten-
dency to delay tenders until the end of the offer time limit
and that "there could be no disadvantage to the person
making the tender offer if deposited shares may be with-
drawn at any time until taken up." 25 This is not true. The
offeror will undoubtedly gear his actions to the probability
of success of the bid. If it is going well, he may arrange with
his financiers to extend their commitments for an additional
period in order to allow the bid to remain open longer until
the requisite number of shares is tendered. If it is not going
well, he may consider increasing the offer price and make
further financial arrangements. By permitting the share-
holders -to withdraw at any time, he is given an unsettled pic-
ture of the success of his offer. And he may find it difficult
to get backers in light of all the contingencies that can change
the picture from one moment to the next.5 8 If we assume
that most of the arguments and events highly consequential
to the shareholders' decisions will occur in the first seventeen
days of the offer, it is only fair that the offeror be given a
chance to assess his position in deciding what steps to take
regarding the bid. As -to the problem of the offeror closing
the bid and re-tendering to a second offeror at a higher

256. See Columbia Letter, Oct. 11, 1966.
257. SEC Memorandum on S. 510, at 3.
258. Professor Manne objects to the seven-day withdrawal period of S. 510

because it gives the shareholders a seven-day =~put" for no compensation, allowing
them to have an option to sell if the market goes down for any reason; but if the
market goes up they are not required to sell during this period. He states that
the cost of this risk assumption is merely another unwarranted burden on the
offeror. Manne, Tender Offer & the Free Market, 2 MERGEs & AcQuIssTIoNS
91, 95 (Fall 1966).
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price, the shareholder who has waited for seventeen days
without tendering will most likely wait until the last minute,
at which time the chance of a counter bid at the same moment
is doubtful. To be effective, a counter bid should come dur-
ing the first seventeen days, when it can induce withdrawal
and a conditional commitment to its side.

The provision in the present bill allowing unconditional
withdrawal after sixty days was an effort to prevent a share-
holder's stock from being tied up for an inordinate length
of time.2 59 But sixty days is too long in itself. Both the
Jenkins Report and the Kimber Report recommended a max-
imum time limit on the offer of thirty-five days.260 In keep-
ing with the latter, I have recommended a maximum time
of thirty-eight days, including the three-day waiting period.
If it is found that some tender offers should remain open
for longer periods of time in the public interest, the SEC
could devise rules in which the offeror, upon application to
the SEC, may be able to extend his offer.2 61 In order to pro-
tect the interests of the shareholders, any such extension
should probably include a short period of unconditional with-
drawal so that shareholders who were feeling the harmful
effects of an extended tying up of investment could get out.

I. Definition of Tender Offer

The proposed legislation conspicuously lacks a definition
of tender offer, apparently leaving it to the SEC rule-making
powers. This leaves open the question whether the definition
should include private sales of control or tender offers to
small numbers of shareholders.262 In contrast, the Jenkins
Report supported the Licensed Dealers Rules, which defined
a tender offer as an offer to more than one shareholder, im-

259. SEC Memorandum on S. 2731, at 19.
260. JENKINS REPORT, ff277, at 104; KIMBER REPORT, 3.15, at 24.
261. The SEC has rule-making power regarding the time limitations of a tender

offer under the proposed legislation. S. 510, §2(4), Appendix, p. 524. See SEC
Memorandum on S. 2731, at 19.

262. The problem of private sales of control is most prevalent in the smaller

corporations. However, the 1964 Amendments extend the reach of the 1934 Act
to some corporations that may find private sales of control a common method
for transferring control of the corporation.
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plicitly leaving out the private sale of control. 63 The On-
tario law specifically exempts private sales of control and
tender offers to companies with fewer than fifteen share-
holders who are all Ontario residents.264  In rejecting legis-
lative regulation of the private sale of control, the nimber
Report recognized that the development of a law that would
permit all the shareholders to participate in the opportunity
to dispose of their shares at a premium above market price
should be left to the judicial process.26 5 A similar develop-
ment, revolving about the problems caused by the use of
a premium, has been taking place in the United States, al-
though it has been more actively espoused in law review
articles than in the courts.2

6 The proposed legislation would
in no way inhibit nor replace this development, as there is
no provision that could effectively prevent the private sale
of control, neither by forcing the premium to be paid over
to the corporation nor by requiring an equal opportunity
among the shareholders to partcipate in the sale of control
under a general tender offer.' 7 The only requirement of the

263. JENKINS REPORT, U269, at 100. For a criticism of the Jenkins Committee's
failure to attack the problem of private sales of control, see Boyle, The Sale
of Controlling Shares: American Law and the Jenkins Committee, 13 INT'L. &
CoM. L. Q. 185 (1964).

204. Securities Act of 1966, Ellz. 2, c. 142, §80(b) (i, iii) (Ontario).
265.KmBER REPORT, 13.12, at 23.
266. For a comprehensive discussion of the fiduciary responsibilities of sellers of

corporate control, see Brudney, Fiduciary Ideology in Transactions Affecting Cor-
porate Control, 65 MIc. L. REV. 259, 294 (1966); Bayne, A Legitimate Transfer
of Control: The Weyenberg Shoe-Florsheim Case Study, 18 STAN. L. REv. 438
(1966); Berle, The Price of Power: Sale of Control, 50 CoN'. L. Q. 628 (1965);
Andrews, The Stockholder's Right to Equal Opportunity in the Sale of Shares,
78 HARV. L. REV. 505 (1965); Bayne, The Sale of Control Quandry, 51 CoRN.
L. Q. 49 (1965); Bayne, Corporate Control as a Strict Trustee, 53 GEo. L. J. 543
(1965); Bayne, The Sale of Corporate Control, 33 FORnDHAm L. REV. 583 (1965);
Note, Sales of Corporate Control and the Theory of Overkill, 31 U. CM. L. REV.
725 (1964); Note, The Sale of Control: The Berle Theory and the Law, 25 U.
Prrr. L. REv. 59 (1963); Bayne, A Philosophy of Corporate Control, 112 U. PA.
L. REv. 22 (1962); Comment, Sales of Corporate Control at Premiums: An
Analysis and Suggested Approach, 1961 DuxE L. J. 554; Katz, The Sale of
Corporate Control, 38 Cur. BAR REC. 376 (1957); Hill, Sale of Controlling Shares,
70 HARv. L. REV. 786 (1957); Jennings, Trading in Corporate Control, 44 CALIF.
L. REv. 1 (1956); Leech, Transactions in Corporate Control, 104 U. PA. L. REV.
725 (1956); Weisbrod, Trading in Business Ownership, 1964 U. ILL. L. F. 465,
477; Comment, Sale of Corporate Control, 29 U. CM. L. REv. 869 (1952).

267. Professor Andrews has suggested that any sale of corporate control should
be accompanied by a general tender offer so that a private seller will give all the
shareholders an opportunity to sell a proportion of their shares equal to the
proportion sold by the control shareholder. The advantages of such a requirement
would be (1) to reduce the incentive for a prospective looter to offer a premium
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present bill that would affect the purchaser of control would
be the statement to be filed with the issuer, the SEC, and the
exchange under §1 of the bill. 6

Are there any reasons for requiring the purchaser to
comply with the advance-notice regulatory requirements of
§2 of the bill, and its general provisions, in effecting a pri-
vate sale of controlI While the filing of the disclosure state-
ment would be a mere formality because there would be only
one shareholder that could respond to the offeror, one can-
not overlook the deterrent effect of a publicly announced sale

to a single shareholder to gain control, since he cannot offer the same terms to
all shareholders and still profit from his looting; (2) to give the shareholders
incentive to investigate the possibility of looting; (3) to reduce such adverse
effects of private sales of control as the loss of morale, the resignation of em-
ployees, and the loss of contract renewals based on personal rapport; (4) to
increase the chances of a merger; and (5) to eliminate the possibility of a person
who holds a large percentage of control stock to reap all of the profits on the
investment portion of the stock, while holders of small percents of control reap
nothing on the investment portion. In other words, the return on both the
investment and control portions of a shareholder's stock would be proportionate
for all stockholders. See Andrews, The Stockholder's Right to Equal Opportunity
in the Sale of Shares, 78 HARV. L. REv. 505 (1965). Contra, Berle, The Price
of Power: Sale of Corporate Control, 50 CoRN. L. Q. 628 (1965); Javaras,
Equal Opportunity in the Sale of Controlling Shares: A Reply to Professor Andrews,
S2 U. CmL L. REv. 420 (1965).

Two provisions of the proposed legislation would seem to support the
suggestion of Professor Andrews. First, the provision requiring an increase in the
offer price to be extended to all those tendering originally is based on the
philosophy that, when there is a continuous program to acquire control through
a tender offer, the value of some shares should not be greater than the value of
others acquired for the same purpose in the same manner. The SEC has said
that "the purpose of this provision is to remove a purely fortuitous factor from
the calculation of the amount security holders should receive for their securities
by assuring them of the same price for their securities regardless of when they
are taken up, and to avoid the discriminatory effect of paying some holders more
than others, since security holders tendering their shares pursuant to a tender offer
normally assume that all tendering security holders will receive the same price."
SEC Memorandum on S. 2731, at 20. The elimination of the fortuitous time factor
in tender offers is arguably based on the same concept of equal treatment as
Professor Andrews applies generally in eliminating the size factor in negotiated
sales of control. Secondly, the pro-rata provision of the proposed legislation is
also based on a concept of equal treatment and "fairness" by rejecting the
fortuitous factor of when shares are tendered pursuant to a tender offer. See SEC
Memorandum on S. 2731, at 19. Although Professor Andrews' theory and concept
has been given limited recognition in S. 510, it should be noted that its extension
to all sales of control might be against the interests of the offeror as new manage-
ment. If the concept is carried to its extreme, the new management would not be
able to buy out the old without purchasing 100 per cent of the outstanding shares,
leaving the former with an undesired minority with a reputation.

268. S. 510, §1(1), Appendix, pp. 522-23.
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of control 6
9 If the terms of the offer are required to be

disclosed, the fairness of these terms would be materially
affected by the light of disclosure.270 The incoming manage-
ment would not want to alienate the minority shareholders
from the beginning; and this would be particularly true if
the purchaser was receiving only working control or if he
planned to extend his control position in the future by so-
liciting sales from those shareholders. The publicity might
also cause him to extend his premium offer to the entire body
of shareholders in order to preserve a good reputation among
members of the financial community. Furthermore, disclosure
of the offeror's identity to the management could provide
information to detect a corporate "raider." Aside from the
developing law of fiduciary responsibility in the sale of con-
trolling shares, the management might be able to prevent
the takeover with such knowledge getting to the financial
press and other elements that can create public opinion.271

Of course, to have any effect different from the after-the-
fact filing under §1 of the bill there must be a period of time
between the announcement of the offer and the acceptance
by the seller. A period of three days would require swift
preventive action, and the forces of publicity would move
much more slowly.272 However, the psychological effect of
the waiting period on the offeror, coupled with the seller's
right of withdrawal for seven days thereafter, would un-
doubtedly cause some hesitation to consider the alternative
of a general tender offer. Thus, while the legislation, by in-
eluding all offers for control, would not prevent private sales
of control, it would certainly encourage the use of a general
tender offer.

Are there compelling reasons for providing an exemption
for offers to a single or a limited number of shareholders? The

269. Supra, note 174.
270. It should not seem necessary that the terms of a private sale be sent to all

shareholders even though the offer is made only to one. Public disclosure is
enough, and the consequential publicity would bring those cases in which the
interests of the shareholders are in danger to the attention of the shareholders.

271. While it is arguable that the board of directors would hesitate to release such
information because they are under the control of the selling shareholder, it would
seem that in most cases there are bound to be some directors who are dissatisfied
with the transfer-minority directors and those who would lose their position-
and would release the information. On the other hand, such an action, if it
prevented the sale, might incur the wrath of the control shareholder, which would
affect later director nominations.

272. For a discussion of a possible three-day waiting period, see supra, pp. 506,
507-09.
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answer can best be found by examining the purposes of simi-
lar exemptive provisions-§4(1) of the 1933 Act and Rule
14a-2(a) under the proxy rules of the Securities Exchange
Act.2 73 First, under both of these exemptions lies the phi-
losophy that there is no need for disclosure in a case where
all of the offerees or persons solicited have easy access to
or knowledge of the requisite information. In the proxy situ-
ation, a corporation having a small number of shareholders
will be sufficiently close-knit that most of these persons will
be active in the corporation's affairs and will probably be
present at the meetings.274 And if only a few persons are
solicited, personal contact will make the flow of information
adequate. In the issuance situation, the private offering ex-
emption assumes circumstances in which the offerees have
access to the requisite knowledge. 75 But in the tender offer
situation, disclosure operates not only to inform the share-
holders in making their judgments, but also to uncover or to
deter a corporate "raider." This latter function is directed
toward management. And management cannot be presumed
to have adequate information from which to investigate the
purchaser merely because the controlling shareholder knows
the offeror's identity. Secondly, Rule 14a-2(a) seeks to per-
mit the initial steps in proxy solicitation before a formal
letter is sent out by enabling the solicitor to contact influen-
tial shareholders in determining his relative support without
having to file with the SE. 27

r
5 But the scope of this legisla-

tion, S. 510, does not extend to actions prior to the actual
tender offer and the filing with the SEC five days before. An
offeror, whether seeking to make a general or private offer,
will not be prohibited from soliciting support by personal
contact prior to the time of the actual offer to purchase con-
trol. Thirdly, Rule 14a-2(a) enables the solicitor to initiate
support without his efforts coming to the attention of the
management. 277 Here again, the bill does not extend beyond
the actual offer into prior consultations. Furthermore, if the

273. 15 U.S.C. §77d(1) (1964); 17 C.F.R. §240.14a-2(a) (1964).
274. Note, The Public Corporation-A New Theory for Federal Proxy Regulation,

60 Nw. U. L. RaV. 349, 362 (1965).
275. SEC Securities Act Release No. 4552 (Nov. 6, 1962); SEC v. Ralston Purina

Co., 346 U.S. 119 (1953).
276. E. ARANow & H. EruHOx, PROXY CONTESTS FOR C01,PORATE CONTOL

96 (1957).
277. Id. at 97.
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offeror is seeking a private sale of control, management
will most likely be involved since the seller controls the man-
agement, unless the shareholder is selling out from under
them. Fourthly, §4(1) of the 1933 Act is an effort to weed
out those cases in which there is no need for the act to apply
because the public benefits are too remote. 8 However, it
can hardly be said that a change in control of a corporation
of sufficient size to be covered by the 1934 Act and the pro-
posed tender offer legislation does not somehow affect the
public, whether it be shareholders, consumers, labor, or the
community. Finally, it might be argued that the SEC should
not be burdened with an excessive number of filings that are
a mere formality. It is doubtful whether the SEC will be
so burdened in that private sales of control in companies
that are listed or have over 500 shareholders are few. And
if the requirement of filing a statement prior to acceptance
of an offer for private sale of control can aid in the pro-
tection from "raiders," and inform the shareholders through
publicity when there is a change in control, and as a by-
product encourage the use of general tender offers, the for-
mality would seem consequential.

J. Pro Rata Provision

The proposed legislation would require the offeror to take
up tendered shares in an offer for less than all the outstand-
ing shares on a pro-rata basis. 279 By assuring shareholders
of equal and fair treatment in the acceptance of tenders, the
provision puts a damper on hasty action in a rush to be
first in line and consequently allows the shareholders to
come to a reasoned and intelligent decision regarding their
tender actions.280 But this slowing down of the tempo of
the offer is not without disadavantage to the offeror. For
example, the shareholders presently in control of the cor-
poration may be left with a minority number of shares but
still be able to exert a disturbing influence because of their
reputation. And if they do not want this minority position,

278. H. R. Rep. No. 85, 73d Cong., 1st Sess. (1933), at 5.
279. S. 510, §2(5), Appendix, p. 525.
280. SEC Memorandum on S. 2731, at 19; Cohen, A Note on Takeover Bids and

Corporate Purchases of Stock, 22 Bus. LAW. 149, 153-54 (1966).
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the purchase of their shares by the offeror would increase
the costs of the takeover. Furthermore, the offeror may be
discouraged from making a bid under a pro rata provision
because of the fact that it induces shareholders to wait until
the last minute. This tends to create a hold-out atmosphere
over the bid in comparison with the "bandwagon" effect
of shareholders rushing to accept the offer. A pro rata pro-
vision is black and white; therefore, the task of those con-
sidering the legislation is to weigh the two interests rather
than compromise them.281 As to the interest of the offeror
in decreasing his costs, this factor could be estimated to
some extent beforehand. If he expected a successful bid, he
might set his maximum of shares desired lower and supple-
ment his purchase with a private sale with the controlling
shareholders. As to the offeror 's interest in the atmosphere of
the bid, it would seem the ideal is when the atmosphere is
created by arguments to the shareholders rather than by
employing psychological phenomena. In either case, the in-
terest of the shareholder in feeling at ease to consider the
offer fully is paramount to cost saving or atmosphere creating.

It should be noted at this point that the bill properly com-
bines its pro rata provision with a limited period of with-
drawal by the shareholders. It can be argued that, if the
pro rata provision encourages shareholders to wait until
the last minute, a period of withdrawal in the beginning
of the offer is ineffectual and unnecessary. This, however,
belies the inherent differences in the two protections. The
period of withdrawal of tenders marks the length of time
necessary for the proper consideration of any tender offer.
It, in effect, says that any person coming within that time
period must obey the rules of the road in allowing the share-
holder to come to a reasoned decision. On the other hand,
the pro rata provision relates to the particular offer and,
in effect, says that whatever the length of time provided by
the offer the decision of the shareholder should be unhurried.
The former, then, is supplementary to the latter. A pro
rata provision by itself would permit an offer that must
be answered in, say, five days. The withdrawal provision

281. See KIMBER REPORT, U3.17, at 25; KmBER LmTm
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supplements .this by saying that that is not enough time for
the shareholders. 28

A problem arising out of the pro rata provision is that
some persons, particularly professional investors with suf-
ficient risk capital, will over-tender so that all shares owned
will be purchased by the offeror under the pro rata division.
In essence, -they tender short and make up any difference
by market purchases after the shares are taken up.283 This
has caused the SE,C to recommend an amendment to the pro
rata provision of S. 510 to enable the Commission to use
its rule-making power to deal with the problem.2 8 4  This
suggestion represents an unwarranted intrusion of the SEC
into the regulation of investment analysis and investment
risk. The danger of tendering short is apparent-the market
price of the shares may rise above the offer price as the
shareholders are forced to compete for sell orders on the
market to cover tender deficiencies, with the result that gains
in the premium offered above market by the offeror are di-
minished. But this is a risk that is open to any shareholder.
The SEC argues that in some cases, "this may result in
the professional unfairly competing with his own customers
who have tendered their shares on his recommendation. ' 2815

But the difference between the professional and the nonpro-
fessional in ability to analyze investment risks is a fact of

282. The recommendation by the SEC to permit conditional withdrawal at any
time after the first seven days would defeat its own purpose. Although it would
reduce the haste with which tender offers are considered by the shareholders,
it would force the offeror into closing off his bid at the end of seven days, which
is the minimum time under the proposed legislation that bids must be open.
There would be no advantage to the offeror in waiting a longer time because
he could obtain no clearer picture in the future of the success of his offer. And
by giving the offeror no time period in which he can determine the exact number
of unqualified tenders, the SEC recommendation would inject the element of haste
back into the tender offer situation, protected only by the withdrawal period, by
making it unprofitable for an offeror to extend the bid beyond the absolute minimum
period of shareholder consideration-seven days. See SEC Memorandum on S. 510,
at 1-3.

283. When shareholders of the Columbia Pictures Corporation over-tendered in
order to take maximum advantage of the pro-rata provision in the offer by the
Banque de Paris, they were forced to bid up the market to cover their tenders
because the Banque accepted all of the additional shares tendered, deciding not
to employ the pro-rata provision. The rush to cover over-tenders the day after the
offer was closed caused the Columbia stock to rise considerably above the offer
price and to be thirteenth most active on the market that day. Wall Street Journal,
Oct. 19, 1966, at 25, col. 2.

284. SEC Memorandum on S. 510, at 3-4.
285. Id. at 4.
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life. And if the adviser has recommended tender to the share-
holder without further explaining the possibilities and the
risks of over-tendering, this would seem a task for the pres-
ent law governing the fiduciary responsibilities of the ad-
viser and not the task of the SEC rules under tender offer
legislation.

K. The Ten-Percent Standard

Under the original bill, S. 2731, both the reporting require-
ment accompanying purchases of large blocks of stock and
the filing requirement involving tender offers became effec-
tive when the result was to increase beneficial holdings to
greater than five percent.286 Although the SEC recommended
that the former not be cast as an amendment to §16 (a) of
the 1934 Act and that the reporting requirement be effective
after the purchase rather than before, it did not recommend
a change in the standard of five percent regarding either
the reporting of purchases or the filing of tender offers.28

Without explanation, the revised bill, S. 510, changed the
standard to ten percent. 288 The only reasonable conclusion
to draw from this is that the draftsmen of the bill were per-
suaded that the tests under this legislation and §16(a) of
the 1934 Act should be the same. This is a false notion. The
purpose of §16 is to point out those shareholders who are
in a position to receive inside information regarding the
corporation and to prevent them, with all other insiders, from
utilizing that information for personal profits in short-term
trading.28 9 The proposed tender offer legislation has quite
a different purpose. The reporting and filing requirements
are not designed to point out those who have access to certain
bodies of information but to point out those whose buying
practices indicate a potential attempt to take over control
of a corporation.2 90 It is understandable that the standard

286.S. 2731, §2(1)(c)(1); S. 2731, §1.
287. See SEC Memorandum on S. 2731.
288. S. 510, §§1(1), 2 (2), Appendix, pp. 522-23, 524.
289. See generally Cook & Feldman, Insider Trading under the Securities Exchange

Act, 66 HABv. L. REv. 385, 612 (1953).
290. Senator Homer Capehart of Indiana introduced a bill in 1957 to change the

reporting requirements of §16(a) from ten per cent to five per cent, but it was
never acted upon. This attempt was probably influential in supporting the original
tender offer legislation of Senator Williams. See 111 CONG. REC. 28259 (1965)
(statement of Senator Williams).
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of §16 would not want to reach the fewer number of those
cases in which information is available to holders of less than
ten percent because of the automatic application of liability
and the stringent regulation of conduct. There would be too
many people in that category who would not be in an inside
position. But a change in control is most important to the
shareholders and the financial community; and no such com-
promises should be made. Ideally, the reporting provision
should apply to all instances in which there is an attempt to
seek control. But the variations in the meaning of control
would in itself make the application of such a standard im-
possible.2 91 But a percentile standard, particularly in -the
case of filing tender offers, should include those cases in
which control in its effective sense can likely be accomplished.
Because the 1934 Act applies to the larger companies with
more widely dispersed shareholders, working control can of-
ten be obtained with percentages of less than ten percent.292

There is consequently reason against the unexplained change
in the standard of S. 510, with insubstantial reason for
making such a change.

L. Broad SEC Rule-Making Powers

Throughout this article I have tried to create a framework
for tender offer legislation by examining illustrative pro-
visions of the proposed S. 510 and by fashioning a structure
both justifiable in its scope and effective in its handling of
the problems that arise when the tender offer mechanism
is used to acquire control. It is the nature of the tender offer
situation that such legislation should be no more than a frame-
work. The area, beyond the simplified nature of tender of-
fers in general, can become very complex. Because it is often
a contest between an incumbent management and a seeker
of control, the interests of the parties become sharply fo-
cused; and ingenuity is given free rein in order to advance
those interests. It would be most difficult to anticipate the
variety of tender offers that could result. Any attempt leg-
islatively to build houses from this framework would end

291. See Kn£BER REPORT, 13.11, at 25.
292. See Matter of Caplan (Sup. Ct. N.Y. County), in 151 N.Y.L.3. No. 24,

at 14, col. 3 (Feb. 4, 1964) (three per cent working control); Carter v. Muscat,
251 N.Y.S.2d 378 (1964) (9.7 per cent working control).
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in an unnecessarily complicated maze of provisions. The
purposes of the proposed legislation can best be served by
adopting the experience of the proxy rules in making use
of broad administrative powers to create flexible rules.293

This would enable the SEC effectively to cope with such
problems in a contested situation as immediate clearance of
materials, and would assure acknowledgement of the practi-
calities of the given case.

While I disagree with some aspects of S. 510 as a frame-
work, I am in full agreement with the bill being no more than
a well-sfructured framework to be supplemented under SEC
rule-making powers. The modifications of the framework
that have been the concern of this paper can best be viewed
in the light of the purposes of legislation regulating cash
tender offers: (1) To disclose relevant information to the
shareholders. Here, there should be no required disclosure
of the offeror's intentions, no regulatory inhibition of state-
ments by brokers and financial advisers, but assurance of
adequate funds without disclosure of the source of the funds.
(2) To protect the corporation and non-tendering share-
holders from "raiders." Here, there should be disclosure
of the offeror's identity to management only and a return
to the five-percent standard of S. 2731. (3) To provide
a smoothly functioning, honest market for corporate con-
trol. Here there should be a prohibition against manage.
ment use of corporate funds to outbid the offeror on the
market and a change in the time limits to a 5-3-7-7-21 system.
Also, the bill should define a tender offer to include pri-
vate sales of control. And it should not extend to the regu-
lation of over-tendering. With these modifications to the
framework that were noted throughout the paper, I would
recommend that a bill similar -to S. 510 be passed by Congress
to regulate cash tender offers.

293. See von Mehren & McCarroll, supra, note 42, at 728.
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APPF DrX I

S. 510

IN THE SENATE OF THE UNITED STATES

JANUARY 18 (legislative day, JANUARY 12), 1967
MI. WILLL&Ns of New Jersey (for himself and MI. KUCHEL) introduced the fol-

lowing bill; which was read twice and referred to the Committee on Banking
and Currency

A BILL
Providing for full disclosure of corporate equity ownership of securities under the

Securities Exchange Act of 1934.

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That section 13 of the Securities Exchange
Act of 1934 is amended by adding at the end thereof a new subsection as fol-
lows:

"(1) Every person, who by the use of any means or instruments of transporta-
tion or communication in interstate commerce or by the use of the mails, directly or
indirectly, acquires or obtains the right to acquire the beneficial ownership of, or
increases or obtains the right to increase his beneficial ownership to, more than
10 per centum of any class of any equity security which is registered pursuant to
section 12 of this title shall, within seven days after such acquisition, or the ob-
taining of such right to acquire, send to the issuer of the security at its prin-
cipal executive office, by registered or certified mail, send to each exchange where
the security is traded, and file with the Commission, a statement as herein below
described:

"(A) Each such statement shall contain such of the information in
subsections (i)-(v) of this section, and such additional information, as
the Commission may be rules and regulations prescribe as necessary or ap-
propriate in the public interest or for the protection of investors-

"(i) the background and identity of all persons by whom or on
whose behalf the purchases have been or are to be effected,

"(ii) the source and amount of the funds or other considera-
tion used or to be used in making the purchases, and if any part
of the purchase price or proposed purchase price is represented or
is to be represented by funds or other consideration borrowed or
otherwise obtained for the purpose of acquiring, holding, or trad-
ing such security, a description of the transaction and the names of the
parties thereto, except that where a source of funds is a loan made
in the ordinary course of business by a bank as defined in sec-
tion 3(a) (6) hereof it will be sufficient to so state,

"(iii) if the purpose of the purchases or prospective purchases
is to acquire control of the business of the issuer of the securities any
plans or proposals which such persons may have to liquidate such
issuer, to sell its assets to, or merge it with any other persons, or to
make any other major change in its business or corporate struc-
ture,

"(iv) the number of shares of such security which are benefl-
cially owned, and the number of shares concerning which there is a
right to acquire, directly or indirectly, by (a) such person, and
(b) by each associate (as defined in the rules and regulations of the
Commission under this Act) of such person, giving the name and ad-
dress of each such associate, and
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"(v) information as to any contracts, arrangements, or under-
standings with any person with respect to any securities of the issuer,
including but not limited to transfer of any of the securities, joint
ventures, loan or option arrangements, puts or calls, guaranties of
loans, guaranties against loss or guaranties of profits, division of
losses or profits, or the giving or withholding of proxies, naming the
persons with whom such contracts, arrangements, or understandings
have been entered into, and giving the details thereof.

"(B) If any material change occurs in the facts set forth in the state-
ments to the issuer and the exchange and the statement filed with the
Commission, an amendment shall be transmitted to the issuer and the
exchange shall be filed with the Commission in accordance with such
rules and regulations as the Commission may prescribe as necessary or
appropriate in the public interest or for the protection of investors.

"(2) When two or more persons act as a partnership, limited partnership, syn-
dicate, or other group for the purpose of acquiring, holding, or disposing of se-
curities of an issuer, such syndicate or group shall be deemed a 'person' for the
purposes of this subsection.

"(S) In determining, for purposes of this subsection and of section 2 of this
bill, whether a person is the beneficial owner, direct or indirect, of more than
10 per centum of a class of any security, such class shall be deemed to consist of
the amount of the outstanding securities of such class, exclusive of any securities
of such class held by or for the account of the issuer.

"(4) The provisions of this subsection and of section 2 of this bill shall not
apply in respect of-

"(A) Any acquisition or offer to acquire securities made or proposed
to be made by means of a registration statement under the Securities Act of
1933.

"(B) Any acquisition or proposed acquisition of a security which, to-
gether with all other acquisitions by the same person of securities of the
same class during the preceding twelve months, does not exceed 2 per
centum of the outstanding securities of that class at the time of the ac-
quisition. As used herein the term 'outstanding securities' of a class shall
not include securities of the class held by or for the account of the is-
suer.

"(C) Any acquisition of an equity security by the issuer of such se-
curity.

"(D) Any acquisition or proposed acquisition of a security which the
Commission, by rules or regulations or by order, shall exempt from the
provisions of this subsection as not entered into for the purpose of, and
not having the effect of, changing or influencing the control of the issuer
or otherwise as not comprehended within the purposes of this subsection.

"(5) It shall be unlawful for any issuer, in contravention of such rules and
regulations as the Commission may prescribe as necessary or appropriate in the
public interest or for the protection of investors or in order to prevent such acts
and practices as are fraudulent, deceptive or manipulative, to purchase any equity
security which it has issued. Such rules and regulations may require such issuer
to provide holders of equity securities of such class with such information relat-
ing to the reasons for such purchase, the source of funds, the number of shares
to be purchased, the price to be paid for such securities, the method of pur-
chase, and such additional information, as the Commission deems necessary or ap-
propriate in the public interest or for the protection of investors, or which the
Commission deems to be material to a determination whether such security should
be sold."
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SEC. 2. That section 14 of the Securities Exchange Act of 1934 is amended
by adding at the end thereof new subsections as follows:

"(1) When two or more persons act as a partnership, limited partner.
ship, syndicate, or other group for the purpose of acquiring, holding, or
disposing of securities of an issuer, such syndicate or group shall be deemed
a 'person' for purposes of this subsection.

"(2) It shall be unlawful for any person, directly or indirectly, by use
of the mails or by any means or instrumentality of interstate commerce
or of any facility of a national securities exchange or otherwise, to make a
tender offer for, or a request or invitation for tenders of, any class of any
equity security which is registered pursuant to section 12 of this title which,
if consummated, would result in such person owning beneficially more than
10 per centum of such security, unless five days prior to the making of such
tender offer or request or invitation for tenders, such person has filed with
the Commission a statement containing such of the information specified in
paragraphs (A) and (B) of subsection 1, section 1 of this bill, and
such additional information, as the Commission may by rules and regula-
tions prescribe as necessary or appropriate in the public interest or for the
protection of investors. All requests or invitations for tenders or advertise-
ments making a tender offer or requesting or inviting tenders of such a
security shall be filed as a part of such statement and shall contain such
of the information contained in such statement as the Commission may by
rules and regulations prescribe. Preliminary copies of any additional ma-
terial soliciting or requesting such tender offers subsequent to the initial
solicitation or request shall contain such information as the Commission may
by rules and regulations prescribe as necessary or appropriate in the public
interest or for the protection of investors and shall be filed with the Com-
mission at least two days prior to the date copies of such material are
first sent or given to security holders. All copies of preliminary statements
filed with the Commission hereunder shall be clearly marked 'Preliminary
Copies' and shall be for the information of the Commission only, except that
such statements may be disclosed to any appropriate department or agency
of government and the Commission may make such inquiries or investiga-
tion in regard to such statements as may be necessary for an adequate re-
view thereof by the Commission. Definitive copies of all statements, in the
form in which such material is furnished to security holders, shall be
filed with, or mailed for filing to, the Commission and shall be sent to the
issuer not later than the date such material is first published or sent or
given to any security holders. The time periods contained in this sub-
section may be shortened as the Commission may direct.

"(3) Any solicitation or recommendation to the holders of such a se-
curity to accept or reject a tender offer or request or invitation for tenders
shall be made in accordance with such rules and regulations as the Commis-
sion may prescribe as necessary or appropriate in the public interest or for
the protection of investors.

"(4) Securities deposited pursuant to a tender offer or request or invita-
tion for tenders may be withdrawn by or on behalf of the depositor at any
time until the expiration of seven days after the time definitive copies
of the offer or request or invitation are first published or sent or given to
security holders, and at any time after sixty days from the date of the
original tender offer or request or invitation except as the Commission may
otherwise prescribe by rules, regulations or order as necessary or appro-
priate in the public interest or for the protection of investors.
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"(5) Where any person makes a tender offer or request or invitation for
tenders for less than all the outstanding equity securities of a class, and
where a greater number of securities is deposited pursuant thereto than
such person is bound or willing to take up and pay for, the securities taken
up shall be taken up as nearly as may be pro rata, disregarding frac-
tions, according to the number of securities deposited by each depositor.

"(6) Where any person varies the terms of a tender offer or request or
invitation for tenders before the expiration thereof by increasing the con-
sideration offered to holders of such securities, such person shall pay the
increased consideration to each security holder whose securities are taken
up and paid for pursuant to the tender offer or request or invitation for
tenders whether or not such securities have been taken up by such person
before the variation of the tender offer or request or invitation.

"(7) It shall be unlawful for any person making or soliciting tender
offers, or management, or any person or persons who circularize or solicit
security holders in opposition to or in favor of any such offer, to make
in connection therewith any false, deceptive or misleading statements, or
omit to state any material fact necessary in order to make the statements
made, in the light of the circumstances under which they are made, not
misleading, or to engage in such acts and practices as are fraudulent, decep-
tive, or manipulative."
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AN ACT TO ESTABLISH

A CORPORATION FOR URBAN

DEVELOPMENT

INTRODUCTION*

"The housing problem is an inevitable feature of
our modern industrial civilization and does not tend
to solve itself. Supply and demand do not reach it,
because the cost of new housing and the distribution
of income are such that [much] of the population
cannot present an effective demand for new housing.
Aid while some of the older housing is acceptable
enough, a great deal is shockingly inadequate."'

Though written thirty-four years ago, the statement has
currency today. The plight of the urban poor on a national
level, especially the non-white, in obtaining decent housing
notwithstanding a long and costly federal effort2 was most
recently articulated in the Report of -the National Advisory
Commission on Civil Disorders.' In New York, despite a

* This introduction was prepared by Joseph M. Beck, member of the Class of
1968 of the Harvard Law School, and chairman of the committee which prepared
the following statute.

1. Symposium, Low Cost Housing and Slum Clearance, 1 L. & CoNTmfp. PROB.
(March, 1934).

2. The first serious federal attempt to deal with housing for the disadvantaged
was the depression inspired Home Owners' Loan Corporation of 1933, Home
Owners' Loan Act of 1933, ch. 64, 48 Stat. 128. (For earlier federal programs
see Foreword, 32 L. & CoNTvw. PRon. 371-372 (1967).) The National Housing
Act of 1934 authorized the Federal Housing Administration to insure the loans
of private lenders where the funds were to be used for rehabilitation of existing
property. 12 U.S.C. § 1703 (1964). The Housing Act of 1949 (principally
urban renewal authorization) pledged to provide a decent home ... for every
American family. 42 U.S.C. § 1441 (1964). For a summary of major federal
housing acts from 1954 to 1965 see Lashbough, Rehabilitation of Housing: Federal
Programs and Private Enterprise, 32 L. & CONTEmp. PROB. 416, at 418-22 (1967).

3. TBE NATIONAL ADlVIsoRY COMMISSION ON CrVIL DisoRDEns, REPORT, at 467-
482. (Bantam paperback ed., 1968); see also Hearings on the Federal Role in
Urban Affairs Before the Subcomm. on Executive Reorganization of the Senate
Comm. on Government Operations, 89th Cong., 2d Sess., pt. 1, at 147 (1966).
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considerable state effort,4 the problem of providing adequate
housing remains unsolved. Public housing for low income
persons has been expensive to finance5 and slow to construct.

Completed projects have been criticized as transplanted
ghettos managed by arbitrary authorities.7 Nor have efforts
to provide new "middle income" housing in New York been
successful.8 Consequently, "middle income" families must
move into existing housing, much of which is substandard.

4. As of August 31, 1967, New York had contracted to provide $71.7 million to
enable forty-five communities to proceed with seventy-eight urban renewal projects.
It had lent $92.4 million to provide for construction of 133 low income housing
projects in thirty-nine communities throughout the state. In 1968-1969 the state
will pay $33.5 million just to maintain the low rent nature of the projects. Under
its two middle income housing programs a total of 109 projects, consisting of
approximately 65,379 apartments, were completed, under construction or in plan-
ning as of August 51, 1967. These projects represented a mortage investment
by the state of more than $923 million. Formal Budget Presentation by James
W. Gaynor, Commissioner, New York State Division of Housing & Community
Renewal, October 12, 1967, p. 2 (mimeo).

5. Burstein, New Techniques in Public Housing, 32 L. & CoNTEMP. PnoB. 528,
at 534 (1967).

6. New York City, in the summer of 1966, had a backlog of 125,000 applications
for public housing. Hearings on Demonstration Cities, Housing and Urban Develop-
ment Department, and Urban Mass Transit before Subcomm. on Housing of the
House Comm. on Banking and Currency, 89th Cong., 2d Sess. pt. 1, at 1003.
(Statement of Rep. Ryan) [Hereinafter cited as Model Cities Hearings]. See also
Burstein, supra note 4.

7. One of the most outspoken critics has been Mrs. Catherine Bauer, who helped
draft the 1937 act. She concludes, "Public housing, after more than two decades,
still drags along in a kind of limbo, continuously controversial, not dead but never
more than half alive." Bauer, The Dreary Deadlock of Public Housing, AtCHrmrC-
TURAL FORbUm 140 (1957). See Note, Public Landlords and Private Tenants: The
Eviction of "Undesirables" from Public Housing Projects, 77 YALE L.J. 988 (1968).

8. The name "middle income" is deceptive. It refers to persons too "rich" to
qualify for public housing. In New York City, a family of two adults and two
children whose income exceeded $5,760 was middle income. See Note, Government
Housing Assistance to the Poor, 76 YALE L.J. 508-512 (1966). The failure of
the state's middle income housing program was discussed by Division of Housing
and Community Renewal Commissioner, James W. Gaynor, Statement at Public
Hearings of Borough Improvement Board of Manhattan, September 27, 1967
(mimeo). Much of the blame for the plight of the "middle income" family can
be charged to Congress. Fearful that publicly constructed housing would compete
with the private sector's efforts, Congress established a "gap" of 20 percent between
the income which enables a family to afford private housing with one-fifth of its
income and the eligibility limits for public housing. 42 U.S.C. § 1415(7) (b) (il)
(1964). Though the "gap" has been eliminated and for certain cases, such as
elderly and handicapped persons, public housing authorities, faced with more
applications than units, have lowered the income limits necessary to maintain the
"gap." Note, Government Housing Assistance to the Poor, supra at 510-511.

9. Of New York City's 2,758,000 housing units, 276,000 are in substandard con-
dition. Model Cities Hearings (Statement of Mayor John Lindsay).
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And while housing quality in New York has decreased, the
proportion of family income allocated for rent has increased.10

In September, 1967, Robert Amdursky, Counsel to the New
York State Joint Legislative Committee on Housing and
Urban Development, requested the Harvard Student Legisla-
tive Research Bureau's assistance in drafting a bill to pro-
vide low and middle income housing in New York. The bill
submitted would establish a quasi-public, non-profit Corpora-
tion for Urban Development.

As the name implies, the Corporation lies between the pri-
vate and public types. It is organized for a quasi-public pur-
pose, that is, a purpose which is recognized as related to
matters in the public interest. Government participates as
owner, partner or principal creditor." Use of the quasi-
public corporate form represents an attempt to utilize the
advantages of both the public and private sectors. The
effort is not revolutionary, nor even unique. 2 It stems in
part from a feeling that the housing problem is too formid-
able for either sector alone.' 3 By joining public and private
efforts, talent from both sectors is made available. Greater
coordination can be achieved. Financing through tax exempt
bonds is possible. Other public aids such as eminent domain
may be utilized.

The Corporation is also non-profit.' 4 Despite the impor-
tance of the profit motive in achieving construction and re-

1o. Model Cities Hearings, at 1003 (Statement of Rep. Ryan).
11. Lesher, The Non-Profit Corporation, 22 Bus. LAw. 951, 960 (1967).
12 . See e.g., The Model Cities Program, 42 U.S.C. §§ 1453, 3301-13 (Supp. II,

1965-66), which represents, as well as a joining together of various government
agencies, "a unique public-private housing development effort." Taylor & Williams,
Housing in Model Cities, 32 L. & CoNTEmp. PROB. 397, 403 (1967). A familiar
effort utilizing the corporate form is the Communications Satellite Corporation.
But see Friedman, Government and Slum Housing: Some General Considerations,
32 L. & CONTEMP. PoB. 357, 368 (1967) criticizing the "bewildering, baffling
congeries of devices, many of them motivated by the hope that the market can
somehow be galvanized cheaply into life," and calling for a predominantly
public effort.

13. As noted by the Senate Banking and Currency Committee during its report
on the Rent Subsidy Bill, "the committee has concluded that housing for lower
income families can be produced in sufficient supply only through enlisting the
experience and resources of a private enterprise." S. Rep. No. 378, 89th Cong.,
1st Sess. 3, at 4 (1965), quoted in Welfield, Rent Supplements and the Subsidy
Dilemma, 32 L. & CONTEMP. PnOB. 465, at 472 (1967).

14. For a general discussion of non-profit corporations, see Lesher, The Non-
Profit Corporation, 22 Bus. L&w. 951 (1967).

1968]
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habilitation of housing,'5 there are important arguments for
restricting the Corporation to non-profit status. Apart
from constitutional considerations 6 the strongest reason is
the greater availability of government assistance to non-
profit (or limited-dividend) corporations. For example, "221
(d)3" Below Market Interest Rate Loans are restricted to
non-profit or limited dividend corporations." In addition,
the non-profit corporation provides a convenient legal form
through which public funds may be channeled between vari-
ous levels of government or to the private sector. 8

The Corporation is governed by a board of directors
selected by the Governor from the public and private sectors
and includes representatives from the landlords and tenants
of low and middle income housing. In addition, special
directors living in neighborhoods affected by Corporation
projects are to be elected. Originally, special directors were
to be appointed by the Governor; however, in view of the
tendency of the white establishment ineffectively to appoint
persons of their own choosing with ghetto "leadership,' '

selection has been left to the residents of the project. Even
so, the provision for special directors has been characterized
as merely a sop to the poor.20  For real citizen participa-
tion is possible only if real governing power is delegated to
the neighborhood level. The Corporation is thus empowered

15. Bus. WEX, at 162 (December 17, 1966); Letter from Robert Amdursky,
Counsel to the New York State Joint Legislative Committee on Housing and Urban
Development, analyzing the profit motive in attracting private enterprise to build
housing; pamphlet from Bernard E. Lashbough, Executive Director of Action
Housing, Inc., Action Housing at 7 (June, 1967).

16. McKinney's Const. Art. 18, § 2.
17. Housing Act of 1961 § 101(a) (6), 12 U.S.C. § 17151(d) (3) (1964).
18. Lesher, supra note 14, at 951.
19. As noted by Daniel Watts, editor of LrmEATort, "The Negro preacher has

been the self-appointed leader of the community and the white power structure of
the city would like to deal with him. But this does not get through to the
'soul brothers' who could get the idea to burn the community down." Chicago
Daily News, June 7, 1967, at 9, col. 1. Quoted in Babcock & Bosselman, Citizen
Participation: A Suburban Suggestion for the Central City, 32 L. & CoNTEMP.
PnoB. 220, at 221 (1967).

20. Milton Cole, Director of the Jamaica Plain Area Planning Action Council in
Boston, in an interview with the author. APAC is a non-profit neighborhood anti-
poverty corporation controlled by local residents.

[Vol. 5: 529
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to turn over a project, at any stage of development,2" to a
neighborhood-controlled subsidiary corporation.

The Corporation's purposes may be summed up as four-
fold: (1) to attract private investment in the low and middle
income housing market; (2) to construct and rehabilitate low
and middle income housing and related facilities; (3) to aid
low and middle income persons in acquiring ownership; and
(4) to encourage others to construct and rehabilitate housing
for low and middle income persons, with strong emphasis
placed on aiding the single parcel resident landlord to re-
habilitate. In order to achieve these purposes, the Corpora-
tion has general powers to receive grants, 22  perform re-

21. The poor have been successfully brought into the decision-making process
even before construction. Interview with Felix Obinani, Harvard Graduate School
of Design, discussing the role of the poor in planning in New York's Bedford-
Stuyvesant Restoration Corporation. Cf. Stokely Carmichael's assertion that "Only
blacks can plan for a black community," quoted by Tom Wicker, New York Times,
Feb. 15, 1968, editorial page. Wicker concluded, "Urban housing in America is
primarily a concern of poor black people, and ought therefore to be designed for
their needs, and who knows their needs best?" And see Babcock & Basselman,
supra note 19, at 225, advocating resident involvement in design: "One only needs
to look at a few typical examples of public housing ... to conclude that the
neighborhood would be hard put to do worse than City Hall." A remarkable
example of poor persons actually constructing their own homes was reported by
the Wall Street Journal, Nov. 13, 1967 at 1., col. 1. Prefabricated materials were
used. The corporation contracted out for technical work such as plumbing, heating
and electrical wiring. There were still substantial savings. The Journal noted
that self-help so reduced costs that a downpayment was not needed. A finished
home was worth $14,000, but the owner could return construction costs with a
$9,500 mortgage. Thus families who could not have saved enough for a down-
payment, but could make mortgage payments, found it possible to buy for no more
than it costs to rent. "Front money" was provided through $200,000 in contributions
from the business community. FHA insured mortgages with local banks supplied
financing needs.

The idea of "self-help" has received increasing support. See 113 CONG. IEC.
S.3769 (daily ed. March 14, 1967) (The War on Poverty Message from the
President); Hearings on the Federal Role in Urban Affairs Before the Subcomm.
on Executive Reorganization of the Senate Comm. on Gov't Operations, 89th Cong.,
2d Sess. pt. 1, at 38 (Statement of Senator Robert Kennedy); Model Cities
Hearings at 228 (Statement of Mayor Lindsay).

22. The non-profit Bedford-Stuyvesant Restoration Corporation recently received
a pledge of one-hundred million dollars in mortgage funds to be insured by FHA.
The money may be used to "buy or rehabilitate homes or consolidate existing debts
on them." New York Times, April 2, 1968, at 1, col. 2. See also the discussion
of the availability of grants of "supplementary" funds under the Model Cities
Program by Taylor & Williams, Housing in Model Cities, 32 L. & CONTEAW.
PitoB. 397, at 405-06 (1967).
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search,2 3 borrowi2 and acquire and dispose of interests in real
and personal property. All of its property is tax exempt.
In addition the Corporation is granted the power of eminent
domain 5 The Corporation's specific powers may be briefly
summarized. They include the construction of low and middle
income housing, the provision of incentives to developers
and landlords for the construction and rental of low and
middle income housing, the facilitation of ownership of
housing by low and middle income persons, the encourage-
ment of rehabilitation of low and middle income housing, and
the provision of advice concerning relevant federal programs.

A. Construction. The Corporation is authorized to con-
struct low and middle income housing which may be sold or
leased to non-profit or limited profit corporations or to in-
dividuals intending -to reside therein. Preference is given
to corporations controlled by prospective residents. The
Corporation may rent a percentage of the units to higher
income persons at a profit which will go toward subsidizing
rentals for low income families. The Corporation may con-
struct related community facilities in carrying out its hous-
ing construction powers.26

The Corporation's powers extend beyond the isolated proj-

23. The need for research was recently well put by HUD Secretary Robert Weaver
in testimony before the House Appropriations Committee:

Sophisticated research techniques and close working partnership between the
Federal Government and private industries, universities, and private research
foundations have yielded spectacular results in agriculture, in public health,
in space exploration, and in many other areas. It is sad but true that nothing
even remotely comparable exists to investigate and throw light on the problems
that plague our cities and the people who live in them. Hearings on the
independent Offices and Department of Housing and Urban Development
Appropriations for 1968 before the Subcommittee on Indep. Offices and Dept.
HUD of the House Comm. on Appropriations, 90th Cong., 1st Sess. pt. 3, at 4
(1967).

24. For a discussion of the many federal lending programs see Fitzpatrick,
PHA and FNMA Assistance for Multifamily Housing, 32 L. & CONTEM'. PEW.
439 (1967).

25. For discussion see comment on section 308.
26.As noted by one commentator, "...housing problems have taken on new

dimensions. Adequate housing now signifies much more than a well-built structure.
It includes accessibility to schools, parks, playgrounds, highways, public trans-
portation, and shopping facilities." Foreword, 32 L. & CONTEMa'. P.RoB. 187 (1967).
Furthermore, construction of community facilities may be an inducement to private
capital. Note, Urban Renewal: Problems of Eliminating and Preventing Urban
Deterioration, 72 ILmv. L. REV. 504, 532 (1959).

[Vol. 5: 529534
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ect and enable it to participate in the planning and con-
struction of new cities and suburbs 7

B. Incentives to Developers and Landlords. The Corpora-
tion may, rather than construct housing itself, encourage
others to do so through low cost loans to developers. Especi-
ally helpful should be loans of "seed" or "front" money to
developers who can secure permanent financing through the
Federal Housing Administration. More importantly, it may
agree in advance to purchase privately constructed housing
by a method similar to the highly acclaimed "Turnkey" ap-
proach used by some public housing authorities.28  Or the
Corporation may agree to a sale and lease back arrangement
with the same private developer.2 9 A guarantee against a
"negative net income" on low or middle income units is of-
fered by the insurance provisins?0

C. Ownership. A major thrust of the bill is to facilitate
the acquisition of ownership by low and middle income per-
sons. The assumption is that ownership is often politically,
socially and economically more desirable than tenancy.3' The

27. See Spengler, Population, Pressure, Housing, and Habitat, 32 L. & CoNrxaP.
Pno. 191, 206, 208 (1967), citing examples of planned cities. Professor Spangler
argues, "Perhaps the greatest promise lies in the development of an adequate
number of additional cities of such size-say 100-200 thousand-as provides com-
munal opportunity, together with near-optimum conditions for housing and macro-
habitats as well as abundant access to amenities and recreational space."

28. 'Turnkey" housing is 10% cheaper than traditionally constructed public
housing and can be completed in two-three years less time. Burstein, supra note 5,
at 534; see also Boston Sunday Globe, at B-41, col. 1, November 5, 1967, quoting
Asst. Sec. of HUD Don Hummel.

29. While the developer would lose amortization deductions, INT. REV. CODE of
1954, § 167, he could deduct rent, § 162. The rent would provide him with a
source of income and would lessen the stigma of public-or "quasi-public"-housing
by substituting a private landlord.

30. The idea is taken from a bill of Senator Robert Kennedy, S.2100, 90th Cong.,
Ist Sess.

31. The Riot Commission states, '"ne ambition to own one's own home is shared
by virtually all Americans, and we believe it is in the interest of the nation
to permit all who share such a goal to realize it" supra Note 3, at 477. A number
of studies indicate that homeowners take better care of their dweliings than do
tenants. BosToN REDEVELOPmENT AumorTr , PLANNING Dz.AnTiimsNT, HOUSING
iN BosaoN 8 (July 1967). See also MILLSPAUGH & BnECKNFELn, THE Hum"Lr
SIDE OF UEnAN RENEWAL, 223-33 (1958). Ownership is said to provide low
income families with a "stake" in society. RIOT COMMISSION RE.POnT, supra note 3,
at 477. Increased ownership has been made one of the principal goals of Boston's
Model Cities program. Application to the Department of RU)D for a Grant to
Plan a Comprehensive City Demonstration Program (City of Boston, Massachusetts)
(April 27, 1967) at Part MI B & C, 8.
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bill thus attempts to bring home or condominium ownership
within the reach of those who want it.

The opportunity for condominium or home ownership is
increased through the "ownership corporation" provisions.
The Corporation, having obtained housing, creates an "owner-
ship corporation." The housing is then transferred to the
ownership corporation in exchange for all its shares. Low
and middle income persons are invited to purchase shares
which entitle them to full ownership of a unit, plus joint
ownership of common property such as halls, stairs or eleva-
tors, lobbies and recreation areas. In addition, the share
gives the owner a vote in electin? directors to manage the
corporation. An important difference from the normal con-
dominium arrangement is that the Corporation, rather than
a probably skeptical private lending institution, stands as
mortgagee to the low or middle -income owner to be.

Further provisions authorize the Corporation to insure
low interest rate 'loans made by private lenders to low or
middle income persons. The loan is -to be used to make a
downpayment toward ownership.2 Where the Corporation
is satisfied that a private lender will not advance the insured
loan, it may lend the funds itself to a qualified person, again
to be used for a downpayment.

D. Rehabilitation. Increasing criticism of the urban re-
newal "bulldozer" approach33 has resulted in more emphasis
on rehabilitation of existing lower and middle income hous-

32. Many low and middle income persons could convert rent payments to mortgage
payments but are denied the chance for ownership because of downpayment require-
ments. Wall Street Journal, supra note 21; Interview with David Wylie of the
Boston Redevelopment Authority, November, 1967 (Boston, Massachusetts).

33. One problem has been with relocation methods used by renewal authorities.
See NATIONAL ComITEE AGAINST DiscsIMmNATxoN IN HOUSING, HOW THE
FEDERAL GovE N2vNT BUILDS GETToEs (1967); Note, Judicial Review of
Displacee Relocation in Urban Renewal, 77 YALE L.J. 966 (1968). See generally
C. Aaa As, THE CrrY Is TnE FloNE (1965); Note, Urban Renewal, supra
note 26. Another frequent criticism has been that urban renewal destroys more
housing than it creates. Appleby, Logue's Record in Boston: An Analysis of his
Renewal and Planning Policy, May 1966 (mimeo). Cited in The Case Against
Urban Desegregation, 12 SOCIAL WoR, no. 1, at 16 (1967). Finally, the program
is said to be too slow. Leach, The Federal Urban Renewal Program: A Ten-rear
Critique, 25 L. & CONTEmp. PEOB. 777-78 (1960), who notes that though
Boston's urban renewal program "has made discernible progress.., the rate of
renewal activity is being outstripped by the rate of decay .... 22,000 more
dwellings have fallen into the substandard category. This is nearly three times
the amount of poor housing eliminated in the last ten years. What is true in
Boston is true in virtually every urban area in the United States.'

[Vol. 5: 529
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ing.3' The Corporation attempts to encourage rehabilita-
tion by use of carrots and a stick. As a positive incentive,
the Corporation is authorized to insure loans to landlords
of low and middle income housing made by private lenders.
The funds must be used for rehabilitation. Preference is
given to resident single parcel landlords.3 - As in the case of
loans to low and middle income tenants for downpayments,
the Corporation, when satisfied that the insurance offer is
insufficient to attract private funds, may directly advancefund.36

Landlords are encouraged and helped to organize within
neighborhoods and blocks to insure that a single parcel is
not improved over and above the rest of the neighborhood. 7

The Corporation may assist in sanitary code enforcement
and receivership. The subject of an adequate sanitary or
housing code per se is-beyond the scope of the bill. 8 Taking

34. Finding a Profit in Slum Streets, Bus. WEX 52 (Feb. 4, 1967). However,
the expense of rehabilitation is said to be a significant deterrent. Model Cities
Hearings at 499 (Statement of Professor Paul Davidoff, Hunter College).

35. An excellent study of Newark housing by George Sternlieb repeatedly stresses
the virtues of the resident single-parcel landlord over the absentee multi-parcel
tenement owner. He argues that a major problem in slums is the attitude of tenantry,
"largely a function of their basic alienation from the absentee landlord," (emphasis
original). Sternlieb also discovered that the single-parcel owner "by a very large
margin has the smallest proportion of poorly-kept and the highest proportion of
well-kept parcels." STEENLIEB, THE TENEmNT LANDLORD xv (Summary of
Findings), 233 (1966).

36. There are several federal insurances, loan or grant programs for rehabilitation.
FHA insurance for rehabilitation in urban renewal areas is provided by section
220(h) of the National Housing Act of 1934, as amended, 12 U.S.C. § 1715k(h)
(Supp. 1967). The program has been described as "virtually inoperative, presum-
ably because of lack of interest on the part of private lenders." Keith, National
Housing Needs, 32 L. & CONTEwI'. P oB. 209, 217 (1967). Section 312 of the
Housing Act of 1964, 42 U.S.C. § 1452b (Supp. 1967) extends three percent loans
to owners for rehabilitation in renewal or code enforcement areas. Up to $10,000
per unit is available. Section 115 of the Housing and Urban Development Act
of 1965, 42 U.S.C. § 1466 (Supp. 1967), offers direct rehabilitation grants of
up to $1,500 to low income homeowners in code enforcement areas. Early reports
on use of the latter two programs are discouraging. For instance, Boston has more
than 312 loans and 236 grants than any other city in Region I; yet these total
only 124 loans and 236 grants. Indeed in Boston more rehabilitation has been
performed with conventional bank loans than with 3 percent 312 loans. See
HousiNG IN BosToN, supra note 31, at 17.

37. As one landlord explained, 'Td like other landlords on ... Street to get
together, it just does not make any sense for one of us to do it alone." Sternlieb,
supra note 35, at 223.

38. The necessity of a program of code enforcement in an area in order to
obtain federal grants, insurance, and loans has been cited in note 36, supra.
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the New York code as it is, the Corporation's role will be to
act as receiver of property in continued violation of the code
pursuant to court order. Despite New York's pioneering
"prior lien" technique, 9 it has been difficult to find private
receivers for repairing slum properties; and though eligible,
cities usually cannot afford to do the work themselves. 40 In
view of its non-profit status and state financial backing, the
Corporation, therefore, should be an excellent candidate for
the role of receiver.

E. Advisory. The need of developers, banks, landlords
and the poor for advice concerning available housing pro-
grams is well established. In addition to providing advice
and clarification generally about state and Corporation pro-
grams, the Corporation focuses on two areas: (1) advice to
persons seeking to form housing cooperatives and obtain fed-
eral aid under section 213 of the National Housing Act ;"' and
For an article explaining Congress' view that code enforcement should be a pre-
requisite to participating in federal programs, see, Rhyne, The Workable Develop-
ment, 25 L. & CoNTmn'. PRoB. 685, 686 (1960).

Of course, enforcement of housing codes has intrinsic merit apart from the
obtaining of federal money. It compels violators to meet standards of health and
safety for residential housing; and it serves to deter others from allowing their
property to fall below these standards. See Note, Enforcement of Municipal
Housing Codes, 78 HABV. L. REV. 801 (1965). As a result, private investment
in slum housing is stimulated (or forced), leading to a savings of public money.
Note, Preference Liens for the Costs of Repairing Slum Property, 1967 WASH.
UNIv. L.Q. 141. See generally, Note, Enforcement of Municipal Housing Codes,
supra, note 157; WHEATON, MILGAM & MEYERSON, URBAN HousiNG 373-409
(1966); MANDELKEr, MANAGING OtLm URBAN ENVIRONMENT 655-89 (1966).

39. Basically, the New York law provides that a court appointed receiver shall
have a lien on the property for his repair expenses. Recognizing that slum prop-
erties are usually heavily mortgaged, and that the normal lien would thus be
worthless, the lien is made prior "over all other mortgages, liens and encumbrances
of record except taxes and assessments made pursuant to law." N.Y. MuLT. DWELL.
LAw § 309(4)a (McKinney Supp. 1967). See Note, Preference Liens, supra
note 38; Gribetz, New rork City's Receivership Law, 21 J. oF HOUSING 297 (1964).

40. "Now one of the great problems [in enforcing New York's receivership law]
is that there are not adequate funds available for the city. It has receivership
powers but it has very limited funds." Model Cities Hearings (Statement of Profes-
sor Davidoff), at 499.

41. 12 U.S.C. § 1715e (Supp. 1967). Basically, a cooperative arrangement
works as follows: A corporation usually owns the housing. Each member owns
stock which entitles him to live in the housing and vote for directors. A single
mortgage covers the whole dwelling or project. The corporation pays all expenses,
including payments on the mortgage, out of fees collected from the cooperators.
The fees may vary with the size and quality of individual units within the
cooperative. The section 213 program provides mortgage insurance for cooperatives.
Title must reside in a non-profit corporation or trust which is owned by, and
provides housing for, the cooperators. (The Corporation for Urban Development
is thus ineligible for insurance, because it is not owned by the residents).
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(2) assistance to non-profit or limited profit corporations in
applying for federal rent supplement funds under section 101
of the Housing and Urban Development Act of 1965.42

AN ACT

To establish a Corporation for Urban Development
in order to provide safe and sanitary low and middle
income housing and related facilities.

PART I

TITLE AND DEFINITIONS

S= ox 101: Short Title
This statute may be referred to as the "Corporation for

Urban Development Act."

SEcTION 102: Definitions
(a) "Corporation" means the Corporation for Urban De-

velopment which is established in section 201 of this statute.
(b) "Organization" includes a corporation, business trust,

estate, trust, partnership or association, two or more indi-
viduals having a joint or common interest, or any other legal
or commercial entity.

(c) "Person" includes an individual or an organization.
(d) "Urban development" means the orderly design, con-

struction and rehabilitation of residential, commercial and
industrial sites, buildings and transportation facilities ac-
cording to a general plan approved by the municipality or
other political subdivision.

(e) "Low income housing" means ,housing constructed,
or to be constructed for, and provided, or to be provided to
tenants whose income levels conform to the income level re-

42. The federal rent supplement program has been described as "potentially the
most important development in federal housing policy since the advent of urban
renewal in 1949." Note, Government Housing Assistance to the Poor, supra note 8,
at 518. A principal purpose of the legislation was to eliminate public landlords and
construction, and shift the emphasis to private sponsors such as churches, labor
unions and private limited-dividend corporations. Thus public sponsors such as
the Corporation are basically ineligible. 12 U.S.C. § 1705s(b) (Supp. 1967). The
only present provision under which a " public body" can receive funds is the experi-
mental program of housing for the elderly or handicapped. 12 U.S.C. § 1705s(h).
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strictions enforced by the local public housing authority in
the municipality in which the housing is, or is to be, located.

(f) "Middle income housing" means housing constructed,
or to be constructed for, and provided, or to be provided
to tenants whose income levels exceed the income level re-
strictions enforced by the local public housing authority but
which are not sufficiently high to enable them to afford safe
and sanitary private housing with one-fourth of their net
income. "Net income," for the purposes of this subsection,
means gross income less those exemptions allowed by a
local housing authority against the gross income of a tenant
of public 'housing.

(g) "Low or middle income person" is a person whose in-
come qualifies him for low or middle income housing respec-
tively.

(h) "Slums" include a building, buildings or area des-
ignated as substandard under the rules and conditions of
the federal Department of Housing and Urban Develop-
ment.

(i) "Non-profit corporation" means a corporation no
part of the income or profit of which is distributable to its
members, directors or officers.

(j) "Net income" means the amount of "taxable in-
come" of any person as defined in Section 63(a) of the In-
ternal Revenue Code of 1954. (Jan. 1, 1966 ed.)

(k) "Project" means a specific work or improvement by
the Corporation, including low or middle income housing,
lands, buildings and related community facilities.

(1) "Housing project" means a specific work or improve-
ment by the Corporation of (1) a single multi-resident dwel-
ling place of twenty-five or more units, or (2) fifteen or more
multi-resident and/or single-resident separate dwelling places
within at least one, and no more than three, blocks of a
neighborhood.

(m) "Initiation of a housing project" occurs whenever
performance of the project has been adopted by the Corpora-
tion in the ordinary course of its business.

(n) "Subsidiary corporation" means a corporation
created or recognized by the Corporation in accordance with
section 304(a) of this act.

[Vol. 5: 529



A Corporation for Urban Development

(o) "Ownership corporation" is a corporation created
by the Corporation in accordance with section 304(b) of this
act.

PART II

CREATION, MEMBERSHIP, AND DIRECTORS
OF THE CORPORATION

SECoN 201: Creation of the Corporation
There is hereby created the Corporation for Urban Develop-

ment as a membership corporation. The Corporation shall
have the powers, duration, immunities and obligations of a
membership corporation organized under the Membership
Corporation Law, in addition to the powers herein prescribed.
The Corporation shall possess all the powers conferred upon
corporations by the Business Corporation Law insofar as
they do not conflict with this act and the Membership Cor-
porations Law.

COMMENT: Due to the diversity of corporation laws in
the several states, it may be necessary to adapt this section
and others to the applicable state laws which are analogous
to the laws of New York upon which this statute is based.
Sections 209 and 210 also rely upon New York's law by way
of example.

SEcTION 202: Non-profit Status
The Corporation shall be operated without profit:

(a) No member, director or officer, may be compen-
sated by the Corporation, except reasonably for services
performed other than as a member, director or officer.

(b) Upon dissolution of the Corporation and after
payment of all of its debts and liabilities of whatever
kind, all of its remaining funds, property, and rights
and interests in property shall vest in the state. No
member, director, officer or other person shall be en-
titled to any distribution or division thereof.

SECTION 203: Membership
Membership in the Corporation shall be open to all do-

mestic or foreign organizations with offices in the state or
authorized to do business in the state.
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SEcT oN 204: Board of Dieectors
(a) In addition to the special directors described in sec-

tion 205, the Board of Directors shall consist of thirty-six gen-
eral directors, of whom twenty-four shall be public and
twelve shall be private.

(1) All general directors shall be appointed by the
governor.

(2) Of the original thirty-six, twelve shall serve for
one year, twelve for two years, and twelve for three
years. All subsequent general directors shall be ap-
pointed for terms of three years, provided that the
original ratio of two public directors for every private
director shall at all times be maintained.

(3) Any public director shall resign within sixty days
of the termination of his public status.

(4) Any director may be removed for cause by a
two-thirds vote of a quorum of the board.

(b) The public directors shall be appointed as follows:
(1) fourteen representatives of local government,

and
(2) five officials in the executive branch and five rep-

resentatives from the legislative branch of the state
government.

(c) The private directors shall be appointed as follows:
(1) four representatives from the private sector, and
(2) at least one representative from each of the fol-

lowing categories: labor, finance, insurance, construc-
tion, real estate, landlords of low and middle income
housing, tenants of low income and tenants of middle
income housing.

COMMENT: The number of public directors (state and mu-
nicipal officials) is set at two-thirds the total board, because
anything less could jeopardize the Corporation's "public"
status and make tax exempt bonds harder to justify. In ad-
dition, granting of powers of eminent domain and condemna-
tion seems less arbitrary with a board the majority of which
consists of public officials.

Terms of office are staggered to provide continuity and
carry-over of experience from year to year. The draftsmen
strongly urge that designation of tenants or owners from
low and middle income housing as directors is essential to
carry out the corporation's objective.
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SEOTIo 205: Special Directors
(a) Whenever a specific housing project, as defined by

section 102(1), is initiated, as defined in section 102(m), by
the Corporation, the residents shall have the opportunity to
choose a special director.

(1) Within ten days after a housing project has
been initiated, the Corporation shall inform by registered
mail each resident of the housing project of his right
to choose a special director and shall explain the nature
of the special director's duties. The Corporation shall
provide upon request any further assistance to the resi-
dents to help them in making their selection.

(2) Any dispute over selection shall be resolved by
the Corporation's board or their delegate upon petition
of at least twenty-five per cent of those then residing
within the housing project.

(3) In the event that no special director is selected
by the residents within forty days of the housing proj-
ect's initiation, the Governor may appoint a resident
of the housing project as special director. The appoint-
ment of any special director shall expire whenever the
residents select a special director.

(b) A special director shall serve for the duration of a
housing project or for three years, whichever is shorter, but
may be selected again by the residents should a project con-
tinue for more than three years.

(c) A special director may be removed as provided in
section 204(a) (4) or upon petition of three-fifths of those
then residing within the housing project.

(d) A special director shall have only the powers of a di-
rector which directly relate to the particular project for which
he is chosen, including, but not limited to, the power to vote
on matters pertaining to the

(1) construction or rehabilitation of a particular
project;

(2) selection of a site;

(3) design of units; and
(4) allocation of funds already appropriated for the

particular project.
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COMMENT: The section on special directors went through
a number of revisions. The central ideal remains: to mean-
ingfully involve low and middle income persons in the de-
cision-making process of the Corporation. The residents of
a Corporation "housing project" may elect a special director
when the 'housing project is "initiated." Ten days after in-
itiation, the Corporation must notify residents by registered
mail of their opportmnity to select a special director. The
Corporation must explain the nature of the special director's
duties and, upon request, assist residents in making their
choice. Any dispute over selection is resolved by the Cor-
poration upon petition of at least twenty-five percent of the
residents of the project. Provision is made for removal for
cause and for length of service.

If no special director has been selected -within fort,
days of initiation, the Governor may appoint a special direc-
tor. The appointment terminates when a special director is
selected by the residents.

The powers of a special director are like those of a general
director, except that they only extend to matters that " I directly
relate to the particular project" for which the special director
was selected. Thus a special director will have equal powers
with general directors on matters concerning, among other
things, construction or rehabilitation of the project, design,
site selection and allocation of funds already appropriated
for the project.

Special directors should give the affected neighborhood a
sense of participation far beyond the routine, ritualistic, and
ineffective "hearings" to which the residents axe now sum-
moned long after crucial decisions have been made. Fur-
ther, such directors would possess an intimate knowledge of
their particular neighborhood problems and thus be of service
to the regular board.

A problem area of interpretation is in limiting a special
director to "related" matters. Special directors should not
have a vote on long range policy matters or broad financial
decisions concerning the overall Corporation program; nor
should they be permitted to vote on other projects being con-
sidered or performed by the Corporation. At the same
time, they must possess all the powers of general directors
as regards matters concerning their partilax projects.
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It should be noted that special directors will not upset the
balance of two-thirds public and one-thirds private directors.
In the first place, major policy decisions and long-range
planning will be conducted by the general directors. In the
second place, a special director will be voting and sitting as
a director only as relates to his particular project. Thus
to the extent he participates, the balance of public directors
will be two-thirds less one.

SEcTiox 206: Status of Public Directors
All employees and elected officials of state or local govern-

ment shall be eligible to serve as directors or officers of the
Corporation, notwithstanding their exercise of official politi-
cal control over the Corporation or its activities.

SECTiOO 207: Duties of Private Directors and Members
The fact that an organization is a member of the Corpora-

tion, or that its members, officers or directors are directors
of the Corporation, shall not prevent it from concluding con-
tracts with the Corporation in good faith, publidcy, and in
accordance with the provisions of applicable law and pro-
cedures set forth in the by-laws.

SECTION 208: Limited Liability
Neither regular nor special directors, nor any officer or em-

ployee of the Corporation, while acting within the scope of
his authority, shall be subject to any personal liability result-
ing from the activities of the Corporation.

SE CT o 209: By-Laws
The by-laws shall be adopted at the initial meeting of the

Board of Directors. The by-laws shall provide
(1) procedures for the annual election of officers and

definitions of their powers;
(2) procedures for the admission and withdrawal or

expulsion of member organizations; and
(3) all necessary provisions for the management of

the affairs of the Corporation pursuant to the Business
Corporation Law or this Act.

1968]



546 Harvard Journal on Legislation [Vol. 5: 529

SFcTIo 210: Contract Regulation
In negotiating, awarding and carrying out any contract to

which the Corporation is a party, the Corporation and those
dealing with it shall be subject to the provisions of Article
5-A of the General Municipal Law insofar as those provisions
do not conflict wit lithis Act.

PART 11I

PURPOSES, POWERS AND PROGRAMS

SEcTiON 301: Purposes
The Corporation shall be operated for the following pur-

poses:
(1) constructing, developing, acquiring or rehab'litat-

ing low and middle income housing to be owned and/or
operated by others or by the Corporation, and com-
mercial and industrial facilities to be operated by others;

(2) purchasing, leasing or otherwise acquiring slum
properties to be developed or rehabilitated;

(3) encouraging the formation of local and regional
non-profit organizations to operate the residential, com-
mercial and industrial facilities which are constructed,
developed or rehabilitated by the Corporation;

(4) encouraging the private construction, develop-
ment and rehabilitation of 'low and middle income hous-
ing; and

(5) performing all other acts which the Corporation
shall deem necessary and advisable to promote the de-
velopment of adequate safe and sanitary housing for
low and middle income families.

SEC TiON 302: General Powers
The Corporation shall have the following general powers:

(1) To borrow money and to issue negotiable obliga-
,tions therefor, provided that the state shall be surety for
all debts of the Corporation except those otherwise in-
sured.

(2) To receive grants from corporations, trusts, foun-
dations, associations and other private sources, and
from federal, state and municipal governments.
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(3) To receive loans and mortgage insurance from
federal, state and municipal sources.

(4) To acquire by purchase, lease, gift, bequest, de-
vise or otherwise real or personal property including
existing low or middle income housing or interests
therein.

(5) To sell, lease, mortgage or otherwise dispose of
or encumber any of its real or personal property in-
cluding existing low or middle income housing or any in-
terest therein upon such terms as it may determine,
notwithstanding anything in the Membership Corpora-
tions Law to the contrary. Preference in transferring
existing multifamily housing shall be given to pur-
chasers or lessors who intend to reside therein.

(6) To conduct, assist, promote and encourage such
research as will aid the Corporation or others in better
carrying out the purposes and policies of this act.

(7) To perform all other acts which the Corporation
shall deem necessary and advisable to carry out its pur-
poses pursuant to this act.

COMMENT: Most of the section is self-explanatory. Subsec-
tions (4) and (5) enable the Corporation to buy up existing
multifamily housing and transfer it to resident landlords.
The idea is to encourage ownership by the resident, single-
parcel landlord, as a means of lessening tenant alienation
and improving maintenance. Since the Corporation is non-
profit, it should be able to transfer the housing on easy
terms.

SEcTION 303: Purchase and Construction of Housing
(a) The Corporation may purchase housing for sale, rent,

or leaseback in order to provide a market for developers and
to enable them to recover their investments expeditiously.

(1) Any person may submit a proposal that the Cor-
poration should purchase a low or middle income hous-
ing project. If the proposal meets the requirements
specified by the Board of Directors, the Corporation may
issue a letter of intent to purchase so that the developer
may prepare final plans and specifications.
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(2) If the Corporation approves the final plans and
specifications, the Corporation and the developer shall
appoint an independent appraiser to prepare cost esti-
mates which they shall use to negotiate a price and ex-
ecute a contract of sale. The Corporation may finance
the construction costs of the developer if 'he agrees to
renegotiate the price so as to limit his net income to six
per cent.

(3) The Corporation may
(i) rent units to low or middle income tenants;
(h) sell units to low or middle income persons on

a condominbim basis;
(iii) lease back the project to the developer for

rental to low or middle income tenants, subject to
the rules and regulations established by the Board
of Directors; or

(iv) otherwise dispose of -the project in any man-
ner consistent with the provisions of this Act.

CoMMENT: This subsection authorizes the Corporation to
acquire housing pursuant to the currently favored turnkey
approach. It is patterned after the provisions of the Hous-
ing Assistance Administration's "Low Rent Housing Man-
ual" of September, 1967. It also enables the turnkey de-
veloper to lease back the housing from the Corporation. In
addition to the incentives of turnkey, the section offers the
developer a chance to regain the housing and thus a source
of income by subletting. Furthermore, -the developer could
deduct rent paid to the Corporation from its gross income.
Finally, the section would eliminate the stigma of public (or
quasi-public) housing by substituting a private landlord.

Developers who limit their net income to six per celnt per
annum are eligible for Corporation financing and insurance
under sections 306 and 305.

SEcTiox 303(b) The Corporation may purchase real estate
and construct, rehabilitate, or improve low and middle in-
come housing thereon.

(1) The Corporation shall transfer completed proj-
ects to:
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(i) non-profit or limited dividend organizations
controlled by prospective or actual residents of the
projects; but if these organizations are not available,
then to

(ii) other non-profit or limited dividend organiza-
tions; or

(ii) public housing authorities.
(2) If the Board of Directors finds that the com-

pleted projects cannot feasibly be transferred according
to subsection(b) (1), the Corporation shall rent the units
to tenants of whom at least seventy-five percent shall be
low or middle income families. Rentals shall be com-
puted on a unit cost basis which will amortize the total
cost of each project; any rentals in excess of the unit
cost shall be used to subsidize rents paid by low income
families who are tenants of any projects owned or op-
erated by the Corporation.

COMMENT: This subsection authorizes the Corporation
itself to undertake construction and suggests preferential
treatment for tenant associations. It authorizes the Cor-
poration to retain title and act as landlord. In order to make
units available to persons who could not otherwise afford
them, the Corporation is permitted to rent a certain percent-
age of the units at a cost-plus rate to be set by the Board.
In effect the Corporation is using middle income rentals to
subsidize lower income tenants. This provision also has the
desirable effect of promoting economic integration.

In New York the constitution permits aid to "persons of
low income as defined." Article XVI, section 1. Thus it
is left to the legislature to define what is meant by "persons
of low income." Minkin v. City of Neul York, 198 N.Y.S.
2d 744, at 746 (1960). Courts have upheld publicly aided
housing that benefits "a middle income group as long as in-
come is not sufficient to produce that rental which attracts
private industry to build housing." (helcy v. Buffalo Munic-
ipal Housing Authority, 24 Miss. 2d 598, 206 N.Y.S. 2d 158
(1960).

Neither case deals with the use of middle income rentals
to subsidize low income rentals. But in view of the absence
of restrictions in the constitution there would seem to be no
problem with subsidies as long as -the middle income tenants
fall within the (helcy criterion.
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SEcTioN 303(c) In carrying out its powers under this sec-
tion, the Corporation may construct such recreational, edu-
cational, cultural .and other community facilities as may be
incidental or appurtenant thereto.

COMMENT: This subsection expands the Corporation's
powers beyond the isolated project to construction of recre-
ational, educational, cultural and related community fa-
cilities. The authorization recognizes that provision of ade-
quate housing is not limited to provision of a well-built
structure.

SicTIox 304: Subsidiary and Ownership Corporations.
(a) The Corporation may delegate, initially or at any

later stage, the acquisition, construction, reconstruction or
rehabilitation of a housing project or any part thereof to a
non-profit subsidiary corporation.

(1) A majority of the subsidiary corporation's board
must be residents of the delegated housing project.

(2) The Corporation shall, upon request, assist per-
sons interested in forming a subsidiary corporation, in
obtaining financing and in carrying out delegated proj-
ects or parts of projects.

(b) The Corporation may transfer ownership of housing
projects to ownership corporations comprised of groups of
tenants.

(1) The Corporation shall initially lease a housing
project to a group of tenants and organize a training
program to enable them to operate and maintain the hous-
ing project and to manage an ownership corporation.

(2) The Corporation shall then create an ownership
corporation and transfer the housing project to it in re-
turn for all of its shares. The shares shall not be of
equal value. The value of each share shall be equal to
the value of one housing unit and an undivided interest
in the common property of the housing project.

(3) The Corporation shall offer these shares solely to
the tenant group. When the tenant group agrees to buy
the shares after satisfactorily completing a training pro-
gram organized pursuant to subsection (b) (1), the Cor-
poration shall
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(i) cancel the existing leases,
(ii) take in exchange for the shares either mod-

est downpayments in no case to exceed six months
rent or unsecured promises from the purchasers to
perform maintenance or other services of equal
value, and

(iii) retain individual security interests in each
housing unit and common property to secure the
remainder of the debt.

(4) Each share shall entitle the holder to vote for di-
rectors of the ownership corporation. Each share shall
vest title to the particular housing unit in the -share-
holder, and shall vest in him an undivided interest in all
the common property of the ownership corporation.

(5) One share sha be transferable, subject to the
security interest of the Corporation, -to any resident or
prospective resident who

(i) shall have satisfactorily completed a training
program organized pursuant to subsection (b) (1),
and

(ii) owns no other share in any ownership cor-
poration of -the Corporation.

CoMMENT: Mere provision in section 205 for special di-
rectors selected by the poor does not guarantee effective
citizen participation. Section 304(a) thus supplements sec-
tion 205 by enabling the Corporation ,to delegate all, or any
part of, a housing project to a subsidiary corporation. De-
legation may be made at any stage of project development.
The Corporation may delegate the project to a subsidiary
already formed by neighborhood residents; or if no sub-
sidiary has been formed, it shall, upon request, aid residents
in formation and related activities.

Section 304(b) represents an attempt to improve upon
condominium arrangements. To the normal bundle of rights
attendant to full ownership of the property are added the
responsibilities of management. Completion of a manage-
ment training program acquainting -the shareholder with
What he is getting into is a precondition to ownership.

The board of directors is chosen by the resident share-
holders. It is felt that shareholders should participate at
the director level, since their concerns with their own em-
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ployment would probably preclude a more active role. Fur-
thermore, a professional manager would be better trained
for running the day-to-day affairs of the housing complex.
Finafly, participation at the director level puts the low and
middle income shareholder in the unusual position of em-
ployer; as such, he has meaningful redress when broken win-
dows, plaster or toilets are left unrepaired.

The arrangement is quite similar -to a condominium; how-
ever, the Corporation rather than the normal lending in-
stitution is in the position of mortgagee. Thus the prospec-
tive unit owner, lacking capital and credit, should find this
type of ownership easier to acquire than that offered under
normal condominium plans.
SEcTIoN 305: Insurance

(a) The Corporation may insure loans to landlords for
improvements of low and middle income housing and to resi-
dents of low and middle income housing for use as downpay-
ments in acquiring an ownership interest in a house, a condo-
minium or a cooperative apartment. The insurance shall be
guaranteed by the state. The Corporation may charge a
premium for the insurance at a rate of ..... percent of the
amount of the principal obligation of the loan outstanding,
without taking into account delinquent payments or prepay-
ments. Upon receiving notice of any default, the Corporation
may acquire the loan and any security therefor upon payment
to the creditor in cash or debentures of a total amount equal to
the unpaid principal balance of the loan, plus any accrued
interest and any collection costs, court costs and attorneys'
fees which are approved by the Corporation.

(1) Loans to landlords must
(i) not exceed the Corporation's estimate of the

total cost of the improvement or [4,000] dollars
per family unit or [250,000] dollars in all, which-
ever is less;

(ii) bear interest at a rate prescribed by the Cor-
poration, but not in excess of six percent per an-
num of the principal obligation outstanding and
any other dharges approved by the Corporation;

(iii) have a term satisfactory to the Corporation,
but not to exceed twenty years or three-quarters of
the remaining economic life of the structure, which-
ever is less;
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(iv) be made only to the owner of the property or
to a lessee under a lease which will expire more than
ten years after the maturity date of the loan, pro-
vided that the owner or lessee must reside in the
building;

(v) be used to implement a plan for rehabilita-
tion or repair which has been approved by the Cor-
poration;

(vi) comply with any other terms, conditions, and
restrictions prescribed by the Corporation.

(2) Loans to residents of low and middle income hous-
ing must

(i) be made to a mortgagor and held by a mort-
gagee which are satisfactory to the Corporation;

(ii) represent a downpayment or similar lump
sum initial payment of up to [2,000] dollars on a
home, a condominium or other interest, and a prin-
cipal obligation not in excess of [15,000] dollars;

(iii) have a term satisfactory to the Corporation
requiring periodic payment by the mortgagor not
in excess of his reasonable ability to pay as deter-
mined by the Corporation;

(iv) bear interest at not more than six percent
per annum on the principal outstanding; and

(v) provide in a satisfactory manner for the ap-
plication of the mortgagor's periodic payments to
the amortization of -the principal.

(b) The Corporation may set up and administer an Equity
Insurance Fund for owners of low and middle income hous-
ing projects.

(1) Participants shall agree
(i) to limit their net income on ,the panticular in-

sured project to six percent per annum, and
(ii) to pay a reasonable premium established by

the Board of Directors of the Corporation for pro-
tection against extraordinary costs due to abnormal
maintenance costs or rates of vacancy.

,(2) For purposes of this subsection a project shall in-
clude a group of units within an apartment structure or
a housing project, so long as at least seventy-five per-
cent of the units within the group are leased to low or
middle income persons.
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(3) The Corporation shall reimburse any participant
with an amount necessary to make his net income for a
fiscal year equal to zero percent; but it shall not reim-
burse a participant who willfully causes his net income
for a fiscal year to fall below zero percent.

(4) The amount hereby appropriated for the original
fund shall be ..... dollars.

(i) Insurance premiums shall be increased when-
ever the amount in the fund drops below ..... per-
cent of the original amount.

(ii) Insurance premiums shall be reduced when-
ever the amount in the fund exceeds ..... percent
of the original amount.

COMMENT: The insuring of loans made to landlords for re-
habilitation and repair is regarded as a first step toward
providing an adequate incentive for the modernization of
housing. The program is patterned after the FHA Home
Improvement Loan program and Rehabilitation Loan pro-
grams as set out in sections 203(k) and 220(h) of the Na-
tional Housing Act, as amended.

The state guarantee should lower the interest rate pay-
able by the borrower-landlord; at the same time the Corpora-
tion avoids making a large initial cash outlay. The 4,000
dollar limit per family unit is an estimate of what this type
of low-scale rehabilitation and repair program would cost.
The intention is to stay away from large programs of whole-
sale improvement where loans may be more easily obtained
in a conventional manner from -lending institutions. That
provision could be amended to allow all loans at the Cor-
poration's estimate of the total cost of the improvement or
at the 10,000 dollar limit per family unit set by the FHA for
its programs.

The plan required from the landlord is intended to be a
tight estimate of the work to be done, its costs, the type of
units to be built and the expected ratio of low and middle in-
come tenants. The insurance is restricted to the single par-
cel resident landlord.

Many would-be homeowners are deterred by the require-
ment of a downpayment. Therefore, the Corporation may in-
sure loans made to low or middle income persons for use as
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a downpayment. Specific provisions governing the loans are
patterned after the similar FHA requirements.

Often, a mortgage taken as security for a downpayment ad-
vance will follow a mortgage on the rest of the property in
priority; however, the offer of insurance should make the
investment attractive notwithstanding its lower priority.

The basic provisions of section 305 (b) are self-explanatory.
They offer the developer insurance against losing money on
his investment if he agrees to limit his net profit to a maxi-
mum of six percent per year. This type of protection should
be particularly attractive to "charitable" sponsors of hous-
ing. Again the idea is to encourage an increase in investment
of private capital indirectly, i.e., by insuring another's capital
rather -than by providing that capital initially. Obviously,
this means less capital will be required than would be the
case were the Corporation supplying the funds.

The provision extends to any still hesitant developer the
option of making more ithan six percent on higher priced
units while retaining insurance againist loss on the low
priced units. It has, of course, the attendant benefit of en-
couraging economic integration.

SEcTION 306: Loas
The Corporation may lend money at an interest rate speci-

fied by its Board of Directors, but not exceeding six percent
per annum, and under terms and conditions specified by
the Corporation, to the following persons:

(a) Landlords who
(1) reside in the dwelling which they plan to re-

habilitate with the loan,
(2) establish to the satisfaction of the Corporation

that they have been unable to secure a loan, notwith-
standing the insurance provided by section 305(a) (1),
and

(3) provide a mortgage or other security interest to
the Corporation.

(b) Residents of low and middle income housing who
(1) plan to purchase low or middle income housing,
(2) establish to the satisfaction of the Corporation

that they have been unable to secure a loan notwithstand-
ing the insurance provided by section 305(a) (2), and
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(3) provide a mortgage or other security interest to
the Corporation, unless it would impose an undue hard-
ship.

(c) Private developers of low and middle income projects
who

(1) agree to limit their net income on the particular
project to six percent per annum, and either

(2) intend to organize and initiate a project with the
loan proceeds, or, failing this test,

(3) intend to carry out an existing project.
(d) Purchasers of multifamily housing who agree to reside

in the housing.

COMMENT: Subsection (c) gives preference to developers
who need the loan to meet expenses of organization or initia-
tion. This "seed" or "front" money, often unavailable
through long-term federal programs, e.g., 221(d) (3), and
always in considerable demand, would be applied against
architectural and legal fees, soil borings, engineering work,
application fees and general organizational expenses. A de-
veloper must limit his net profit to six percent per annum to
be eligible.

Subsection (d) extends low cost loans to the prospective
resident -single parcel landlord.

SEcTioN 307: Receivership
Subject to the approval of its Board of Directors, the Corpo-

ration may be -appointed receiver pursuant to New York Multi-
ple Dwelling Law, § 309(5) (c) (3).

COMMENT: This subsection amends the relevant portions
of § 309 of the Multiple Dwelling Law to enable the Corpora-
tion to perform all the functions of the municipal receiver
under that law. Under section 309(5)(d)(1) the receiver's
duties comprise more than the mere abatement of a statutory
nuisance. It has the power to "make other improvements to
effect a rehabilitation of the property, in such fashion as is
consistent with maintaining safe and habitable conditions
over the remaining useful life of the dwelling."

It should be noted that, in the event rents and other income
from the property are insufficient to meet expenses of repair,
the receiver obtains a lien which has priority "over all other
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mortgages, liens, and encumbrances of record except taxes
and assessments levied pursuant to law." (§ 309(4) (a)).
Thus the Corporation is protected against losses in the
event of foreclosure by otherwise prior mortgagees.

The section is not as hard on prior mortgagees as some
have assumed. For they may make insured loans to their
mortgagors for rehabilitation under section 305 (a) (1).

SECTION 308: Eminent Domain
The Corporation may exercise the power of eminent domain

pursuant to article 18, section 2, of the State Constitution.
It may acquire property through court petition after a public
hearing held in the community where the property is situated.
The procedure shall follow that specified for public housing
authorities in the N.Y. Public Housing Law, Article 7, § 125.
The Corporation shall not be responsible for assuming local
tax liens of property which it acquires. Reasonable compen-
sation shall be paid for acquired property.

COMMENT: -Under article 18, section 2, of the State Con-
stitution the power of eminent domain is given to municipal
bodies, public corporations and corporations "regulated by
law as to rents, profits, dividends and disposition of its prop-
erty or franchises and engaged in providing housing facili-
ties." The Corporation would appear to fit under the defini-
tion of public corporation, defined as any corporate govern-
mental agency (except a county or municipal corporation)
organized pursuant to the law for housing purposes, despite
the fact that the only cases in the area upholding condemna-
tion apply to housing authorities and redevelopment corpo-
rations that are completely public in character. Stuyvesant
Hous. Corp. v. Stuyvesant Town Corp., 183 Misc. 662, 51
N.Y.S.2d 19 (1944); Murray v. LaGuardia, 43 N.Y.S.2d 408,
291 N.Y. 320, 53 N.E.2d 884 (1943) ; Cannata v. City of New
York, 11 N.Y.2d 210, 182 N.E.2d 395 (1962). Alternately,
the Corporation should fall under the category of a cor-
poration regulated by law.

SEcTIoN 309: New Cities
(a) The Corporation may participate with others in the

planning of new cities and suburbs and may construct or re-
habilitate low and middle income housing therein.
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(b) The Corporation may encourage and assist others to
provide public transportation from any such new city or
suburb to existing public transportation.

CoMENT: The Corporation may -also participate in the
planning and construction of whole new cities and suburbs.
Since many low and middle income persons work in the inner
cities and may be without private means of transportation,
the Corporation is encouraged to assist others in making
public transportation available.

SECTION 310: Technic Assistance
(a) The Corporation may assist in the organization of

sponsors of cooperative housing, especially non-profit corpor-
ations, which shall be eligible for mortgage insurance under
section 213 of the National Housing Act, 12 U.S.C. § 1715 (2) ;
and the Corporation may render advice and technical assis-
tance to prospective participants in a cooperative venture in
buying or leasing land, financing, arranging for construction,
and all other matters attendant to qualifying for mortgage
insurance under section 213 of the National Housing Act.

(b) The Corporation may assist non-profit or limited
profit corporations in applying for aid under the federal rent
supplement program. The assistance may include seeking out
and organizing groups which will be eligible to participate,
forming non-profit and limited profit corporations and draw-
ing up applications.

COMMENT: Section 213 of the National Housing Act, as
amended, has been used only rarely. Basically, it provides
mortgage insurance for cooperatives. The section requires
that title reside in a non-profit corporation or trust which is
owned by, -and provides housing for, the cooperators. Obvi-
ously, it is difficult for a group of legally unsophisticated
persons to organize, acquire a site, arrange for construction
and obtain financing, making sure to qualify for FHA insur-
ance at the same time. The difficulty must certainly be magni-
fied when the organizers are low or middle income persons
with-out substantial training or credit. Subsection (a) should
make the technicalities less burdensome. In addition, it is
hoped that the Corporation will take the initiative in bringing
interested persons together and in organizing them for par-
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ticipation in the section 213 program which allow sponsors to
transfer housing to the cooperators.

The federal rent supplement program is potentially the
best current vehicle for providing housing aid to low income
families. It provides that payments be made to a housing
owner on behalf of the tenants for a period up to forty years.
Unfortunately, the term "housing owner" is defined so as to
exclude the Corporation for Urban Development. At present
it includes only a private non-profit corporation or other pri-
vate non-profit legal entity, a limited dividend corporation or
other limited dividend legal entity or a cooperative housing
corporation. 12 U.S.C. 1705a(b). The only present provision
under which a "public body" can receive aid is the experi-
mental program of housing for the elderly or handicapped
described in section 1705s(j) (h). This corporation is not par-
ticularly interested in building housing on a large scale for a
community of heterogeneous persons. Thus the Corporation's
role in the program will be to provide the information and
technical knowledge whereby local non-profit groups can be
encouraged to seek such aid. It should actively seek out po-
tential local sponsors and offer to help them get their appli-
cation processed through the Regional Office of the Depart-
ment of Housing and Urban Development.

SEcTiox 311: Landlord Organizations
The Corporation may aid and encourage the organization

of landlords into neighborhood improvement associations. It
shall provide:

(1) information about various financial aid available
for rehabilitation projects,

(2) assistance in drawing up applications for aid,
(3) help in organizing joint efforts by landlords to

rehabilitate their neighborhoods,
(4) lists of reputable repairmen,
(5) any further services within the Corporation's

powers that will further the purposes of this section.

COMMMNT: Some landlords who would like to improve their
property feel caught in the prisoner's dilemma. They would
like to rehabilitate; yet they must avoid improving over and
above their neighborhood. This section seeks to organize
landlords into improvement associations designed to promote
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the uniform upgrading of the entire neighborhood. The sec-
tion. also instructs the Corporation to provide further ad-
visory services and technical assistance.

PART IV

FINANCING AND TAX EXEMPTION
OF THE CORPORATION

SEcTIoN 401: Housing Development 'and Taw Appreciation
Bonds

The Corporation may issue Housing Development Bonds
and Tax Appreciation Bonds which shall be exempt from all
state and local taxes and which shall qualify as state and
municipal bonds under the provisions of section 103 of the
Federal Internal Revenue Code of 1954, as -amended. The
Board of Directors may establish appropriate rates of in-
terest, but not in excess of ..... percent per annum.

(a) The state shall guarantee the principal of Hous-
ing Development Bonds and an interest rate thereon
equal to that paid by the state for similar bonds issued
at the time of the particular issue of Housing Develop-
ment Bonds.

(b) The municipality or other political subdivision in
which the project for which the Tax Appreciation Bonds
are issued is located shall agree with the Corporation to
set aside in a special fund all or part of the revenues
due to the increment in real estate tax base which is due
to the construction of the particular project.

(i) The increment in real estate tax base shall be
the difference between the tax base of the project
area in the tax year immediately preceding the in-
itiation of the project or acquisition of the property
for the project and the tax base of the project area
in the year of collection.

(ii) The special fund shall be used to retire the
Tax Appreciation Bond issue and to pay all or part
of the interest thereon.
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COMMNT: Tax-exempt bonds guaranteed by the state will
provide one of the principal means of financing the operations
of the Corporation. Despite recent statements by Treasury
officials deploring the use of municipal bond financing by
private and quasi-private interests, no major changes have
been made in the interpretation of section 103 of the Internal
Revenue Code, which excludes the interest on such bonds
from gross income as interest on the obligations of a State
or its political subdivision.

The controlling Rev. Ruling 60-248 held interest on the
bonds of the New York Housing Finance Agency (a public
housing corporation) excludable from gross income. The
Ruling emphasized the state's' responsibility for, and control
of, the HFA in finding it to be within the meaning -of "political
subdivision." In view of the state's guarantee of the bond's
principal and interest, -and the ratio of public to private di-
rectors, as well as the public purpose involved, the Corpora-
tion should have no trouble qualifying; however, since cer-
tainty will increase marketability, a specific ruling should be
requested by appropriate state officials.

This section authorizes the Corporation to issue bonds
whose principal and/or interest shall be paid out of the antici-
pated increase in taxes generated by redevelopment in the
affected political subdivision. While the increased revenues
from a single project might be insufficient to back up a sizable
bond issue, the increase in property taxes from an urban re-
newal project or 'a number of the Corporation's projects
should make such bonds attractive. The municipality, while
giving up the increase in property taxes, retains at the very
least its old base tax. Furthermore, the attendant benefits,
economic 'and otherwise, of rehabilitation should constitute
sufficient inducement to city councils. Perhaps the chief ob-
jection to these bonds is that the method of payment conflicts
with the granting of tax abatements to private redevelopers.
Since the value of a piece of property may be increased
several-fold, however, a partial tax abatement could be of-
fered while retaining the remainder of the tax increase for
bond payment.

SE Tiox 402: Financing through Investment
The Corporation may invest funds received from any source,
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unless otherwise restricted, in short-term federal governmebit
notes and bonds for terms up to one year.

COMMENT: The practice of arbitrage-the issuance of a
tax-exempt bond by a state or political subdivision for the
purpose of investing the proceeds in higher yield federal
government securities-has been frowned upon by the Treas-
ury Department in recent years. Last year it was announced
that the Department would no longer give -advance rulings on
a specific case where arbitrage was involved. TIR 840, August
11, 1966.

In the 90th Congress companion bills were introduced by
Rep. Byrnes and Senator Ribicoff to limit the practice of arbi-
trage (H.R. 11757, S. 2636) ; however, investment in the short
term, specified in this section, is permitted by the bills. The
dispute in the area, however, again underscores the need
for the state to request a specific ruling from the Treasury
Department.

SEcTiow 403: Tax Exemption
The property of the Corporation and the income and opera-

tions of the Corporation shall be exempt from all state and
local taxation.
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A DIVORCE REFORM ACT

INTRODUCTION*

The memorandum and statutory model below propose a
new ground for divorce and a new procedure for protecting
children in divorce proceedings. On the one hand, a judge
will be permitted to grant a divorce where a marriage has
irreparably broken down. On the other hand, children whose
parents seek divorce will be provided with lawyers and will
have the status of parties in order that their interests may
be adequately represented. The proposed statute will liber-
alize divorce where no one is harmed, but restrain or re-
structure it where children are threatened.

I. DivoncE BASED oN IpmPAPA im BEmAKowx

Marriage and the family are fundamental legal institu-
tions in American society. Because they are fundamental
the legal issue of when a dissolution of the family unit ought
to be allowed has always been difficult to resolve. The Divorce
Reform Act contains one answer to this question. The rea-
sons for this proposal are set forth in this introduction.

In ancient times, the state made no attempt to interfere
with what it considered the totally personal questions of mar-
riage and divorce. By the twelfth century, however, the
church had developed ecclesiastical courts to deal with mari-
tal problems. Marriage was felt to be an indissoluble cov-
enant with a paramount obligation owed to God. The pres-
ent fault notion of divorce arose at this time with the con-
cept that the commission of a matrimonial offense was not so
much a sin against the other spouse as against God, justify-
ing the innocent party in ceasing to live with the guilty one.'
Of course, because of the doctrine of indissolubility, only an-
nulments and separations were granted. After the Reforma-
tion, marriage and divorce matters, including the power to
grant a complete dissolution of the marriage, were trans-
ferred to the civil courts. Yet civil law naturally built upon
the preceding clerical approach, thus maintaining in the

* This Introduction was prepared by Andrew J. Kleinfeld and Guy B. Moss,
members of the Class of 1969 in the Harvard Law School.

1 Note, 45 ILL. L. REv. 399, 400 (1950).
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United States and many other countries a basically fault
oriented system predicated on -the commission of some
specific matrimonial offense. 2  A secular legal explanation
is that where the state as a political entity is considered an
omnipresent third party to the marriage, then only under a
fault oriented system can the state be deemed to have re-
linquished its interest in deference to the injured party.3

Whatever the origin, many states predicate their divorce pro-
ceedings on the concept of fault.4

Divorce law in America has been labelled by numerous
critics as a "mockery," "unrealistic," "fictitious," a "comic
melodrama," and a "tragically imperfect remedy."'5 Today
numerous sociological, psychological, practical, and legal rea-
sons militate against the fault basis as the only means of
terminating a marriage. The Divorce Reform Act is a
means of introducing a needed non-fault ground for divorce
- "irreparable breakdown in the marital relationship."

A. The Existence of Non-Fault Grounds
for Divorce in the United States

and Elsewhere in the World

To the extent that any ground for divorce is based on
fault, many scholars believe that such concepts of guilt or
innocence have no relevance to the viability of the marital
relationship. Consequently they recommend the abolition of
all ,grounds for divorce and the substitution of the standard
of "marriage breakdown" (as in the Divorce Reform Act,
to be distinguished from divorce by mutual consent)." Di-
vorce after proof of marital breakdown is already in opera-

2 For a brief discussion of the historical development of divorce see Mace,
Marriage Breakdown or Matrimonial Offense: A Clinical or Legal Approach to
Divorce?, 14 Am. U. L. REV. 178 (1965); Rheinstein, Trends in Marriage and
Divorce Law of Western Countries, 18 L. & CoNEmP. PROB. 3 (1953).

3 Note, 45 ILL. L. RFV. 399, 401 (1950).
4 See, e.g., N.H. REV. STAT. ANN. §458.7 (Supp. 1957), which, in listing

the grounds for divorce, begins: "A divorce from the bonds of matrimony shall
be decreed in favor of the innocent party .... " (emphasis added).
5 For a list of recent critics see Tenney, Divorce Without Fault: The Next Step,

46 NEB. L. REv. 24, 32-3 (1967).
6 See Bradway, Family Dissolution-Limits of the Present Litigious Method,

28 IOWA L. REV. 256 (1943); M. PLOSCOWE, THE TRuiTH ABoUT DivoncE, 256
(1955); M. ViRTuE, FAMiLy CASES IN CouT (1956); Sayre, Divorce for the
Unworthy: Specific Grounds for Divorce, 18 L. & CONTEMP. P OD. 26 (1953);
Tenney, Divorce Without Fault: The Next Step, 46 NEB. L. Rnv. 24 (1967).
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tion in Greece, Switzerland, Yugoslavia and Japan. It is
the sole basis in the Soviet Union and most communist
countries. In England members of the Royal Commission on
Marriage and Divorce were evenly divided on recommend-
ing that divorce procedures based on the principle of marital
breakdown be the law of the land. Moreover, to go further,
mutual consent of husband and wife is ground for divorce,
with certain safeguards, in Norway, Sweden, Denmark, Bel-
gium and Portugal.7

In the United States, the concept of "marital breakdown"
is implicit in some of the statutory grounds for divorce ap-
pearing -in the various states. Such grounds suggesting
breakdown rather than matrimonial offense are insanity,
living separate and apart, physical malformation preventing
intercourse, feeble-mindedness, epilepsy, and incompatibil-
ity.

Early statutes of Indiana, Iowa and Washington, now re-
pealed, authorized divorce on the ground of an inability to
live together or on a finding by the court that divorce would
be proper and that both parties could no -longer live together
in peace and harmony.8 Incompatibility as a ground for
divorce is of comparatively recent origin and today is pres-
ent in some form in the laws of three states and one ter-
ritory: Alaska,9 New Mexico, 10 Oklahoma," and the Virgin
Islands.12 However, while incompatibility is usually seen as
a liberal non-fault standard, some commentators believe it
should be distinguished from a marital breakdown approach,
albeit similar, because the history of statutes using the in-
compatibility ground contains cases which by judicial in-
terpretation have included the concept of fault as at least
one consideration in determining whether a divorce should
be granted.'

3

Twenty-two states, Puerto Rico and the District of Col-
umbia now provide for divorce on the ground of living separ-
ate and apart without cohabitation for periods ranging from

7 Mace, supra note 2, at 182.
8 Annot., 58 A.L.R.2d 1218 (1958).
9 ALASKA STAT. ANN. § 09.55.110(5) (c) (1962) ("incompatibility of ter-

perament').
10 N. M. STAT. ANN. § 22-7-1(8) (1953) ("incompatibility").
11 OKLA. STAT. ANN., tit. 12, § 1271(7) (1961) ("incompatibility").
12 V. I. CODE tit. 16, § 104 (a) (8) (1964) ("incompatibility of tempera-

ment").
13 Tenney, supra note 5, at 37; Wadlington, Divorce Without Fault Without

Perjury, 52 VA. L. REV. 32, 44 (1966); see Rutman, Departure From Fault,
I J. FAmIy L. 181, 183-91 (1961).
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two to ten years.14  This ground has been praised by critics
who, like those urging a marital breakdown standard, see
disparity between the ideas behind present legislation and
the reality of the situation as a major problem in divorce
law. 5 To .the extent that an element of consent is evidenced 6

and considering that the separation provision is premised on
the notion that remaining apart for a given time is conclusive
evidence of the fact of marriage breakdown, 7 the separation
provision is probably the major non-fault ground for divorce
in America. However, a minority of states do not so con-
strue their separation statutes, thus again allowing fault to
be a consideration in determining whether to grant a divorce.18

Lastly, it should be noted that another recent reform focus-
ing on the deterioration of the family and marriage is the
addition of conciliation departments to divorce courts. They
exist in varying degrees in fifteen states.19 While this de-
velopment is not an updated ground for divorce, but rather
a method for saving marriages, it still stands for the prop-
osition that a simple fault oriented system ought to be re-
placed or supplemented by an "investigatory system which

14 ALA. CODE, tit. S4, §22(1) (1958); ARuz. REv. STAT. ANN. § 25-312
(West, 1956); Am STAT. ANN. § S4-1202 (Bobbs-Merrill, Replacement,
1962); CoLO. REv. STAT. ANN. § 46-1-1(J) (Supp. 1960); DEL. CODE
ANN., tit. 13, § 1522(11) (1957); D. C. CODE ANN. § 16-403 (1961);
IDAHO CODE ANN. § 32-610 (1947); Ky. REv. STAT. § 403.020(1)(b) (1955);
LA. REV. STAT. ANN. § 9-301 (1950); AID. ANN. CODE art. 16, § 24(5) (1957);
MiNN. STAT. ANN. § 518.06(8) (1958); NEV. REV. STAT. § 125-010 (1957);
NMH. REV. STAT. ANN. § 458.7 (Supp. 1957); N.Y. DOM. REL. LAW § 170
(McKinney Session Laws 1966); N.C. GEN. STAT. § 50-6 (1950); N.D. CENT.
CODE § 14-06-5 (1943); P.R. LAWS ANN., tit. S1, § 321(9) (1955); R.I. GEN.
LAws ANN. § 15-5-3 (1956); TEX. REV. CIv. STAT., art. 4629(4) (1958);
UTAH CODE ANN. § 30-3-1(8) (Supp. 1963); VT. STAT. ANN., tit. 15, § 551
(1958); WASH. REV. CODE ANN. § 247.07(6) (Supp. 1965); Wyo. STAT. ANN.

§ 20-47 (1957).
15 See, e.g., McCurdy, Divorce-A Suggested Approach with Particular Refer-

ence to Dissolution for Living Separate and Apart, 9 VAND. L. R1EV. 685 (1956);
Wadlington, supra note 13, at 68.

16 See. e.g., N.Y. DoM. REL. LAw § 170(6) (McKinney Session Laws 1966)
allowing a court to grant divorce following a two year separation pursuant to a
written agreement of separation filed in the office of the county clerk.

17 Tenney, supra note 5, at 36.
18 M. MAyER, DiVORCE AND ANNuLuMNT IN THE 50 STATES 32 (1967). For

example, in some states the separation must be voluntary and agreed to by the
defending party for a divorce to be granted; in others, the libellant must show
provocation for his or her having left to live separate and apart.

19 McIntyre, Conciliation of Disrupted Marriages by or Through the Judiciary,
4 J. FAMILy L. 117 (1964).
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will establish with reasonable certainty whether the marriage
has deteriorated to -the point of being unworkable."2 0

B. The Realities of Mddern Life

1. Social Realities

Even in American society, where the state plays a con-
siderable regulatory role, marriage and the family are es-
sentially social rather than legal institutions. Marital duties
thus find their source principally in the moral or religious
conscience of the parties, in established traditions and in
social conventions.21 When the marriage has irreparably
deteriorated, the state should not attempt by legal controls
to preserve what by social controls can no longer be pre-
served.

Moreover, in a number of ways the structure of society
is no longer as conducive to the maintenance of marriages.
The industrial revolution and the growth of modern urban
life have changed the family from a nuclear community and
a major economic and social control unit to a more limited
institution and a weaker unit of social con trol. It is now
psychologically and economically easier to break up a
family. 2 Dissolution in fact is facilitated by a less homo-
geneous and more complex, impersonal and mobile world.

Additionally, the emancipation of women has helped
eradicate the old view that divorce was a privilege for men
and something evil for women to desire. In fact women of
prior generations had less chance to remarry or support
themselves. Today, however, a woman can be economically
relatively independent of her husband, and she has, an ex-
tremely high chance of remarrying if she is relatively young.23

2. Psychological Realities

While divorce may be predicated on fault, the notion that
there exists a truly innocent spouse is predominantly a

20 Mace, supra note 2.
21 Rheinstein, supra note 2, at 7.
22 C. FOaTE, IP LEVY & F. SANDE, CASES AND MATRIALS ON Fm. Y LAw

77S-74 (1966); cf.. Selznick, Legal Institutions and Social Controls, 17 VAND.
L. REV. 79, 80-82 (1963).

23 FOOTE, LEVY & SANDER, supra note 22, at 773.
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myth.24 Listed grounds for divorce are not really indica-
tive of the true causes of marital breakdown, but rather are
representative of the symptoms.2 5 Marriage counsellors find
it impossible to apply concepts of guilt or innocence to the
complex interrelationship marriage must be and are unlikely
to say there is ever a guilty or innocent party.2 Thus the
dissolution of a marriage is probably caused by the acts and
temperaments of both parties. To allow nonfault divorce is
to emphasize real social consequences and to recognize the
failures of both to create a viable marriage, without granting
victories or rewarding supposed virtue.

3. Legal Realities

The present system of divorce predicated on fault induces
to an astounding extent perjury, collusion, staged hotel af-
fairs, professionl co-respondents, misuse of the law of an-
nulment, and the commission of proscribed acts solely to
create a ground for divorce. To give but one example, a
wife may go to Nevada for a "quickie" divorce and may
swear falsely that she intends to settle there for residence
purposes or may describe a spurious incident of adultery. 8

The vast majority of all divorces today are by mutual con-
sent and mutual action despite defenses such as recrimina-
tion or collusion, despite the theory of marriage as a sacred
institution, and despite religious attitudes, judicial platitudes
or legislative intent. Thus, in fact uncontested divorce is
the main cause for termination of marriages, though con-
trary to the adversary system and to the existing theory of

24 "Lawyers know that the accusation [necessary for fault divorce] is a legal
fiction, that neither husband nor wife is a wicked person and that neither believes
the other to be so." J. ULMAN, A JUDGE TAKES THE STAND 172 (1933).

25 FooTE, LEVY & SANDER, supra note 22, at 784.
26 Mace, supra note 2, at 181-2.
27 See, e.g., Leach, Divorce by Plane Ticket in the Affluent Society - With

a Side-Order of Jurisprudence, 14 KAN. L. REv. 549, 554-55 (1966); Pound,
A Symposium on the Law of Divorce -Foreword, 28 IowA L. REv.. 179, 180
(1943) ("collusion goes on notoriously and establishment of 'extreme cruelty'
involves either facile swearing amounting to perjury, or finding of facts to meet
the law instead of applying the law to found facts"); Rheinstein, The Law of
Divorce and the Problem of Marriage Stability, 9 VAND. L. REV. 633, 634
(1956); Note, 4 HARv. J. LEGis. 149 (1966); Note, 36 CoLUm. L. REv. 1121,
1131 (1936).

28 Mace, supra note 2, at 179.
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marital law 9 Of course, this is not to say that all uncon-
tested divorces are tainted with collusion; yet it canmot be
doubted that most couples could not meet the statutory re-
quirements, should all the facts really be known to the
courts. To illustrate, when New York granted divorces
solely on the ground of adultery, over 90% of all matrimonial
actions in New York were uncontested. In effect it became
an easy divorce state.3 0

4. Personal and Professional Dignity

The present discrepancy between the law on the books and
the law in action has developed into a serious threat to the
morals of the bar and the respect for law among the public.3'

Law cannot remain workable or maintain dignity when, like
the American experience under alcoholic prohibition, a sub-
stantial part of the country believes that prohibited conduct
is in fact right and another part does not care about strict
enforcement. Such is the case with divorce law, an area
where many have their only litigious experience. People are
faced not only with a fault oriented basis which they try to
circumvent, but also with the spectacle of ritualistic name
calling at a public trial.

Non-fault reform, such as the proposed Divorce Reform
Act, allows the law to be brought in accord with what a large
number of people feel is a realistic view of the marriage in-
stitution. Such a law should avoid the collusion between par-
ties and allow people to be divorced with dignity. Moreover,
the reform should please the bar by making possible a divorce
without the need for any questionable practices demeaning
to the profession 2

29 M. AAYER, supra note 18, at 56-57.
30 Wels, New York: The Poor Man's Reno, 35 CoRN. L. Q. 303, 315-16

(1950).
31 Rheinstein, supra note 2, at 19; see J. UIZIAN, A JUDGE TAXES THE STAND

174-5 (1933) ("where, as in divorce litigation, legal theory is allowed to de-

part so widely from social practice, a hypocritical society may get the law it
wants . . . but the price it pays is a weakened respect for its own law and
the loss of moral fiber that always goes with self deception.")

32 See H. O'GoBMAN, LAWYERS AND MATIUMONIAL CASES 30-34 (1963)

(quoting from a New York attorney: "It's embarassing to go [to court] . . . I tell

you it's insulting to a lawyer."); Drinker, Problems of Professional Ethics in Matri-
monial Litigation, 66 HAav. L. REV. 443 (1953).
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5. Discrimination, Waste, Misallocation - Socioeconomic
Chaos

To the extent that parties cannot get a divorce in their
own state because of clogged calendars or strictly enforced
fault grounds, or to the extent that they must engage in col-
lusion, a couple will often resort to measures that result in
economic discrimination, economic waste, or the defeat of
other parts of the divorce law system such as alimony or
child support payments. To illustrate, given both time and
money, parties can travel to more !liberal jurisdictions such
as Mexico or Nevada, where a divorce may be more easily
and quickly achieved. -3 Needless to say, the poor cannot af-
ford either the time lost from work, the cost of travel or
the cost of such collusion as a staged hotel affair. They are
consequently left to the mercy of fault grounds which make
it more difficult for them than for the wealthy to get a
divorce. -4 To the extent that these trips or payments must
be made because the home state's law is inadequate there is
economic waste. Consider, also, the case of an irreparably
broken down marriage where there is true adultery but the
adulterous spouse is unwilling to cooperate. The libellant
may have to spend hundreds of dollars in fees for private
investigators to catch the libellee in a compromising situa-
tion25

The distortion of alimony, support and child custody pro-
visions is another type of waste and harm which results
when mutual consent or collusion is for practical reasons
needed to gain a divorce. Consider here the case of a wife
eager for a divorce to which the husband could refuse to con-
sent and which he could win in a contested action. He has
total power over a negotiated pretrial agreement and can
in effect bargain for the custody of his children or for very
low alimony or support payments. In short, a law based on
fault alone could lead to determinations, which should be made
by relevant social and economic factors, being made instead

33 See Leach, Divorce by Plane Ticket in the Affluent Society - With a Side-
Order of Jurisprudence, 14 KAN. L. REv. 549, 555 (1966); M. MAYFcR, supra
note 18, at 57.

34 See Note, 36 COLUm. L. REv. 1121, 1131 (1936).
35 Pilpel & Zavin, Separation Agreements: Their Function and Future, 18

L. & CoNTim. PRoB. 33, 34 (1953).
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by the comparative eagerness of the spouses to dissolve their
marriage.

3 6

6. Religious Considerations

In the eyes of the church, the sanctity of marriage need
not be synonymous with the fault notion of divorce. The
non-fault marital breakdown standard for divorce is com-
patible with a marital covenant of lifelong intention. While
the divorce as a civil dissolution recognizes that even the
most intimate of relationships may weaken because of un-
solvable internal conflicts, yet the marriage vows may per-
sist in effect after the divorce on a moral-spiritual levell with
both parties refraining from remarrying and thus maintain-
ing fidelity until the death of the other party. The marital
breakdown approach has been approved recently by a group
appointed by the Archbishop of Canterbury, the group feel-
ing that such a standard in fact would assist the stability
of marriages? To the extent that some Catholics adhere
to the strict view that every marriage is by divine law in-
dissoluble, then they cannot be heard to favor either -the old
law or the proposed statute. However, one commentator
adopting the above view of Catholic law recognizes that Am-
erican Catholics generally adopt ,the position that the State
has sdle and exclusive jurisdiction over the marriages and
divorces of its citizens, the jurisdiction of the church being
confined to blessing the marriage. 8 For these Catholics re-
form should be a relevant and important issue.

7. Repeal of Recrimination

If a non-fault basis for divorce, such as the proposed "ir-
reparable breakdown" or "incompatibility," is to be en-
acted by a legislature, it is important to consider the ap-
plicability of the common defense of recrimination. 9  This

36 Id. at 55.
37 Puri G ASSTuDmE: A DVORcE LAW FOR CoNTEM~onAnY SoCiTY (LoN-

don 1966).
38 Kelly, Separation and Civil Divorce, 6 Ju'IsT 187, 214-216 (1946).
39 Basically, this defense arises when the libellee to a divorce action can

show that the libellant is guilty of misconduct which in itself would be a
ground for divorce. It is an application of the equitable doctrine that one who in-
vokes the aid of a court must come into it with a clear conscience and clean
hands. See generally 24 Am. Jun. 2d Divorce and Separation § 226.
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defense may arise either from a common law background or
from the wording of a statute. °

While -the doctrine of recrimination has been criticized
generally,41 it is especially important to point out its weak-
nesses when there is present a non-fault ground for divorce.
Recrimination really is a progeny of the fault concept. It
does not belong with a non-fault ground because there the
fact that both parties wronged each other, that there were no
"clean ,hands," is actually further evidence of the deteriora-
tion of the marriage.42 When two people cannot live with
each other, it makes no sense at all to deny them relief and
remit them to each other's company as punishment for their
misconduct.43 It canmot be anything but socially sadistic to
maintain the marital bonds in the face of the parties' evident
inability to live together as husband and wife. It is unlikely
that children benefit from this type of enforced relationship.
In the proposed Divorce Reform Act, Section 101 (a) (1) a
has the court consider the performance of acts otherwise
grounds for divorce as evidence of a breakdown in marriage,
but Section 101(b) bars the use of recrimination as a de-
fense to a libel brought on the non-fault ground.

8. Conclusion

It is apparent that there exists in America a disparity be-
tween the idea and the reality of marriage and divorce legis-

40 E.g., in New Hampshire a libelant for divorce must be "the innocent party"
(supra note 4); this has been interpreted to mean "free from guilt," i.e., coming
into court with clean hands. Rockwood v. Rockwood, 105 N.H. 129, 194 A.2d
771 (1963).

41 Gradwohl, The Doctrine of Recrimination in Nebraska, 37 NEB. L. REv.
409 (1958); Johnson, Suppressed, Delayed, Damaging and Avoided Divorces, 18
L. & CONTEMP. PROB. 72, 79 (1953).

42 Case authority supports this view. The defense is not available in the Virgin

Islands to bar a divorce upon the ground of incompatibility of temperament;
rather evidence of misconduct may be considered along with other evidence in
determining whether in the court's discretion the best interests of the parties will
be served by granting the divorce. Shearer v. Shearer, 356 F.2d 391 (3d Cir.
1965), cert. den'd, 384 U.S. 940 (1966); accord Burch v. Burch, 195 F.2d 799
(3d Cir. 1952). In New Mexico, however, the courts are not required to but
may treat recrimination as a valid defense to a libel for divorce brought on the
ground of incompatibility. Clark v. Clark, 54 N.M. 364, 225 P.2d 147 (1950).
Incompatibility itself may not be pleaded by way of recrimination; other traditional
grounds may be.

43 M. MAYER, supra note 18, at 53; Rutman, supra note 13, at 184-89;
Wadington, Divorce Without Fault Without Perjury, 52 VA. L. REV. 32, 52
(1966).
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lation. *Wle numerous reforms are of course possible, the
introduction of a new standard based on marital breakdown,
where the parties to a marriage are so irreconcilable as ef-
fectively to preclude a return to a normal marital state, should
be a fruitful step in combating the evils inherent in -the pres-
ent system. This proposal is by no means the same thing
as consensual divorce at the parties' whim. The entire pur-
pose is to prevent a divorce for any trivial reason or any
single offense. The proposal should instead provide a more
dignified and blameless way out from an irreparably de-
stroyed union.

II. PRoTEcTING CILD1mx ix DIVOR cE

A. The Need for Representation

In most areas of American law, intervention as of right
and permissive intervention are doctrines of considerable
vitality.4 Generally, where a lawsuit substantially affects im-
portant interests of persons other than the plaintiff and
defendant, these third persons may become parties and con-
test outcomes which, though desirable as between the original
parties, would adversely affect the third parties. The pat-
tern for intervention as of right in federal and, many state
courts follows the Federal Rules of Civil Procedure:

Upon timely application anyone shall be permitted to
intervene in an action... (2) when the applicant claims
an interest relating to the property or transaction which
is the property or transaction which is the subject of
the action and he is so situated that the disposition of
the action may as a practical matter impair or impede
his ability to protect that interest, unless the applicant's
interest is adequately represented by existing parties 5

Third persons with a right to intervene often fall also into
the class of necessary or indispensable parties:

A person.., shall be joined as a party in the action
if... (2) he claims an interest relating to the subject of
the action and is so situated that the disposition of the

44 Shapiro, Some Thoughts on Intervention Before Courts, Agencies, and
Arbitrators, 81 HARV. L. REV. 7,22 (1968).

45 FED. R. Cmv. P. 24(a) (2) (Emphasis added).
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action in his absence may (i) as a practical matter im-
pair or impede his ability to protect that interest ... 46

This scheme provides extremely important insurance
against irreparable damage to persons who have had no op-
portunity to present their case in court.

When spouses with children obtain a divorce, important
interests of the children may suffer harm. The divorce it-
self prevents -the child from living in a home with both his
parents. The custody award may prevent the child from
living with the parent whom he prefers or who would be best
for his welfare. The child support award may truncate the
child's financial resources. Yet these interests are usually
not represented at the divorce, and can rarely be urged
afterward. Because they are appropriate, the legal principles
and policies for parties who intervene as of right and for
necessary or indispensable parties should be applied to chil-
dren whose parents seek divorce.

The legal literature rarely notes the wounds that divorce
may inflict on children. But the psychological and socio-
logical literature seems fairly united behind the proposition
that a child stands a far greater chance of developing serious
personality defects if his parents obtain a divorce than if
they stay together. 7 The event of divorce seems to reduce
children's selfesteem, more in Jewish and Catholic than
in Protestant families and more for younger than for older
children.3 When boys grow up in homes without fathers
present, as is usual after divorce, they tend to be more ag-
gressive -than boys with fathers, 49 to do relatively worse in
school,5" and to become juvenile delinquents more fre-
quently." One explanation of -the finding on self-esteem is
that a divorce during the child's Oedipal period is inter-
preted by him as punishment for his negative feelings to-

46 FED. R. Civ. P. 19(a) (2) (i) (Emphasis added).
47 This argument may not apply to parents who obtain a divorce only to ratify

an already extant marriage breakdown and separation.
48 M. ROSENBERG, SocrETY AND ADOLESCENT SELF IMAGE 85-106 (1965).

This lowering of self esteem occurs when families are broken by divorce, but
does not occur when they are broken by the death of one parent.

49 McCord, McCord & Thurber, Some Effects of Paternal Absence on Children,
64 J. ABNORMAL SOC. PSYCH. 56 (1962).

50 Wylie & Delgado, A Pattern of Mother-Son Relationship Involving the
Absence of the Father, 29 AM. J. ORTHOPSYCHIATRY 644 (1959).

61 McCord et al., supra note 49.
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ward his parents or as fulfillment of fantasy wishes.52  The
personality defects of boys without fathers are generaily ex-
plained by -two theories: as the result of the boys' identify-
ing with their mothers, then over-compensating by exag-
gerated masculinity; 3 and transference by divorced mothers
of their erotic and hostile feelings toward their departed
husbands to their sons.54 Girls without fathers seem not to
be as badly affected as boys, but do tend to become abnor-
mally dependent on their mothers. 5

Psychological findings suggest, not only -that divorce and
its usual consequence of fatherlessness tend to harm chil-
dren, but also that divorce has differential effects according
to the age and sex of the children. Other things being equal,
divorce tends to harm boys more -than girls.56 Boys are
most vulnerable to the ravages of fatherlessness between the
ages of six and twelve.5 7 These findings suggest that divorces
ought to be less readily available to parents of boys than
girls, and to parents of boys under twelve than to boys over
twelve. If there are boys nearly twelve, delay of divorce may
be warranted for the boys' welfare although denial is not.

Those favoring more liberal divorce laws often argue that
a child will be better off in a peaceful ,home with one parent
than -in a home rent by battles between the parents. This
argument does not square with the extensive psychological
research literature showing harmful effects. The argument
also rashly assumes that the post-divorce home of the child
will be a peaceful one with a happy parent. We can reason-
ably assume that while some children and some homes are
such that the child will be better off with a divorced parent
than with feuding parents, others are 6uch that the child -wil
be substantially better off if the parents do not obtain a
divorce. Since psychological findings indicate that cases
tend to fall into the second category, the burden of argu-
ment ought to fall on those who allege the absence of harm.

52 A. FEUx & D. BURLINGHAM, WAR AND CHILREN 58 (1943). Anna
Freud maintatins that the guilt substantially increases the probability -of emo-
tional disturbance.

53 Burton & Whiting, The Absent Father and Cross-Sex Identity, in STUDIES
IN ADOLESCENCE 107 (R. Grinder, ed. 1965); Lyn & Sawrey, The Effects of
Father-Absence on Norwegian Boys and Girs, 59 J. ABNORMAL SOC. PSYCH. 256
(1959); McCord et al., supra note 49.

54 Wylie & Delgado, supra note 50.
55 Lyn & Sawrey, supra note 53.
56 Id.
67 McCord et al., supra note 49.
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Even if we could assume that divorce left children un-
harmed and -that custody arrangements generally served
their best interests, divorce proceedings would nevertheless
threaten serious harm to the important interest of the child
in adequate financial resources. Before the divorce both
parents are involved every day in financing the needs of their
children. After the divorce, both parents' incomes must be
stretched thinner to support two households instead of one,
so less money is available for the children. The mother, who
usually wins custody, may have more limited assets and
earning ability than the father. The parent without cus-
tody has his legal liability for support explicitly limited by
the decree; he may feel disinclined to contribute more than
this limit, if he fears that the parent with custody will re-
duce her contributions to the child proportionately with his
increases, or if his lack of daily contact with his child re-
duces his awareness of the child's needs or his feeling of
obligation toward the child.

Some cases hold that, though divorce imperils significant
interests of the child, the parent seeking custody adequately
represents these interests.58  They argue that the parent
awarded custody shares the child's interest in getting as
much child support money as possible, because she will wish
to minimize the child's drain on her own resources. This
argument overlooks the other elements often at barter in the
settlement process. Often the parents strike a bargain
whereby the father lets the mother -take custody without a
contest in return for which she accepts mere token child
support payments.5 9 Offered a particular sum by the father,
the mother may wish -to 'have as much of it designated as
alimony and as little of it as child support as possible, to
maximize her discretion over the spending of it. The father
may eagerly accept such an arrangement because of its tax
advantages to him.60

58 E.g., Groulx v. Groulx, 98 N.H. 481, 103 A.2d 188 (1954) (annulment,
paternity of child at issue). In Groulx the court's reasoning cannot be faulted,
but it should not be carelessly extended to tougher cases.

59 Filpel & Zavin, supra note 35, at 55.
60 INT. REV. CODE of 1954, sec. 71, requires that a wife include alimony

payments, but lets her exclude from her taxable income amounts specifically
earmarked as child support payments; however, her tax interest in large child
support payments may be countered by her interest in discretion as to how the
money will be spent. Section 215 lets the husband deduct only what is includible
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The considerations discussed above warrant the proposi-
tion that children ought to be parties, separately represented
to assert their interests, when their parents seek divorces.
Children's interests relating to the subject of the action may
be that they continue to live with both parents, that custody
be awarded to one parent rather than the other, or that child
support payments be high. A divorce granted without
separate representation for the child jeopardizes all of these
interests. Neither parent's interests coincide with the
child's, and both may have interests at odds with the child's;
therefore, representation of the child cannot safely be left
to the parents.

B. The Law as it Stands

The law in most jurisdictions disallows children any op-
portunity to be represented in their parents' divorce actions.
No state permits children to contest the granting of a divorce
to their parents.6 1 There do not seem to be any cases decid-
ing whether or not a child may intervene as to which parent
should get custody. There is much authority for the pro-
position that a child is not a proper party in a proceeding
for modification of a custody decree, and none for the con-
trary proposition.62 While the judge may conduct a private
interview with the child to determine his preferences as to
custody,6 the general rule is that custody should be awarded
according to the court's concept of the child's welfare, even
when the child's preference is opposed to the judge's choice."

to the wife under Section 71; he can claim a Section 151 exemption for his child

only if he provides over one-half the child's support, and divorced parents are
rarely so cooperative as to collaborate on their tax returns in order to let the
father prove that his child support payments amounted to over half.

61 E.g., Baugh v. Baugh, 37 Mich. 59 (1877). Baugh was decided prior to

Michigan's statute, discussed below, permitting the prosecuting attorney to contest
the granting of a divorce, apparently on behalf of the children.

62 Many cases to this effect are cited in footnotes 4 and 4.5 in 27A C.J.S.
Divorce § 317(5).

63 E.g., Oakes v. Oakes, 195 N.E.2d 840, 99 A.L.R.2d 949 (App. Div. 1964).

The annotation at 99 A.L.R.2d 954 recommends that the due process consider-
ations for basing the decision on evidence produced in open court be balanced
against the social-medical consideration that the child's interest is better served
by letting him reveal his preference in the privacy and calm of the judge's
chamber. Most states hold that the private interview is proper, even without the
parents' consent, e.g., Sheehy v. Sheehy, 88 N.H. 223, 186 Atl. 1, 107 A.L.R. 635
(1936).

6A For citations, see 27A C.J.S. Divorce § 309(2), n. 28, and § 309(3).
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Children probably cannot intervene to contest the adequacy
of the child support payments proposed.

This palisade between children and the divorce court is
inconsistent, not only with general principles of law regard-
ing representation of third parties, but also with rules on
representation of children and rules on representation of
third parties in divorce. For example, if it appears that a
child may have an interest in an estate, probate court rol-
finely appoints guardians ad litem to represent his in-
terest. Where there may be a conflict of interest between
parent and child, as where the parent is a remainderman
and the child is a contingent remainderman in the same
estate, there cannot be "virtual representation" of the child
by the parent; the child must be separately represented."5

In divorce a third party other than a child whose property
interests may be adversely affected by the divorce may inter-
vene.6" This principle stretches to children, however, only
in special situations, such as adul children claiming in-
terest in realty which stands in the name of their parents
may intervene to protect their interests.6 7

A few jurisdictions have made the -theoretically easy and
desirable, but in practice rare, end-run around the rule bar-
ring children from representation in divorce. Where the
child's legitimacy is put in issue, some courts order that the
child be made a party and appoint a guardian ad litem to
represent the child.68 Family Court Judge Robert W. Han-
son of Milwaukee, Wisconsin, appoints a guardian ad litem
for children in every case where custody is in dispute. The
guardians may subpoena witnesses, present witnesses for
testimony and cross-examine the parents and their witnesses,
use background information on the family discovered by the
court's conciliation department, and make a statement on
behalf of the children. Judge Hanson orders the parents

65 In re Estate of Sage, 283 N.Y.S.2d 442 (1968), is a recent case holding
against "virtual representation."

66 See the extensive citations in 27A C..S. Divorce § 91, n. 12.
67 Elms v. Elms, 4 Cal.2d 681, 52 P.2d 223, 102 A.L.R. 811 (1935).
68 Wisconsin requires this by statute: Wisc. STAT. ANN. § 328.39 (1957).

New York courts have adopted this practice without a statute; see Ohms v. Ohms,
285 App. Div. 839, 137 N.Y.S.2d 397 (1955). England may have a similar
practice; see Hewat's Divorce Bill, L.R. (1887) App. Cas. 312 (H.L.). See
generally Annot., 65 A.L.R.2d 1392, § 7 (1959).
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to pay the guardian's fee unless they cannot afford it, in
which case he finds lawyers willing to represent the children
without remuneraion. 6 9 Michigan provides by statute that

in all divorce actions where the spouses 'have children under
seventeen, the prosecuting attorney or friend of the court
"shall -enter his appearance in the cause, and when, in his
judgment, the interest of the children or the public good so
requires, he shall introduce evidence and appear at the
hearing and oppose the granting of a decree of divorce."270

C. A Proposal for Reform

The rule against making children parties in their parents'
divorce action conflicts with general rules of law and offends
sound policy as well as logic. Whatever benefits may be se-
cured by the rule fail to outweigh the harm done by it to
children whose parents obtain divorces.

While judges have sufficient reasons and precedents to
change the rule by themselves, legislative action is desirable.
Among the difficult issues requiring a balancing of interests
are whether the child should be permitted to contest the
divorce i tself'7 as well as custody and child support pay-
ment arrangements, who should pay the child's lawyer, who
should choose the lawyer, and whether children with pos-
sibly conflicting interests ought to be represented by the
same lawyer. The proposed Divorce Reform Act lays out
a statutory scheme resolving these issues. The general idea
is that children whose parents seek a divorce ought to be
parties and have lawyers so that their important interests
will receive due consideration.

69 Judge Hanson has published numerous articles on representation of children
in divorce. One of them, describing his practice and delineating his authority for
it quite clearly, is Hanson, Guardians ad Litem in Divorce and Custody Cases:
Protection of the Child's Interests, 4 J. FAMILY L. 181 (1964).

70 MCH. COMP. LAwS ANN. § 552.45 (1967). The same section gives the
judge discretion to require the prosecuting attorney or friend of the court to appear
where the children are all over 17.

71 As the prosecutor or friend of the court can in the Michigan statutory
scheme. MIcH. CoMP. LAws AN. § 552.45 (1967).
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AN ACT

To reform the grounds for divorce and to pro-
vide for representation of children in divorce
proceeddings.

SE C o 101: Absolute Divorce For Irreparable Breakdown

(a) A divorce from the bonds of matrimony shall be de-
creed in favor of either party in the event of an irreparable
breakdown in the marital relationship.

COMMENT: This section states a new ground for absolute
divorce and adopts a .twin standard to be applied - the
breakdown in a marriage and the quality of irreparability
attached to the breakdown. It is predicated on the belief that
the state should allow a divorce when the husband-wife re-
lationship has effectively ceased, beyond reasonable hope
for revival, to be a normal marriage. In divorce proceed-
ings under this new section comparative degree of fault or
guilt should not alone be a basis for granting or refusing to
grant an absolute divorce.

SECTION 101(a) (1) The term breakdown shall be con-
strued to mean the absence of a normal marital relationship
over a reasonably prolonged period of time because ,of pro-
found conflicts in the personalities, dispositions and tem-
peraments of the parties. In determining whether or not
a marriage has broken down, the court shall consider, but not
,limit itself to:

a. the performance of any act or acts otherwise listed
as a cause for divorce under the applicable sections
of the divorce law of this state;

b. the performance of any act or acts indicating hatred,
cruelty, malice, indifference, distrust, an intent to
humiliate or defame, or any other aspect of emo-
tional incompatibility;

c. any indication of physical or sexual incompatibility
between the parties;

d. any indications of severe differences between the
parties in respect to issues of pressing personal con-
cern; and
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e. the extent to which, if at all, the parties have lived
separate and apart.

COMMENT: This subsection defines and provides criteria
for determinating whether or not a marriage has ceased to
be a normal one because of profound differences in the
temperaments and actions of the parties. The marriage will
not be considered broken down unless this marital dishar-
mony has been prolonged over a reasonable period of time,
a period about which case law and judicial discretion will
come to supply a more exact definition. The court is given
criteria to apply, but it is not meant to be limited to these
criteria. In every case, the court must view all the circum-
stances of the parties and the extent to which any action or
personality characteristic is a cause of disharmony. Thus,
breakdown is not to be found merely from the existence of
any one act apart from the context in which it was performed
and the response, if any, it elicited from the other spouse.
For example, political differences, even where leading to
severe arguments, might be either healthy or harmful to a
marriage depending on the circumstances.

SECTION 101(a) (2) The term irreparable shall be con-
strued to mean a high probability that the marital relation-
ship cannot be substantially improved. In determining
whether or not a marriage that has broken down is irrepar-
able, the court shall consider, but not limit itself to:

a. the extent to which there has been a bona fide effort
by the parties to reconcile their differences;

b. the extent to which the parties have sought qualified
help from such practitioners as doctors, psycholo-
gists, psychiatrists, ministers or marriage counsel-
ors, and the extent to which such guidance is likely
to erase a material part of the cause or causes of
disharmony;

c. the presence of children, if any, and the extent to
which they are likely to reduce the causes of dis-
harmony or act as a unifying force to the marriage;

d. the length of time the parties have been married and
the length of time during which the disharmony be-
tween the parties has manifested itself in some
form; and

e. the nature of the cause or causes of the breakdown.
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COMMENT: This provision defines and provides criteria
for determining whether or not a marriage that has broken
down is irreparable, that is, so irremediable as to justify
the court in granting a divorce even though the court's pri-
mary obligation is to save a marriage from dissolution. The
court is not limited to the statutory criteria and may use its
discretion, based on information acquired by the applica-
tion of the criteria and otherwise, in determining both the
probability and the substantiality of improvement.

SECTION 101(b) Recrimination shall not be allowed as a
defense to a libel for divorce brought under this section.

COMMENT: This provision is specifically meant to elimi-
nate the application of either a common law rule or any statu-
tory construction making the grant of an absolute divorce
contingent upon the libellant's meeting any standard of free-
dom from guilt or freedom from fault. Any guilt or fault
as commonly understood in divorce proceedings should in-
stead be considered to the extent warranted in determining
whether or not the test for breakdown in the marital relation-
ship is met.

SECTION 101(c) The court shall so construe this section
as to preserve the marital relationship in case of serious
doubt as to the proper application of any of the above stand-
ards.

COMMENT: This provision states the premise that, in case
of conflict, the primary duty of the court is to preserve the
marriage the state has created; however, this rule is not
meant to create a narrow reading of the statute. Instead,
the statute should be read with the understanding and mean-
ing normally given the statutory terms. Only in borderline
cases, when applying the above flexible reading of the statute,
should the court which is faced with a choice decide against
granting the divorce.

SECTION 201: Representation of Children in Divorce

(a) (1) Every libel for divorce shall state fully the names,
addresses, ages, histories of custody, and names and
addresses of natural parents, if known, of all minor
children for whose care the spouses are responsible.
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(2) Every answer to a libel for divorce either shall
state that all of the libellant's allegations under sub-
section (a) (1) are true and complete or shall recite
true and complete allegations pursuant to subsection
(a) (1).

(3) If at any time the court learns that the libellant
or libellee has not complied with subsections (a) (1)
or (2), it may order that the noncomplying party be
punished for contempt of court and may (i) dismiss
the libel or permit an amendment of the libel if a
decree has not yet been granted, or (ii) modify the
decree if a decree has been granted.

COMMEmT: Since children cannot be expected to assert
their rights by themselves, this section puts the burden on
their parents to provide the court with enough information
so that it can provide for their representation.

The statute covers "aIll minor children for whose care the
spouses are responsible," rather than limiting itself to
natural children of the marriage, since adopted or foster
children, or other children for whom the spouses have as-
sumed responsibility, may be harmed as much by divorce as
natural children of -the marriage.

Requiring disclosure by both spouses and laying both
spouses open to the same range of penalties should minimize
the number of careless errors and intentional omissions.
The court has discretion -to deal with omissions in accord
with the needs of the particular case.

SEcTiox 201(b) The court shall appoint lawyers for the
children named pursuant to subsection (a) (1).

(1) At the beginning of or during the proceedings, the
court may appoint a single lawyer for children whose inter-
ests appear to coincide, or separate lawyers for children
whose interests appear to conflict.

(2) The court shall set the fees of the appointed
lawyers at the conclusion of the proceedings on the basis of
their supporting affidavits.

(i) The court may order payment of the fee by
the libellant, the libellee, the child, or a fund which may
be established by the state or other organizations for
that purpose.
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(ii) The court shall reduce or eliminate the chil-
dren's lawyers' fees where the financial resources of the
parties so warrant.

COMMENT: The inability of children to select their own
lawyers creates a dilemma. If the court does not assume
the responsibility of appointing lawyers, the children will
not obtain them; but court appointed lawyers may not pur-
sue their clients' interests as avidly as those selected by the
client. The latter problem may be solved in part by involve-
ment of older children in the selection process, and frequent
consultation between the children and their counsel; how-
ever, the ethics of the bar will be important.

The court has discretion to decide whether to appoint one
or several lawyers where there are several children. The
desideratum of separate representation of every party who
may have a separate interest must be balanced against the
needs for economy and efficiency.

The court has discretion to charge children's lawyers' fees
on the basis of fault, ability to pay, and other factors which
may be relevant. Since the spouses seeking divorce create
the need for representation of their children, the cost of re-
presentation may fairly be imposed on them.

Divorce should not be made more expensive than it now is
for the poor; therefore, they are not required to pay more
than they can afford for children's lawyers. Legal aid
societies and attorneys who contribute services to the poor
should be as willing to represent poor children whose parents
seek divorce as they are to represent other poor clients. Pro-
vision is made for counsel's fees to be charged to a fund
which the state or private philanthropies may contribute.

SEcTioN 201(c) (1) The children named pursuant to sub-
section (a) shall be treated as parties to the divorce proceed-
ing; they shall have the same procedural powers as other
parties to the libel.

(2) The lawyers designated pursuant to
subsection (b) shall represent the interests of the children as
they appear to the lawyers, taking account of the children's
own opinions and other relevant considerations. Counsel may
oppose the issuance of any divorce decree, argue for a delay

[V7ol. 5: 563
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before a decree is granted, argue for a particular custody
arrangement, contest inadequate child support allowances,
and make such other arguments as may be in the interests of
the children.

OMMENT: The child has the same rights of discovery, pre-
sentation of evidence and so forth as any other party to the
action. Whether or not the child may be formally termed a
party is left to the local law of civil procedure.

The children's lawyers are not restricted as to which inter-
ests of the children they may advocate. Where interests of
the children and the parents conflict, it is left to the court to
judge and balance them.





NOTE: BUILDING CODES:

REDUCING DIVERSITY AND

FACILITATING THE

AMENDING PROCESS

I. INTRODUCTION

The present body of building code' law would be quite
satisfactory were no one concerned with cost or efficiency.
In 'theory, the purpose of building codes is to ensure safe
and adequate construction of public and private buildings;
and in fact, they have undoubtedly been instrumental in
raising and maintaining standards for safe construction.
But -hey have had some less desirable effects as well. They
have retarded .innovation and forced higher costs,2 one re-
sult of which has been that lower income groups have been
priced out of the market for newly constructed housing.3

Certainly, building codes have not been the sole cause of the
1. Building Codes, which are the subject of this Note, are to be distinguished

from housing codes in that the former apply to new construction and generally
to substantial alterations and renovations, whereas the latter apply to the condition
of buildings already in existence. Building codes regulate such matters as structural
loads and stresses, heating system construction and equipment, plumbing and
electrical installation and materials, wall thickness, exits, light and ventilation,
stairways, ramps, landings, and railings, elevator and escalator construction and
safety equipment, fireproofing, sprinkling, and fire-extinguishing equipment, chimney,
flue and vent pipe construction, heights and distances from streets, other buildings,
property lines, and the projection of towers, poles, signs, and other structures.
Housing codes on the other hand, regulate the living conditions in existing buildings,
covering such items as room sizes, occupancy ratios, standards of maintenance, and
the presence, type, and condition of facilities such as bathrooms, hot water, and
wiring. There is some overlapping coverage between the two types of code, the
major distinction between the two being the time in the life of a building at which
they are applied. Related to these codes are mechanical, electrical, plumbing, and
fire codes, which may or may not be part of the general building code, setback
ordinances, zoning ordinances, multiple dwelling laws, health codes, house trailer
codes, and business and professional codes.

2. In 1958, a panel for HOUSE AND HOME MAGAZINE asserted that the building

code situation cost home buyers an average of $1,000 a house. 14 HOUSE AND
HoME 116 (1958).

3. Former Senator Paul V. Douglas, chairman of the President's newly-appointed
Commission on Urban Problems, has stated that building codes are a serious
obstacle to the technological innovations necessary to produce low-income housing.
N.Y. Times, Dec. 7, 1967, at S9, col. 4.
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high price of construction; but just as certainly, they have
been a contributing factor.4

Currently, there are 5,000 different building codes in effect
in the United States.6 In metropolitan areas, there may be
as many as from thirty to fifty different building codes.6

Many of these codes are out of date, and more of them will
very likely be out of date in the near future.7

To visualize the problems confronting a materials manu-
facturer, prefabricator, or general contractor who does busi-
ness nationwide, suppose that General Motors had to make
a different car for sale in every county in the United States
in accordance with local safety requirements. Suppose fur-
ther that these local requirements were comprehensive, cov-
ering virtually every item in the automobile-and that some
counties allowed fuel injection but others did not, some re-
quired no more than two cylinders in the engine but others
no less than eight, some allowed engines made of aluminum
but others allowed only engines made of steel with certain
specified alloys, and some required -the spokes on the wheels
to be made of oak and no less than two inches in diameter.

4. There is some confusion over the extent to which building codes actually raise
costs. The Advisory Commission on Intergovernmental Relations suggests that the
HOUSE AND Ho:E estimates, supra note 2, are exaggerated since they combined
the excesses of several codes, rather than concentrating on any one typical example.
U.S. ADvisonY Com'N ON INTERGOVERNMENTAL RELATIONS, BUILDING CODES:
A PoGAm FOR INTERGOVEBNMENTAL REFoP, 2-3 (1966) [hereinafter cited as
ACIRI. One recent study commented, "Undoubtedly many building codes have
incorporated excessive standards; however, conclusive evidence that the situation
is as bad or costly as one is led to believe is notably lacking." PUGET SOUND
GOVERNm:ENT CONFEPENCE, A SURVEY OF BUILDING CODES 8 (1967) [hereinafter
cited as PSBC]. The study cited a San Francisco survey of local home building
the results of which showed no costs increases for 33% of the houses, less than 1%
increases for 50% of the homes, and no more than 3% increase for the remainder.
S. MASEL, HOUSE BUILDING IN TRANSrON 249 (1953). However, another author
commented on this study that "...the observed lack of builder complaints in
San Francisco stems from the fact that the average builder is not an innovator,
but is content to build a house in a traditional manner, familiar both to him and
to the building inspector." B. KELLY, D)StcN AND THE PRODUCTrON or HOUSES
307 (1959). Furthermore such surveys as the one in San Francisco do not measure
the cost of restraints on innovation of securing numerous code approvals and
reapprovals, or generally the amount to which excessive code restrictions have
contributed to the final cost of all the materials and methods which the contractor
is permitted to use.

5. ACIR, supra note 4, at 1.
6. E.g., the Cleveland metropolitan area has about thirty different building codes,

while the Chicago area has about fifty.
7. See note 17 infra.
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Then suppose that shop plans for each automobile had to be
submitted to a local automobile commission for approval and
certification, and that each car had to be assembled in the
county in which it was to be sold, where the process of as-
sembly could be observed by local inspectors of varying com-
petence and integrity. Of course, cars are not buildings,8

and there are a number of reasons, none of them very over-
whelming,9 why their systems of regulation should be dif-
ferent. The point of the illustration is simply that if cars
were subject to a system of regulations similar to that which
governs buildings, the business of making cars would be a
good deal more complex; they would cost considerably more,
and fewer persons would own them. It is also to suggest that
the process of building could be simpler, more economical,
and more accessible to a wider public if building codes were
less numerous, better written and administered, and more
consistently up to date.

The unfortunate effects of building codes stem basically
from two sources: (a) the form and content of the particular
codes; and (b) the legal and political distributions of au-
thority for promulgating the codes. Since the latter source
may often feed the former, it will be considered first.

8. Although mobile homes (trailers) are buildings for the most part. Eighty-five-.
per cent of trailers are fixed in place as permanent dwellings. In 1964i mobile
homes constituted eighteen per cent of private, one-family housing starts. The
construction of mobile homes is generally not regulated. ACIER, supra note 4, at S.
But see C. RPiYNE, SuavEY OF THE LAW OF BUILDING CODES 58-6 :(1960).

B. HODES & G. ROBERTSON, THE IAW. OF MoBiLE HOM-S (i964)., Although
certain provisions of building codes where they overlap with the basic subject
matter of housing codes, notably in dealing with space and occupancy ratios,
have been applied to trailers. See Lower Merion Tp. v. Gallop, 158 Pa. Super. 572,
46 A.2d 35 (1946), appeal dismissed, 329 U.S. 669 (1946).

9. At the time of the first building codes, almost all of the construction was
on-site. Materials were brought to the building site in their crudest form and
from this the workmen completed all the necessary assemblies. Architectural
details were scanty, as the architects either personally supervised the construction
or left the construction details to the contractor. In short, most of the activity was
local and it was appropriate that it be locally regulated. With rising labor costs,
more was done to save labor at the site-prefinishing, preassembling, prefabricating
and pre-casting, although some of these methods had qualitative as well as economic
advantage. Also, as standards of comfort rose, the technological level and com-
plexity of building materials increased, particularly for use in large buildings which
had been made possible by the use of steel skeletons and reinforced concrete.
More of the work came to be done off the site. Automobiles, on the other hand, have
always been manufactured in central locations and shipped out to buyers.
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II. DIsTIUTION OF AUTHORITY-

THE PROBLEM OF DIVERSITY

By charter or enabling legislation, most states delegate
power over building codes to the municipalities to be ex-
ercised as part of the local police power. In addition to codes
drafted locally at the municipal level, about eighty per cent
of the states have special codes covering subjects like plumb-
ing and fire prevention.' Six states have mandatory general

lO.Alaska (boilers) ALASKA STAT. §§ 18.60.180-18.60.390 (1962); California
(electrical) CAL. PUB. UTIL. CODE §§ 8001-8057 (West 1965), CAL. LABo CODE
§ 55 (West 1955), (fire) CAL. HEALTH & SAFETY CODE §§ 13100-13146.5 (West
1964); Colorado (plumbing) COLO. REV. STAT. ANN. §§ 142-1-1 to 141-1-22 (1963);
Connecticut (elevator) CONN. GEN. STAT. ANN. §§ 19-410 to 19-418 (1958), (fire)
CONN. GEN. STAT. ANN. §§ 29-40 to 29-44 (1958); Delaware (boiler) DEL. CODE
ANN. §§ 553.01-553.13 (1962); Hawaii (fire and electrical) HAWAII REv. LAws
(1953); (plumbing) DEL. CODE ANN. tit. 16, §§ 7901-7933 (1953); Florida
(elevator) FLA. STAT. ANN. §§ 399.01-399.14 (1960); (plumbing) FLA. STAT.
ANN. §§ 553.01-553.13 (1962); Hawaii (fire and electrhidl) HAWAII REV. LAWS
§§ 184-1 to 184-16 (Supp. 1963); Idaho (electrical) IDAHO CODE ANN. §§ 54-1001 to
5410017 (1947), (plumbing) IDAHO CODE ANN. §§ 39-2701 to 39-2734 (1947);
Illinois (boiler) ILL. ANN. STAT. ch. 24, §§ 1225-1240 (Smith-Hurd 1961);
Indiana (boiler) IND. ANN. STAT. §§ 20-632 to 20-664 (1964), (fire and electrical)
IND. ANN. STAT. .20-807 (1964), (elevator) IND. ANN. STAT. 20-1201 to 20-1217
(1964); Iowa (boiler) IOWA CODE ANN. §§ 89.1-89.12 (1949), (fire) IOWA

CODE ANN. §§ 103.1-103.17 (1949), (plumbing) IOWA CODE ANN. §§ 135.12-
135.15 (1949); Kansas (boiler) KAN. STAT. ANN. §§ 44-901 to 44-911 (1964),
(fire) KAN. STAT. ANN. 31-101 to 31-130 (1964); Kentucky (boiler) KY. REV. STAT.
§§ 236.005-236.990 (1962), (fire) KY. REV. STAT. §§ 227.200-227.400 (1962),
(prlimbing) Ky. REv. STAT. §§ 318.071-318.130 (1962); Louisiana (boiler)
LA. REV, STAT. ANN. §§ 23:531-23:542 (1964), (fire) LA. REv. STAT. ANN.
§ 40:1561-40:1622 (1965); Maine (boiler) ME. REv. STAT. ANN. tit. 26,
§§ 141-247 (1964), (electrical) ME. REV. STAT. ANN. tit. 30, §§ 2551-2560
(1964), (, evator) MTE. REv. STAT. ANN. tit. 26, §§ 401-467 (1964); Maryland
(boiler) MD. ANN4. CODE art. 48, §§ 167-180 (1957), (fire) MD. ANN. CODE
art. 384, §§ 1-14 (1957); Massachusetts (boiler) MASS. ANN. LAWs ch. 22,
§§ 10-11 (1966), MAss. ANN. LAws ch. 146, §§ 1-69 (1965), (electrical)
MAss. ANN. LAws ch. 143, § 36 (1965), (elevator) MAss. ANN. LAWS ch. 22,
§ 11A (1966), MASS. ANN. LAwS ch. 143, §§ 62-71 (1965), (fire) MASS. ANN.
LAws ch. 22, § 14 (1966), MAsS. ANN. LAwS ch. 148, §§ 1-56 (1965), (plumb-
ing) MAss. ANN. LAws ch. 142, §§ 1-22 (1965); Michigan (boiler), ICH. Coawe.
LAws §§ 408.751-408.776 (1967), (electrical) MciH. CoMP. LAws §§ 338.881-
338.892 (1967), (elevator) MIi. Comx. LAWS §§ 408.351-408.374 (1967),
(fire) Aic ComnP. LAws §§ 29.1-.29.75 (1967), (plumbing) MCH. Comp. LAWS
§§ 338.901-338.965 (1967); Minnesota (boiler) MINN. STAT. ANN. §§ 183.375-
183.62 (1966), (electrical) MINN. STAT. ANN. §§ 326.241-326.248 (1966),
(fire) MINN. STAT. ANN. §§ 73.01-73.45 (1946); Montana (boiler) MONT. REV.
CODES ANN. §§ 69-1501 to 69-1518 (1962), (fire) MONT. REV. CODES ANN.
§§ 82-1201 to 82-1237 (1966), (plumbing) MONT. REv. CODES ANN. §§ 66-2401 to
66-2426 (1962); Nebraska (boiler) NEB. REV. STAT. §§ 48-701 to 48-718 (Supp.
1965), (elevator) NEB. REV. STAT. §§ 48-418.1 to 48-418.12 (1960), (fire) NEM.
REV. STAT. §§ 81-501.01 to 81-541 (1966); Nevada (fire) NEV. REV. STAT.
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building codes", although in each case certain categories of
construction, such as one and two-family dwellings, are ex-

§§477.010-477.050 (1964); New Hampshire (boiler) N.H. REV. STAT. ANN.
§§ 157-A:1 to 157-A:13 (1964), (elevator) N.H. REV. STAT. ANN. §§ 157-B'1 to
157-B:17 (1964), (fire) N.H. REV. STAT. ANN. §§ 153:1 to 153:26 (1964),
(plumbing) N.H. REv. STAT. ANN. §§ 330:1 to 330:10 (1966); New Jersey (boiler)
N.J. STAT. ANN. §§ 34:7-14 to 34:7-26 (1965); New Mexico (fire) N.M. STAT. ANN.
§§ 4-16-1 to 4-16-39 (1966); North Carolina (boiler) N.C. GEN. STAT. §§ 95-54 to
95-69.2 (1965); North Dakota (boiler) N. D. CENT. CODE §§ 65-12-01 to 65-12-1S
(1960), (electrical) N.D. CENT. CODE §§ 43-09-01 to 43-09-25 (1960), (fire)
N.D. CENT. CODE §§ 18-01-01 to 18-01-33 (1960), (plumbing) N.D. CENT. CODE
§§ 43-18-01 to 43-18-24 (1960); Ohio (boiler) Omo REv. CODE ANN. §§ 4104.01
4104.99 (Page 1965), (elevator) OmHo REv. CODE ANN. §§ 4105.01-4105.99
(Page 1965), (fire) OHio 11Ev. CODE ANN. §§ 3737.01-3737.99 (Page 1954),
(plumbing) OHmo REv. CODE ANN. §§ 3703.01-3703.99 (1954); Oregon (boiler)

ORE. REV. STAT. §§ 480.510-480.990 (1967), (electrical) ORE. REV. STAT.
§§ 479.510-479.990 (1967), (elevator) OnE. REv. STAT. §§ 460.65-460.155
(1967), (fire) OnE. REv. STAT. §§ 476.010-476.130 (1967), (plumbing) Onx.
REv. STAT. §§ 447.010-447.140 (1967); Pennsylvania (boiler) PA. STAT. ANN.
tit. 35, §§ 1301-1318 (1964), (elevator) PA. STAT. ANN. tit. 35, §§ 1341-1382
(1964), (plumbing) PA. STAT. ANN. tit. 53, §§ 4591-4669, 14791-14857 (1957);
Rhode Island (boiler) 111. GEN. LAWS ANN. §§ 28-25-1 to 28-25-18 (1956),
(elevator) 11. GEN. LAws ANN. §§ 23-33-1 to 23-33-28 (1956), (fire) R.I. GEN.

LAVS ANN. §§ 23-28.1-1 to 23-28.28-26 (1956); South Carolina (fire) S.C. CODE
ANN. §§ 37-80 to 37-86 (1962); South Dakota (electricity) S.D. CODE §§ 31.04B01-
31.04B06 (Supp. 1960); Tennessee (boilers) TENN. CODE ANN. §§ 53-2701 to
53-2724 (1966), (fire) TENN. CODE ANN. §§ 53-2401 to 53-2543 (1966), (ele-
vators) TENN. CODE ANN. §§ 53-2601 to 53-2615 (1966), (plumbing) TENN. CODE
ANN. §§ 62-1233 to 62-1246 (1955); Texas (boilers) TEx. REv. Cirv. STAT. ANN.
art. 52216, §§ 1-19 (1962); Utah (boilers) UTAH CODE ANN. §§ 35-7-5 to 35-7-9
(1953), (fire) UTAH CODE ANN. §§ 63-29-1 to 63-29-12 (1953), (plumbing) UTAH
CODE ANN. §§ 26-15-1 to 26-15-8 (1953); Vermont (boilers) VT. STAT. ANN.
tit. 21, §§ 141-152 (1967), (public bldgs.) VT. STAT. ANN. tit. 18, §§ 1301-1306
(1959), (fire) VT. STAT. ANN. tit. 20, §§ 2721-2727 (1959), (plumbing)
VT. STAT. ANN. tit. 26, §§ 2171-2198 (1967); Virginia (boilers) VA. CODE ANN.
§§ 59-227 to 59-235 (1950), (fire) VA. CODE ANN. §§ 27-55 to 27-88 (1964),
(plumbing) VA. CODE ANN. §§ 32-406-32-410 (1964); Washington (boilers)
WASH. REv. CODE ANN. §§ 70.79.010-70.79.330 (1962), (electrical) WAsH.
REV. CODE ANN. §§ 19.28.010-19.29-060 (1961), (elevator) WASH. REv. CODE
ANN. §§ 70.87.010-70.87.900 (1962), (fire) WASH. REv. CODE ANN. §§ 48.48.010-
48.48.130 (1962); West Virginia (boilers) W. VA. CODE ANN. § 21-3-7 (1966),
(electrical) W. VA. CODE ANN. §§ 21-3-3a, 29-3-4a (1966), (fire) W. VA. CODE

ANN. §§ 29-3-1 to 29-3-33 (1966); Wisconsin (boilers) Wis. STAT. ANN. §§ 101.01-
101.30 (1957), (electrical) Wis. STAT. ANN. §§ 101.01-101.60, 167.16 (1957),
(elevator) Wis. STAT. ANN. §§ 101.01-101.60 (1957), (plumbing) Wis. STAT.

ANN. §§ 145.01-145.14 (1957); Wyoming (electricity) Wyo. STAT. ANN.
§§ 37-1 to 37-64 (1957), WYO. STAT. ANN. §§ 33-213.1 to 33-213.9 (1957), (fire)
Wyo. STAT. ANN. §§ 35-420.1 to 35-436 (1957).

11. California, CAL. HEALTH & SAFETY CODE §§ 18900-18917 (West 1964);
Indiana, IND. ANN. STAT. §§ 20-416 to 20-434 (1964); New Mexico, N.M. STAT.
ANN. §§ 67-35-1 to 67-35-63 (1953); North Carolina, N.C. GEN. STAT. §§ 143-136
to 143-143.1 (1963); Ohio, OHo REv. CODE ANN. §§ 3781.01-3791.07 (Page 1954);
Wisconsin, Wis. STAT. ANN. §§ 101.01-101.60 (1957).



Harvard Journal on Legislation

eluded. 2 Four states have general building codes which are
optional,13 that is, the localities are free to adopt the state
code or not at their election.

There is no federal code as such. The Federal Housing
Administration (F.A) has a set of minimum standards, and
the various agencies concerned with construction attempt to
be as current as possible in drafting specifications for con-
struction of federal facilities. Neither the FHA ium
standards nor any federal specifications, however, supersede
any local code where the latter is more stringent.

There are also four unofficial codes of an advisory nature
which are referred to as 'national' or "proprietary" codes.4
One of these is sponsored by the insurance industry, and the
others by associations of building officials. These codes are
kept up to date and are fairly widely adopted'5 both because
of their high quality and because many municipalities lack
facilities for writing a good code on their own.
, According to a survey made in 1964 by the International
City Managers' Association, 16 a small majority of cities with
a population over 100,000, including New York, Los Angeles,
Chicago, Philadelphia, Detroit, Houston, and Baltimore,
write their own codes. A majority of cities under 100,000,
on the other hand, adopted one of the so-called national
codes. It should be observed, however, that many' if not
most, of the cities adopting national codes have made changes
from the model versions, or else the local versions are out of
date, thus subverting any uniformity which might 'have re-

12. Indiana, North Carolina, Ohio and Wisconsin exclude one- and two-family
dwellings and rural and farm buildings. Ohio also excepts three-family dwellings.
California excludes public buildings, but these are covered by other regulations.

213 .CoNN. GEN. STAT. ANN. §§ 19-395 to 19-403 (1958); MINN. STAT.
ANN. §§ 16.83-16.87 (1967); N.J. STAT. ANN. § 13:IB-7 (1968); N.Y. EXEC.
LAw §§ 370-387 (McKinney 1951).

14. These are the "National Building Code," sponsored by the American Insurance
Association, The "Uniform Building Code," sponsored by the International Con-
ference of Building Officials, the "Basic Building Code," sponsored by the Building
Officials Conference of America, and the "Southern Standard Building Code,"
sponsored by the Southern Building Code Congress.

15. Of slightly over one thousand cities surveyed by the International City
Managers' Association in 1964, more than sixty per cent had adopted one of the
national codes. INTERNATIONAL Cr=Y MANACERS' AssOcATtON, MUNICIPAL BUILD-
ING INSECTON PiAcTncxs 14 (Information Service Rep. No. 241, 1964).

16. Id.

[Vol. 5: 587
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sulted.'7 Of the states with mandatory codes, four allow the
localities to pass stricter regulations. North Carolina, how-
ever, requires that local improvements be submitted to the
state officials for approval.' 8 The state of New York, with
its optional code, has a similar arrangement. 9 In addition,
New York has a etatewide appeals board, composed of mem-
bers of the State Building Code Council, for hearing appeals
from local decisions, thus providing a further measure of
uniformity.20 By mid-1965, nearly one-third of the munici-
palities in New York had adopted the state code.2'

The main objection to having 5000 different building codes,
or fifty different codes in a metropolitan area, aside from the
fact that buildings essentially the same may have to be con-
structed differently and may cost substantially more in one
municipality than in another, is that such widespread divers-
ity impedes the progress of standardization and mass pro-
duction in building construction, and furthermore increases
the costs of design and bid-preparation. The problem is not
necessarily that a local code prohibits such innovations as
prefabricated assemblies, mechanical cores, pre-finished ma-
terials, or modular construction. It may be possible to get
changes or variances in individual 'situations.22  The pro-
blem is rather thfat diversity serves to discourage the wide-
spread acceptance and use which is essential to the profit-
ability of a new product or enterprise 3

In order to promote a new product or method, the pro-
ducer must secure approval from every code group which has
jurisdiction over the area in which he wishes to do business 4

17. In the San Francisco area, although nearly all of the municipalities had
adopted the Uniform Building Code, only 60% were using the latest edition.
ACIR, supra note 4, at 70. In the Puget Sound Region, it was discovered that
nearly 80% of the sixty cities and towns had adopted the Uniform Building Code.
However, 22 different codes were being enforced, and of the municipalities adopting
the UBC, one third had made local modifications, 70% were using an old edition,
and there was little consistency in the amendments which were made locally.
PSGC, supra note 4, at iii.

18. N.C. GEN. STAT. § 143-138(c) (1964).
19. N.Y. EXEC. LAw § 386 (McKinney 1951).
20. N.Y. EXEC. LAw § 381 (McKinney 1951).
21. ACIR, supra note 4, at 74.
22. See pp. 607-08, infra.
23. For a more thorough discussion, see ACIR supra note 4, at 3-4.
24. For a good general treatment and selective examples of the procedures for

obtaining product approvals, see W. DEMAEST, BUILDING CODES: PRODUCT
APPROVALS (1964).
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This may involve getting approvals from the FHA, one or
more of ,the national code organizations, state groups, and
local code officials. The process of securing approval may be
both costly and time consuming, since tests must be made, in-
cluding tests by independent laboratories,2 5 and the results
submitted along with fees to cover the costs of the code
body.26  Of course, there is a great saving of effort, time,
and money where a single code is used by a large number of
localities. When a new product or method is accepted by
the New York State Building Code Council, for example,
that change is automatically effective in each of the mem-
ber 'localities.&2 7 When the national codes accept changes,
these changes are usually adopted as a matter of course by
the participating localities, although in general some official
approval at the local level is required by state law, and con-
sequently, some localities may not get around to adopting the
national code change.28 In contrast to the situation in the
United States, both France and England have established
central agencies for testing and approval of new methods
and materials.9

The -time and expense involved in clearing a path through
the codes for new products and methods, even at the local
level, may be such that only the wealthiest owners and builders
can afford to innovate.3  When institutional obstructions to
new products are added to the natural conservative tendency

25. Id. at 1-2.
26. The greatest cost of having to secure numerous product approvals, according

to Sheldon Cady, is not the required fees but the time spent by sales personnel.
Cady also criticizes reapproval fees. 9 AnCETECU.RAL & ENGINEERING NEws,
April 1967, at 29, 49.

27.N.y. ExEc. LAW §§ 577(5), 378(3) (McKinney 1951).
28. See note 17 supra.
29. In France, the Centre Scientifique et Technique du Batiment issues seals of

approval to materials meeting its test standards which are recognized in all of the
major cities in France. In England, much the same process occurs. The French
system appears to be preferable because more information is given along with the
approval certificate as to the conditions under which the materials should be used.
ARMCITECTURAL & ENGINEERING NEWS, supra note 26, at 31, 32, 64.

30. According to Paul Douglas, "ne suppliers of housing construction materials
include some giants, but it is essentially the smart builder who has to run
the building code obstacle course and he cannot afford the high risks of ex-
perimenting with short cuts." Nat'l Comm'n on Urban Problems Press Re-
lease, Dec. 7, 1967. Indeed, William Tabler, president of the New York City
Chapter of the American Institute of Architects, and a noted designer of hotels,
reports having spent $100,000 appealing an adverse code ruling on a motel
project in California. ASCnCMYECTURAL & ENGINEERNG Nmvs, supra note 26,
at 46.
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of preferences among consumers, architects, engineers, and
builders, 31 the result is a building industry whose techno-
logical rate of change is considerably less than it might be.

Another problem, sometimes as serious as differences in
the codes themselves, is variation in code interpretation.32

Even where codes are written and enacted at the state levels,
their administration and enforcement is left to the local-i-
ties.3 3 In many cases, the local officials will have to exercise
discretion in approving or evaluating a method or material.
Such situations are likely to increase as more codes tend to
be "performance" oriented.34 The statewide Board of Re-
view in New York is one resolution of the problem of con-
fficting interpretation. Another solution might be to have
administration and enforcement under state or county
auspices, 35 although it still might be possible in the former
case for decentralized units of the state authority to develop
their own viewpoints on interpretation. A third proposal,
advanced by the Advisory Commission on Intergovernmental
Relations,36 is that building inspectors be licensed and trained
by the states. Today, building officials are not generally
licensed as such, but many codes require that certain of-
ficials be registered as engineers or architects, or as some form
of skilled artisan with a certain minimum number of
years of practical experience.37 This proposal, if enacted,
would correct a number of deficiencies by introducing inspec-
tors to new and varied practices and by weeding out unquali-
fied persons. All of these proposed solutions -assume a state

31. All of these groups tend to prefer the familiar, unless some new product is

clearly superior and the old ones are clearly inadequate. Given this scale of pre-
ferences, the burdens of code approval may often sway the balance toward
the familiar.

32. P.SGC, supra note 4, at 11.
33. N.Y. ExEc. LAw § 383 (McKinney 1951).
34. A performance standard bases acceptability upon the functional perform-

ance of a material or method. This is contrasted with a specification-type standard
which specifies the types, amounts, and sizes of acceptable materials. See p. 604,
infra.

35. About thirty municipalities in both Los Angeles and St. Louis coun-
ties have inspection services provided by the county. ACIR, supra note 4,
at 70.

36. ACIM, supra note 4, at 98-102.
37. Joseph Platzker, a former Buildings Commissioner of New York City, reports

that he had discovered increasing professionalization in building departments across
the country. AnCHITECTUBAL & ENG-NEEXNG NEws, supra note 26, at 30. Douglas
Parsons and the International City Managers' Association, however, report
what they consider to be a low degree of professionalism. Id. at 43.
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code 35 Where the common code is one of the national advisory
codes, schemes for statewide administration or review would
not be workable unless such a code were adopted by a state
itself.3 9

The proliferation of building codes is a direct result of
reposing the power of enactment in the municipalities. This
reposal follows from legal and political theories that the im-
mediate duty of protecting citizens lay, under the rubric of
the police power, upon the nearest unit of legal authority.
However well that theory might work when applied to the
regulation of traffic, sewers, sanitation, and parks, 40 it be-
comes dysfunctional when applied to the building construc-
tion industry, which is no longer, nor should it be, a purely
local activity.41  A basic premise of local regulatory auth-
ority is that the effect of local laws are confined to the bound-
aries of the authority.4 But in the case of building codes, an
industry stretching across the country and comprising 10 per
cent of the gross national product is vitally affected by what
operate as local trade barriers.

Apparently there is considerable feeling that municipalities
have a vested right in promulgating local building codes.43

However the classic doctrine on state-local relations has been

38. The International Conference of Building Officials, however, maintains that
in making the suggestion for state licensing and training, not enough considera-
tion was given to their educational programs, sponsored in cooperation with uni-
versities, to increase the professional knowledge and skill of building officials.
International Conference of Building Officials, Newsletter, March 17, 1966, at 1.

39. This is actually done in the case of special codes. See, e.g., FLA. STAT. ANN.
§§ 399.01-399.14 (1960); HAI'.aU REV. LAWS §§ 184-1 to 184-16 (Supp. 1963);
IND. ANN. STAT. §§ 20-632 to 20-664 (1964).

40. The Advisory Commission on Intergovernmental Relations identified fifteen

services which municipalities were regularly called upon to perform. The com-
mission then listed these services in the order of the appropriateness of local

as opposed to regional control. In that order the services are: fire protection, pub-
lic education, refuse collection and disposal, libraries, police, health, urban re-
newal, parks and recreation, welfare, hospitals and medical care facilities, trans.
portation, planning, water supply and sewage disposal, and air pollution control.
U. S. ADvIsonY CONM'N ON INTER-GOvERNUENTAL RELATIONS, METROPOLITAN
AMERCA: CHALLENGE To FEDERALISm 33 (1966).

41. Lewis Davis, an architect and a member of the National Commission on

Urban Problems, has stated that architecture is practiced on a national and inter-
national basis. AIICH1TECTUEAL & ENGINEEING NEWS, supra note 26A, at 31.

42. See Smith v. Spring Garden Tp., 34 Pa. D. & C.2d 54 (York Co. C.P.
1964); Babcock & Bosselman, Citizen Participation: A Suburban Suggestion for

the Central City, 32 L. & CONTEMP. PROB. 220, 226 (1967).
43. See B. KELLY, supra note 4, at S05.
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that "Municipal corporations owe their origin to, and de-
rive their powers and rights wholly from, the legislature.
It breathes into them the breath of life, without which they
cannot exist. As it creates, so it may destroy. If it may
destroy, it may abridge and control.I"

Even in states where some form of home rule obtains,
there could be no persuasive objection to an optional build-
ing code promulgated by the state. In the case of mandatory
state codes, as long as the state code purports only to be a
set of minimum regulations upon which localities may im-
prove, there should be little merit in the objection that any
locality is being deprived of a vested right. Even where
state approval was required of local variations of the state
code, it would be difficult to maintain that there was any de-
privation where the state agency applied a standard of rea-
sonableness. If the state agency applied a stricter standard,
however, it could be argued that the state's interest in uni-
formity outweighed the localities' interests in having unique
building codes.

Furthermore, the vested right theory would impose no
obstacle to a mandatory national building code under the
authority of either the commerce clause or the general wel-
fare clause of the Constitution. Were a code to be written
by the national government, however, it would probably be
advanced on an optional basis in deference to state and local
sensitivities.

Finally, on general policy grounds, whatever right a muni-
cipality may be considered to have to regulate the construc-
tion of buildings within its jurisdiction, this right is out-
weighed by the public interest in having more uniform build-
ing codes. The general public would benefit more from a
rationalized building industry than from the retention of
local legislative prerogatives.45 It should be pointed out,
however, that these arguments do not necessarily apply to
housing codes insofar as they regulate the condition and not
the construction of buildings.

44. City of Clinton v. Cedar Rapids & Mo. River R.R., 24 Iowa 455, 475
(1868).

45. Of the "vested rights" theory, Kelly has stated "... new elements of public
policy must enter the picture when the question is one of encouraging the na-
tional development of a top national industry supplying the most expensive
product purchased by the average family. Clearly building regulation required
a broader view. . ." B. KELLY, supra note 4, at 305.
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In order -to reduce the current confusion, the ACIR has
suggested that the federal government sponsor the writing
of an optional building code which could apply to every
locality,45 allowing for local geographical differences.4 7  The
supporters of this controversial suggestion include the Home
Manufacturers Association,48 the National Association of
Counties,49 and the National Advisory Commission on Civil
Disorders." Since the building industry plays such a sig-
nificant part both in our national economy and in the bud-
gets of private individuals, and since the diversity of build-
ing codes interferes with progress in the industry and with
the developments of locally and federally-encouraged low-
income housing, this suggestion is not unattractive. The
arguments for a federal code are that such a code would lower
construction costs, stimulate innovation, eliminate the bur-
dens on localities of writing codes and keeping abreast of
technological developments, be more universally up to date,
and tharmonize the uncoordinated approach toward the de-
velopment of standards in the different industries.-1

The objections5 2 to a federal building code are threefold.

46. ACIR, supra note 4, at 89-91.
47. The fact that Canada has a national building code suggests that this would be

feasible. NATIONAL RESEARnCH COUNCIL OF CANADA, NATIONAL BUILDING CODE,

N.R.C. No. 8305-A (1965). For a general description, see ARCHITECTURAL IN.
GINEERING NEws, supra note 26, at 60.

48. Id. at 52-3.
49. 112 CONG. REC. 20, 420 (daily ed. Aug. 50, 1966).

50. NATIONAL ADVISORY CONDIX'N ON CIVIL DISORDERS, REPORT 480 (Bantam
ed. 1968).

51. ACIR, supra note 4, at 90.
52. The reactions to suggestions for a national building code have been pre-

dictable. The National Chamber of Commerce opposed it for numerous and some-
times contradictory reasons. See CHAMBER OF CONMERCE OF THE UNITED STATES,

BUILDING CODES (1968). The joint committees of the national advisory code
groups suggested that the outcome of their efforts be accepted as the na-
tional code.

The American Insurance Association, showing perhaps a lack of solidarity
with the other advisory code groups, suggested that its code be accepted as the

national code. The National Association of Homebuilders and the American Institute

of Architects have undertaken to write their own version of the national code.

N.Y. Times, Dec. 4, 1967, at 29, col. 2.
Douglas Parsons, an observer well-versed in the intricacies of standards and

codes, favors a continuation of progress along the lines of the current situa-

tion. D. PARSONS, BUILDING CODES AND THE PRODUCERS OF BUILDING PRO-

DUCTS (1967). Cf. Thompson, The Problem of Building Code Improvement, 12

L. AND CONTEMP. PEOB. 95, 110 (1947). The Republican Coordinating Com-

mittee issued a statement opposing a national code, apparently on general prin-

ciples. 112 CONG. REC. 20, 420 (daily ed. Aug. 30, 1966).
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First, a federal takeover or intrusion into the drafting of
building codes should arguably be a last resort, because
rights to local self-rule should be preserved insofar as pos-
sible, and if any consolidation of building codes is called for,
it should be at the metropolitan or state levels. Secondly,
rather than streamline the overall system, a federal code
would subject the building industry to the toils of fed-
eral bureaucracy and actually act as a brake on progress. 3

Thirdly, there is objection by those who fear federal control
over product approval, presumably on the grounds that dis-
crimination at the federal level would be virtually irrevocable
and that products could be blocked from distribution once
and for all. 4 However rational it might be to have a federal
building code, its advocacy may be pushing rationality be-
yond the point of political feasibility. Unless something
like an epidemic of collapsing buildings occurs (which is im-
probable since a major complaint about codes is that they
compensate too much rather than too little in the direction
of safety,5 the question of a federal building code is likely
to remain academic.

Recently, there have been promising efforts toward code
consolidation in the metropolitan areas of Denver, Atlanta,
Detroit, San Francisco, Los Angeles, Miami, Cleveland, and
Washington, D.C5 6  These efforts are commendable and no
doubt will prove beneficial. However desirable such metro-
politan codes may be, statewide codes would have several
advantages. Not only would the geographical area of cover-
age be greater, but the state code could be more easily co-

53. CHAMBER OF COMIMERCE OF THE UNITED STATES, supra note 52 at 6.
54. Howard Michner, manager of safety and engineering for the National Elec-

trical Manufacturers' Association, has stated that although his organization
favored completely the "National Electrical Code," a widely-used advisory code
written by the National Fire Protection Association, it would not favor a code
developed by a strictly federal panel because ". . . we don't feel that govern-
ment people are completely knowledgeable to do this particular business." AR-
CHrTECTURAL & ENGINEERING NEWS, supra note 26, at 62. What the NEMA
would favor, apparently, is a code written much like Canada's national code, NA-
TIONAL RESEARCH COUNCIL OF CANADA, supra note 47, by collecting standards
representing the consensus of the directly concerned industries. This is currently
what the United States of America Standards Institute (formerly the American
Standards Association) does, though not on a scale large enough to constitute the
compilation of an entire code. See ARCHITECTURAL & ENGINEERING NEWS, supra
note 26, at 55.

55. Lehman, Building Codes, Housing Codes and the Conservation of Chicago's
Housing Supply, 31 U. OF CnL L. REv. 180, (1963).

56. ACIR, supra note 4, at 65-71.
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ordinated with existing institutions of governmental author-
ity. Metropolitan codes promulgated on a cooperative rather
than an authoritative basis, on the other hand, may lack the
teeth effectively to sustain the uniformity of their adoption
or the original quality of their contents. The danger is that
once written and adopted initially, the metropolitian codes
are likely to be at the mercy of the various municipal legis-
lative bodies. Even if a metropolitan code agency were to
be established, it would probably lack substantive power to
amend or modify the code short of having to submit any
proposals for change to tihe individual municipal govern-
ments, at which point it would be hard to guarantee that the
proposals would be adopted either promptly or at al.

Possibly the best prospects for consolidation lie with a
general state building code.57  There are already specific
codes in forty of the states.58 Nine of the states have general
codes which are either mandatory or optional.5 9 The oame
arguments which apply to the suggestion of a federal code
would also apply, to a lesser extent, to a state code. 0  At
the same time, the counterarguments would apply hardly at
all.61 Even if the alternative of state building codes were to
be widely adopted, however, there would still be a need for
the federal government to play a large role in the stimulation
and direction of research and in the collation and formulation
of data and standards.

III. UPDATING AND THm AMENDING PROCESS

The larger cities tend to write their own codes.62  This
57. Thompson, supra note 53, at 104.
58. See note 10 supra.
59. See notes 11 & 12 supra.
60. The Advisory Commission on Intergovernmental Relations and the National

Association of Counties, which advocated a model code sponsored by the na-
tional government, also advocated model codes sponsored by the state govern-
ments. ACIR, supra note 4, at 94-5; 112 CONG. 1EC. 20, 420 (daily ed. Aug.
80, 1966). The U. S. Conference of Mayors, in reaction to the Advisory Commis.
sion's proposals, issued its own proposal calling for state model codes. Id.

61. General state-wide codes would not violate the principals of federalism,
would be less likely to become mired down in their administration by huge bureau-
cracies (e.g., New York), and would not be as likely (or would not be seen
to be as likely) to disrupt the markets for building products by arbitrary deci-
sions as would a code drafted by the federal government.

62. Of approximately one hundred cities with populations greater than 100,-
000 polled in 1964, slightly over half wrote their own codes. INTEINATIONAL
CrTY MANAGEBS' AsSOCIATION, upra note 15, at 7.
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task is generally assigned to an ad hoc group rather than
the agency which regularly has the job of code enforcement. 3

There are two basic reasons for such an arrangement. First,
it will probably be possible to obtain more professional ex-
pertise by going outside the local administration to recruit
draftsmen. Secondly, code writing can be subject to numer-
ous pressures from which it may be desirable to isolate the
city commission responsible for enforcement.64 Many groups
are interested in the provisions of a building code, including
materials suppliers and manufacturers, general contractors,
home builders, labor unions, architects, engineers, financial
institutions, and owners of real estate.65

Perhaps it is superfluous to add that another interested
group is the consuming public. But this group is probably
the least articulately represented in the process of code
drafting. Hearings held during the process of drafting are
apt to include representatives of the groups mentioned above
plus representatives from various municipal agencies. But
if -he public is represented in this process, it is mainly by
coincidence. Part of the problem is that the public tends to
be unaware of the ways in which it is affected by building
codes 6 But the public is very much affected, and there is a
danger that code draftsmen, no less than other administra-

63. The job of writing a new code for New York City was assigned to a
group at the Brooklyn Polytechnic Institute, which in turn enlisted the aid
of professional firms in the city. Page, N.T.C.: A Code's Progress, AncHrr=C-
TURAL & ENGINEEnING NEWS, supra note 26, at 66.

64. See Thompson, supra note 52, at 100-101. Some notion of the pressures in-
herent in code drafting may be gleaned from reports of the hearings lefore the New
York City Council on the proposed new building code. For example, the new
code was assailed by plumbers (both unions and contracting) as being too
liberal, and by architects as not being liberal enough. N.Y. Times, Oct. 3,
1967, at 37, col. 3; id., Oct. 12, 1967, at 66, col. 1. Another indication of the dif-
ficulties is that work on the new code was begun in 1962. The drafting was
substantially completed in 1965. The code is still before the City Council.

65. Of these groups, perhaps the only one interested in reducing building
costs is the homebuilders, since they are competing with other demands on
the home buyers' resources. The large general contractor is not faced with the
same problem since his bids for work will include any costs which he ex-
pects to incur together with what he considers an ample percentage for pro-
fit. With the other groups as well, higher building costs mean higher pro-
fits over the short run. Over the long run these groups might well benefit from
lowered building costs as this would tend to expand the scope of the mar-
kets. The representatives of the various groups may not, however, see things this
way. See Loevinger, Handicraft and Handcuffs: The Anatomy of an Industry, 12
L. & CoNTE . PaOB. 47-75 (1947).

66. B. KELLY, supra note 4, at 305.
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tive agencies, may be prone to forget who their constituencies
actually are.6

7 This danger may be mitigated by the re-
quirement of approval by the local legislative body, dis-
cussed below. Still, the local legislative body, like the code
draftsmen, may be placed in the position of being a judge
in an adversary proceeding in which the public does not par-
ticipate as an adversary.

In both large and small cities, the state enabling legisla-
tion or local charter will require passage and amendment of
the code in the form of an ordinance by the municipal legis-
lative body. This requirement may, depending on the locale,
impede timely and regular changes which are needed to take
advantage of new methods and materials.6 8  Legislative in-
ertia can be cited as the principal foe of up-to-date codes.
Legislatures often prove to be distracted from or unmoti-
vated toward the less spectacular problems of building codes
as opposed to matters which are seemingly more urgent,
with the result that codes are neglected and become more
and more outmoded.

There are three basic methods for relieving the bottle-
neck which may be imposed by legislative inertia and by
which codes could be better kept up-to-date. These are
(1) the mandatory periodic submission of suggested amend-
ments by an authorized body concerned with revision, pos-
sibly the building appeals board;69 (2) the passage of gen-
eral health standards under which the building commission
or some similar body is empowered to issue regulations which
will achieve these standards, together, perhaps, with the re-
quirement that changes in the regulations be "laid on the
table" for a certain time with the local legislative body for
its inspection and review;' ° and (3) the use of performance
standards instead of material standards."

The mandatory periodic submission scheme has been found
to be necessary, although not in itself enough, to keep codes

67. See W. GELLHORN & C. BYSE, ADMINISTATIVE LAW: CASES AND COM-

MENTS 1011-1012 (4th ed. 1960) and I X. DAviS, ADNMNISTRATVE LAW TRVA-
TISE § 103 (1958) on the 'captive agency' problem.

68. Joseph Newman of the Tishman Research Corporation claims that the big-
gest problem with building codes is amending them. Consequently, he favors
local reform over a national code. ACHITECTURBAL & ENGINEEXUNG NEWS, supra
note 26, at 27.

69. Thompson, supra note 52, at 102.
70. C. RHYNE, supra note 8, at 10-11.
71. ACIR, supra note 4, at 55.
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current,72 and has been recommended for universal adoption
by the Chamber of Commerce of the United States. 3 The
responsibility for proposing amendments could lie with the
building commissioner or with -the board of appeals, if there
is one. The vantage of the board of appeals may be espe-
cially suited for such a responsibility since a good many pleas
for changes will come before it in the course of its business. 5

This would be even more true were the boards enabled to
hear pleas from parties other than the owners and con-
tractors on a particular project, such as materials suppliers
and manufacturers.

The second scheme is that of -having the legislative body
pass general health standards under which the local build-
ing authority could promulgate the building code in the
form of administrative regulations. This would avoid the
primary bottleneck of legislative approval. On the other
hand, it would subject the local building authority to all the
pressures of code drafting," in addition to -the risk of cap-
ture by the factions which the authority was intended to
regulate.7  Furthermore, such a delegation would vest the
building authority with considerable power with which the
local legislative body might be reluctant to part.7 18 Assum-
ing that the local legislative body is willing to make the del-
egation, there is the problem of whether such a delegation
would be allowed under the particular state constitution. It
is one of .the venerable principals of municipal law that al-
though ministerial functions may be delegated, legislative
functions may not.79 The crucial question would be whether
the general standards passed by the legislative body gave
the building authority too much discretion.80 Even with the
more comprehensive municipal building codes, however, a

72. Thompson, supra note 52, at 102.

73. CHAMBER OF COMERCE OF THE UNiTED STATES, BUILDING CODES AND CON-
STRUCTION PnOGRESS 25 (1951).

74. BOSTON, MASS., BUILDING CODE, § 115 (1964).
75. Thompson, supra note 52, at 106.
76. Id.
77. See p. 601, supra.
78. Although New York City's proposed new building code originally pro-

vided for amendments to be made administratively by the Building Commission
without recourse to the City Council, this provision was later scrapped. N.Y.
Times, Jan. 6, 1968, at 21, col. S.

79. Louisville & Jefferson County Air Bd. v. American Air Lines, Inc., 160
F. Supp. 771 (W.D. Ky. 1958).

80. Godshalk v. City of Winter Park, 95 So.2d 9 (Fla. 1957).
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fair amount of discretion may be left to the building com-
missioner to issue regulations with regard to the use and
installation of various materials.81 It is very difficult to
say where a clean line could be drawn between proper and
excessive discretion which a court would be predictably will-
ing to accept. Perhaps this problem could be eased if the
state enabling legislation -specifically allowed such a delega-
tion. In neither case, however, is there any known example
of this second scheme's having been tried.82  The delega-
tion problem might also be eased by a requirement that
newly written regulations be "laid on the table" before the
local legislative body for a certain period after which time
they would become effective unless any objections were
raised. Although this device probably would not be very ef-
fective as a means of legislative inspection, and courts might
be inclined to view it as such, it may be particularly appro-
priate with regard to building code amendments. Non-con-
troversial amendments would be incorporated into the code
almost automatically, and controversial amendments could
be discussed by interested parties before a body less partial
to -the amendment as written than would be the authority
which wrote the amendment originally.

State codes are promulgated in the form of administrative
regulations, and no legislative approval is necessary.83

The third scheme, that of using performance rather than
specifications standards, is not exclusive of the other two,
and should be utilized in any case. The difference between
a performance and a specifications code is that the former
focuses on functional requirements whereas the latter requires
specific materials of specific grades and sizes. 4 The advan-
tage of the former type of requirements is that it would leave
a code open-ended as to the methods or materials which could
be used. Any product or procedure would be acceptable so
long as it performed its function properly.

81. See, e.g., BOSTON, MASS., BUILDING CODE § 116(1) (1964).
82. See note 79 supra.
83. CAL. HEALTH & SAFETY CODE §§ 18900-18917 (West 1964); Wis. STAT.

ANN. §§ 101.01-101.60 (1957).
84.For example, where a specifications code might say that floor joints must

be made of lumber of grade B or better, and be no less than 1-5/8" thick and
7-5/8" deep, a performance code would say floor joints must be such as to main-
tain a floor loading of 3,200 pounds per square inch.
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Although most authorities seem to be in agreement that
performance codes are desirable,85 some problems still re-
main. First, not enough knowledge is presently available for
anyone to be able to write a complete performance code 8

The processes and components of building -construction have
not been analyzed fully enough. Consequently, there is a
scarcity of adequate standards by which -to measure perfor-
mance. Hundreds of different groups-including govern-
ment agencies, trade and industry groups, and independent
associations 7-develop standards. Overall there is a con-
siderable degree of effort duplicated as well as work con-
ducted for conflicting and divergent purposes. Despite the
general confusion, however, there appear to be several groups
which in combination cover the building field, to the extent
which present knowledge permits, and from whose resources
designers, builders, and code draftsmen and administrators
can draw.88 This does not mean, however, that a manufacturer
may not introduce a product to which no existing standards
apply or to which he seeks to apply his own independent
standards. There is generally no solution for the person
trying to evaluate or compare products referenced to differ-
ent standardsf 9 Fortunately, each performance standard is

85. ACIR, supra note 4, at 51-60.
86. Id. at 58.
87. E.g., the American Concrete Institute, Associated Factory Mutual Fire In-

surance Co., American Gas Association, American Institute of Architects, Ameri-
can Institute of Electrical Engineers, American Institute of Steel Construction,
Inc., American Iron and Steel Institute, American Institute of Timber Construc-
tion, Accoustical Materials Association, American Petroleum Institute, Ameri-
can Standards Association, American Society of Civil Engineers, American So-
ciety of Heating, Refrigeration & Air Conditioning Engineers, Inc., American
Society of Heating and Ventilating Engineers, American Society of Mechanical
Engineers, American Society of Sanitary Engineering, American Society for Test-
ing Materials, American Uniform Boiler Law Society, Clay Products Associa-
tion, Forest Products Laboratory, National Association of Home Builders, Na-
tional Bureau of Standards, National Concrete Masonry Association, National
Electrical Manufacturers Association, National Fire Protection Association, Na-
tional Lumber Manufacturers Association, Structural Clay Products Institute,
Steel Joist Institute, Underwriters' Laboratories Inc., United States Forest Serv-
ice, and Wire Reinforcement Institute. The Building Officials Conference of Ame-
rica (BOCA) lists 117 accredited standards organizations, BUILDING OFFICIALS
CONFEBENCE OF Ansn1ICA, BASic BuILDiNG CODE 385-90 (1965).

88. These are the American Society for Testing Materials, the American Standards
Association, the National Fire Protection Association, the American Concrete Institute,
the American Institute of Steel Construction, the American Society of Mechanical En-
gineers, and the American Society of Heating, Refrigeration and Electrical Engineers.

89. Rosen, Evaluation of Materials, PBOGIESSIVE ArCHITECTUBE, December 1967,
at 146.
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useful in itself, and the lack of enough standards to cover
the entire building field does not prevent the incorporation
into a building code of as many performance standards as
are available. Also fortunately, the problem of insufficient
knowledge is not one which is caused or preserved by large
institutional obstacles, and it is one which can be solved
piecemeal by the numerous interested parties.

A second problem is that performance codes could place a
greater burden on local building officials. By opening up
codes toward greater acceptance of new materials and
methods, building officials, some have suggested, 0 will be
hard pressed to keep up with the pace of technological ad-
vance. On the other hand, once there is some consensus as
to what tests and standards constitute adequate criteria of
performance, it would seem that the demands of the officials
would be less than are now required in the absence of con-
sensus for product approvals and interpretation of "or equal"
clauses, that is, clauses which permit the substitution of
methods or materials not specifically mentioned in the code
which can be shown to perform as well or better in a par-
ticular role than the items specifically mentioned.9 1 What
performance codes probably implicitly demand of building
officials is a greater skill for interpreting test results, which
may entail greater professional training. The burden of
showing that a performance code standard is being met will
still lie with the parties seeking approval. It will be their
responsibility to submit data supporting the use of a product
or procedure not already in general use and for which the
local officials may have insufficient information.

Besides making codes more receptive to technological in-
novations, a study by the Building Research Advisory Board92

has predicted that performance codes will have the further
90. ACIR, supra note 4 at 99.
91. Most building codes explicitly allow the use of materials or methods which,

although not sanctioned by the code, can be shown to perform as well as or better
than the materials and methods actually sanctioned. See pp. 607-08, infra. Charles
Rhyne maintains that even where a code does not explicitly allow alternative methods
or materials, such an allowance is implicitly in the code, and a failure by code officials
to accept construction as good or better than that explicitly authorized would
violate the test of reasonableness. C. RH NE, supra note 8, at 37. Charles
Thompson indicates that in actual practice, code officials may read in "or equal"
clauses where it appears to them that the spirit of code is being observed. However,
he suggests that it would be preferable that discretionary power which code
officials exercise be made explicit in the codes. Thompson, supra note 52, at 105.

92. ACIR, supra note 4, at 58-60.
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effect of identifying areas where further research and de-
velopment are needed. It is also anticipated that although
performance codes will be helpful in lowering construction
costs, their impact will not be immediately visible. Other
factors within the construction industry, such as the num-
ber and scale of contractors, the scale of operations, the
transiency of the work and the work force, the allocation of
functions between builders and subcontractors and between
off-site and on-site work, the form of collective bargaining
arrangements, jurisdictional disputes, and restrictive prac-
tices by both unions and suppliers all will continue to hold
costs up.93 Any incremental savings as a result of the use
of performance codes will be extremely difficult to detect.
Nevertheless, over the long run, performance codes, if widely
adopted, should serve to lower costs by helping to rationalize
the industry generally and by placing material selection and
use on a more logical basis."-

In practice, codes are revised short of amendment, which
requires legislative approval, by the devices of variances95

and product approvals. Granting variances is usually a job
for a board of appeals. The basic criterion for granting a
variance is that hardship would be entailed from compliance
with the code, and other measures could be taken which
would assure safety and accord with the spirit of the code.
The range of conditions which constitute hardship may ex-
tend from impossibility to unsuitability. Thus, a new prod-
uct not sanctioned by the code could be utilized by employ-
ing the variance procedure if the product is demonstrably
more appropriate for the purpose desired to be achieved than
the sanctioned list of products, whose use, on the other hand,
would cause the builder unnecessary trouble and additional
expense. Variances, however, have no value as precedent
and in no way affect the shape of the building code, although
arguably it would be a denial of equal protection if variances
were not granted to different builders in identical situations.

Product approvals, on the other hand, can be given by the
local commissioner, and these do become an official part of
the code. Opportunities to use this procedure usually occur

93. Id. at 42, 58-69.
94. Id. at 58-60.
95. These are similar to zoning variances, and at the municipal level, the same

body may be responsible for issuing both code and zoning variances.
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where the code allows the substitution of methods, materials,
or assemblies which can be shown to be equally as good as or
better than those prescribed by the code. The party apply-
ing for the product approval must submit data showing com-
pliance with the applicable code standards, and then addi-
tional tests by independent laboratories will normally be
required.9 6 Sometimes the requirements for approval may
be weighted, ostensibly in the interests of safety, against new
products.9 7 The primary reason for such conservatism is the
difficulty of testing a product's or method's durability over
a time equal to the normal life of a building. Consequently,
there is a tendency to favor methods and materials which
have been proven in actual use. Some localities require that
a product for which approval is desired be incorporated in
a building proposed to be constructed.98 They may also re-
strict the parties who may apply for approval to the owner
or builder.99 The more common arrangement, however, is to
allow applications for approval without regard to any par-
ticular building, and to allow materials manufacturers, as
well as builders and designers, to apply.00 This latter pro-
cess is preferable since in many if not most cases it will be
the manufacturers and suppliers who are most interested in
getting a product approved. Then, if products can be ap-
proved prior to incorporation into building plans, it will be
much easier to sell the product for the first time to the archi-
tects or engineers designing a particular project.

By the procedures of variances and product approvals,
codes can be revised and made susceptible to the use of new
methods and materials without recourse to legislative ap-
proval. The procedures do not, however, remove certain
restrictive requirements or update obsolete standards which
can be changed only by amendment. Still, they do provide
a degree of flexibility which can be taken advantage of by
those willing to endure a fair amount of trouble, expense,
and lost time. 10'

Many smaller localities, lacking the facilities to write a
good code on their own, adopt codes by reference to the vari-

96. W. DEm&rEST, supra note 24, at 1-2.
97. See BosToN, MAs., BuiLDiG CODE § 116(1) (1964).
98. W. DEMAsr, supra note 24, at 21.
99. CONN. GEN. STAT. ANN. §§ 19-395-19-403 (1958).
100. N.Y. Exuc. LAW § 328(3) (1951).
101. See note 30, supra.
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ous national advisory codes. 0 2  This is done in about half
the states, where there is either no requirement that newly
passed laws be published in a newspaper or where that re-
quirement has been removed for building and housing codes, 03

with the substitution of a requirement that a certain num-
ber of copies of the entire code be kept on fie for the pur-
poses of notice and inspection in the office of the local clerk.
Since the national codes are several hundred pages in length,
the expense of printing them in a newspaper may well be
prohibitive. Some courts have held the publishing require-
ment to be only directory,'04 but usually codes adopted by
reference without publication will be struck down where
publication is required by the state constitution.'05

Although there is generally no problem with the issue of
delegation of authority in adopting a code written by one of
the national organizations, so long as the title, name of or-
ganization, and year of issue of the code are clearly specified,
there may be a problem if in the passage of the code, the
municipality attempts to incorporate future amendments by
the national organization. Were this attempted, it would
probably be invalidated.'0°  The enabling acts of some states
allow the incorporation of future amendments ;1o7 however,
these statutes have not yet been tested in court. The result
of the non-delegation doctrine here is that the local codes
at least trail behind the adoption of new provisions in the
national codes, and there is a possibility that new provisions
simply will not be passed. 8

102. As a requirement for urban renewal financing, the locality must furnish
evidence to the Urban Renewal Administration of a "workable program" one
element of which must be an up-to-date building code.

103. For situations in which no publication was required, see Hollander v. Denton,
69 Cal. App. 2d 348, 159 P.2d 86 (1945); Paducah v. Ragsdale, 122 Ky. 425,
92 S.W. 13 (1906). For statutes revoking the publication requirement see, e.g.,
Ari. STAT. ANN. § 19-2404 (1947); WASH. REV. CODE ANN. § 35-21-180 (1965).

104. In re City of New Rochelle, 46 N.Y.S.2d 645 (Co. Ct. 1943); People v.
Thompson, 377 Ill. 104, 35 N.E. 2d 355 (1941).

105. City of Hazard v. Collins, 304 Ky. 379, 200 S.W.2d 933 (1947).
105. Accord, State v. Crawford, 104 Kan. 141, 177 P. 360 (1919); see, e.g.,

Blitch v. City of Ocala, 142 Fla. 612, 195 So. 406 (1940); City of Cleveland v.
Piskura, 145 Ohio St. 144, 60 N.E.2d 191 (1945).

107. N . REV. STAT. § 18-132 (1943); N.D. CENT. CODE § 40-05-01(1) (1960);
WASH. REV. CODE ANN. § 35.21.180 (1965).

108. See note 17, supra.
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Some localities have attempted to avoid the delegation
problem by stating general health and safety standards in
the form of an ordinance and adding that adherence to a
given national code will be prima facie evidence of compli-
ance with the local standards. Aside from problems of con-
stitutional validity similar to those where a local agency
might write the code in the form of administrative regula-
tions,1 9 this approach creates the further difficulty of in-
viting litigation and dispute over what practices are or are
not reasonably in keeping with the standards.

IV. CoNCoLUsioN

Building codes play an important role in an industry which,
in turn, is central to the United States economy. As such,
they should be the subjects of close scrutiny, particularly
since their discrepant variety and rigid content act to con-
strict the markets and retard the pace of technological pro-
gress of that industry. The source of the trouble has been
the fragmentation of authority to promulgate building codes.
Power has been delegated by the states to thousands of dif-
ferent political entities, the municipalities. As long as power
remains there, little appreciable change in the present situa-
tion can be expected. Building codes have been the subject of
complaint and criticism since the 19201s.110 Consolidation of
the codes is needed, and probably the most feasible and ef-
ficient manner in which this could be done would be for the
states themselves to promulgate either mandatory or optional
geueral building codes. Were it to occur there would still be
fifty different building codes, but this would be one hundred
times fewer than exist now. Furthermore, once the states
had assumed power over the enactment of building codes, the
prospects for regional consolidation, which would be perhaps
even more rational as far as the building industry is con-
cerned, would be considerably enhanced.

Short of a reorganization of code-making authority, the
quality and modernity of the municipal codes can be im-
proved by various institutional devices coupled with a de-

109. See pp. 603-04, supra.
110. See SELECT Com. ON RECONSTRUCTION AND PRODUCTION, S. Rep. No. 829,

66th Cong., 3d Sess. (1921).
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termination to overcome legislative inertia. Such devices as
can be used are mandatory periodic submission of proposed
amendments by the local code enforcement agency or board
of appeals, the granting of maximum constitutionally per-
missible discretion to building officials to issue administrative
regulations governing the building process,' and finally, the
use of performance rather than specifications criteria to
judge the acceptability of building methods and materials.
For the smaller cities and towns in states without state codes,
and in which building codes must be adopted by reference if
there are to be building codes at all, the state enabling acts
should be eased to allow adoption of such codes as axe neces-
sary without a requirement of publication of the entire code
in a newspaper.

The needs for adequate living and working space are too
critical in today's society to permit the continuation of un-
necessary doctrinal and institutional constraints upon the pro-
cess of building. The issues are less of policy than of the
optimal organization of the regulatory scheme which governs
building. Even the best resolution of these issues will 'not
provide any revolutions in the field of building. But any
significant reduction in the impediments presented by the
current scheme of building codes would help considerably in
ulearing a path for a more efficient, responsive, and pro-
ductive building industry.

Ambrose M. Bichardson*

111. But see note 71, supra.
* Member of the Class of 1969 in the Harvard Law School.
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